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Foreword

The Academy of International Business—United Kingdom & Ireland
chapter (AIB UK&I) has a long-standing and productive collaboration
with Palgrave Macmillan in producing an annual research volume. The
book series is dedicated to publishing cutting-edge research in
International Business (IB) that is of contemporary relevance and at the
cusp of conceptual and empirical development. The first volume was
published in 1996 and the current, 29th volume, marks the outcome of
a subtle, yet important, change in editorial policy. With the inauguration
of our roles as book series editors, the annual volumes have taken an
increasing focus and shift towards collections of outputs around specific
themes where chapters are closely linked and intrinsically connected.

The book Inequality, Geography and Global Value Chains embraces this
shift beautifully around a theme that shows the dynamics in the IB field
and the accelerating embrace of socio-political challenges, including
those outlined in the sustainable development goals and the complex
interaction between simultaneously expanding and shrinking attention
to economic geographies and economic development outcomes.
Geography matters and is very much intertwined with the institutional
environment which also shapes the value chains the firms are part of. The
geographical location of value chain activities, and how the “value” is
distributed across countries, is again a very contemporary topic—which
is something the chapters of this book show very well.



Vi Foreword

With ten chapters, organized into three parts, including Part I
“Inequality and Institutions”, Part II “Geography” and Part III “Global
Value Chains”, the editors compile a set of highly readable meso- and
firm-level chapters. These help to understand IB phenomena through a
post-COVID lens and provide a sense of realities that cannot yet be seen
clearly through the fog of contemporary struggles.

Glasgow, UK Rudolf R. Sinkovics
Lappeenranta, Finland Olli Kuivalainen
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post-pandemic AIB-UKI conference held in person since 2019. The con-
ference maintained the tradition of the AIB-UKI conference to encour-
age a broad range of papers to the parallel sessions, and at the same time,
the Reading tradition of open-ended debates and interactive plenary ses-
sions. This volume is composed of a careful selection of articles from the
conference.

The central theme of the conference was Contemporary Issues in
International Business: Inequality, Geography, and Global Value Chains
(GVCs). During the last decade, we have been observing growing eco-
nomic uncertainties and many socio-cultural challenges, which may sug-
gest the possibility of seeing the tail end of globalization. While many
talk about the world’s grand challenges (e.g., climate changes, public
health, inequality, poverty) affecting not only developing but also devel-
oped countries (Buckley et al., 2017; George et al., 2016), national gov-
ernments tend to vary in how they respond to these challenges, and as a
result, the world is faced with the absence of effective multilateral coordi-
nation but divergent regulatory institutions and geopolitical tensions.
Societies have become increasingly intolerant to immigration, which in
turn reduces people’s mobility. At the same time, populist movements
advocating nationalism and economic protectionism have also gained
influence, pushing back against global cooperation and key aspects of
globalization trends of the past three decades (Meyer & Li, 2022;
Rodriguez-Pose, 2020). In particular, the tensions resulting from the
growing inequality within and between countries and individuals, cou-
pled with a rapidly changing global business environment and many
recent disruptions in the global economy, beg the important question
about the role of multinational enterprises (MNEs).

The economic and social consequences of the COVID-19 pandemic
have made even more obvious the growing inequality between geographi-
cal locations and individuals both within and across countries. More
importantly, the overall impacts of inequality may be substantial over the
medium-to-long term due to a slow and uneven recovery in many devel-
oping countries. Disparities in school learning losses during the pan-
demic period will also have long-lasting effects on inequality of
opportunity and social mobility (Narayan et al., 2022). MNEs are key
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actors in globalization, not only through trade and investment but also as
players and coordinators of GVCs. By both passive and active means,
MNEs can influence the opportunities for workers and societies, both
within their hierarchies and those of their suppliers and customers.
However, it is often argued that MNE:s are primarily responsible to their
shareholders, and as such, social injustices are not always within this
remit, despite the talk of corporate social responsibility and the United
Nations™ Sustainable Development Goals (SDGs). MNE-coordinated
GVCs face challenges in enforcing higher labor standards, working con-
ditions, and environmental protection of contractual, lower-tier suppli-
ers. In some instances, this has seen a return to internalization and a
resultant increased vertical integration, which may have other side effects
(Narula, 2019). MNE activities also play an important role in determin-
ing or reinforcing spatial inequalities. Global cities have become promi-
nent locations for MNE investment, especially in knowledge-intensive
activities. This has contributed to the process leading to a ‘winner-takes-
all’ economic geography. It has been reported that MNEs can substitute
local connections with international ones. This can exacerbate the local
disconnectedness between the city and its surroundings. However, MNEs
are also known for their potential contribution to local spawning by
engaging with the local entrepreneurial ecosystem to create and renew
local connectedness. The pandemic has severely hit many cities and
urban-oriented systems. It could bring about a series of social changes in
the structure and morphology of cities, suburbs, and metropolitan regions
which might affect their attractiveness to MNEs. This has the potential to
lead the way to the emergence of intermediate cities and contribute to
reducing the inequality between cities and locations.

In the conference, we have discussed three related questions: first, can
MNE:s really play a role in reducing inequality, and if so, to what extent?
Second, can MNE:s help reduce inequalities between core and periphery
or between cities and their surroundings? Third, can MNEs cascade sus-
tainability compliance throughout their GVCs? These issues were debated
in three Reading-style plenary sessions with stellar panel members, a
diverse mix of senior and junior scholars from around the world.
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1.1 Can MNEs Really Play a Role in Reducing
Inequality, and if so, to What Extent?

For the first question,' our panelists argued that MNEs can play a critical
role in reducing economic and social inequality in various ways. For
example, MNEs may bring their firm-specific advantages and knowledge
assets (e.g., technologies, best practices) that local firms can benefit from
learning new knowledge and upgrading their capabilities. This in turn
can lead to the upgrading of local workforce skills, wages, and eventually
reduce inequality. It was also noted that, in some regions with weaker
governments and institutions such as Africa, MNEs can contribute to the
development of both formal and informal sectors, creating value together
with local stakeholders, and eventually reducing inequality and improv-
ing social conditions. On the other hand, the discussion pointed out that
MNEs have limited capabilities and incentives to address inequality.
Indeed, MNEs seem to engage in strategies to be “good and socially
responsible” companies to help reduce inequality, enforce human rights,
or mitigate environmental damages, but their commitment and efforts to
address these issues in the form of corporate social responsibility activities
are insufficient or at least, not ambitious. MNEs are taking too much
credit for doing so little, while examples of MNE misbehaviors abound,
which are too often classified as merely ‘unintended’ consequences.

1.2 Can MNEs Help Reduce Inequalities Between
Core and Periphery or Between Cities
and Their Surroundings?

Regarding the second question,?” it was noted that MNEs can contribute
to the local disconnectedness by creating ‘economic death zones’ beyond

!Panelists for this question include Rajneesh Narula (University of Reading, UK), Farok Contractor
(Rutgers University, USA), Anne Jacqueminet (Bocconi University, Italy), Aloysius Newenham-
Kahindi (University of Victoria, Canada), and Irina Surdu (University of Warwick, UK).
*Panelists for this question include Davide Castellani (University of Reading, UK), Andreas
Schotter (Western University, Canada), Andrés Rodriguez-Pose (London School of Economics and
Political Science, UK), Katiuscia Lavoratori (University of Reading, UK), and Luisa Gagliardi
(Bocconi University, Italy).
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the catchment areas of large or global cities. Stated differently, global con-
nectedness may disrupt local connectedness, as a result of two factors: (i)
global orchestration of resources and markets, (ii) lack of sufficient local
entrepreneurial eco-systems in the catchment areas of global cities
(Lorenzen et al., 2020). Recently, we have also observed that large MNE
headquarters location decisions can shape the landscape of major cities
and subsequently increase inequality by pushing up the living costs and
leading to increasingly gentrified cities. However, our panelists also dis-
cussed that a non-trivial share of MNE activities is attracted to non-core
areas. Another recent trend has been the re-shoring or near-shoring of
economic activities that have the potential to benefit peripheral areas. In
short, MNE activities are attracted by different location characteristics
(Castellani et al., 2022), and knowledge-intensive activities have increas-
ingly concentrated in core areas, which in turn, may create tensions and
increase inequality within and between countries and cities. This begs an
important question about the role of institutions and policies in affecting
MNE strategies and decisions, as well as the necessary conditions for lag-
ging cities and locations to become more attractive for inward investment.

1.3 Can MNEs Cascade Sustainability Compliance
Throughout Their GVCs?

Finally, regarding the third question,’ the debate was focused on the
conundrum of how MNEs can ensure cascading sustainability compli-
ance along their GVCs. Today, MNEs face huge market and non-market
pressures to promote sustainability from various stakeholder groups.
However, many MNEs, even with the best intentions, struggle to ensure
sustainability compliance with their suppliers. Our panelists mainly dis-
cussed whether MNEs have ‘what it takes’ to ensure cascading sustain-
ability compliance throughout their GVCs and whether they are willing
to do so. The discussion also touched on the internalization theory of

3 Panelists for this question include Rajneesh Narula (University of Reading, UK), Ari Van Assche
(HEC Montréal, Canada), Stephanie Wang (Indiana University, USA), Luciano Ciravegna
(INCAE Business School, Costa Rica), Valentina de Marchi (University of Padova, Italy), and
Vivek Soundarajan (University of Bath, UK).
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cascading compliance, in other words, whether promoting sustainability
in their GVCs will lead to more internalization or not. It was mentioned
that MNEs have ‘new’ control and coordination mechanisms—which are
not available in the market—that they can use to promote cascading
compliance (e.g., digital technologies). Moreover, MNEs can develop a
unique external governance capability to promote compliance in their
GVCs. On the other side, our panelists also argued that the ‘carrots and
sticks’ that MNEs face for promoting cascading compliance are not suf-
ficient, while internalizing transactions that are currently external to the
firm may prevent MNEs from investing in ‘efficient’ governance mecha-
nisms. Indeed, implementing cascading compliance is usually too expen-
sive and complex for MNEs (Soundararajan & Brammer, 2018).

Ultimately, in the present world where global disruptions are preva-
lent, globalization is being challenged, and MNEs are under increasing
pressures to promote sustainability; both managers and policymakers will
need to be smarter about decision-making, particularly concerning the
interest of various stakeholders. Beyond the broader context of the panel
discussions, this volume seeks to provide a number of important contri-
butions to some of the most current debates in the international business
(IB) research. A variety of contemporary issues and questions about
inequality, geography, and GVCs are all put under the spotlight. In doing
so, this book aims to provide a richer understanding of MNE activities
and how they are being affected by the complex and dynamic environ-
mental settings in which they operate.

2 Contributions to This Volume
2.1  Partl: Inequality and Institutions

Part I offers a collection of papers that investigate the intricate connec-
tion between globalization, MNEs, and inequalities, as well as the medi-
ating role of different types of institutions at different levels. During the
last four decades, the world has seen a sharp increase in within-country
inequalities, that is no longer circumscribed to low- and middle-income
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countries. At the same time, the world has seen a rapid increase in global-
ization driven primarily by the cross-border activity of MNEs. Although
some research has recently pointed out that MNEs can be a key source of
increased inequalities in the host economies—either by direct or indirect
action or by inaction—our understanding of the role of MNEs in affect-
ing within-country inequality remains at a very early stage (Narula & van
der Straaten, 2021). Moreover, the interaction of institutions at different
levels plays a crucial role in determining the social, economic, and envi-
ronmental outcomes of both market and non-market firm strategies. Part
I comprises three chapters that address some compelling questions revolv-
ing around MNEs and inequalities, and the mediating role of institutions
that, so far, have attracted limited attention in the IB literature.

MNEs may affect social and economic inequalities, either directly
through their investment and divestment decisions or indirectly through
linkages with the domestic sector in the host economy. In the first chap-
ter of Part I, “Left Behind. Research on Foreign Divestment and Local
Employees,” Nguyen takes stock on the literature on foreign divestment
decisions—the closing or selling-off an active business unit in a host
country—and local workers, while proposing avenues for further research
around this topic. By means of a systematic review and meta-analysis of
the literature, the author uncovers two main imbalances in the foreign
divestment scholarly work. First, while the bulk of the empirical work on
this matter has focused on divestment choices from the MNES’ perspec-
tive, for example, exit costs and value creation, very little work has been
undertaken to studying the relationship between MNE:s divesting choices
and local workers. Second, most of these papers address how local
employees influence MNEs’ divesting decisions, while only a handful
study the effects of divestment modes and processes on local employees’
social and economic outcomes. This seems to be a striking omission given
that local employees, especially low-skill workers, will be disproportion-
ally affected—for instance, decrease in earnings, job loss, reduced living
standards, and truncated career development—by foreign divestment
decisions, thus potentially increasing inequalities. After a thorough review
of the state of the art, Nguyen offers rather thought-provoking lines for
future research in both directions of the ‘foreign divestment-local employ-
ees’ nexus.
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MNEs may impact social and economic inequality not only via their
foreign direct investment (FDI) activities but also through the imple-
mentation of their corporate social responsibility (CSR) strategies. In the
second chapter of Part I, ““Universal’ CSR and Its Discontents in an
Emerging Economy,” Brejnholt discusses how different institutional con-
figurations have led Brazilian MNE:s to increasingly apply universal CSR
practices that disregard the local context in which they operate, and how
this leads to different outcomes which may create different types of dis-
contents. The author challenges the view that intended social and envi-
ronmental outcomes of CSR are a result of ‘weaker’ domestic institutional
quality, but rather they are a result of how different institutional prescrip-
tions interact under different institutional arrangements. Drawing on 30
semi-structured interviews with relevant CSR stakeholders, the findings
suggest continued concerns for CSR decoupling between policy and
practice leading to unequal socioeconomic and environmental outcomes
in local communities. The causes for such decoupling are found in insti-
tutional incongruences between community-oriented CSR engagement
and the increased expectation for marketized forms of ‘universal’ CSR
adoption—associated with global standards guided by financial priorities
over social and environmental engagement. In addition, these incongru-
ences tend to be enhanced by the lack of systematic enforcement and
adequate oversight by the State, which effectively empowers a limited
group of Brazilian MNE:s rather than the public. Therefore, leaving CSR
practice susceptible to ambiguous reporting and externalized responsibil-
ity (or irresponsibility) ultimately leads to rising unequal social, eco-
nomic, and environmental outcomes in local communities.

Finally, MNEs may also have effects on vulnerable groups of the popu-
lation through their corporate political activity (CPA) actions or inac-
tions in response to institutional schisms. In the last chapter of Part I,
“Using Non-market Strategies to Respond to Institutional Schisms: The
Case of Florida House Bill 1557 and the Walt Disney Company,” Moore,
Pacheco, Brandl, and Dau make an account on how the CPA actions or
inactions of a well-established MNE like the Walt Disney Company, in
response to an institutional schism, may affect international human
rights agendas, for example, those related to equity, diversity, and inclu-
sion (EDI). In particular, the authors analyze how Disney’s response to an
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institutional schism created by United States national policies
(Constitution and Supreme Court precedents) and those developed by
the state of Florida, that is, House Bill 1557 (also referred to as the ‘Don’t
Say Gay’ bill) has the potential to actively contribute to promoting or
hindering a public agenda for social change, such as the rights of the
LGBTQIA+ community that has consistently suffered significant social
marginalization. After facing considerable backlash from consumers and
activists due to the company’s initial silence, Disney chose to transform
the institutional environment in the state through explicit CPA for
EDI. By using the Disney case study, the authors show how non-market
strategies are vulnerable in the face of institutional schisms that create
uncertainty and ambiguity in business environments, especially when
they ensue from misalignment of national and subnational level institu-
tions. Importantly, the discussion also highlights how firms’ actions have
significant consequences on social outcomes and can either support or
hinder their advancements.

2.2 Part ll: Geography

In the age of the new economy, the boundary of world business has been
undergoing challenging and dynamic changes significantly influencing
EDI activities. Part II of the volume, therefore, includes three thought-
provoking studies that aim to address some critical questions regarding
the value-creating role of FDI and what influence the FDI outflows and
inflows. In particular, rooted in the political institutions literature and
economic geography and based on multiple levels of analysis, Part II
combines contextualized insights into some topical and timely issues of
FDI, which are crucial but have remained understudied. The efforts to
address these FDI questions can lead to both economic and social conse-
quences. Part II comprises one conceptual paper studying China as the
home country context and two empirical studies using EU regions as the
host country context. Taken together, the three chapters included in Part
IT can not only advance the field but also hold the potential to enlighten
a community of MNE managers and policymakers.



10 J. M. Lee et al.

The first chapter of Part II is entitled, “Political Risk and Location
Choice of Chinese SMEs.” In this chapter, Chen, Giroud, and Rygh
bring to the fore an important yet under-explained research question: the
association between host country political risk and the location choice of
Chinese small and medium-sized enterprises (SMEs). This research ques-
tion is intriguing and relevant in that FDI by Chinese SMEs has increased
significantly in the past two decades. However, little scholarly attention
has been paid to the location choices of these SMEs given the particular
role of host country political risk. To address this question, the authors
contrast and compare multiple political institutions approach lenses such
as OLI paradigm, institutional economics, and organizational institu-
tionalism, while accounting for both China and the host country institu-
tional factors. The key message from this chapter is that what seems to
have applied to large Chinese MNEs, for example, being less sensitive to
host country political risks, might not be necessarily applicable to Chinese
SMEs. Meaningful theoretical adaptations are therefore needed in order
to better explain the outward FDI pattern of Chinese SMEs. In addition,
this chapter suggested some fruitful avenues for future research. Given
the increased geopolitical tensions, China’s “One Belt One Road” initia-
tive and its “Go Global” initiative, this conceptual piece is very topical.

The second chapter of Part II is entitled, “FDI in Balkan Countries:
The Role of EU Accession on FDI Attraction.” In this chapter, Benfratello,
Ambrosio, Sangrigoli, and Scabbia investigate the link between EU acces-
sion and the positive gains in FDI into Balkan countries. To that end, the
authors take a sub-regional perspective and use a comprehensive set of
factors to single out the country-of-origin heterogeneity. These factors
include market size, openness to trade, wages and governance, and differ-
ent forms of co-location between the new investment and those previ-
ously located in the same host country. Based on 9185 greenfield FDIs
locating in 8 Balkan countries from 84 origin countries worldwide over
the 2003-2019 period, the authors found that EU accession is associated
with positive gains in FDI. The findings, however, appeared to be driven
by European investors, while non-EU MNEs do not seem to be affected
by the EU membership of potential destinations. This undertaking,
which is among the first to investigate FDI issues in Balkan countries, is
well-motivated. This is because FDI inflows are generally positively
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associated with unemployment reduction, infrastructure development,
and managerial and technological advancement in the recipient country
contexts while Balkan countries have long suffered from political and
ethnic conflicts, thus receiving lower FDI inflows.

The final chapter of Part II is entitled, “Innovative Foreign Direct
Investments and the Knowledge Sources for Green and Digital Inventions:
A Patent-Based Analysis.” Grounded in the economic geography litera-
ture, Bello, Castellani, Damioli, Marin, and Montresor highlight the
important role of FDI inflows and outflows in knowledge exchange and
transfer with respect to green and digital technologies for European
countries. More specifically, the authors explore directly whether knowl-
edge exchange that is beneficial to green and digital technology develop-
ment will occur due to the linkage between two locations established by
FDI. Based on a gravity model, this chapter provides interesting empiri-
cal evidence such that FDI inflows, in the form of either greenfield FDIs
or cross-border M&As, into EU metropolitan and NUTS (nomenclature
of territorial units for statistics) 3 regions did enable EU territories to
access knowledge developed in the home countries of the MNEs that
enter these EU territories while FDI outflows from these EU territories
did not achieve significant reverse knowledge transfer. The authors also
find that the positive relationship between FDI inflows and the knowl-
edge base of green and digital technologies appears to be stronger in the
case of digital technologies and when it is driven by more recent EU pat-
ent activities. Combined, the findings reveal the important pipeline role
of MNEs carrying out innovative activities in the EU in enabling EU
regions to get access to sources of knowledge abroad. Considering the
current COVID-19 disruptions, soaring costs of energy, and accelerated
digitalization trend, the research question is very timely.

2.3 Partlll: Global Value Chains

Part III offers a collection of chapters which delve into the complex phe-
nomenon of GVCs, focusing on the geographical location of value chain
activities, the distribution of “value” across countries, the impact of
GVC participation on environmental issues, and the role of GVCs on
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resilience. GVCs have been investigated by different but related disci-
plines and analyzed from different levels, namely macro, meso, and
micro. The three chapters in this part investigate the topic with a multi-
disciplinary approach, combining insights from IB, international eco-
nomics, economic geography and regional science, and offer new evidence
at different levels of analysis.

In the first chapter of Part III, “Assessing Value Capture in GVCs:
Conceptual Issues and Evidence at the Country Level,” Coveri,
Paglialunga, and Zanfei investigate the geographical distribution of value
chain activities between advanced and emerging economies by providing
new empirical evidence on the “smile curve”, a well-established concept
in IB and international economics, where empirical evidence is still lim-
ited. Their study aims to overcome some of the data limitations of previ-
ous empirical studies on measuring the specialization of countries across
GVC functions. More specifically, they use micro-level inward FDI data
from the fDi Markets database, with global coverage during the period
2003-2018. The advantage of this dataset is that it distinguishes the spe-
cific functions involved in the FDI events, as it reports the value chain
function for each FDI project (e.g., research and development, manufac-
turing, etc.). Their analysis is then developed in two parts. First, they
measure the “functional specialization in FDI” of the country computing
an FDI-based specialization index for the different stages of the value
chain (i.e., upstream, production, and downstream). Findings show that
advanced economies are more specialized in intangible and knowledge-
intensive upstream and downstream activities, while low- and middle-
income economies are more specialized in production activities. Second,
their analysis continues with a focus on the economic returns of such
FDI-based specialization. In detail, they find that a higher specialization
in production functions is associated with a lower amount of value cap-
tured from GVC participation, measured with the domestic value added
embodied in exports. These findings shed new light on the international
division of labor and the distribution of activities, hence value along the
value chain between advanced and emerging economies.

The second chapter of Part III, “The Relationship Between Global
Value Chains, Green Technologies, and Air Pollution. Initial Evidence
for EU Regions” by Colozza and Pietrobelli, discusses the role of GVC



1 Are Multinational Enterprises Capable of and/or Responsible... 13

participation in green patents and air pollution at the regional level in
Europe. GVCs may facilitate the diffusion of knowledge, including
“green” (environment-related) knowledge, and contribute to the adop-
tion and production of “green” technologies. In turn, green technologies
can have an impact on reducing emissions of air pollutants. Furthermore,
GVC participation could reduce air pollutant emissions, but the “pollu-
tion haven” argument must be included in the whole picture: GVC par-
ticipation can ultimately have a negative impact on emissions, because
polluting activities might be offshored in other regions rather than those
participating in GVCs. This chapter contributes to the literature by offer-
ing evidence on the above relationships, focusing on NUTS-2 regions in
Europe. More in detail, the analysis is carried out in two stages. First, the
relationship between GVC participation and green technologies in EU
regions is assessed, and the results show a positive correlation between
participation and green patents. In the second part of the analysis, they
investigate the effect of green patents and GVC participation on the level
of air pollution per capita. Preliminary evidence suggests that lower pol-
lution levels are present in regions with a higher number of environment-
related patents. Moreover, the data show an interesting negative
correlation between GVC participation and air pollution, suggesting that
regions with greater GVC participation have lower levels of emissions.
However, the analysis highlights the importance of taking into account
the “pollution haven” hypothesis, and one way to control the dependence
of regions on productions offshored in other territories is through back-
ward participation.

In the last chapter of Part III, “Global Value Chain Resilience and
Reshoring During Covid-19: Challenges in a Post-Covid World,” Marvasi
provides a collection of empirical evidence on GVCs and resilience dur-
ing the COVID-19 disruptions, moving from an aggregate country-level
to a micro-level perspective, by looking at the response of Italian compa-
nies to COVID-19 shocks. Starting with a country-level picture, evi-
dence shows a dual role of GVC participation during the pandemic,
acting as a transmission channel of shock during the first wave of the
pandemic, but contributing to a relatively stronger resilience phase in the
second wave. This correlation between resilience and GVC participation
is confirmed also in the analysis of sectoral data. The pandemic has
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dramatically affected all service industries, less internationally tradable
and more sensitive to face-to-face interactions. However, a strong hetero-
geneity appears even among manufacturing industries, where industries
less involved in GVC are hit more seriously. Moving toward a firm-level
focus, the chapter shows that larger and more internationalized firms are
more resilient and suffer less from COVID-19 shocks, based on the evi-
dence provided by the World Bank Enterprise Survey. When looking at
the GVC angle, data from the Business Outlook Survey on industrial and
service firms in Italy by the Bank of Italy support the idea of the sticky
nature of GVCs, with a slight sign of regionalization in terms of the loca-
tion of both production facilities and suppliers. The chapter concludes by
discussing some key factors playing a role in the future of GVCs.
Diversification of suppliers and regionalization of GVCs can reduce the
exposure to shocks driven by interconnectedness, but at the risk of
higher costs and reduced efficiency. The nature of the shock can also
affect companies’ decisions, as the impact and the response to temporary
and permanent shocks can be very different.
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Left Behind. Research on Foreign
Divestment and Local Employees

Ha T. T. Nguyen

1 Introduction

Since February 2022, over 1000 multinational enterprises (MNEs) have
withdrawn their subsidiaries from Russia, under pressure from investors
and customers regarding the Russia—Ukraine war (Yale, 2022). The exit
has occurred across different business sectors and at different times dur-
ing the conflict (New York Times, 2022). While some are temporary, for
example, pausing sales in Russia, many exits amount to the permanent
closure of subsidiaries (New York Times, 2022). For some years now, the
world economy has been dealing with several geopolitical tensions and
natural disasters, that is, the COVID-19 pandemic, US-China trade ten-
sions, Brexit, and global warming. These events have produced a trend
for de-globalization, where foreign divestment, in the form of liquidating
or selling off a foreign subsidiary, is of particular interest to the
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international business literature (Coudounaris et al., 2020; Schmid &
Morschett, 2020).

The prior research has provided knowledge on why and how MNEs
divest their foreign subsidiaries. Nevertheless, while both academic
researchers and business experts have discussed the impact of the exit
decision on MNEs perspectives, for example, exit costs and value cre-
ation after the divestment announcement (Cao et al., 2008; Meschi,
2005; Shepherd et al., 2014; Wright & Ferris, 1997), there is a lack of
attention paid to the circumstances of the divested subsidiaries and, of
particular interest, that of the local employees. This is a striking omission,
given that local employees, especially low-skilled workers, have often suf-
fered severely from significant changes in their earning outcomes, living
standards, and career development, which may increase social inequali-
ties (World Investment Report, 2020; World Inequality Report, 2022).
More importantly, as the linkage between unemployment persistence and
foreign subsidiary divestment has a significant impact on the welfare of
the economy (Alvarez & Gorg, 2009), we argue that the disregard for the
impact of foreign divestment on local workers should be addressed, as it
may enhance inequality effects in host locations.

It is important to explore the linkage between foreign divestment and
local employees, in terms of social inequality, career development, and
unemployment persistence. For instance, the World Inequality Report
(2022) has shown that national incomes in 2020 fell between 6 and 7.6%
in different countries, whereas the gap between the top of the wealth
distribution and the rest of the population has widened remarkably dur-
ing the pandemic. This inequality—economic, social, and in opportuni-
ties—has grown partly because of job losses, declining business transitions
and development, skill-biased technological change, or reconfiguration
in global value chains. Foreign divestment is a notable phenomenon in
this context. It relates to closing or selling off an active business unit in a
host country. Employees who worked in the divested unit are likely to
lose their job, see a reduction in earnings, or experience changes in their
career development. More importantly, the accumulation of specific
human capital or bounded skills that local employees acquired during
their time at the divested unit may result in persistent unemployment.
However, our understanding on the consequences of foreign divestment
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mainly concerns the MNEs or senior headquarters executives, while its
impact on local employees has been largely neglected. The World Social
Report has included the reduction of individual inequality as a develop-
ment goal for the 2030 Agenda (UNDESA, 2021). Hence, our study
aims to support this goal by exploring how foreign divestment influences
local employees, both subsidiary managers and non-managerial staff.

In this research, we focus on the two-way relationship between foreign
divestment and local workers, that is, the impact of local workers on for-
eign divestment and vice versa. In general, local workers refer to all local
employees working at the foreign subsidiaries, for example, subsidiary
managers, and production and non-production workers. We do not con-
sider expatriates working for the parent firm on foreign assignment as
local employees.! In addition, we focus mainly on two levels of subsidiary
hierarchical structure, that is, local subsidiary managers and non-
managerial local workers who are not involved in the decision-making
process at the subsidiary. Precisely, we aim to explore how local workers
influence foreign divestment propensities and divestment modes, and,
more importantly, how the divestment decisions affect different aspects
of the local worker’s life, for example, in terms of economic and social
outcomes.

Our study aims to contribute to the foreign divestment literature and
international management research in two ways. First, we synthesize the
previous findings on the relationship between foreign divestment and
local workers. The synthesis takes stock of our knowledge on the impact
of foreign divestment on local workers and, more importantly, offers new
future research avenues. Our review shows that previous scholars have
paid scant attention to the relationship between local workers and foreign
divestment. This is a striking omission given that local workers have a
significant connection with foreign divestment. As noted, the relation-
ship between local workers and foreign divestment is two-way, that is,

'"We do not consider expatriates in our study, largely because they may not be affected by the
divestment of the foreign subsidiaries. Compared to local workers, they may easily move back to
the parent headquarters or be transferred to other foreign subsidiaries (Fang et al., 2010; Harzing,
1995; Wang et al., 2009). In addition, the connection between expatriates and divested subsidiaries
is significantly different from the linkage between local workers and divested units (Sartor &
Beamish, 2018, 2020). The connection may be looser, compared to the expatriates™ relationship
with the headquarters.
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local workers influence foreign divestment propensities via human capital
or labor productivity, while the foreign divestment also changes local
workers’ career and personal development path—for example, job loss,
persistent unemployment, future salaries—as well as workers’ attitude
and reaction toward the sell-off process and post-divestment perfor-
mance. Therefore, our review will retrieve primary studies discussing
both directions of the relationship.

Second, building on our findings, we propose a set of future avenues
pertaining to the linkage between local workers and foreign divestment.
The proposition constitutes a stepping stone to move the current litera-
ture on foreign divestment to the next level, from the causes of foreign
divestment to its consequences. We further highlight the importance of
understanding both foreign divestment and divestment implications—
for example, divestment mode choices or the divestment implementation
process—since the effects of divestment decisions on local workers will be
contingent on different modes of divestment, for example, sell-off versus
liquidation. In this respect, our research encourages future studies to
delve into specific linkages between local workers and foreign divestment
decisions.

2 An Encompassing Definition
of Foreign Divestment

As noted above, although foreign divestment has emerged as a central
topic in different fields of research, there are still misconceptions about
foreign divestment and its implications that may affect the generalizabil-
ity and reliability of previous findings. Boddewyn (1979, p. 21) was
among the first scholars to define foreign divestment, as selling “deliber-
ate and voluntary liquidation or sale of all or a major part of an active
operation.” Later, scholars simply defined de-internationalization, de-
investment, or divestment as any reduction of a firm’s engagement in or
exposure to cross-border activities (Chang & Singh, 1999; Wan et al.,
2015). Moschieri and Mair considered foreign subsidiary divestment as a
form of corporate divestment, which refers to the disposal of a parent



2 Left Behind. Research on Foreign Divestment and Local... 23

company and sales of assets, facilities, product lines, subsidiaries, business
units, and divisions. Recently, researchers have referred to foreign divest-
ment as the full liquidation or sell-off of foreign subsidiaries by MNEs
(Arte & Larimo, 2019; Schmid & Morschett, 2020; Song, 2021). This
definition is popular in the extant literature because it provides a consis-
tency across empirical studies.

International business and management scholars have further defined
foreign divestment modes based on changes in a corporate structure. For
instance, Cefis and Marsili (2005) divide divestment modes into closure,
mergers, and acquisitions (M&A), and radical restructuring. Irfan et al.
(2018) also consider three types of divestment mode, voluntary liquida-
tion, involuntary liquidation, and acquisition. Nonetheless, foreign
divestment is not emphasized in the two articles. Very few scholars have
differentiated between full and partial divestment (Donald, 2001;
Flickinger & Zschoche, 2018). International business researchers, for
example, Benito and Welch (1997), have considered divestment as one of
the different approaches to de-internationalization that other approaches
have included, such as reduction of operations, switching to modes of
operation with lower levels of commitment, sell-off or closure of foreign
subsidiaries, reduction of an ownership stake, and seizure by local
authorities.

It is worth mentioning that the finance and accounting literature has
focused more on the differences in financial structure or status of the par-
ent MNEs, thereby categorizing divestment into spin-off, equity carve-
out, split up, and sell-off (Brauer, 2006; Brauer & Wiersema, 2012;
Hamilton & Chow, 1993; Prezas & Simonyan, 2015; Kolev, 2016;
Damaraju et al., 2014). In addition, Villalonga and Mcgahan distin-
guished divestment from alliances and acquisitions, based on different
phases along the integration continuum. Kolev (2016) and Flickinger
and Zschoche (2018) further referred to restructuring and divestitures as
two types of divestments when focusing on changes in financial situation.
However, the international aspect is not emphasized in this stream.

For the purposes of this research, we focus on only two types of divest-
ment mode: sell-off, which refers to the outright sale of a subsidiary, and
liquidation or closure, referring to the shutdown of a subsidiary (Konara
& Ganotakis, 2020; Mata & Portugal, 2000). The main reason behind
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this focus is that the two types are significantly different from each other
in terms of the relationship of the divested unitand parent firm. Moreover,
there are important changes in the corporate portfolio and financial sta-
tus after the divestment. In addition, we discuss the involvement of local
workers in the foreign divestment process and outcomes. The term pro-
cess fundamentally refers here to the period starting with the announce-
ment of the divestment up to the moment of its conclusion (Cairns et al.,
2008; Defren et al., 2012; Nees, 1981). Furthermore, primary studies
have deemed divestment outcomes the value creation for the MNEs after
the divestment is announced (Zschoche, 2016). We acknowledge that
research on the divestment process and outcome has not received the
attention it deserves, compared to that on foreign divestment propensi-
ties and modes. Hence, we maintain that our discussion could provide an
extensive understanding on the topic of foreign divestment.

In this review, we define foreign divestment as a strategic decision by
which an MNE withdraws its subsidiaries from host countries in two
different ways: either selling off their full assets or stocks and liquida-
tion, that is, closing targeted subsidiaries. By definition, we exclude
studies that discuss partial divestment or a minor change in ownership
levels. In the present study, “divestment” refers to foreign divestment,
unless otherwise specified, and “divestment process” refers to the imple-
mentation of a divestment announcement up to divestment completion.
Further, we define divestment outcome, or the consequences of foreign
divestment, as the changes in local employees once the divestment pro-
cess is completed. Table 2.1 highlights definitions of foreign divestment
and divestment modes in prior studies.

3 What We Know About the Relationship
Between Foreign Divestment
and Local Workers

As stated, the main objective of this work is to explore the diverse rela-
tionship between foreign divestment and local employees, for example,
local subsidiary managers and non-managerial local workers. Thus, we



2 Left Behind. Research on Foreign Divestment and Local... 25

Table 2.1 Definitions of foreign divestment and divestment modes

Author(s) Definitions

Foreign divestment
Boddewyn The deliberate and voluntary liquidation or sale of all or a

(1979) major part of an active operation.

Bane and The failure of an activity in a business context is often not black
Neubauer and white but a matter of degree, and furthermore “can only
(1981) be judged in relation to the management’s original aims for

the activity...the act of liquidation as given by the data as a
surrogate for failure.”

Tsetsekos and Plant closure referred to the closure of foreign plant that does

Gombola not reopen during the research period.
(1992)

Benito (1997) Forced divestments refer to the seizure of foreign-owned
property, i.e., actions referred to as nationalization,
expropriation, or confiscation, where change of ownership is
forced upon the investor. Deliberate divestment is based on
strategic considerations leading to the voluntary liquidation
or sale of all or a major part of an active operation.

Luo (1998) "1JV success” is generally defined as the accomplishment of the
parent firm'’s strategic for the venture. Otherwise, it is “IJV
failure.”

Bergh (1998) Acquisition success was defined in terms of whether the
acquisition was divested (unsuccessful) or retained (successful).

Benito (2005) Foreign divestment can be seen as an adjustment, a failure, or a
result of restructuring.

Palmer and Foreign divestment is not always a reactive measure or a sign of

Quinn market failure, but quite often an emerging strategic action.
(2007)
Moschieri Corporate divestment refers to the disposal of the parent
and Mair company and sale of assets, facilities, product lines,
(2008) subsidiaries, business units, and divisions. Hence, foreign
subsidiary divestment is a form of corporate divestment.
Wan et al. International divestment, or de-internationalization, is
(2015) generally understood as the reduction of a firm'’s international
operations.

(continued)
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Table 2.1 (continued)

Author(s)

Definitions

Our review

Foreign divestment refers to the full exit of an active foreign
subsidiary of a multinational enterprise (MNE) from a host
country. Two elements that differentiate foreign divestments
from others, i.e. corporate divestment, domestic divestment,
are the foreign aspect (compared to domestic) and the
subsidiary level (compared to a small reduction in ownership,
market exit, or corporate divestment). The subsidiary exit
may or may not relate to market exit, depending on how
many subsidiaries the MINE operates in the host country.
Foreign divestment could be a form of corporate divestment,
especially when the MNE wants to refocus on its core
products or strategies. Foreign divestment is not always
caused by issues that stem from problems, i.e., poorly
performing units, but might be a strategic reaction.

Foreign divestment modes

Benito and
Welch
(1997)

Mata and
Portugal
(2000)

Alexander
et al. (2005)

Villalonga
and
McGahan
(2005)

Palmer and
Quinn
(2007)

MNEs could take several approaches to de-internationalization
strategies, including reduction of operations, switching to
modes of operation with lower levels of commitment, sell-off
or closure of foreign subsidiaries, (reduction of ownership
stake and seizure by local authorities), and foreign
divestment.

There are two types of divestments: sell-off, referring to the
outright sale of a subsidiary; liquidation or closure, referring
to a subsidiary shutdown.

Divestment is a facet of corporate restructuring, and takes
different forms: financial restructuring, portfolio
restructuring, organizational restructuring, and multinational
and spatial dimensions of restructuring.

There are three types of divestments, including liquidation,
alliances, and acquisitions, differing from each other based on
the integration of the continuum.

There are different forms of foreign divestment. Depending on
operational and non-operational dimensions to navigate the
differences amongst them.

(continued)
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Table 2.1 (continued)

Author(s) Definitions

Cefis and There are three types of divestments: closure, mergers, and
Marsili acquisitions (M&A), and radical restructuring.
(2005)

Coe et al. There are different forms of foreign divestment, including
(2017) closure of a number of stores or channels; financial

restructuring in terms of the ownership and/or profit
expectations of a subsidiary; organizational restructuring with
respect to retail processes or formats; and/or total exit from a
particular territory.

Irfan et al. There are three types of divestment mode: voluntary
(2018) liquidation, involuntary liquidation, and acquisition.
Flickinger Depending on changes in the financial situation, there are two
and divestment modes: restructuring and divestitures.
Zschoche
(2018)

Our review There are several approaches that MNEs pursue to divest their
foreign subsidiaries. Depending on changes in financial
status, the integrated continuum process, or levels of
divestment, foreign divestment modes would in this review
be considered sell-off vs. liquidation.

first retrieved primary studies on the impact of local workers on foreign
divestment, and the inverse, that is, the impact of foreign divestment on
the local employees. More specifically, our review also includes research
on the implications of foreign divestment, for example, divestment mode
choices, process implementation, and outcomes. In particular, the exami-
nation of foreign divestment outcomes will focus mainly on the impact
of foreign divestment decisions on local employees. Elaborating on the
synthesis, we develop our proposal for future research on the foreign
divestment—Ilocal workers relationship.

3.1 Literature Review Search

To provide a systematic review of the previous literature on the relation-
ship between foreign divestment and local employees, we adopted the
Preferred Reporting Items for Systematic Reviews and Meta-Analyses
(PRISMA) framework (Liberati et al., 2009). To this end, we first
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retrieved previous studies on the foreign divestment topic using three
leading electronic resources for representing academic research: the
Scopus, ISI Web of Science, and ABI ProQuest databases (Rialp et al.,
2019). These academic sources provide wide-ranging access to biblio-
graphic and citation information. We collected all the relevant literature
published from 1979 to 2021, and then created a group of keywords to
use for our search of the domain.?

The second step was to manually search for studies from January 1979
to December 2021 in 20 leading and widespread journals in the interna-
tional business and management fields,’ such as Academy of Management
Journal, Academy of Management Review, Journal of Management Studies,
and Journal of International Business. The top 20 journals were selected
based on being “leading” in both the academic community and the
Financial Times business schools ranking. The journals are also popular
in terms of publishing reviews and foreign divestment research.

Third, we applied the “ancestry” approach and backward-traced the
references in the primary studies collected in the first two steps. Finally,
we checked previous reviews (Arte & Larimo, 2019; Coudounaris, 2017;
Coudounaris et al., 2020; Schmid & Morschett, 2020) in the existing
literature to identify any missing articles. Further, we talked with well-
known scholars in the international business field, especially in foreign
divestment research, to see if we could identify any studies that were

» «

2QOur key search terms included words such as: “divestment,” “divestiture,” “exit,” “sell-off,” “clo-
e e e s I L a1 »
sure,” “de-diversification,” “longevity,” “survival,” “duration,” “termination” “subsidiary manager,
« » « 3 - . . .
local employee” “local worker,” “inequality.” To compile the empirical studies, we employed key-
word searches and developed a comprehensive syntax, using terms such as “MNE,*” **MNC” and
“divest,*” “longevity,” “duration,” “fail,*” “survi,*” or “performance.” We also specified not to
include “corporate divest,*” “corporate exit,” which refer to corporate divestment as a full liquida-
tion or sell-off of a whole corporation, not just a subsidiary, “industry exit,” “*new firm,” “*new
» « » « » « . G T L, « o
venture,” “SMEs,” “export,” “corporate social responsibility,” “expropriation,” and “entrepre*” in
our search.

3Our manual search in the top 20 leading journals including (1) Academy of Management Journal,
(2) Academy of Management Review, (3) Journal of Management Studies, (4) Journal of Management,
(5) Organization Science, (6) Organization Studies, (7) Strategic Management Journal, (8) Global
Strategy Journal, (9) Journal of International Business, (10) Management International Review, (11)
International Business Review, (12) Journal of Business Research, (13) Journal of World Business, (14)
Asia Pacific Journal of Management, (15) British Journal of Management, (16) Management Science,
(17) Administrative Science Quarterly, (18) Journal of International Marketing, (19) International
Marketing Review, and (20) European Business Review.
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Web of Science ProQuest Scopus

833 articles 1654 articles 1492 articles

|

Excludgd 2095 articles b‘ecause of fluphcated studles,. not in Excluded 1539 articles via checking titles and
English, not peer-reviewed studies, not about foreign > _ .
. . abstracts (n = 345articles)
divestment (n = 1884 articles)
Included 47 articles via checking 20 journals Excluded 141 articles via main contents
(n =251 articles) ¢ (n =204 articles)
Included 19 articles via “ancestry approach” Included 0 articles by checking previous
(n =270 articles) — reviews (n = 270 articles)
Exclude 247 studies not discussing about local workers Included 0 articles via well-known scholar
(n =23 articles) [+ discussion (n = 270 articles)

!

Total: 23 articles

Fig. 2.1 Literature search—articles in each step

missed in the previous steps of our search. Figure 2.1 shows our retrieval
method and the number of articles found in each step.

The search retrieved 270 primary studies on foreign divestment topics.
Notably, the number of papers discussing the relationship between local
workers and foreign divestment was significantly small. More precisely,
we found only 23 studies that explored the relationship between local
workers and foreign divestment (Baquero, 2013; Cairns et al., 2008;
Defren etal., 2012). Of these, 18 discussed the impact of local employees
on foreign divestment, that is, how the local workers react to a foreign
divestment announcement, and influence the implementation of the
divestment process, while five focused on the impact of foreign divest-
ment on local workers. Importantly, among the 23 studies, there was a
lack of attention paid to the role of local workers, especially non-
managerial local workers, compared to that of local subsidiary managers
or other managerial positions. It was also noted that the previous
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literature had focused mainly on the antecedents of foreign divestment,
that is, what leads MNEs to divestment decisions, rather than on the
implications of foreign divestment, namely how foreign divestment influ-
ences the local employees of the divested subsidiaries.

3.2 A Synthesis of the Impact of Local Workers
on Foreign Divestment

As noted above, our systematic review shows that the previous research
has seldom reported how local workers are involved in foreign divest-
ment, while only a few studies have focused on how local workers moder-
ate the effects of other dominant factors on foreign divestment
propensities. For instance, in discussing the impact of subsidiary charac-
teristics, researchers confirmed that the number of local workers as a
proxy for subsidiary size significantly influences foreign divestment prob-
abilities. Stated otherwise, a higher number of workers increase the for-
eign subsidiary’s chances of survival because the MNE might already
recruit better-qualified workers from local countries; thereby, MNEs may
not want to lose this intangible asset (Bandick, 2010; Ferragina et al.,
2012; Geishecker et al., 2009). In contrast, a lower number of local
employees might indicate that MNEs may not want to stay longer in the
host countries. Alvarez and Gorg (2009) further confirmed that the num-
ber of workers might act as a threshold to reverse the relationship between
foreign presence and foreign divestment rate. However, this threshold
effect is not explained clearly in their research.

Research has also found that labor productivity, that is, the net value
added per employee, increases the survival rates of both domestic and
foreign firms. For instance, Geishecker et al. (2009) reported that when
labor productivity is significantly high, it could dominate the effects of
the foreign presence and subsidiary density on foreign divestment prob-
ability. Furthermore, other scholars confirm that the education levels of
local workers could increase the survival rate because of the greater human
capital in the local markets (Bandick, 2010; Mata & Freitas, 2012).
Collectively, this research stream highlights that human capital, and par-
ticularly labor productivity, increases the chances of survival among



2 Left Behind. Research on Foreign Divestment and Local... 31

foreign firms. It is worth mentioning that the effect of human capital is
often assessed at the macro level, for example, residents’ education level
and average level of net value added per employee, whereas the specific
individual levels of local employees working for the divested subsidiaries
are not considered.

As noted above, the moderating effect of the local workers has been
emphasized compared to its direct effect. For instance, adopting the foot-
loose perspective, prior scholars have explained the moderating effect of
the characteristics of the local workers on the relationship between for-
eign ownership and foreign divestment propensities (Alvarez & Gorg,
2009; Geishecker et al., 2009; Mata & Portugal, 2002). In essence, the
footloose perspective states that foreign presence is significantly associ-
ated with foreign divestment probability, because the foreign presence
increases the lack of local knowledge and social ties in the markets, or
higher multinational flexibility, leading to higher propensities of foreign
divestment (Alvarez & Gérg, 2009; Bernard & Jensen, 2007; Ferragina
et al., 2012; Geishecker et al., 2009; Mata & Portugal, 2002). In this
respect, prior scholars have reported that local workers’ characteristics,
for example, skills and levels of education, could support foreign firms in
dealing with the local business environment and, thus, moderating the
effect of foreign presence on foreign divestment propensities (Andrews
et al., 2012; Bandick, 2010; Bandick & Gorg, 2016; Belderbos, 2003;
Bernard & Jensen, 2007; Ferragina et al., 2012; Gorg & Strobl, 2003a,
2003b). It is worth mentioning that footloose perspective studies have
focused mainly on the moderating role of local subsidiary managers or
other decision-makers at the subsidiary level, who could modify or adapt
firm strategies in local markets. Therefore, this theoretical perspective has
focused mainly on the powerful actors in divested units, for example,
subsidiary managers or business experts, while non-managerial workers
have not been extensively discussed. As elaborated above, this lack of
attention paid to the impacts of non-managerial local workers on foreign
divestment propensities potentially leads to an incomplete understanding
of what makes MNEs divest their previous FDIs.

Another area that has addressed the role of local workers is the foreign
divestment process, that is, the implementation of foreign divestment
decisions. Fundamentally, MNEs must implement the foreign
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divestment decision after it has been announced. Implementing a divest-
ment decision efficiently could bring benefits to the MNEs or increase
positive outcomes of the divestment decisions. However, the extant lit-
erature has paid little attention to the divestment process (e.g., Nees,
1981), and only a few studies have discussed the role of subsidiary man-
agers as key personnel implementing foreign divestment announcements
(e.g., Cairns et al., 2008). Similarly, our review shows that the influence
of non-managerial local workers on divestment mode choices and the
divestment process has not been emphasized. This is a striking omission
in providing a comprehensive understanding on foreign divestment.

3.3 A Synthesis of the Effect of Foreign Divestment
on the Local Workers

The previous section highlights some of the effects that local employees
may have on foreign divestment decisions. However, the impact of for-
eign divestment on local workers, both subsidiary managers and non-
managerial staff, has not been discussed extensively in the extant literature.
Only a few studies, for example Sofka et al. (2014), and Bernard and
Jensen (2007), have shown that once a foreign subsidiary is closed, the
opportunity for local employees to find higher-paid positions is contin-
gent on whether the human capital was bound to the multinational
enterprise or is valuable in itself within the host country. Put simply, local
employees who worked for a divested subsidiary are more likely to find
another job at a higher salary if they possess specific capital that could be
applied to other firms in the host country. It is also worth mentioning
that while these studies claim an effect of foreign divestment on local
employees, in terms of future salary and unemployment persistence (i.e.,
Sofka et al., 2014, p. 724), their discussion has focused mainly on the
top- or middle-management levels of subsidiaries, not other lower levels,
for example, non-managerial local workers. In addition, these studies
focus only on the closing of subsidiaries, not on other types of foreign
divestment such as a sell-off. By nature, a sell-off may not necessarily
relate to displaced workers. Instead, local workers will need to deal with
the new owners of a divested subsidiary. This research direction has not
been discussed in the extant literature.
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In addition, scholars have discussed the relationship between foreign
divestment rate and worker separation, referring to cases when local work-
ers must leave MNEs, and then work for competitors or other domestic
firms in the local country (Andrews et al., 2012). Precisely, the worker
separation literature reports that foreign firms tend to be more protective
than their domestic counterparts, to avoid knowledge spillovers to local
plants, and, thus, MNEs tend to offer their local workers more job secu-
rity, for example, higher wages and a social welfare package (Andrews
etal., 2012; Glass & Saggi, 2002). Human capital may then increase the
chances of local subsidiaries’ survival. Importantly, the displaced workers
would likely receive more support from headquarters once a divestment is
decided upon, for example, job offers in other subsidiaries in the host
country or in the region, or even working for the parent company head-
quarters. Employees who held more specific knowledge or capital value to
the MNEs would be more secure than others, as the MNEs tend to keep
them in place. Nevertheless, the specific intangible assets could be a motive
to opt for closure rather than sell-off (Mata & Portugal, 2002). Interestingly,
Andrews et al. (2012) showed empirically that the differences in job secu-
rity, among developed industries or nations such as Germany, between
foreign and domestic firms are not significant, compared to differences
between developed and developing nations.

Employment growth is another aspect that has gained attention in the
extant foreign divestment literature. For instance, Bandick and Gorg
(2016) recognized that foreign divestment decreases employment growth
because it is easier to shut down or reduce employment in foreign firms
compared to domestic firms. Similarly, Belderbos (2003) reported that
because FDIs are expected to create employment in the industry and
increase labor productivity, divesting them may hurt employment growth
and productivity. However, it is worth mentioning that Bandick and
Gorg (2016) focused on the linkage between foreign acquisition or
change in foreign ownership and employment growth. Foreign acquisi-
tion or change in foreign ownership could be considered foreign divest-
ment only when the degree of new foreign ownership is significantly
high. The authors also found that the effect of foreign acquisition on
employment growth is not necessarily negative, since firm-level heteroge-
neity may modify the effect. Hence, this merits further consideration.
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In general, our synthesis shows a significant lack of attention has been
paid to the role of local workers, especially those who do not hold mana-
gerial positions, in making foreign divestment decisions or determining
the outcomes of foreign divestment. Since our aim is to provide an exten-
sive understanding on foreign divestment, in the next section, we pro-
pose some fruitful directions for future research, particularly on the
influence of local workers, both as a factor in foreign divestment and as
an indicator measuring the consequences of the divestment decisions.

4 Future Research Directions

Foreign divestment has garnered considerable attention for more than
40 years (Schmid & Morschett, 2020). Nevertheless, prior scholars have
focused mainly on the influence of external environments (e.g., institu-
tional differences or host environments) or internal constraints (e.g.,
headquarters strategies or performance) on foreign divestment decisions,
while the influence of local employees has received considerably less
attention. The prior studies have shown that the local workers may also
have an impact on the implications of foreign divestment decisions such
as divestment mode choices or implementation process, although this
influence has been neglected in the extant literature. In addition, our
review reported very few studies on the effect of foreign divestment on
local employees. Elaborating on the synthesis, we propose several inter-
esting research avenues to develop our understanding of the two-way
relationship between foreign divestment and local employees.

4.1 Research on the Impact of Local Workers
on Foreign Divestment

The impact of local subsidiary managers and non-managerial workers on
foreign divestment is diverse. Local workers may have different character-
istics that modify foreign divestment propensities, not just human
resources or capital as previous studies have suggested. In addition, local
workers may influence different stages of foreign divestment. Hence, we
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propose directions to drive our research on the impact of local employees
on foreign divestment and its implications.

First, we encourage future research to emphasize the linkage between
local workers and divestment propensities. Important variables in this
context include local human capital, for example, education levels, lan-
guage proficiency, cultural intelligence, and local knowledge. The local
employees demonstrate other characteristics that are also important to
investigate. For instance, future research could delve into the individual
characteristics of target subsidiaries’ local employees to examine foreign
divestment propensities, such as wages, individual creativity, and lan-
guage proficiency. The research could also explore the competitiveness of
local employees compared with other nearby or similar markets, for
example, human capital, labor productivity and costs, as well as other
specific skills and knowledge. A relative advantage could contribute as an
exit barrier that discourages MNEs from divesting or relocating their
operations to nearby countries.

Second, researchers may want to delve more into different impacts of
local subsidiary managers and business experts, compared to non-
managerial employees, for example, administrative staff or factory work-
ers. The main reasons for the separation are their different roles in the
divestment decision process and their potential contribution to evaluat-
ing alternative strategies. For instance, subsidiary managers are more
likely to actively negotiate with headquarters or other sister subsidiaries
on different issues, for example, resource allocation, headquarters atten-
tion, investment, or shifting value chains. In this context, researchers may
want to investigate the impact of subsidiary managers’ characteristics,
such as personal relationships, levels of connectedness to the headquar-
ters and other sister subsidiaries, and roles of the targeted subsidiaries in
the parent firm’s global value chain. In addition, subsidiary managers
may be different to other local workers because they may have more
opportunities to find new positions within the parent firm’s networks, for
example, at headquarters or other sister subsidiaries. Furthermore, oppor-
tunities to find a similar position at other firms are often higher for sub-
sidiary managers, depending on the degree to which their knowledge of
the MNE is bounded (Sofka et al., 2014).
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In contrast, researchers should consider the task efficiency or competi-
tive advantage conferred by non-managerial workers, as they are intan-
gible assets of the subsidiary. As elaborated above, the educational levels,
specific industrial knowledge, cultural diversification, and other demo-
graphics of the non-managerial workers in local countries may have a
significant impact on subsidiary competitiveness and performance, which
could be considered key factors influencing foreign divestment decisions.
We further propose that while subsidiary managers may have more indi-
vidual effects due to their unique characteristics, for example, personal
relationships with headquarters or other shareholders, non-managerial
local workers may have more general effects on foreign divestment pro-
pensities. Therefore, we encourage future research to dive into different
levels of analysis when examining the impacts of local workers.

Third, as our review further shows that the extant literature on foreign
divestment has neglected the role of local employees in other aspects of
foreign divestment, for example, foreign divestment mode choices,
implementing a process, or evaluating the outcome of the divestment
decision, we encourage future research to fill this important gap. For
instance, prior scholars reported that local human capital, for example,
unique human capital, specific labor skills, or industrial experience, is
important to MNES’ survival and superior performance, for both foreign
subsidiaries and the parent firms. However, there are a few studies dis-
cussing how MNEs may have different divestment mode choices, depend-
ing on human capital not related to intangible assets, for example, R&D
and marketing intensity (Chang & Singh, 1999; Mata & Portugal, 2000,
2015). Specifically, if the divested subsidiary possesses specific human
capital, such as sales and marketing teams or manufacturing workforces
for specific products, MNEs may generate higher profits by selling the
subsidiaries to potential buyers. In contrast, if the foreign subsidiaries do
not possess specific characteristics, searching for a potential buyer may be
more difhicult, while generating profits via the sell-off process is less likely.
Hence, we encourage more studies focusing particularly on the linkage
between local human capital and specific divestment mode choices.

We further suggest future research investigates the weighting effects of
different intangible assets, for example, human capital-related assets ver-
sus non-human capital-related assets, on foreign divestment propensities
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and divestment mode choices. Importantly, as local subsidiary managers
may have more powers in dealing with headquarters to support the par-
ent firms in following different divestment modes, we encourage future
research to examine the influence of the powerful actors on specific
divestment mode choices.

Moreover, we encourage future research to examine the roles of local
workers in implementing the foreign divestment process. Previous schol-
ars have discussed how local subsidiary managers are involved in the
divestment process, for example, by providing information and docu-
ments to potential buyers, or preparing for the divestment at the subsid-
iary level. However, that discussion is quite limited. To this end, we
suggest that subsidiary managers or other decision-makers at the local
subsidiary level may have more tasks pertaining to the divestment pro-
cess. For instance, subsidiary managers may negotiate with parent firms
on subsidiary performance and prospects, which may in turn influence
the chances of subsidiary survival. Once a divestment is decided, subsid-
iary managers would also likely be involved in the divestment announce-
ment to internal (e.g., local non-managerial workers) or external
stakeholders (e.g., local suppliers and customers, local government agen-
cies, and other interest groups). Nevertheless, we acknowledge that local
subsidiary managers may not always know about divestment decisions
beforehand, especially when they are not connected to or have personal
relationships with the headquarters. Related to this, it may also be impor-
tant to discuss the reactions of subsidiary managers once a divestment has
been announced.

In addition, we urge future research to investigate the involvement of
local non-managerial employees in implementing a divestment process.
Our review reports a lack of attention paid to non-managerial local work-
ers, which could be since non-managerial staff often do not know about
the divestment decisions until the divestment itself is publicly announced.
In general, we suggest that while the local non-managerial employees
may not be involved in the decision-making process, they can still have
an impact on implementing divestment decisions, for example, delaying
or postponing the divestment process. For instance, if liquidation is
selected, local workers are more likely to lose their job and change career
path, or even see their standard of living deteriorate. In this respect, local
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workers may potentially have more negative reactions toward the divest-
ment, for example, taking industrial action that reduces productivity or
slows work processes. These reactions may have negative impacts on find-
ing potential buyers or proceeding with divestment implementation. In
contrast, when local workers react positively toward the announcement
or believe their wages or jobs are secured, this could help attract more
potential buyers, thus increasing parent company benefits from sell-off
strategies. In addition, a positive reaction to the divestment announce-
ment also promotes successful operation after the transfer of ownership is
completed.

Furthermore, laid-off workers may involve different aspects of the local
rules and laws, cause conflict with worker unions or other interest groups,
and violate local government policies. These could be considered addi-
tional exit barriers, as previous scholars have discussed (e.g., Arte &
Larimo, 2019). Accordingly, MNEs may have to consider these exit bar-
riers once they decide to divest local subsidiaries. There is also a signifi-
cant linkage worthy of further examination between the local workers,
related exit barriers, and specific divestment mode choices.

4.2 Research on the Impact of Foreign Divestment
on Local Workers

As elaborated above, the previous research on foreign divestment out-
comes has considered mainly financial performance indicators, for exam-
ple, stock markets, market growth, and sales growth. In essence, financial
performance may only be reflected via value creation, which does not
capture all other consequences of foreign divestment. In this regard, we
propose that focusing on non-financial indicators could provide signifi-
cant knowledge to develop our understanding of foreign divestment. To
this end, we encourage future research to look deeper into how foreign
divestment affects local workers, both managerial and non-managerial.
The local workers of divested subsidiaries are significantly influenced by
divestment decisions because these are bound to change their career path.
For example, it may result in loss of employment, a change in current
position or missing out on career promotions, which may in turn have
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further effects on their personal life. Importantly, in light of increasing
inequalities across the world, exploring how divestment affects local
workers is not only pertinent but also necessary. We now suggest several
avenues for future research.

First, we encourage future research to examine how local subsidiary
managers and other decision-makers from divested units continue their
career development. As noted above, depending on different divestment
modes and the length of the divestment process, subsidiary managers are
influenced in different ways by the divestment. Researchers could discuss
subsidiary managers’ careers after the divestment announcement, where
they might work following the divestment. For example, at the parent
firm’s headquarters, for surviving sister subsidiaries, or for competitors.
They might move into self-employment or entrepreneurship (start-ups),
or switch industries. These changes could capture the effect of divestment
on the personal career development of managerial personnel, a topic that
may be particularly attractive to the human resource literature.

Second, future research could investigate the length of the period from
when subsidiary managers lose their job in a divested unit until they start
working in a new position, or the discontinuous pattern of their employ-
ment. This discontinuous time, or unemployment persistence, could
explain how the human capital, specific knowledge, or multinational
experience of divested units might be applied in different firms or indus-
tries. The human capital development of targeted subsidiaries and how
that capital could be adopted in other firms or industries could also be
significant factors in evaluating how FDI contributes to the human capi-
tal development of host countries.

Changes in wages or positions could also be worth investigating since
foreign divestment may impact personal career development. We argue
that investigating the influences of divestment on local employees is more
important when MNEs still have existing subsidiaries in the host market,
and foreign divestment does not amount to market exit. MNEs would
need to manage how their divestment influences local workers, because
those influences may have a significant impact on the MNE’s subsequent
investment or divestment in the local country (Vissak et al., 2020). For
instance, if the influences are positive, where local employees working for
divested subsidiaries might receive higher salaries or obtain more advanced
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positions with new employers, foreign divestment researchers could claim
the divestment is not necessarily a failure, at least from the local worker
perspective. Accordingly, local government or other interest groups may
not see foreign divestment as a negative development per se, resulting in
a continuously friendly political environment in terms of, for instance,
tax and non-tax-related policies, political connections, and informal
engagement, to promote MNES’ survival and subsequent investment.

In contrast, if the influences of foreign divestment on local workers are
negative, that is, divestments lead to employment persistence, redundant
skills, or falling labor productivity, the local authorities may consider for-
eign divestment a situation to be avoided. In addition, if divesting sub-
sidiaries produce significantly high levels of unemployment amongst
low-skilled workers, local governments may have negative formal reac-
tions toward the divestment decisions or the MNEs’ activities, for exam-
ple, forcing the subsidiaries to postpone or not implement divestment,
abandon subsequent investments or other transitions. Accordingly, pro-
viding more knowledge on the influence of foreign divestment on changes
in local workers’ wages and positions could also develop our knowledge
on what we should consider in judging a foreign divestment decision as a
failure or a strategic success.

Fourth, foreign divestment decisions—either selling-off or shutting-
down (liquidation)—will also affect local non-managerial workers sig-
nificantly, especially those who work at the lowest levels of the hierarchical
structures in the divested units. Non-managerial employees are always at
greater risk of losing their job, even if the targeted unit is sold to another
buyer. Previous scholars have confirmed that new owners of divested sub-
sidiaries may want to renew the workforce in order to reduce levels of
friction or conflict with the existing personnel, especially concerning staff
who are easier to replace due to their less task-specific work. In addition,
adopting new rules or working practices for existing employees may take
more time and effort compared to training up new staff. Therefore, we
urge future research to examine how foreign divestment changes local
non-managerial employees’ career development and personal life. This
topic merits more attention, especially when the international business
literature, particularly foreign divestment research, tends to focus mainly
on elite workers (Singh et al., 2019; Tasheva & Nielsen, 2020).
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Finally, we further encourage future research to focus on other external
stakeholders regarding the divestment decisions, for example, local sub-
contractors or suppliers to the divested subsidiaries. International busi-
ness scholars claim that foreign subsidiaries play a role in the global value
chain or other shifting profit channels of MNEs in the global arena. In
other words, foreign subsidiaries develop their connection with other
partners in the chains, for example, business engagement and logistics
systems. Accordingly, we argue that divesting a subsidiary potentially
impacts its local suppliers and other subcontractors. Reduced business
engagement, lost contracts, or falling profits are just some of the potential
negative consequences. In this context, foreign divestment also influences
local businesses and local workers in related subcontractors or suppliers.
Hence, future studies could discuss streams to develop our knowledge on
the influence of foreign divestment on local workers.

5 A Concluding Remark

Foreign divestment has been discussed for more than four decades, and
several aspects of this research topic have been explored. However, while
prior scholars have focused mainly on the antecedents of the divestment
decision or the impact of divestment on the financial performance of
MNE:s, the discussion on how foreign divestment influences the local
employees of divested subsidiaries has received lack of attention. Recent
international reports (World Social Report, 2020; World Inequality
Report, 2022) show a significant and increasing gap in equality across
and within countries, due to recent geopolitical and economic events. In
discussing the two-way relationship between foreign divestment and local
employees, we aim to contribute to an emerging literature on foreign
divestment and inequality. In this chapter, we have taken stock of what
we know about the largely neglected role of local employees when consid-
ering strategic decisions, evaluating business outcomes, or how they
influence foreign divestment propensities. More importantly, we explore
how foreign divestment generates significant changes that affect local
employees, for example, unemployment persistence, loss of earnings and
income, and changes in career development. We argue that focusing on
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these aspects provides a better indicator to evaluate the outcomes of for-
eign divestment, while developing nuanced knowledge on how foreign
divestment affects inequality in host countries, especially in the emerging
and less developed countries. Accordingly, we have proposed several
interesting directions to guide future research on this increasingly rele-
vant topic.
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‘Universal’ CSR and Its Discontents
in an Emerging Economy

Alan Brejnholt

1 Introduction

After two decades of institutional development, economic growth and
decreasing poverty levels, Brazil has in more recent years yet again found
itself ‘walking forwards backwards’ (Cunha, 2019). This is emphasised by
perpetuating high levels of social inequality and political instability not
limited to a presidential impeachment in 2015-2016 (Castro & Ansari,
2017) and a current government that has largely dismantled the Ministry
of the Environment (Casanova et al., 2019) and disregarded the
COVID-19 pandemic as a ‘minor flu’ (FT, 2020a). For the market econ-
omy, this has reinforced a tension between contenders putting their faith
in a solution resembling state capitalism at one end, whilst others crave
free and unfettered market capitalism at the other (Cuervo-Cazurra,
2019). At either end, the means are arguably subject to elitism, question-
ing the constellation of democratic institutions and the support of public
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good bringing resonance to that of the past (e.g., Summerhill, 2002;
Cunha, 2019).

In this realm, the private sector has been criticised for holding strong
and favoured positions with former government or congress members
(Bandeira-de-Mello et al., 2018). Conversely, it has been criticised for
setting its own sail in its attempt to escape these crony legacies, resulting
in little or no interest in public struggles (e.g., Barreto & Farias, 2016).
And yet, given the current political unrest, the private sector is called on
as the more efficient, transparent and accountable vehicle to supply what
the state either will not or cannot do (Marins, 2020; FT, 2020b). In gen-
eral, Brazil holds a strong tradition for providing public goods through
arm’s-length activities of the private sector, especially those companies
that in the past were constructed as national champions by the state
(Arreola & Bandeira-de-Mello, 2018). These continue to hold critical
discretion over concerns of deforestation, natural resource depletion,
degradation of biodiversity and social exclusion (Marins, 2020). This not
only emphasises Brazilian companies as important actors within Brazilian
society, but increasingly also in the international arena. This is epically of
concern in conjunction with a global myriad of ‘grand challenges’ high-
lighted, among others, by multilateral principles like sustainable develop-
ment goals (SDGs) (e.g., Ergene et al., 2020).

This chapter seeks to advance the understanding of the social and envi-
ronmental engagement of companies from emerging economies, both
the contributions and the limitations, using the case of Brazilian MNCs
(BrMNC:s). Against this background, I ask: Under which institutional
configurations do BtMNCs adhere to which kind of CSR policy and
practice, and secondly, what is the social and environmental outcome of
this? Institutional configurations here are understood as the interdepen-
dence of formal and informal institutions' jointly shaping incentives,
constraints and resources for companies to act in and around (Stephan
et al., 2015). It follows that CSR is an umbrella term for social and

'Institutions here are defined as forms of shared scripts generating social structures. These scripts
may be considered more formal as in legal or informal as in normative and cognitive. They form an
interdependence in which norms may exist as a result of either rules or autonomic, non-deliberate
cultural-cognitive acts whilst ‘[fJormal institutions always depend on nonlegal rules and inexplicit
norms in order to operate’ (Hodgson, 20006, p. 18).
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environmental policy and practice of companies, which are considered
both as mandatory and voluntary (Jackson, Bartosch, Avetisyan, et al.,
2020). The analysis draws on 30 online semi-structured interview per-
spectives of participants working in and around firm-level CSR in Brazil
conducted between April 2020 and June 2021 and supplemented with
two field trips in November 2019 and January 2022.

Following institutional theory and its application to CSR, I seek to
contribute to literature on institutional complexity, emerging markets
and CSR decoupling (e.g., Marano et al., 2017; Tashman et al., 2019).
Typically, literature in this domain uses inferences based on CSR report-
ing and ratings evaluations often arguing that increased expectations for
CSR are driven forward by ‘universal’ CSR principles inspired by inward
FDI of foreign MNCs, as well as from the internationalisation experi-
ences of corresponding emerging market companies (Perez-Batres et al.,
2010; Marano et al., 2017). Diverging from this, I am less concerned
with CSR adoption as a high-low binary continuum often related to
explanatory models. By drawing on sociological institutionalism (e.g.,
DiMaggio & Powell, 1983; Greenwood et al., 2011; Mair & Rathert,
2021) and comparative institutionalism (e.g., Jackson & Rathert, 2017;
Lim & Tsutsui, 2012), I seek to employ a ‘thicker’ and more dynamic
institutional configurative lens (e.g., Jackson & Deeg, 2008). This invites
a theoretical stance that acknowledges incoming CSR as rooted in a
Western? political economic prescription associated with global standards
influencing the meaning of ‘universal’” principles and its interaction with
the local context.

Specifically, I question the extent to which the dominance of an instru-
mental epistemological disposition underlying ‘universal’ CSR overlooks
pre-existing corporate social and environmental engagement and effec-
tively contributes to portraying and guiding policy decoupling further
from practice. In this view, the local context is challenged, complicating
CSR practice and intended social and environmental outcomes of CSR

*The term “Western’ for the purpose of this chapter follows the capture by Bergman et al. (2015,
p. 191) in which CSR ‘[t]ends to originate in developed economies and, as a consequence, are
strongly influenced by Western, especially North American, British, and Australian worldviews,
value premises, organizational culture, market logics, socio-economic sensitivities, and historical
and political developments’.
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policy adoption, not due to the ‘weaker’ domestic institutional quality as
often argued (e.g., Barnard, 2010; Tashman et al., 2019), but inherent to
how the different institutional prescriptions interact. Around this, I infer
two outcomes discussed under four discontents.

Firstly, although BtMNCs tend to have fairly well-developed CSR
activities increasingly following policies evaluated through environmen-
tal, social and governance criteria (ESG), this is underpinned by an
unequal capture of domestic sustainability provision implemented under
varying degrees of compliance and actual CSR practice. Arguably,
BrMNC:s operate in a silo representing a somewhat different reality than
that of the small- and medium-sized companies that struggle to adapt to
the incremental dominance of ‘universal’ CSR. To some extent it reflects
what Western MNCs have been doing for decades. It squeezes out less
powerful companies from participating in CSR and externalises costs
associated with the upgrading of CSR to civil society exacerbating
inequalities further (e.g., Ponte, 2019). Thus, BrtMNCs appear to increase
their CSR adoption according to reporting and indexes, yet it is not obvi-
ous that it fundamentally increases the social and environmental out-
comes [discontent#1: old wine in new bottles).

Secondly, and drawing on concepts from Mair & Rathert (2021), the
evolvement of the aforementioned outcome implies a degree of ‘institu-
tional incongruences’ that emerge as a result of a ‘lack of systematic
enforcement’ (Borzel & Risse, 2010) [discontent#2: gung-ho CSK] in
combination with the ‘clash between institutional prescriptions’ (Webb
et al., 2009). Here, the central point is that the former increasingly con-
tributes to the issues of the latter. In essence, CSR undergoes a transfor-
mation from community-oriented CSR practice to being formulated in
accordance with expectations and policy for ‘universal’ CSR reporting. In
one end of the spectrum, this increases awareness of tailoring ‘universal’
CSR prescription into contextual materiality concerns of corporate gov-
ernance matters, social inequality and depletion of natural resources.
Meanwhile, the constellation of these at the other end of the spectrum is
combined with lenient public and private CSR policy enforcement
increasingly worsened during a current governments dismantling of
domestic institutional infrastructure to support the practice [discon-
tent#3: governing’ through CSR]. This collectively leaves the engagement
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in ‘universal’ CSR receptive to paltered practice and externalised irre-
sponsibility [discontent#4: CSiR havens].

In the following, I elaborate on the theoretical foundations. I then
adapt this to the research setting of the Brazilian market economy. I
attempt to look through the lens of actors in and around firm-level CSR
of the emerging economy itself rather than that of Western institutions.
The empirical part unpacks these findings before bringing these back to
the theory in which I discuss the four discontents of ‘universal’ CSR and
their consequences on local inequalities.

2 Theoretical Foundations

Extant literature on institutional theory and CSR in emerging economies
has traditionally argued that the extent to which companies engage in
CSR is largely dependent on the progress of institutions in relation to
economic development (e.g., Cannon, 1994). In this view, economic
development pushes up the normative, socio-cultural (Jones, 1999) and
legal expectations (Vogel, 2010) for CSR conformity in society. More
recently studies tend to use and compare CSR reporting with CSR
indexes (e.g., Orsato et al., 2014; Duque-Grisales & Aguilera-Caracuel,
2021; Tashman et al., 2019). These follow formulations of CSR practices
and policies born out of Western institutions—typically liberal market
economies (Favotto et al., 2016) and created for institutions of Western
origin such as investors and consumers (Hu & Wang, 2008; Yin, 2017).
However, it may be argued that “[C]SR is located in wider responsibility
systems in which business, governmental, legal, and social actors operate
according to some measure of mutual responsiveness, interdependency,
choice, and capacity” (Matten & Moon, 2008, p. 407) resonating with

comparative institutionalism.

2.1 Comparative Institutionalism and CSR

The comparative institutional view of CSR (e.g., Ahmadjian, 2015;
Campbell, 2007; Jamali & Neville, 2011; Jackson & Apostolakou, 2010)

takes that formal and informal institutions interact with one another in
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different dynamic configurations depending on the context. For instance,
in studies on countries such as Bolivia and Colombia, which are consid-
ered comparably less developed in the Latin American region, companies
are found to engage in higher levels of CSR than their more developed
neighbouring countries (Amini & Dal Bianco, 2016). Here, economic
development as a determinant of CSR, in its traditional sense, is not suf-
ficient to explain CSR adoption. This also holds resemblances with stud-
ies on Brazil in which means and ends of CSR are argued largely to
depend on relations between companies, states and communities (e.g.,
Pena, 2014, 2017; Tufte et al., 2020). Particularly in the early 2000s
under the former government, the workers party (PT), CSR in Brazil was
orchestrated around a ‘multi-sectoral’ political trajectory to address social
inequalities (Pefia, 2014, p. 310). Arguably, this suggests BrMNCs hold
traditions of forms of ‘communitarian citizenship’ through the fostering
of community collaboration and a corporate polity role (Sison, 2009)
due to the institutional structures (Mair & Rathert, 2021).

2.2  Sociological Institutionalism and CSR

In a different but overlapping argument the community-oriented activi-
ties may be driven by relational reasons beyond status of economic devel-
opment or instrumental firm-level objectives (Amaeshi et al., 2014).
Here relational can thus be understood by some authors as an instrumen-
tal act to obtain legitimisation (e.g., Aguilera et al., 2007). Yet, the
emphasis of such means may be considered less instrumental and rather
embedded in the institutional logic of the given domain in accordance
with sociological institutional arguments (Greenwood et al., 2011). This
supposes B-MNC:s as active in corporate citizenship compared to that of
Western MNCs and driven by the accountability to the community be
that for communitarian or polity roles configured through localised
cross-sectoral engagement.

Lately, however, these dispositions are challenged. Partially, this is due
to the increased marketization of CSR in Brazil stemming from the West,
and partially, it is influenced by an incremental domestic liberal eco-
nomic transition especially evident over the past decade. Given these
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changing configurations, accompanied by a seemingly current lax gov-
ernment (VOX, 2020; The Guardian, 2020; BBC, 2020) and institu-
tional factors commonly found in the Brazilian setting such as social
inequality, high-interest rates, inflation and price sensitivity (Casanova &
Kassum, 2014; The Economist, 2021), the recent intensification of ‘uni-
versal’ principles of CSR are shifting the institutional logics underlying
how BrtMNC:s engage in CSR (Sousa et al., 2020). In the following I seek
to unfold how these logics nested in different forms of institutional pre-
scriptions (Mair & Rathert, 2021) converge and the outcome of this. I
draw on perceptions of institutional configurations and CSR from the
given setting contributing to research on contextualising corporate
sustainability.

3 Research Setting

With an economy being the 6th largest in the global economy by 2012,
Brazil had managed to come out of the financial crisis and had reposi-
tioned itself as a dominant actor at round tables in the international
political arena (Pena, 2014). Being the world’s largest exporter of sugar,
chicken, beef and coffee, much of Brazil’s economy was, and still is,
highly dependent on external demand for Brazil’s agricultural production
as well as natural resources. Dilma Rousseff would take over the presi-
dency in 2011, continuing the workers party (PT) social policy initiatives
such as ‘Bolsa Familia—a direct subsidy to families to stimulate low-
income prospects and alleviate poverty. This signalled a leadership sup-
porting the working class, allegedly pulling millions of the 200 million
strong Brazilian population out of poverty, driving up consumer demand
and supporting economic growth of the country.

Yet, this would be met by frustration within the private sector, where
some would view it as a short-term, quick fix inflating a bubble rather
than a systemic industrial stimulation (Cunha, 2019; Cuervo-Cazurra,
2019). Alongside a tenuous labour law, onerous tax system and high-
interest rates, this would make long-term investments a complicated
matter (Cunha, 2019). Once the economy was affected by external fac-
tors of decreasing prices on primary commodities, this contributed to a
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slowing down of the economy (Casanova et al., 2019). Political contend-
ers saw it as an opportunity to criticise PT for initiating a short-sighted,
populist policy and not doing enough to generate foundations for domes-
tic industries to increase national industry competitiveness (Pefia, 2017).
Additionally, claims of corruption were made as the famous scandal of
‘Lava Jato’ [Operation Car Wash] came to light (e.g., Castro & Ansari,
2017). This led to the impeachment in 2016 and a subsequent economic
crisis in response to the political uncertainty. Even without the onset of
COVID-19, the economy was not able to recover (see Trading Economics,
2020), and themes such as bureaucracy, social inequality and arbitrary
legal enforcement were once again brought to the attention of observers
of the institutional system (Casanovaetal., 2019; Cuervo-Cazurra, 2019).

3.1 BrMINGs, Institutions and CSR

Against the backdrop of such concerns, hope therefore often falls on the
private sector’s ability to navigate this, providing the foundations for gen-
erating economic growth (Casanova et al., 2019). However, in accor-
dance with the logics of ‘multisectoral political trajectories’ corporate
entities are inherently embedded in government affairs (Pefia, 2017).
Numerous social and environmental scandals can be drawn on, including
the aforementioned ‘Lava Jato’, in which the government favoured the
leading Brazilian conglomerate Odebrecht and the state-owned giant
Petrobras in much-needed infrastructural projects. Other cases can be
found in the mining industry, such as Vale and the dam collapse at
Brumadinho (e.g., Maher et al., 2019). In May 2020, the largest sover-
eign wealth fund in the world, the Norwegian wealth fund, excluded Vale
and the energy company Eletrobras from its investments due to human
rights violations and the lack of commitment to protect the environment
(Noticias, 2020). It is interesting to note that Electrobras is listed as one
of 33 companies on the sustainability index (ISE) at the Sao Paulo Stock
exchange, B3

3'This metric uses the most diligent criteria to list performance according to a contextualised ESG
framework (B3, 2020).
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Whilst these examples may lead to the assumption that state affiliation
is a cause of corporate irresponsibility, other cases related to family com-
panies, like Galvani Industria Comércio e Servicos S / A, also appear to
be getting into trouble for poor labour conditions, unsustainable defores-
tation and biodiversity effects in mining activities in regions in the north-
ern states of Bahia and Piaui (Isto é Dinheiro, 2018). As it turns out,
returning to the Norwegian affiliation, 60 per cent of Galvani has recently
been acquired by another group of Norwegians through the company
Yara. Foreign ownership and investment criteria increase the pressure on
corporate transparency in Brazil (Aguilera et al., 2019), yet it does not
mean that corporate scandals are eradicated (e.g., DW, 2013; FT, 2014).
Despite much focus on areas such as ESG (Candeloro, 2019; Marins,
2020), there has been little real structural change to areas such as account-
ability within corporate governance mechanisms in the past 15 years
(Aguilera et al., 2019). Thus, BrMNCs on the one hand adopt CSR prac-
tice reflecting social provision when the state is either absent or unwilling
to support such demands. On the other hand, BrMNC:s also flock to take
advantage of social and environmental signalling through CSR in condi-
tions (Fiaschi et al., 2017) reinforced by institutional investors™ criteria
(Michelon et al., 2020) and transnational governance such as sustainable
development goals rooted in the West (Cooke, 2015).

Yet, the combination of increasingly adopting CSR, motivated by the
more instrumental-oriented Western institutional logics, alongside a
weakened institutional infrastructure, does not come without social and
environmental concerns (Ponte, 2019). In a traditional sense, in a con-
text like Brazil, where transparency is argued to be limited and informa-
tion availability slurred behind red tape (Cuervo-Cazurra et al., 2018),
‘universal’ prescriptions proclaimed to address these very concerns under
self-government risk amplifying CSR as a means to an end rather than an
end in itself (Sharma, 2016). Thus, this is not limited to the likelihood of
CSR decoupling between reporting and ESG indexes (Tashman et al.,
2019), but the adoption of Western-oriented prescriptions themselves
potentially undermine localised conditions (Adeyeye, 2011; Donaghey
et al., 2014; Ehrnstrom-Fuentes, 2016). Companies may adopt CSR
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exclusively for ends of local market dominance, in the name of ‘universal’
prescriptions, whilst pre-existing configurations of local business practice
instilled in the past for public good are marginalised and argued as pre-
mature or ‘crony (Marins, 2020).

4 Research Design

I conducted 30 cross-sectoral semi-structured interviews with internal
and external senior stakeholders related to the institutional field of CSR
of Brazilian companies with an emphasis on BrMNC:s. In a similar vein
to Buchanan and Deakin (2007), this includes perceptions held in the
domestic field of public listed companies, private companies, not-for-
profit sector and governmental agencies, as well as the international field
of foreign MNCs and international organisations operating within the
research setting (see Table 3.1). The represented companies vary in size,
sector and operational activities, but all are pertinent to the case of firm-
level CSR of Brazilian companies. I note these interview subjects that
have worked for BrtMNC:s previously and have experiences from different
countries broadening participants’ horizon (Shah & Corley, 2006).

Due to the presence of COVID-19, interviews were conducted virtu-
ally. These interactions lasted between 30 minutes and 2 hours, with
some including several rounds to follow up on interpretations and to
elaborate on emerging themes in and around the protocol. All partici-
pants were given the option to be anonymous, in line with the vulnerabil-
ity related to the topic and the potential risk to their professional and
corporate reputation. Interviews were conducted between April 2020
and June 2021. They were initiated through snowballing from a field trip
in November 2019 and concluded with a field trip in January 2022.
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4.1 Data Analysis

I recorded all interviews and transcribed these myself to be able to cap-
ture implicit content that may not be obvious from the transcription on
its own, for example, how answers are given and with what emphasis
(Bazeley, 2013; Miles & Huberman, 1994). I initially structured data
according to the themes of the interview protocol based on theoretical
deduction. I used NVivo 12 to organise initial codes followed by analyti-
cal codes generated by an iterative process consisting of multiple rounds
of coding and re-coding (Miles et al., 2014). Within the software, I used
different functions to facilitate the analysis, such as creating associations
between codes and drawing on memos and comparing codes from tran-
scripts. I classified these into aggregated categories.

During the data iteration, I also drew on secondary data related to
business interaction with the socio-political evolvement. This includes
news articles, business magazines and online seminars held by not-for-
profit organisations to further the understanding of the setting. For
example, whilst the logic underlying a code such as the ‘business case of
CSR’ may be related to theoretical concepts of organisational legitimacy,
it can also be a response to decades of politicised state intervention in
corporate conduct. In practice, the former may be a result of seeking
entrepreneurial agenda and the latter may stem from avoiding state objec-
tives. Hence, the meaning of the code is contingent on its interaction
with context and other evolving themes (Alvesson, 2003; Braun &
Clarke, 2006). Whilst this may or may not lead to a different CSR prac-
tice, it helps to unfold meaning and accuracy around the conditions and
outcome of the phenomenon (Lamont & Swidler, 2014). Finally, I pre-
sented the analysis and findings to selected participants from the semi-
structured interviews on a field trip to Brazil, in January 2022 and visited
sites of affected communities such as Brumadinho: the former providing
consultative affirmation of the interpretation, and the latter to better
sense the field (Shah & Corley, 2006; Bazeley, 2013).
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5 Findings

The results portray a somewhat juxta-positioned interaction of institu-
tional configurations and CSR. In one stream, these emphasise a ‘busi-
ness specific’ agenda (e.g., Montiel et al., 2021) resonating with a more
liberal economic view of institutional development. From this it follows
that, because of their origin, Brazilian companies are said to be chal-
lenged in adopting areas of CSR such as product composition and lon-
gevity, wage equality and labour flexibility, accountability and transparency
(also see Davila, 2018; Cruz & Boehe, 2010). As I show below, it is
however not obvious that the increased exposure to ‘universal’ prescrip-
tions—typically embracing logics of marketization—addresses such
inequalities. On the contrary, in some instances, I find it may contribute
to and exacerbate rather than combat such inequalities. As such, there are
three broad tendencies in the changing institutional configurations influ-
encing BrMNC’s CSR engagement. I explain through means, ends and
outcomes of CSR in accordance with Fig. 3.1.

Means Ends Outcome/discontents

B} Cross sectoral
partnership

r 3

O wine in new

e SR ha

B b. ‘Universal’ CSR B Privatising social and .

[T T— enwirorn policy | ‘Governing

Trarston o theough CSR

Fig. 3.1 Changes to institutional configurations influencing BrMNCs’ CSR
engagement. (Source: Author’s)
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5.1 Means of CSR Engagement

The first fundamental change [1st ab in Fig. 3.1] revolves around the pre-
existing communitarian values with increased marketization* related to
‘universal’ prescriptions of CSR. This is among other influenced by the
domestic corporate governance and environmental disasters in the recent
past and the increased expectations from operations in overseas markets
and foreign institutional investors:

Today the discourse [of CSR] is about ESG and E[economic] ESG—the move-
ment is driven forward by financial markers. . .there is still a development ro
realise that we already had CSR and that this is just a repackaging into a more
Jfinancial terminology. Really, its nothing but the output that has been done
before in general management and reporting. (i#13, partner, sustainability
consultancy)

The emphasis on the ‘economic’ inherently underscores a recent domi-
nance of instrumental criteria also increasingly instilled as government-
mandated CSR. It spills over into upstream activities exposing suppliers
to conform accordingly. An associate director for the sustainability index
at the stock exchange B3 exemplifies:

What I see in the Brazilian companies. . . foreign investors are the ones that are
giving reason for increasing CSR engagement and showing new guidelines. ...
Indexes like DJS and ISE are a way to make companies aware of the practice.
But there are two competing points for companies here in Brazil: They cannot
give too much transparency because the risk of losing suppliers. At the same
time, they are confronted with the need for more transparency in indexes, oth-
erwise investors cannot benchmark. (i#17)

It follows the rhetoric of making corporate activities transparent and
requiring explicit reporting of CSR. This denotes the second tendency of

41 refer to marketization as ‘characterized by the entrance of large and powerful investment players
in the field, along with the growth of for-profit socially responsible firms and products (King &
Gish, 2015). Relatedly, marketization entails the internalization and magnification of risk manage-
ment, cost efficiency and concerns for returns into the movement’s approach (Soederberg, 2009)’
(Michelon et al., 2020, p. 3).
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bringing more awareness to fundamental principles often underscored in
a liberal market economy [2nd in Fig. 3.1]. This is supplemented by
underlying motives for CSR engagement transitioning to a more conse-
quentialist stance (also see Kim et al., 2021):

1see CSR as a philosophy, ESG is more about particular business activities that
is to do with strategic moves... you may even have similar outcomes in some
initiatives, but these remain to have different motivations. (i#11, compliance
director, asset management firm)

This does not come without its complications in the local domain.
Whilst larger—and typically public listed MNCs—adapt to this transi-

tion, smaller and often private companies struggle to do so:

10 us something that is hard, is the standards ESG framework, first of all the
governance elements. Its very expensive for a private company to adopt. Its

really burdensome to comply with this. (i#20, head of capital markets,
fintech-bank)

More perplexingly, the conjunction of differing ‘motivations’ risks
undermining pre-existing relations:

Being equipped for this change will take some systems because of the metrics to
measure impacts—rthis involves money and technology. It means you cannot do
business with certain partners anymore. .. you have to cut some relations due to
their activities. In my company we also had to dismiss people as we made
changes to bonuses. (i#11)

To an extent, in the aim of pursuing longevity and transparency
through measures of accountability in the name of ‘universal’ CSR, the
embracement of ‘universal’ prescriptions is effectively susceptible to
countering its very own ideal. Although the immediate outcome is debat-
able, as I refer to later, the transition does seem to reflect a challenge to
the relational and cross-sectoral partnerships instilled in the pre-existing
institutional configurations [3rd in Fig. 3.1].
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As mentioned earlier, Brazilian companies traditionally are expected to
bear responsibilities in addressing some of the emerging economic devel-
opment issues purportedly arising from the lack of capability of the state
to reach out. Often being driven forward by family or state affiliation,
these are conditioned into providing social solutions to support public
provision: [ would say that Brazilian society is very family driven, often
together, we think about the collective not like Japanese, but we think about
the community (i#10, marketing manager, brewery industry). This is also
presented as an argument for why in periods of crisis—such as during
COVID-19—-Brazilian companies have shown some engagement in pro-
viding social goods either directly or indirectly through funding.

Most larger companies have corporate citizenship schemes through
their corporate foundations that are important for the socio-economic
development of the community. When companies do not have the capac-
ity or size to conduct such practice through corporate foundations, they
often source these projects in collaboration with social entrepreneurs or
local NGOs, providing a row of opportunities for the social innovation
sector. In this way, there exist rather implicit forms of responsibility such
as relational, collective community engagement and psychological compo-
nents (i#29) that traditionally have been largely underrepresented in cor-
porate responsibilities of Brazilian companies:

Corporate responsibility in Brazil is traditionally a license to operate—some-
times more like community engagement programme. And this is not new. But
the terminology of clustering under CSR is new. (i#2, director of public
affairs, oil and gas industry)

However, in this pursuit of ‘clustering’ activities under CSR, rather
than larger companies engaging in cross-sectoral partnerships for com-
munity development, it effectively becomes a means for sourcing CSR
and externalising costs associated with compliance:

You have a big company that has excellent inside measures but at the same time,
the next tier is where issues are not really considered. This company may have a
recycling policy in place, but it then hires some waste company to take care of
it... So big companies to some extent offload their issues to the next layer. (i#13)
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Meanwhile, arm’s-length public provision on the part of the state has
been lessened. This has further decreased the support for companies to
engage in community programmes. Allegedly, in response to corruption
scandals of the past (e.g., ‘Lava Jato’), the current government has priva-
tised public policies and decentralised public responsibilities in the
attempt to overcome such institutional failures. This has reduced resources
of public agencies to engage in oversight of corporate conduct:

This ease to the system is one way that the government has made corruption
seem less predominate. There is more leniency these days. This allows us to oper-
ate with less responsibility. (i#6, executive, industry association, transport
and logistics)

With values shifting to more marketized prescriptions, community
legitimacy plays less of a role. It is further dominated by instrumental
logics in which the emphasis is on commodifying CSR engagement.
Even in those cross-sectoral partnerships where the government is
involved, the formulation is increasingly material to those concerns that
have a private economic upside. I infer three ends associated with the
respective means of CSR engagement.

5.2 Ends of CSR Engagement

Firstly, the increased marketization of CSR is said to suffer from ‘sustain-
ability value capture’ (Ponte, 2019) by larger companies. This can be
renewable energy supply or waste management for coprocessing (i#27). This
feeds into their CSR reporting and raises their CSR profile, but also
increases the price for small- and medium-sized companies to adopt such
practices. Additionally, the increased pressure to report on CSR activities
gives rise to an institutional configuration in which publicly listed
Brazilian companies channel their irresponsibility further down the sup-
ply chain to get it off non-financial reporting as second-tier suppliers do
not appear in the same manner as first-tier suppliers. As one interview
subject eloquently puts it:
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In my opinion, in relation to transparency, companies show what tbey want to
show, I have not seen a real transparency report in Brazil.... We do our best,
when it goes to the high level, then they decide to cut off details that we insert
in the reports. (i#15, head of coordinating sustainability of minority state
owned BrMNC, mining industry)

Secondly, the apparent reduction of state role in the private sector has
reduced corruption on paper. However, in practice, the reduced oversight
means that irresponsibility or alleged CSR activities have become more
prone to forms of decoupling. The changed role of the state from a more
‘developmental’ oriented regime (e.g., Nolke, 2010) is argued not to be
less interventionist and more liberal—as it likes to be portrayed—but as
a strange paradoxical combination of absent and authoritarian at the
same time. This is explained by directing principles but removing the
broader support for implementation of CSR. For instance, it revolves
around a less significant role of the Brazilian development bank, decreas-
ing financial funds for common goods projects for companies to apply
for and collaborate on.

Thirdly, although BrMNCs’ can be said to hold traditions of strategic
intentions in obtaining a licence to operate, it is originally affiliated with
community development and a broader corporate polity role (e.g., Sison,
2009). Increasingly, motivations for such practice are related to a nar-
rower and more business-centred approach discovering opportunities of
reporting for window dressing to satisfy stakeholders that have little to do
with local practice. As ownership is progressively dispersed and brought
out of the community, the subsequent shift of resources to serve financial
activities above social and environmental engagement leaves a critical
development gap when the state and municipality are unable to support
the community. To an extent the social licence from the community is
substituted by accountability by ‘universal’ prescriptions unrelated to the
localised domain repackaged under industry label innovation (i#13).

In configuration with domestic institutional factors such as lack of edu-
cation and awareness (i#8), this is well positioned to create false promises.
Moreover, companies are becoming increasingly creative in using social
entrepreneurs as low-cost R&D supply whilst writing it up as a form of
CSR. Whilst this does still provide benefits for the public, some
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initiatives become more of a tick-box exercise, are subject to corporate
opportunism or social entrepreneurial washing and inherently do little
for long-term operational CSR practice as otherwise promised:

Companies do report through sustainability reports. But whar I think they
remain to do very little for society. Despite these reports cover many aspects, it is
a scan of the surface. Companies only do as much as they feel, no more than
what they have to. (i#2)

To explain the outcome of CSR as a result of the configurative changes
to the means and ends laid out above, I draw on concepts from institu-
tional incongruences (Mair & Rathert, 2021). Essentially, I argue, rather
than emphasising the domestic institutional configurations as a driver for
decoupling of CSR (as argued by Tashman et al., 2019), it is equally as
conceivable that the influx of ‘universal’ CSR contributes to both per-
petuating and creating new layers of decoupling.

5.3 Outcomes of CSR Engagement

There are two interrelated outcomes that seem to come together in this
regard. The first one is the demand for pra inglés ver (‘for the English to
se¢’, i#10)—reflecting a wave of current CSR practice and policy in Brazil
as an import of CSR dominated particularly by Westernised market eco-
nomic logic. Originally, ‘pra inglés ver’ refers to the policies enacted by
the federal state of Brazil to comply with the English pressure to end the
slave trade. However, the enforcement was largely arbitrary and merely a
smokescreen to satisfy the English, whilst in practice the slave trade con-
tinued (Cantarino, 1999).

The analogy concerns the ends for which CSR is increasingly per-
formed by firms in Brazil as well as depicting the means of a marketiza-
tion of CSR imported from predominantly Anglo-American fields.” At
one end of the spectrum, this brings increased awareness to corporate
conduct and misconduct in and around what may be considered forms of

> Interview subjects refer mostly to the US because of (i) institutional investment flows from the US
into Brazil, and (ii) managerial leadership often being educated at business schools in the US.
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‘institutional failures’ (Mair & Rathert, 2021). As such, ‘universal’ pre-
scriptions of CSR are embraced to address such disparities, contributing
to a current political movement that has sought to externalise public
responsibilities to the private sphere. Notwithstanding, this has replaced
forms of public policy as well as pre-existing logics of corporate responsi-
bilitcy—supposedly depoliticising CSR. Thus, BrMNC:s are released from
their corporate polity role and can adopt ‘universal’ CSR in the argument
of overcoming institutional failures of public ‘systematic legislative
enforcement’ and cronyism.

Meanwhile, and with regard to the second related outcome: (a) there
are less regulations and companies are freer, but there is less support [public]
for them [companies] (i#17); (b) the reality is that integrating the SDGs,
signing agreements with the Global Compact and or Agreements aimed at
climate change, are for a few organizations (i#29); (c) the quality of the
reports and measurement is still fairly arbitrary (i#13) and (d):

we have based many of our capabilities out of the context of Brazil, the diversity
and inequality has functioned like an innovation hub for us. This is very dif-
Sieult to understand for foreigners or foreign institutional investors. (i#24,
global sustainability director, cosmetics industry)

This, at the other end of the spectrum, raises concerns about how cor-
porate polity roles and communitarian values that were important in the
past and what remains of these conform to such changing conditions.
The marketization of CSR effectively challenges the institutional logics of
principles of accountability and responsibility entrenched in antecedents
and structures between markets, firms and institutions. For instance, a
dominant feature of BrMNC is to use corporate citizenship as a means
for supporting communities. Here, initiatives may be related to social
practice (e.g., primary education in lack of public provision) or environ-
mental initiatives (e.g., conducting natural preservation projects). At
other times, companies have supported such initiatives with resources
either directly through their foundations or indirectly through social
entrepreneurs and local NGOs (often when they do not have a founda-
tion). Much of this has traditionally been done for a social purpose,
embedded in institutional configurations such as vested interest in the
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local community through corporate family ownership or local govern-
ment ownership as a form of ‘CSR as government’ (e.g., Gond et al.,
2011). Yet, the increased influence of marketization of CSR combined
with a precarious government dismantles pre-existing complementarities
of such configurations. It changes which stakeholders are empowered and
shifts the purpose and incentives of the cross-sector organising from com-
munitarian to an opportunity to drain such practice and repackage it as a
tick-box exercise. In the following, I discuss four interrelated discontents
of the emerging ‘universal’ CSR.

6 Discussion

Discontent#1: Old wine in new bottles (repackaging concurrent activities
under new terminology).

The introduction of ‘universal’ CSR policies stands out as a convenient
channel to re-package corporate responsibilities that B-EMNC:s already
conducted. Moreover, it is an opportunity to disentangle from the emi-
nent corporate political role and expectations of public responsibilities.
Yet, this does not come without its limitations. Firstly, it creates compet-
ing pressures of prescriptions in which pre-existing strong practices of
CSR found in philanthropic and cross-sectoral activities are undermined
by the rhetorical superiority perception of the marketized and more
instrumental form of CSR. Secondly, the consequence of implementing
instrumental forms of CSR in a context that is not conditioned for such
practice tends not to reach its intended ends and reinforces an opportu-
nistic adherence to apparent new prescriptions (new bottles) based on old
habits (old wine). This is especially evidenced in the unequal distribution
of CSR engagement in terms of capture of sustainability provision.
Effectively, it favours the conditions of larger companies.

Discontent#2: Gung-ho CSR (embracing ‘universal’ CSR under
impaired institutional infrastructure).

CSRis increasingly a means for substituting public provision. Different
to the past, these prescriptions are supported by multisectoral trajecto-
ries. With a current government externalising public responsibilities to
the private sphere, BrMNCs enthusiastically embrace ‘universal’ CSR
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stemming from prescriptions of the West. This may sound like good
practice in line with arguments of liberal economic traditions. Yet, under
conditions that increasingly lack the institutional infrastructure to sup-
port implementation and oversight of CSR (gung ho), it decreases stake-
holder legitimacy in the local domain, leaving CSR very much to
corporate discretion. It may increase BrtMNCs’ accountability and trans-
parency in relation to selective oversight criteria based on international
market-oriented certificates or foreign institutional investor criteria, but
it does not necessarily match the needs of the community nor lead to an
overall corporate social and environmental concern.

Discontent#3: ‘Governing’ through CSR (the use of marketized CSR to
cover continuous cronyism).

The marketization of CSR would supposedly make it less susceptible
towards politicisation. In that sense ‘Lava Jato’ allegedly became known
as the largest corruption scandal in modern capitalism illustrating the
issues of cronyism in state capitalism. Although these activities were
meant as state arm’s-length measures to complement municipalities in
securing infrastructural projects rather than substituting public provi-
sion, they would eventually be unfairly justified by favouring some com-
panies above others, generating dominant market positions. Whilst the
purpose ideally may have been to improve competition, the dismantling
of the institutional infrastructure to support the enforcement has pre-
dominantly rather changed how and which B-tMNCs are empowered.
Initially, the outcome has unleashed these firms with market dominance
by reducing the scope of social and environmental policy and substitut-
ing it with mandatory CSR policy following marketized values. Eventually,
these beneficiaries themselves have become subject to their own wilful-
ness as they struggle to adapt to the increasing rigidness in ‘universal’
CSR under waned current government support. This would appear to
reduce the politicisation of CSR. Yet, it is also portrayed as an attempt to
offload public responsibilities to signal less cronyism. This does not imply
‘CSR as government’ (as in Gond et al., 2011) but rather a precarious act
of ‘governing’ through CSR, which continues to empower limited stake-
holder groups rather than the public as suggested by Sousa et al. (2020).

Discontent#4: CSiR havens (sourcing prospective CSR initiatives,
draining them and externalising irresponsibilities).
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The skewness in distribution and availability of resources in Brazil
makes marketized CSR practice particularly susceptible to larger compa-
nies being able to take advantage of their bargaining position. This has
the potential to squeeze the market from initiatives that otherwise sup-
port positive aspects of these new prescriptions—such as renewable sup-
ply or waste management practices. BEIMNCs are often in a powerful
position to organise their lack of CSR practices by sourcing elsewhere,
either by internalising social entrepreneurs through acquisitions and
hijacking social intrapreneurs or through forms of partnership for which
they may drain the knowledge from external small and medium compa-
nies in the absence of enforced property protection. This lessens the
impactful practice mostly to satisfy paltered CSR reporting. In a reverted
mechanism, these vehicles also function to outsource irresponsibilities
(CSiR) by externalising practices that do not go well on CSR non-
financial reporting, leading to arranging CSiR around second-tier suppli-
ers, sometimes with the potential of creating artificial intermediaries to
shift these activities to third tier and ‘off balance sheet’ vehicles (CSiR
havens).

7 Conclusion

Overall, the perceptions emphasise an increased CSR engagement driven
forward by principles approximating a ‘universal’ substance. It revolves
around a recent CSR transitioning from community-oriented and cross-
sectoral partnerships to that of a more marketized prescription. This is
carried forward by institutional logics of CSR affiliated with liberal mar-
ket economies. Meanwhile, the tradition of public responsibilities of
BrMNCs embedded in pre-existing institutional configurations of CSR
to a certain degree continues to co-exist.

Moreover, this is accompanied by a current government, which is per-
ceived, by many participants of this study, to be increasingly precarious.
Whilst a transition to a marketized version of CSR may be a compatible
model insofar as CSR is backed up with support of public and private
agencies specialised in social and environmental monitoring, the impaired
institutional infrastructure means ‘universal’ CSR may experience a
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decoupling between policy and practice and thus exacerbating inequali-
ties. This is caused by an increased tendency of reporting on CSR with
companies lacking the required equipment and measures to follow their
CSR policy adoption worsened by the weakened institutional infrastruc-
ture to support implementation and enforcement. It is also caused by the
detachment from community legitimacy and the incongruence arising
from adopting ‘universal’ CSR policy in accordance with overseas institu-
tional prescriptions increasing inequalities within local communities.

Essentially, ‘universal’ CSR in it itself does not necessarily lead to dis-
contents, it is the emphasis on underlying logics and how it comes
together with the local setting that challenges the coupling between pol-
icy and practice. Yet, I find reasons to be attentive to how this is diffused.
In the case of Brazil, corporate political trajectories have gone from alle-
gations of cronyism under ‘Lava Jato’ to shifting accountability from
public to private oversight with reporting for ‘universal’ CSR driven by
‘pra inlés ver’. Despite a change in how CSR is organised, in principle,
the concern remains similar: that private good—often that of the politi-
cal and private elite—takes priority over the common good. Interestingly,
the very relational-based institutional logics and cross-sectoral partner-
ships that have been accused of cronyism are, under supportive institu-
tional conditions, also the configurations that lead to higher outcomes of
CSR alongside the corporate economic return. I suggest further research
investigates the role of the state in adopting ‘universal’ CSR—especially
in the context of emerging economies as well as the meaning of cross-
sectoral partnership beyond its ‘universal’ logic attained from Westernised
prescriptions.
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Using Non-market Strategies
to Respond to Institutional Schisms:
The Case of Florida House Bill 1557
and the Walt Disney Company

Elizabeth M. Moore, Larissa Marchiori Pacheco,
Kristin Brandl, and Luis Alfonso Dau

1 Introduction

Institutional schisms are misalighments between two existing sets of
institutions (Moore et al., 2019, 2021). They occur when there is a mis-
alignment between formal institutional systems at different levels of
analysis (Moore, Brandl, & Dau, 2021). Formal institutions are the writ-
ten rules (e.g., laws and regulations) that shape social interaction (North,
1990, 2005) and that provide a basis for shared expectations of human
behavior (Helmke & Levitsky, 2004, 2006). Such written rules can exist
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at different levels, including the subnational, national, and supranational
levels (Dau et al., 2022a, b). If the rules of two different levels are mis-
aligned, institutional schisms exist. That is, institutional schisms are the
misalignments of two or more sets of institutions that can cross multiple
institutional levels. Schisms can exist between the supranational and
national institutional levels; national and regional levels; national and
state levels; and so on. To date, the international business literature has
focused mostly on the schisms between the supranational and national
institutional levels (e.g., Moore et al., 2019, 2021).

However, the recent spikes in anti-globalization and global crises have
challenged the efficacy of national governments and resulted in increas-
ing institutional schisms at the national and subnational levels as well.
These events have made it increasingly clear that there are interactions
between the different levels that merit further scholarly attention, espe-
cially as institutional schisms create uncertainty and ambiguity in busi-
ness environments. An institutional schism creates complexities, as
multiple formal institutions could be considered present in an environ-
ment, but there is no clarity on which one should be followed. For exam-
ple, if the laws in a US state and at the federal level provide contradictory
guidelines for business behavior, an institutional schism is created and
causes uncertainty and ambiguity in the business environment. Such
schisms can create important difficulties for firms as they can significantly
increase the cost of doing business and, in extreme cases, may even dis-
courage entrepreneurial activities (Moore et al., 2021).

We expand on the existing conceptual work done to date on institu-
tional schisms by looking at schisms that are created by institutional mis-
alignments at the national (federal) and subnational (state) levels.
Considering the relevance of international agendas related to equity,
diversity, and inclusion (EDI) as well as human rights and how they have
been pushed by international organizations, it is important to analyze
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how these have been cascaded within a federation and its states and the
schisms emerging from the alignment, or lack thereof, of formal institu-
tions. Because government policies have a relevant impact on the com-
petitive environment of firms (Hillman & Hitt, 1999), we focus our
attention on how firms use non-market strategies to overcome institutional
schisms.

We study the impact of these institutional schisms created by United
States policies and those developed by the state of Florida, that is, House
Bill 1557 (also referred to as the “Don’t Say Gay” bill). US law has con-
sistently supported freedom of speech, codified in the First Amendment
of the US Constitution. This has been applied in many contexts, but
mostly within schools allowing teachers to openly discuss topics such as
EDI and for companies to state their positions on any given area. When
the state of Florida passed House Bill 1557, the ability of teachers to dis-
cuss LGBTQIA+ issues in the classroom was limited. The ensuing insti-
tutional schism caused uncertainty and ambiguity for firms in the state
and local business environment.

For example, the Walt Disney Company’s (hereinafter referred to as
“Disney”) local operations had to pivot their business activities and
respond to the schism with a non-market strategy. We outline the strat-
egy in the chapter. Initially, Disney did not come out strong on either
side of the bill fearing public and political setbacks. In time, however, and
in the face of increasing public scrutiny within and outside the United
States, Disney took a stand against this bill, which led the state to seek
ways to impose penalties on the company. We discuss how the extended
legal battle will likely carry a toll on the company and the economy of the
state. Through this discussion, we highlight how non-market strategies
are vulnerable in the face of institutional schisms, particularly when they
are created because of national and subnational level institutions.

This chapter contributes to the literature on institutions by examining
how institutional schisms can affect local businesses. The extant literature
has conceptualized institutional schisms but has maintained the focus on
the schisms that exist because of supranational and national levels of
institutional misalignment. While these schisms are central to interna-
tional business, for the concept to be developed further, it is necessary for
both scholars and practitioners to acknowledge that schisms can also exist
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at other levels. Thus, a primary contribution of our study is to extend the
existing conceptual understanding of institutional schisms to the national
and state levels. By moving down levels of analysis, we continue to build
on the novel concept of institutional schisms through a more finely var-
iegated lens that seeks to understand the complex interactions that exist
between formal institutions at different levels. Moreover, we purposefully
focus on the impact of such schisms on the non-market strategic responses
of Disney. In doing so, we contribute to the existing literature by con-
necting institutional schisms to a specific firm-level response and move
the discussion beyond traditional, market-based outcomes. The use of a
case study allows us to carefully identify how the company responded to
the schism. Lastly, we expand this discussion to assess the implications of
firms’ action (or inaction) when experiencing schisms in the sphere of
human rights, specifically of vulnerable populations such as the
LGBTQIA+ community. Lastly, we advance the current discussion of
corporate advocacy (Wettstein & Baur, 2016) in the context of human
rights and EDI.

Through this discussion, we also provide meaningful contributions to
practice and policy. For business leaders, we offer insights into how
schisms influence strategic decisions while also examining how they can
navigate conflicting institutional expectations at different levels. These
insights are of importance for both national and international firms that
face a wide array of institutional schisms at multiple levels. Firms actions
have significant consequences on social outcomes and can either support
or hinder their advancements. In the case of Disney, we provide evidence
that the initial inaction of a firm can backfire and generate dissatisfaction
among employees, social activists, and consumers all around the globe.
The backtracking of its inaction started a war over power between the
company and the state government, which put the issue of EDI and
human rights of the LGBTQIA+ population in the background. We pro-
vide critical insights into policy by discussing the advantages of institu-
tional alignment to encourage local economic growth and development.
Specifically, by demonstrating how institutional schisms strain firm-level
non-market strategies, policymakers can use a firm’s power and influence
to promote change toward EDI and human rights—or to completely
limit their advancement.
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2 Institutional Schisms
and Non-market Strategies

2.1 Institutional Schisms

New institutional economics (e.g., North, 1990, 1991), as used in the IB
field (see Aguilera & Grogaard, 2019), focuses on national institutional
environments as a combination of formal institutions, that is, codified
rules and policies, and informal institutions, that is, norms, values, and
traditions (North, 1990). Each country has a unique national institu-
tional environment, which is based on a variety of factors that connect to
the country. For example, national institutions are dependent on the his-
tory of the country and, thus, path-dependent as well as influenced by its
political, social, legal, and economic systems (Williamson, 2009). Thus,
national institutions are unique and highly context-dependent (Fiori,
2002). They result in different robust federal guidelines that influence the
country. These guidelines are often impacted by internal and external
pressures from a variety of actors, such as national or foreign firms (see
more below) or supranational/intergovernmental organizations.

Beyond the national level, a variety of institutional environments exist
at the regional, subnational, and supranational levels (Dau et al., 2022a,
b). Due to the variety of levels, differences between formal institutions
can exist. For example, the national institutions can be different from the
supranational institutions to which the country is connected. This differ-
ence causes a misalignment of institutions, which is referred to as an
institutional schism (Moore et al., 2019, 2021), that is, institutional
schisms are the misalignments of two or more sets of institutions that can
cross multiple institutional levels (e.g., national, subnational, suprana-
tional, and firm). For instance, if a country is a member of an intergov-
ernmental organization (IGO), such as the World Trade Organization
(WTO), the country agrees to align their national institutions with the
supranational institutions of IGOs (Lupu, 2016). This ratification means
that countries agree to comply with the intergovernmental organization’s
supranational institutions. However, the recent US-China trade war has
shown that institutional schisms can exist when national and
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supranational institutions misalign. During the trade war, both countries
did not comply with the supranational institutions agreed upon by the
WTO, that is, despite having signed and ratified the WTO charter to
promote the tenets of free trade, both countries violated the charter. They
utilized trade barriers through high tariffs, which is in clear violation of
the WTO bylaws (BBC, 2020). As a result, the schisms between the
national policies of both countries and the neo-liberal policies of the
WTO result in significant business and economic losses (Bekkers &
Schroeter, 2020).

The national (federal) institutional environment of a country should
generally align with the subnational (state) institutional environments, as
the latter is derived and influenced by the national environment. However,
countries often have distinguished policies at the state, regional, and local
levels, and discrepancies can exist like the discussed institutional schisms
caused by national and supranational institutional misalignments. The
institutional schism that is created by misaligned federal and state poli-
cies is similarly evidencing issues with resulting uncertainties and
ambiguities.

There could be various reasons for schisms generated between national
and subnational institutions. For example, national institutions are
dynamic, as governments are regularly changing in most democratic
countries, leading to (sometimes very rapid) changes in the national insti-
tutional environment of countries (Milewicz & Elsig, 2014), which
might take time to be implemented and changed at the subnational lev-
els. Second, pressures are too intense for subnational governments, and
actors are heavily influencing regional activities. Lastly, subnational levels
facing extreme events or political uncertainty may become less compliant
over time, based on contextual factors and actions that change their polit-
ical, social, and economic environments.

2.2 Non-market Strategy

Non-market strategies encompass all strategies designed and imple-
mented by firms in their home or host country aimed at managing the
institutional or societal contexts of market transactions (Baron, 1995;



4 Using Non-market Strategies to Respond to Institutional... 89

Mellahi et al., 2016). Two main strands of research compose the realm of
non-market strategies: Corporate Social Responsibility (CSR) and
Corporate Political Activity (CPA). The first, CSR, speaks to actions and
projects that advance social goods that can affect a firm’s overall perfor-
mance (Doh et al., 2012; Hillenbrand et al., 2013). CPA, on the other
hand, concerns “corporate attempts to manage political institutions and/
or influence political actors in ways favorable to the firm” (Mellahi et al.,
2016, p. 144) and involves several tactics targeted at elected officials and
politicians (Hillman et al., 2004). In this chapter, we focus on Disney’s
CPA strategic response to an institutional schism.

Firms very often engage with and manage institutional misalignments
to elevate their sociopolitical legitimacy. Recent studies show evidence
that engagement with the non-market environment (NGOs, social activ-
ists, governments, civil society, etc.) can bring significant benefits for
organizational outcomes and positively affect a firm’s overall performance
(Doh etal., 2012; Mellahi et al., 2016). Firms can have different strategic
intents and governance modes related to their non-market strategic
responses (Dorobantu et al., 2017). Regarding their strategic intent,
firms can choose to adapt to the institutional environment focusing on
non-market strategies that can help reduce transaction costs (Williamson,
1991, 2000); zransform, by changing formal institutions that enable value
creation and reduce institutional costs (North, 1990); or augment the
institutional context, by creating new institutions that can reduce institu-
tional costs for those that commit to them (Ostrom, 2005). For instance,
a firm that engages in promoting the agenda of EDI through human
resources and marketing policies in an environment in which such posi-
tive externalities are not rewarded might: (1) adapt and internalize this
transaction; (2) seek to transform the environment through political
action by pushing legislation that favors this commitment; (3) or make
this a voluntary commitment in the expectation of being rewarded by
civil society, employees, consumers, etc. (example adapted from
Dorobantu et al., 2017, p. 117). Moreover, independent of what the
non-market strategic response is, the firm must decide if it will conduct
CPA (or CSR) alone or in collaboration with other actors in the non-
market environment.
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There are a variety of ways in which a firm can influence the political
arena. Firms can engage in lobbying, public/government alliances, indus-
try alliances or associations, and political inducements and contributions
(Hillman et al., 2004). The goal of CPA is to either (1) reduce potential
negative impacts and uncertainty connected to government policies or
(2) maximize benefits associated with public policies and their impact on
a firm’s overall performance (Hillman & Hitt, 1999; Shaffer, 1995).
Additionally, firms can engage in CPA to exercise their freedom of speech
regarding government decisions (Keim & Zeithaml, 1986). Due to the
uncertainties prevailing in the competitive environment and many con-
flicting expectations from several actors in the market and non-market
environments, CPA became essential for most firms engaged in overseas
operations. This is due to political actors’ ability to influence the costs of
doing business within a country by affecting market structures or altering
the cost structures of firms through legislation related to several aspects,
such as labor practices or taxation.

It is important to highlight, however, that engaging with CPA can
have unexpected consequences for the firm. Despite the growing interest
in the topic, few researchers were truly able to measure and provide evi-
dence that CPA positively influences firms’ overall performance (Greiner
& Lee, 2020). Moreover, there are many qualitative gains and losses that
are not being captured by statistical models. Through in-depth qualita-
tive analysis, one can highlight not only financial but also legitimacy and
image gains or losses connected to a firm’s political engagement. CPA can
be very fruitful in strengthening ties with governments, but it can also
damage these relationships and severely impact firms. Moreover, consid-
ering the power and leverage that firms can build around political and
social issues, a firm’s non-market strategy can act as either tailwinds or
headwinds for the issues being addressed. A firm’s consistent support to a
social issue is less prone to be criticized for lack of engagement (Li &
Soule, 2021). When a firm proactively declares support for LGBTQIA+
rights, for instance, and implements actions that go against institutional
structures that violate such rights, it is expected that this commitment
supports the advancement of the human rights agenda (Lux et al., 2011;
Wettstein et al., 2019). However, when firms commit to promoting such
rights and remain silent or do not actively engage with the matter, this
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position is not considered a neutral one, but more so a form of condon-
ing the abuse (Wettstein, 2012). Corporate activism and the agendas
they engage with through CPA can suffer severe consequences due to
superficial or the absence of engagement.

3 The Case of the Walt Disney Company
in Florida

We explore the case of Disney in Florida not only to demonstrate what
an institutional schism is but also to highlight how firm-level non-market
strategy is directly impacted by such schisms and used as a strategic
response. We examine in-depth Disney’s response to the controversial
House Bill 1557. We outline what the bill says, why it represents institu-
tional schisms and then present the various stages of Disney’s non-market
strategic responses. Through the different phases of responses, we will
highlight the influence of institutional schisms on non-market strategy.

3.1 The Bill

Governor Ron DeSantis of Florida has recently signed into effect House
Bill 1557, called the “Parental Rights in Education” bill, even though
countless politicians, notably President Joe Biden, have called the piece of
legislation hateful and questioned its legitimacy (Mazzei, 2022). The bill
prohibits classroom instruction on sexual orientation or gender identity
in K-3 grades “or in a manner that is not age-appropriate or developmen-
tally appropriate for students in accordance with state standards” (Diaz,
2022; Goldstein, 2022). Before unpacking how the bill represents an
institutional schism, it is essential to understand the details of the bill.
There are several key facets to it, which we explain succinctly here (State
of Florida, 2022). First, it foresees instruction on gender and sexuality to
be constrained in all grades. Second, schools will be required to notify
parents when children receive mental, emotional, or physical health ser-
vices unless educators believe there is a risk of abuse, abandonment, or
neglect. Third, parents would have the right to opt their children out of
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counseling and health services. Fourth, parents can sue schools for violat-
ing the vaguely written bill, and districts would have to cover the costs.
Fifth, Florida will rewrite school counseling standards.

While the bill has many additional complex dimensions, the most
controversial element, and the one that subsequently results in an institu-
tional schism, is the degree to which the bill limits the discussion of EDI
in schools (Hesse, 2022). While this bill has critical implications for all
individuals living in Florida and all companies operating in the state, it is
worth highlighting that several other states, such as Oklahoma, Ohio,
Louisiana, and Texas, have also started to mimic the law (Diaz, 2022).
Across the United States, at least a dozen states are considering new legis-
lation that, in several ways, will mirror Florida’s new controversial law,
referred to by some opponents as the “Don’t Say Gay” bill. The specific
details regarding the bills vary between states, but, overall, they seek to
prohibit schools from using a curriculum or discussing topics of EDI.

As we will describe in the following section, this controversial element
represents an institutional schisms-based precedent set by the Supreme
Court as it relates to freedom of speech and unconstitutional vagueness
(Mazzei, 2022; Millheiser, 2022).

3.2 The Bill as an Institutional Schism

For this chapter, we focus on formal institutional schisms and define
them as misalignments between two existing formal institutions at the
national and state levels. While many politicians, activists, and citizens
have come out strongly against the bill, we assert that the bill represents
a formal institutional schism as it highlights how legislation in Florida
directly contradicts formal legislation in the United States for two key
reasons.

First, lawmakers and legal analysts have offered critical insights on how
the bill violates the First Amendment, which gives individuals the free-
dom of speech. Expert opinions indicate that although public school
teachers’” First Amendment rights are already curbed, this bill violates the
amendment by blocking them from open discourse (Migdon, 2022). By
preventing schoolteachers from discussing issues related to EDI and
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human rights of the LGBTQIA+ community, policy experts indicate that
the law itself is not legal nor is it constitutional, and it leaves the most
vulnerable members of our society at severe and undue risk
(Sawchuk, 2022).

“Over time and continuing today, our nation has strived to make good
on its promise that everyone is entitled to be treated with equal dignity
under the law. That is true when it comes to LGBTQ Americans, who
now have the constitutional right to identify openly as LGBTQ), to marry,
and to form families with children,” said Roberta Kaplan, founding part-
ner of Kaplan Hecker & Fink LLP. “With the passage of House Bill 1557,
Florida has not only taken a giant step backwards, but it has done so at
the expense of our children, the most vulnerable members of society. It is
hard to imagine anything more offensive to our constitutional system
than treating one group of school kids as second class based solely on who
they are or who their parents are. This law cannot be allowed to stand”
(Lavietes, 2022).

As a result, many fear that the bill will result in cultural controversy
and could potentially marginalize a segment of the population (the
LGBTQIA+ community) that has already faced significant hardship
(Hesse, 2022). As noted by the ACLU, “This effort to control young
minds through state censorship—and to demean LGBTQ lives by deny-
ing their reality—is a grave abuse of power” (Block, 2022). These same
critics argue that the state of Florida has no constitutional right to block
free speech, nor does it have the right to alienate any groups of society,
especially in schools (Rosica, 2022).

Second, another key issue with the bill is its unconstitutional ambigu-
ity or vagueness (Mazzei, 2022; Millheiser, 2022; Migdon, 2022). This
claim is not only rooted in the Constitution itself but also in the prece-
dent set by the Supreme Court of the United States of America. Legal
pundits highlight that the bill does not define several critical elements
that would legitimize the bill. For example, the bill brings up the idea of
“age appropriate” and “developmentally appropriate” but does not set
these conditions. Based on the Constitution, if a law is not clear enough
to follow, the law itself is unconstitutional. A commonly used example to
highlight this that has come out is as follows (Lavietes, 2022):
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Suppose, for example, that Ms. Smith is a second-grade teacher married to
a woman. One evening, while Smith and her wife are shopping at the mall,
she runs into one of her students and they say hello to each other. The next
day, the student asks Ms. Smith who the woman she was shopping with is,
and Smith responds, “Oh, that's my wife.” If this conversation with the
student occurs in a classroom, does it constitute “classroom instruction™?

There are two key Supreme Court cases that uphold the notion that
state laws cannot be so vague and/or ambiguous that they cannot be fol-
lowed reasonably. In Keyishian v. Board of Regents (1967), the Court
deemed that a New York State law aimed at preventing communists from
becoming teachers or professors was too vague, and thus unconstitu-
tional, because, if extended, schools could not teach the Declaration of
Independence (Lavietes, 2022). From this, the Court determined that
laws around classroom speech and teaching “must not be so vague that
people of common intelligence must necessarily guess at its meaning and
differ as to its application” (Millheiser, 2022). Using the Keyishian stan-
dard, the Florida bill does not clear this bar and is thus unconstitutional.
A second critical case that highlights how the bill is an institutional
schism is Cramp v. the Board of Public Instruction (Lavietes, 2022). This
bill, which was also attempted in Florida but ultimately deemed uncon-
stitutional due to its extreme vagueness, attempted to mandate that all
public employees swear that one “has not, does not and will not lend aid,
support, advice, counsel or influence on the Communist Party.”
Ultimately the court struck this down not only due to its vagueness but
also due to its violation of the 14th Amendment (e.g., the due process
clause). The Cramp case has critical implications for the current Florida
bill for three reasons. First, the court deems that any law that denies citi-
zens of adequate notice of conduct that may face legal sanctions is uncon-
stitutional. Second, such laws invite discrimination and segregation.
Third, such laws violate the essential right to freedom of speech.

Thus, despite the ongoing discussion and controversy of the bill, we
argue that it represents an institutional schism as it highlights how the
state of Florida is in violation of the laws and courts at the national level.
While this will take time to sort out in federal courts, we base this analy-
sis and conclusion on legal precedent and the legal expertise of leaders

in the field.
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3.3 Disney’s Response to the “Don’t Say Gay” Bill

The initial strategic response by Disney in Florida was non-action
(Stewart, 2022; Blair, 2022). While this may have been the result of a
variety of factors, the company was one of the more notable companies
that did not take a direct stance when the bill was initiated in Florida.
While the company eventually took a firm stance, the initial response
that lasted for several weeks was one of silence. Quickly, however, there
was a public outcry against the company for not taking a stance both
nationally and internationally. Critics pointed out that the company has
donated roughly 200,000$ USD in the past two years to members of the
Florida legislature and cited the company’s lack of response to the bill as
an indication of support for it (Kim, 2022). Social media platforms across
the globe continued to speak out against the company. Arguments were
based on the logic that Disney poses itself as a family-first company that
promotes EDI, and because of their size and power, it was wrong of them
not to oppose the bill when they could make a change (Ables, 2022).
Protestors threatened to no longer attend amusement parks or purchase
Disney products, and the stock price took a hit throughout the time that
the company remained inactive (Blair, 2022).

Disney found itself facing an institutional schism. Stakeholders cited
that the Florida bill represented a violation of freedom of speech and
promoted hate, yet the state of Florida, where the company has huge
operations and is one of the state’s main employers, continued to pro-
mote the bill and operate as if it were in effect. Disney found itself in the
middle, but eventually, the court of public opinion and the severe back-
lash pressured the company to alter its non-market strategy. In due time,
the company vowed to help repeal the law and argued that Governor
DeSantis should have never signed the bill (Whitten, 2022). The com-
pany’s public opposition to the new law comes after CEO Bob Chapek
was scrutinized for staying silent and not directly opposing the bill when
he had the chance before it passed the Florida Senate. The company has
since donated $5 million to organizations that work to protect
LGTBQIA+ rights and has begun speaking to employees in town hall
meetings about how it can better serve this community. Moreover, the
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heir to the company, Charlee Disney, has come out publicly as transgen-
der and has articulated that the company will continue to oppose the bill
and seek the rights of the LGBTQIA+ community (Whitten, 2022).

In direct response, Governor DeSantis has since revoked Disney’s spe-
cial tax status and has continued to work on repealing their private dis-
trict status (Atterbury, 2022; Ables, 2022). The law that has been repealed
allowed Disney to operate as a private company over its properties in the
state which has only intensified the feud and the institutional schism.
Moreover, local communities and residents are wary of the consequences
of such imposition due to fear of an increase in operational costs and tax
payments, respectively. There is a lot of uncertainty regarding who will
pay the cost associated with the state’s resolution to Disney’s non-market
strategic response. This will likely have enormous cascading effects for
Disney directly but also the state of Florida.

4 Concluding Discussion

In this chapter, we study institutional schisms created by the misalign-
ment of national and state-level institutions and how firms use non-
market strategies to overcome such schisms. Institutional schisms can
create significant challenges for firms due to the resulting uncertainties
and ambiguities that demand responses. A new public policy at the sub-
national level that is in misalighment with national laws that govern firm
behaviors can create transaction costs that reduce the firm’s financial per-
formance. To counteract such consequences, firms can design and imple-
ment CPA strategies as a response to misalignments.

For example, firms can choose to adapt and internalize transactions to
find ways to reduce transactions and limit risks associated with institu-
tional schisms (Dorobantu et al., 2017). A firm can partner with the
ruling elite (Siegel, 2007) or even the military (Hiatt et al., 2018) to
appropriate value in the existing institutional context. Political ties can be
a source of competitive advantage and increase the firm’s leverage when
institutional schisms threaten to harm the firm’s market transactions.
Firms can also respond to institutional schisms by adding to the institu-
tional environment through a voluntary commitment that will reduce
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conflicts and costs associated with the schism (Ostrom, 2005). Instead of
responding to formal institutions and state requirements, the firm can
voluntarily position itself in a political or social matter with the expecta-
tion of being rewarded and recognized. This is the case of standards of
conduct agreed upon in a certain industry (Dorobantu et al., 2017).
Lastly, firms can try to transform the formal institutions and change trans-
actional costs for all those affected by the change (Dorobantu et al.,
2017). When experiencing a schism, firms can build new formal institu-
tions through lobbying and political activism for new legislation and
public policies that will reduce the intensity or threat associated with the
institutional schism. Firms can target relevant political actors and con-
vince them that new or modified rules are necessary by providing infor-
mation and support from civil society or social activists (Hillman & Hitt,

1999). Sethi and Williams (2000, p. 197) mention that:

The large corporation must become an active agent for social change if it is
to make the world safe for democracy, and indeed, for capitalism [...] Asa
dominant institution in society, the corporation must assume its righcful
place and contribute to the articulation of the public agenda and [not]
simply react to policy choices advocated by others.

When examining the institutional schisms created by the ratification
of House Bill 1557 in Florida, Disney chose to transform the institutional
environment in the state rather than adapt or add to it. The bill does not
only misalign with federal policies, but it also goes against Disney’s com-
mitment to EDI. Thus, consumers and social activists called attention to
the issues and pressured Disney into action. After weeks of non-response,
Disney decided to influence the governing institutions, trying to trans-
form the policies (Dorobantu et al., 2017; Hillman & Hitt, 1999). The
initial absence of response speaks to Disney’s fear of engaging in an ideo-
logical discussion that could undermine its operations in the state of
Florida and the uncertainties created by the schism. The unconstitution-
ality of the bill, as well as its lack of alignment with Disney’s corporate
practices, emphasized the urgency and relevance of its engagement with
the matter (Li & Soule, 2021; Wettstein & Baur, 2016). Not positioning
itself against the bill could cost more than the financial loss associated
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with the current legal battle and a potential increase in taxes. Thus,
Disney eventually positioned itself against the advancement of the bill,
which caused the state’s government to revoke Disney’s special tax status.
By stating its position against the bill, Disney aimed to impact public
policy design by supporting the grassroots movement and providing
information and evidence that the bill violates fundamental rights that
should be protected by any state in the United States (Wettstein &
Baur, 2016).

Disney’s response started a legal battle that is expected to have conse-
quences for the firm, local communities, and the fight for EDI and
human rights of LGBTQIA+ community. For the firm, the State’s deci-
sion has minimum impact; specifically, some of the red tape on Disney’s
decision to expand and renovate parks might be added. For the county
and Disney surrounding communities, revoking the tax status can gener-
ate a significant financial burden since they might have to embrace debt
and services once covered by the firm. Finally, since this became an ideo-
logical battle, the agenda on EDI and LGBTQIA+ rights was put aside
and has been once more harmed by the State’s rushed decision targeting
Disney. To use the momentum and reinforce its position, the company
must guarantee consistency and alignment with its own values and act
against such laws in the United States (Wettstein & Baur, 2016). Even
more so, Disney must launch projects and programming that promote
equal rights for minorities and vulnerable populations. Considering poli-
ticians come and go, and corporations remain alive for decades, Disney
has on its hand the chance to proactively change the discourse and push
for legislation that favors EDI throughout the United States and reduce
the misalignment between national and subnational laws.
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Political Risk and Location Choice
of Chinese SMEs

Zibang Chen, Axéle Giroud, and Asmund Rygh

1 Introduction

China has experienced significant economic growth in recent decades
since launching its “go global” policy, and is now the largest outward
foreign direct investment (OFDI) home country among emerging econ-
omies (EEs) (Gaur et al., 2018). As the Chinese context is characterised
by state involvement and control, Chinese MNEs attract extensive atten-
tion, with a focus on large multinational enterprises (MNEs), either
Privately Owned Enterprises (POEs) or State-Owned Enterprises (SOEs)
(Buckley et al., 2007). In contrast, few studies focus on the internation-
alisation of Chinese small and medium-sized enterprises (SMEs). We
believe it is important to focus on these firms, which play an important
role in China’s economy. There are over 42 million SMEs, according to
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the Chinese definition, in China, and SMEs contribute 70% of foreign
trade and more than half of outbound investments (Qiao et al., 2020;
Zhu etal., 2012). Besides, SMEs may take on even greater importance in
global markets following the Chinese government’s “One Belt One Road”
initiative, which further encourages Chinese firms to engage in OFDI
(Zhu et al., 2020). In this context, it is surprising that little is known to
date on the internationalisation of Chinese SMEs.

The international business (IB) literature has well recognised the role
of institutions in shaping the strategic decisions of MNEs from emerging
economies (EMNEs) (Deng & Zhang, 2018). On one hand, home insti-
tutions shape the resource environment and influence the resources,
capabilities and national image that firms can acquire (Cuervo-Cazurra,
2011; Tang & Buckley, 2020). For instance, in China, existing policies
tend to favour large firms or SOEs (Deng & Zhang, 2018); the govern-
ment often provides preferential treatment to SOEs and large private
MNE:s that are “national champions” (Buckley et al., 2007), such that
these firms take more risks and may make aggressive decisions. This tends
to be different for SMEs, as most are privately owned. Nonetheless, state
involvement can also lead to disadvantages for Chinese MNEs, for
instance when they face difficulties in obtaining legitimacy in host coun-
tries because they receive government support (Cuervo-Cazurra, 2011).
Zooming in on host-country institutions, IB literature suggests that host
institutions influence the level of political risk and thus MNESs" exposure
to threats of expropriation and opportunistic behaviour (Henisz &
Delios, 2001). EMNEs show unique ownership advantages and a “spring-
board” internationalisation pattern, and are thus widely studied (Luo &
Tung, 2007). Whilst it has been found that Chinese MNEs may be less
sensitive to such risks in their location decisions (Buckley et al., 2007; Li
etal., 2013), the literature does not provide a clear answer as to whether,
and how, Chinese SMEs consider political risks when choosing locations.
Since they tend to benefit less from state support, one assumption is that
they may be more sensitive to risks when investing abroad. This may be
particularly salient given the recent increase in global geopolitical con-
flicts and frictions (trade wars).

To address this research gap, this conceptual chapter aims to explore
the influence of political risk on Chinese SMEs’ location choices. To do
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so, we review the literature on the focal relationship, examine the theo-
retical lenses used by prior studies and identify extant gaps. We suggest
that prior knowledge on large Chinese MNEs or Western SMEs cannot
be simply transferred to Chinese SMEs. Even the updated springboard
perspective can only offer limited insight into the focal relationship (Luo
& Tung, 2018). Hence, studying these firms could enhance our knowl-
edge of the relationship and contribute by filling some gaps. Exploring
SMEs’ characteristics, we suggest applicable theoretical lenses and iden-
tify research avenues to explore the influence of political risk on their
location choices.

The next section will briefly describe Chinese SMEs’ internationalisa-
tion. The following sections review the literature on the effect of political
risk on MNEs in general and on Chinese MNEs. Finally, the chapter

concludes with a discussion of future research areas.

2 Recent Internationalisation Trend
of Chinese SMEs

China has been transforming into a market-based economy from a
planned economy since their economic reforms of 1978 (Gaur et al.,
2018). In 1999, the Chinese government proposed the “go global” pol-
icy, and privately owned enterprises (POEs) were allowed to invest abroad
from 2004 (Buckley et al., 2007). Therefore, Chinese SMEs’ dramatic
rise and expanded role in the international market have been observed in
recent decades (Deng & Zhang, 2018). Chinese SMEs grow in an insti-
tutional environment where the government dominates the economy
(Buckley et al., 2007). Hence, research has focused primarily on how
Chinese firms’ internationalisation is influenced by their home institu-
tions, and has proposed two alternative views, the “fostering view” and
“escape view”, emphasising that these can explain Chinese SMES
internationalisation.

Scholars adopting the “fostering view” tend to highlight the positive
role of home institutions in SMEs’ access to resources and internationali-
sation. The Chinese government issued a regulation on “Measures of
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Capital Support for SMEs to Develop International Markets” in October
2000 and set up the “International Market Developing Funds of SMEs”,
which aim to support SMEs and encourage them to compete in the inter-
national market (Luo et al., 2010). Another regulation, the SME
Promotion Law, which attempts to provide public support and promote
SMEs’ financial access, was passed in 2002 (Zhu et al., 2012). However,
these regulations and assistance programmes have not been enforced efh-
ciently and do not necessarily align with Chinese SMEs" needs (Cardoza
etal., 2015). For instance, the policy responsibilities of implementing the
SME Promotion Law among multiple organisations are ambiguous (Zhu
et al., 2012). Some studies even show that institutional supports such as
state participation in ownership and funding are less relevant to SMEs’
internationalisation, and as a result, SMEs rely on their own capabilities
to expand abroad (Cardoza et al., 2015). Nevertheless, one would expect
that the approval authority delegated to local government and a shorter
approval period allow SMEs to expand abroad more easily than before
(Luo et al., 2010). Additionally, institutional factors such as a higher
regional marketisation level and ties to industry associations will promote
SMESs’ internationalisation (Qiao et al., 2020).

In contrast, scholars taking the “escape view” attribute the inconsistent
findings of the “fostering view” to the focus on the individual dimension
of institutions (Deng & Zhang, 2018). These scholars explore the influ-
ence of overall Chinese institutions and institutional distance between
China and the host country on the internationalisation of SMEs. The key
contention is that domestic institutions can be harmful to SMEs growth,
development and survival. Although SMEs can have weaker political ties
to the government or officials (Deng & Zhang, 2018), many are still
influenced by the state, for instance through the state-owned assets super-
vision and administration commission of the state council (SASAC), or,
on the international stage, internationalisation of large Chinese MNEs or
SOEs can open up business opportunities for smaller investors. Overall,
SME:s tend to benefit less from access to institutional resources domesti-
cally (Wu & Deng, 2020). As a result, a major concern identified by
SMEs is unfair competition (Zhu et al., 2012). The Chinese government
treats large firms or even foreign firms preferentially, and provides them
broader access to resources such as procurement contracts (Deng &
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Zhang, 2018; Zhu et al., 2012). Another challenge for SMEs is access to
finance, which is the most significant constraint of their growth and sur-
vival (Deng & Zhang, 2018). SMEs even encounter difficulty in obtain-
ing financial support from commercial banks in normal ways due to their
shortage of collateral and high-risk profile (Zhu et al., 2012). Therefore,
in China, SMEs can only get up to 25% credit from banks, hence most
have to rely on self-funding and their own capabilities (Cardoza et al.,
2015; Zhu et al., 2012).

The “escape view” also suggests that administrative decentralisation,
following the open-door policy, has fragmented the Chinese economy
and led to competition among provinces regarding economic targets
(Boisot & Meyer, 2008). This means that, even when doing business
across provinces, Chinese SMEs may face local protectionism, and in
some cases, administrative and operating costs of crossing domestic bor-
ders can be higher than those of crossing international borders (Boisot &
Meyer, 2008). Additionally, the Chinese institutional environment is
characterised by uncertainty in regulation, government involvement and
corruption. For Chinese SMEs, it means that operational costs may
increase and pose challenges to doing business (Deng & Zhang, 2018),
and they may be at a disadvantage due to insufficient legal protection of
their private assets against opportunistic behaviours (Tang & Hull, 2012).
In sum, existing constraints in their domestic institutional environments
and a more relaxed approval system of internationalisation act as incen-
tives to internationalise (Wu & Deng, 2020). Chinese SMEs’ interna-
tionalisation is partly or fully driven by “strategic escape” (Boisot &
Meyer, 2008; Deng & Zhang, 2018).

Given these arguments, it is no wonder that OFDI conducted by
Chinese private SMEs listed on stock exchanges increased dramatically
after 2011 (Fig. 5.1). SMEs account for over 90% of Chinese registered
firms in 2013 (Fig. 5.2). This number rose to 99.8% in 2018, so SMEs
may be hidden champions of OFDI in the future (Qiao et al., 2020).

Both “fostering” and “escape” views provide compelling explanations
as to how home-country factors push Chinese SMEs into internationali-
sation. Existing research, however, has focused less on how host-country
institutions and institutional environments can attract—or otherwise—

Chinese SMEs and explain these firms’ FDI decisions. We propose that
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Fig. 5.1 The number of new OFDI made by Chinese private listed SMEs,
2004-2018. Note: These SMEs are private and listed on the Shenzhen and Shanghai
stock markets. They are identified according to the Chinese definition of SMEs.
(Source: Composed by authors based on the China Stock Market and Accounting
Research Database)

Firm size (employees) Number of firms % of employer firms
17 5629 753 52.0
8-19 2672035 24.7
2049 1441548 133
50-99 556 331 51
100-299 378706 35
300-499 69048 07
500-999 45443 0.4
1000-4 999 28458 03
50009999 2273 0.0
10 000+ 1116 0.0
Total 10825 611 100

Fig. 5.2 Distribution of registered firms in China, 2013. Note: Chinese criteria for
SMEs range from 200 to 1000 employees, depending on firm sector. (Sources:
OECD, 2018)



5 Political Risk and Location Choice of Chinese SMEs 113

IB theory offers useful explanations, namely emphasising that SME
internationalisation differs because smaller firms have fewer resources,
and may be more sensitive to risks when making investment decisions. It
is imperative to understand how host institutions, and particularly politi-
cal risks in host countries, influence the location decisions of Chinese
SMEs when they internationalise.

3 Host Countries’ Political Risk and Chinese
SMEs' Internationalisation

The IB literature has long shown that when investing abroad, a variety of
institutional factors come into play, such as culture and governance sys-
tem, among which a key factor is political risk (Berry et al., 2010; Farah
et al., 2022). For instance, a higher risk of governmental opportunistic
behaviour may not only influence firms’ access to resources but also lead
to revenue loss (Stevens et al., 2015). Conventional wisdom thus suggests
a defensive strategy for MNEs. In an era characterised by rising ideologi-
cal conflicts, national protectionism and interventionism (Hasija et al.,
2020), firms’ strategic decisions are even more likely to be influenced by
such risks. In this chapter, we propose that political risks in host countries
also influence Chinese SMEs’ location decisions.

Political risks are multi-faceted and impact upon firms’ strategic deci-
sions in various ways. Table 5.1 presents some useful definitions.

According to the definitions in the early literature, the concept of
political risk was limited to several assumptions. Root’s (1968) definition
assumed that political risk is event-based, while Robock’s (1971) defini-
tion posited political risk as discontinuous and unpredictable. Other
assumptions include that political risk always generates negative effects
on business operations and that national governments are the major
actor. As more contexts were investigated in political risk research and
different contexts posed different types of political risk, the concept
became much broader over time. According to the definition by Simon
(1982), political risk can originate in social actions as well, and external
sources are highlighted. Recently, the dimension of macro and micro was

made clear in the definition of political risk (Alon & Herbert, 2009;
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Table 5.1 Selected definitions of political risk

Author Definition
Root (1968: Possible occurrence of a political event of any kind (e.g. war,
355) revolution, coup d’état, expropriation, taxation, devaluation,

exchange controls and import restrictions) at home or abroad
that can cause a loss of profit potential and/or assets in an
international business operation.
Robock (1971: Political risk in international business exists (1) when
7) discontinuities occur in the business environment, (2) when
they are difficult to anticipate and (3) when they result from
political change.
Weston and  Political risks arise from the actions of national governments
Sorge (1972:  which interfere with or prevent business transactions, or
60) change the terms of agreements, or cause the confiscation of
wholly or partially foreign-owned business property.
Simon (1982: Governmental and societal actions and policies, originating
68) either within or outside the host country, and negatively
affecting either a select group or most foreign business
operations and investments.
Henisz and The presence of political institutions that induce policy

Delios uncertainty.
(2001: 443)

Holburn and The risk that a government will opportunistically alter policies
Zelner to directly or indirectly expropriate a firm'’s profits or assets.
(2010: 1290)

Giambona Political risk is defined to include macro political risks (e.qg.
et al. (2017: regime changes or nationwide security breakdowns), micro
525) political risks (e.g. security problems arising in a certain region

of a country or related to certain policies) and external
political risk (related to tensions between countries).

John and Political risk refers to the possibility that a specific action or
Lawton inaction in the political environment will directly or indirectly,
(2018: 848) on a regular basis or episodically, induce negative or positive

changes in the economic outcomes of firms at macro and
micro levels.

Giambona et al., 2017), highlighting how different firms entering the
same environment may face different degrees of political risk. In addi-
tion, it has been argued that political risk can present not only risks but
also opportunities (John & Lawton, 2018). As political risk is a multidi-
mensional concept, it may be driven by a variety of sources, such as over-
all uncertainty in the political environment and lack of political
constraints on policy-makers.
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The Effect of Political Risk on FDI
Location Choice

3.1

IB studies have explored how political risks arising from various sources
can influence MNEs" location choices or the country’s distribution of
FDI. Generally, political risks have a deterrent effect on MNEs’ location
choice (Amore & Corina, 2021; Buckley et al., 2018; Flores & Aguilera,
2007; Li et al., 2018; Li & Vashchilko, 2010; Papageorgiadis et al., 2020;
Skovoroda et al., 2019; Stoian & Filippaios, 2008; Witte et al., 2017).
Table 5.2 gives examples of various types of political risks explored in IB

studies.

Table 5.2 Selected studies on the effect of political risk on FDI location choice

Type of risks

Source

Overall political
environment

Lack of constraints
on policy-makers

Weak property
rights protection

Poor regulatory
quality

Corruption

Political system/
Accountability

Political instability

Uncertainty caused
by political
election

Domestic conflict

Interstate conflict/
relations

Buckley et al. (2007), Desbordes (2007), Coeurderoy and
Murray (2008), Kang and Jiang (2012), Duanmu (2012),
Quer et al. (2012), Li et al. (2013), Giambona et al.
(2017), Luiz et al. (2017), Quer et al. (2018), Shapiro
et al. (2018), Mersland et al. (2020)

Delios and Henisz (2003), Rodriguez (2008), Guler and
Guillen (2010), Holburn and Zelner (2010), Alcantara
and Mitsuhashi (2012), Yasuda and Mitsuhashi (2017),
Yasuda and Kotabe (2021)

Coeurderoy and Murray (2008), Stoian and Filippaios
(2008), Duanmu (2014), Papageorgiadis et al. (2020)

Stoian and Filippaios (2008), Kolstad and Wiig (2012),
Buckley et al. (2016), Witte et al. (2017), Buckley et al.
(2018), Skovoroda et al. (2019), Mersland et al. (2020)

Witte et al. (2017)

Flores and Aguilera (2007), Kolstad and Wiig (2012),
Witte et al. (2017), Skovoroda et al. (2019)

Buckley et al. (2016), Buckley et al. (2018), Papageorgiadis
et al. (2020)

Amore and Corina (2021), Yasuda and Mitsuhashi (2017)

Stoian and Filippaios (2008), Witte et al. (2017),
Skovoroda et al. (2019)

Li and Vashchilko (2010), Li et al. (2018), Skovoroda et al.
(2019)
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When the overall political environment in a host country is risky (e.g.
weak rule of law, governmental instability), MNEs face increasing uncer-
tainties stemming from a variety of sources. Such uncertainties will gen-
erate a threat to firms’ returns and lead to unexpected costs in business
operations (Oh et al., 2021). The most prevalent firm response is to avoid
investment in risky countries (Giambona et al., 2017), as shown in
numerous studies (Coeurderoy & Murray, 2008; Desbordes, 2007;
Duanmu, 2012; Giambona et al., 2017; Mersland et al., 2020; Quer
et al., 2018). However, other studies indicate that, contrary to conven-
tional wisdom, political risk can generate a positive effect on FDI or
MNE5’ location choice (Buckley et al., 2007; Kang & Jiang, 2012; Li
etal., 2013; Luiz et al., 2017; Shapiro et al., 2018).

Since Henisz (2000) developed the Political Constraint Index to mea-
sure political risk, the effect of a lack of political constraints, a specific
type of political risk, has received much attention in the literature.
Inadequate political constraint poses a threat because there will be fewer
checks and balances on various political actors in the process of making
policy (Tang & Buckley, 2020). In countries where political constraints
are weak, policy-making does not require the agreement of diverse actors
(Holburn & Zelner, 2010). Policy-makers can thus easily change policies
to their own benefit or on behalf of MNEs’ local rivals. Therefore, in this
situation MNEs face a risk of governmental opportunistic behaviours.
Hence, political risk originating from the weakness of political constraints
has been found to deter MNEs’ location choice (Alcantara & Mitsuhashi,
2012; Delios & Henisz, 2003; Guler & Guillén, 2009; Henisz & Delios,
2001; Rodriguez, 2008; Yasuda & Mitsuhashi, 2017).

The risk of expropriation or weakness of property rights protection is a
top concern of MNEs when making a location decision (Duanmu,
2014). In countries with a high expropriation risk, MNEs might need to
defend their property and assets against governmental action or expro-
priation, incurring high costs (Papageorgiadis et al., 2020). Hence, the
political risk originating from the weak protection of property rights is
also found to have a negative effect on location choice (Coeurderoy &
Murray, 2008; Duanmu, 2014; Stoian & Filippaios, 2008). Papageorgiadis

et al. (2020), however, found a positive effect of weak protection of
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intellectual property, but note that once a moderator for informal institu-
tions is included, capturing the degree of effective enforcement of prop-
erty rights, the effect becomes negative.

In addition to the above political risks, risks deriving from poor regula-
tion quality, corruption, political system, political instability, political
election, domestic conflict and interstate conflict or relations have also
received attention in the literature.

Studies therefore generally indicate that political risks have a negative
impact on FDI, although some suggest that political risk can also have a
positive effect on FDI or MNEs’ location choice (Buckley et al., 2007;
Kang & Jiang, 2012; Li et al., 2013; Luiz et al., 2017; Shapiro et al.,
2018), for instance when firms have political capability and experience in
handling such risks in their home country, or through governmental
negotiation and support (Li et al., 2013; Luiz et al., 2017).

Table 5.3 presents selected studies illustrating when political risks are
found to have a positive or negative impact, on MNEs in general and on
Chinese MNEs specifically. What is noticeable is that for Chinese MNEs,
particularly SOEs, studies find the influence of political risks on firms’
investment decisions to be inconsistent. Researchers suggest this is
because these firms benefit from the experience of operating in an imma-
ture institutional environment and government backing such as cheap
capital and subsidised credit (Buckley et al., 2007; Wei, 2010). Another
explanation is that the Chinese government sometimes negotiates with
host countries on behalf of Chinese MNEs (Li et al., 2013). Where the
Chinese government provides multiple development projects in various
sectors, including infrastructure, health care and agriculture, host coun-
tries in return allow Chinese MNEs to access local natural resources.
Chinese MNEs thus gain political legitimacy and social licence and are
less exposed to political risk (Shapiro et al., 2018). This explains why
many Chinese MNEs have entered African countries to secure natural
resources and construct telecommunications networks, railroads and hos-
pitals. Extant empirical research, therefore, found that political risks can
have a positive, weaker or no effect on Chinese MNEs or SOEs’ location
choices (Buckley et al., 2007; Buckley et al., 2016; Duanmu, 2012, 2014;
Kang & Jiang, 2012; Quer et al., 2012).
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Table 5.3 Studies on the relationship between location decision and political risk

Dependent
Author Home Host variable Effect
Overall political
environment
Desbordes (2007) us Mixed FDI flow -
Coeurderoy and UK and Mixed Location choice -
Murray (2008) Germany
Buckley et al. (2007) China Mixed FDI flow +
Duanmu (2012) China Mixed Location choice  +
Lack of political
constraints
Delios and Henisz Japan Mixed Location choice -
(2003)
Henisz and Delios Japan Mixed Location choice -
(2001)
Holburn and Zelner Mixed Mixed Location choice -
(2010)
Yasuda and Mixed Mixed Number of entry -
Mitsuhashi (2017)
Duanmu (2012) China Mixed Location choice -
Quer et al. (2012) China Mixed Location choice Insignificant
Week property
protection
Coeurderoy and UK and Mixed Location choice -
Murray (2008) Germany
Duanmu (2014) China Mixed Location choice -
Poor regulatory
quality
Skovoroda et al. us Mixed Location choice -
(2019)
Stoian and Greek Mixed Location choice -
Filippaios (2008)
Buckley et al. (2016) China Mixed Location choice  +
Kolstad and Wiig China Mixed FDI flow +
(2012)
Political instability
Buckley et al. (2016) China Mixed Location choice  +

Note: ‘+' represents a positive effect, ' a negative effect and Insignificant an
insignificant effect
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3.2 Key Theories Explaining the Impact of Political
Risks on MNEs’ Location Choice

The springboard perspective suggests that EMNE:s, as latecomers, have
unique ownership advantages and disadvantages, and they use interna-
tional expansion as a springboard to achieve multiple goals, such as seek-
ing assets and bypassing domestic institutions (Luo & Tung, 2007).
Nevertheless, a limitation is that it cannot explain the host government’s
attitude and policy towards EMNEs, which are important dimensions of
political risks and offer the researcher comprehensive insight into where
companies locate (Luo & Tung, 2018). In this section, we explore how
existing theories provide valuable insights into how political risks affect
MNES’ location choices. Institutional economics emphasises how host
institutions influence transaction costs and thus shape location choices
(John & Lawton, 2018). OLI explains how the locational advantages
offered by lower political risk, together with MNE ownership and inter-
nalisation advantages, influence location decisions (Stoian & Filippaios,
2008). The stages model, based on the Uppsala internationalisation the-
ory, depicts how experience in and knowledge of dealing with political
environments and institutions can diminish uncertainty and influence
MNE:s at the early stage of internationalisation (Delios & Henisz, 2003).
All these theories fall into the category of the political institutions’
approach (PIA) identified by Stevens et al. (2015). Various bargaining
models, identified as the bargaining power approach (BPA), help under-
stand the bargaining power of MNEs or their home governments and
host governments, and why MNE:s enter risky countries (Li et al., 2013;
Stevens et al., 2015). Finally, organisational institutionalism, focusing on
MNES’ legitimacy and corresponding to Stevens et al.’s (2015) legitimacy-
based view (LBV), has a potentially expanding role in future research.

OLI Paradigm

Dunning (1993) proposed that a firm with ownership advantages (O),
such as superior technology and patents, will be able to exploit locational
advantages (L) in the host country such as lower labour costs and natural
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resources by internalising (I) ownership advantages. OLI was developed
to explain the FDI of MNEs from developed countries (DMNEs) whose
objective is profit maximisation. As emerging markets became increas-
ingly important (Duanmu, 2012), Dunning (2008) extended the OLI
paradigm by incorporating the dimensions of institution. Advantages
stemming from home institutional environments such as the ability to
handle political risk are recognised as ownership advantages (O), except
for traditional advantages such as know-how and technology (Buckley
et al., 2007). Additionally, institutions influence the cost of internalisa-
tion and transaction in the marketplace (Dunning, 2008). Some host
governments do not allow internalisation in certain strategic sectors.
Therefore, institutions may influence whether firms can enjoy internali-
sation advantages (I). In terms of locational advantages (L), as Dunning
(2008) suggests, institutions affect the locational attractiveness of a host
country, because whether the ownership advantages of MNEs can be
exploited successfully depends to some extent on the quality of institu-
tions in the host country. FDI will be attracted to a functioning country
with institutions that secure property and ensure the credible enforce-
ment of laws and good governance (Dunning, 2008). MNE:s face lower
risks of governmental opportunistic behaviour in these countries (John
& Lawton, 2018). In other words, MNEs will be attracted to countries
with lower political risk.

Internationalisation Stages Model

According to the stages model of internationalisation, firms start their
global expansion by sequential and small steps (Johanson & Vahlne,
1977). The model, on one hand, suggests that firms start their interna-
tional expansion through the mode of export, and then gradually move
to more risky modes such as joint venture manufacturing and wholly
owned manufacturing. On the other hand, it suggests that firms will
move to geographically and culturally distant countries only after accu-
mulating relevant experience and knowledge in proximate countries.
Delios and Henisz (2003), however, argued that the original stages model
does not consider the political environment. The authors extended the
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model by taking uncertainty in political environment into account. The
stages model emphasises the role of experienced learning and knowledge
in reducing uncertainty (Johanson & Vahlne, 2009). Therefore, it pre-
dicts that DMNEs without experience and knowledge about politically
risky countries are less likely to locate in such countries when embarking
on internationalisation. In contrast, it might explain why some EMNEs
with experience in risky environments are less sensitive to political risk

(Delios & Henisz, 2003; Holburn & Zelner, 2010).

Institutional Economics

Institutional economics suggests that political risk is determined by insti-
tutions in host countries (Rothaermel et al., 2006). North (1990) defines
institutions as humanly devised constraints structuring human interac-
tion, and categorises institutions into formal institutions such as laws,
and informal institutions such as culture. Ma et al. (2016) also suggest
that institutions structure economic, political and social relationships in
a country. Institutions are the “rules of the game”, and stipulate what
actors should or should not do in different contexts (Ali et al., 2010;
North, 1990). The function of institutions is thus to mitigate the uncer-
tainty of transactions and reduce incurred transaction costs. Therefore,
the political risk imposed by institutions with poor regulatory quality,
immature judicial and financial systems, and corruption will lead to
higher transaction costs (John & Lawton, 2018). Furthermore, underde-
veloped political institutions weaken political constraints on policy-
makers, enabling them to change policies and regulations easily (Tang &
Buckley, 2020). Therefore, governments in such host countries will be
well capable of opportunistic behaviour towards MNEs should they not
align with the government’s interest (Henisz & Delios, 2001). Therefore,
when deciding on FDI, MNEs will assess the risks of a lack of political
constraints or weak institutions in a host country (Stevens et al., 2015).
Institutional economics contributes to the political risk literature by
explaining how host institutions might present political risk and thus
shape MNES’ location decisions (John & Lawton, 2018).
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Organisational Institutionalism

Organisational institutionalism provides insight into how conformity
pressure and legitimacy shape MNEs’ response to political risk (DiMaggio
& Powell, 1983; John & Lawton, 2018; Roth & Kostova, 2003).
Legitimacy is defined as “a generalized perception or assumption that the
actions of an entity are desirable, proper, or appropriate within some
socially constructed system of norms, values, beliefs, and definitions”
(Suchman, 1995: 574). MNEs can adhere to regulative, cognitive and
normative institutions as categorised by Scott (1995) to obtain legiti-
macy (Kostova & Zaheer, 1999). The regulative pillar corresponds to
North’s (1990) formal institutions, including rules and laws. Normative
institutions include softer aspects such as values and norms. From the
normative perspective, actors make choices based on what they are
expected to do and what they are obliged to do, rather than on a basis of
their own interests (Scott, 1995). Therefore, firms gain legitimacy when
the norms and values they pursue are consistent with the social norms
and values of their environment (Kostova & Zaheer, 1999). Cognitive
institutions are the rules that constitute the nature of reality and the
frames through which meaning is constructed (Scott, 1995). Firms com-
ply with cognitive institutions by following a social cognitive structure
which is “taken for granted”. Therefore, the predictive power of organisa-
tional institutionalism is rooted in the notion of legitimacy (Donnelly &
Manolova, 2020). It suggests that MNEs will enter countries where they
are able to obtain legitimacy granted by various actors in the local politi-
cal environment (Kang & Jiang, 2012). Stated differently, their business
should be in line with the expectation of actors in the host country, such
as the host government. This is because exposure to political risk will be
more likely if they do not obtain legitimacy, which may influence a host
government’s motivation to behave opportunistically towards MNEs
(Slangen, 2013; Stevens et al., 2015).
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The Bargaining Power Approach

Various authors have developed the bargaining power approach (BPA) to
identify how and when MNEs negotiate with governments to conduct
their activities. Vernon’s (1971) obsolescing bargain model (OBM) dom-
inates the literature on the effect of political risk on MNEs (Orazgaliyev,
2020). A party has bargaining power if it controls the resources required
by the other party (Kobrin, 1987). According to Vernon’s (1971) OBM,
MNES’ bargaining power tends to decrease over time, for instance when
investment has already taken place, when the value of foreign resources
such as technology diminishes, or when local firms become more com-
petitive. Host governments often devise economic development policies
and encourage FDI in specific sectors, explaining why, initially, MNEs
can benefit from greater bargaining power. But as host countries grow,
their policies may change, affecting the bargaining power of various
stakeholders. A number of factors can influence the bargaining power of
firms or state, such as the level of economic ties, for example, bilateral
trade or investment flows, or host-home government relationships.
Ramamurti (2001) develops a two-tier bargaining model by including an
additional tier of bargaining taking place between home and host govern-
ments. Negotiations between home and host governments create macro
rules or principles for later negotiation between MNEs and host govern-
ments. Such factors explain why the bargaining power of MNEs may not
always erode over time (Duanmu, 2014). Various bargaining power
models have been developed based on the experience of DMNE:s. Li et al.
(2013) argue that the BPA model cannot fully explain Chinese MNEs
investments overseas, including in Africa. In the Chinese context, nego-
tiations between home and host countries are paramount and distinct
(Shapiro et al., 2018). When Chinese MNEs" mission is to enter specific
countries to fulfil home-country objectives—such as securing access to
natural resources—they rarely need to engage in direct negotiation with
the host country (Li et al., 2013).
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3.3 Implications for Studying Chinese SMEs

Chinese SMEs have received little attention in the literature. Studying
how political risk can influence private SMEs" location choices will
enhance our understanding of their internationalisation. Prior knowl-
edge has been based on large POEs and SOEs with abundant resources,
and cannot be fully transferred to Chinese SMEs due to their unique
characteristics (Wu & Deng, 2020). Chinese SMEs generally do not ben-
efit from similar access to incentives and resources in their home environ-
ment, which sometimes drives them to “escape” and internationalise (Wu
& Deng, 2020). On the other hand, Chinese SMEs may benefit from
their domestic experience, which can help them deal with the political
risk inherent in immature institutions (Holburn & Zelner, 2010), or
when such firms seek a niche market in countries where political risks
might deter potential competitors and thereby provide a unique market
opportunity. The theories presented in the previous sub-sections can help
us identify how Chinese SMEs might perceive political risks when choos-
ing foreign locations.

The political institutional approach (PIA) provides valuable insight in
terms of how a host institution can pose a general political risk to all for-
eign MNEs (John & Lawton, 2018). However, it has limitations in
explaining how a specific MNE might face a higher or lower political risk
than others in the same host country. The BAP helps to better understand
how an individual MNE’s home government and assets such as technol-
ogy increase or decrease the political risk facing the MNE, depending on
its bargaining power (Li et al., 2013; Shapiro et al., 2018; Vernon, 1971).
Both PIA and BPA look at the attributes influencing the government’s
power to engage in intervention in MNESs investment, so a complemen-
tary aspect, a legitimacy-based view (LBV), should be introduced (Stevens
etal,, 2015). The LBV sheds light on to what extent a government might
be motivated to potentially use its power to interfere with foreign MNEs’
investment (Stevens & Newenham-Kahindi, 2017).

Chinese SMEs may not possess traditional ownership advantages such
as advanced technology, nor do they benefit from the strong government
support that might reduce their need to engage in political activities in
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the host market (Deng & Zhang, 2018). Without such advantages, polit-
ical risk in foreign markets may be a salient locational disadvantage for
them. Other theories such as OLI and institutional economics can there-
fore provide more useful theoretical explanations to predict these firms’
approach to location choice in the event of political risks in the host
market. The Uppsala stages model may be less relevant, as Chinese SMEs
may escape their home country and invest in countries with distinctly
different institutional environments even at an early internationalisation
stage (Wu & Deng, 2020). We believe the legitimacy-based view presents
useful arguments. Many Chinese MNEs encounter challenges of legiti-
macy in other countries (Shapiro et al., 2018), and Chinese SMEs are
likely to face similar challenges. Here, we propose that seeking legitimacy
may be even more important for Chinese SMEs compared with larger
MNE:s, because they benefit less from home-country support.

As a contribution to knowledge in this chapter, we propose a number
of avenues for research in order to guide future studies aiming to provide
novel insights into Chinese SMEs’ internationalisation and their approach
to political risks abroad. First, the literature has uncovered how large
MNE:s benefit from government support and thus invest in risky coun-
tries. Even if Chinese SMEs often favour foreign markets where other
large Chinese MNE:s are located (e.g. in African countries) (Stevens &
Newenham-Kahindi, 2017), we lack insight into why some SMEs may
be willing to locate in countries where the political environment is risky
(Witte et al., 2020), and what strategic actions they take to overcome
such risks. Future research is needed to open the black box of this area.
For example, potential questions could ask whether the Chinese govern-
ment would also support their investments in countries with higher political
risk? What factors explain why Chinese SMEs pay more or less attention to
political risk? Why would SMEs choose to invest in risky countries? Second,
it has been reported that many SME investments encounter strict scru-
tiny in certain developed markets (e.g. North America, and some
European countries); future research could explore whether Chinese
SME:s view these countries as riskier, especially following the Chinese-US
trade war (ACCPIT, 2022). The LBV suggests that they would be exposed
to higher political risk due to difhiculties in attaining legitimacy. Therefore,
another future research question could be does anticipated legitimacy
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influence an SME's perceived political risk and thus their location choice?
Finally, the heterogeneity of political risks in different countries cannot
be ignored. For instance, in African countries, political risks may be
driven by political conflicts, government instability, etc. In Western
countries, Chinese SMEs may face different forms of political risk, driven
by illegitimacy and political friction. It is worth identifying what types of
political risk will shape SMEs’ location decisions and how this might
affect their strategic decisions. In sum, we encourage researchers to
enhance knowledge on these unique motivations and the strategic actions
of Chinese SMEs when internationalising, and especially on how politi-
cal risk affects Chinese SMEs’ location decisions.

4 Conclusion

Chinese firms’ international activities have grown dramatically since the
“open door” policy was launched (Deng & Zhang, 2018). The “go global”
initiative further encouraged the internationalisation of all MNEs,
including SMEs (Buckley et al., 2007). Chinese SMEs thus play an
increasingly important role, not just in the Chinese economy but also in
the global market, internationalising by exporting overseas and also by
expanding abroad through FDI (Qiao et al., 2020). It is surprising, there-
fore, that these firms’ internationalisation strategies remain under-
explored. This chapter goes some way to addressing this research gap, and
based on existing research showing that Chinese MNEs tend to be less
sensitive to political risks, contributes to the literature by developing
some avenues for future research with regard to political risks and Chinese
SMES’ location choice.

To date, the literature has proposed a “fostering view” and an “escape
view” to explain how home institutions affect Chinese SMEs’ interna-
tionalisation. The “fostering view” suggests that home institutions play a
more positive role in SME internationalisation, while the “escape view”
contends that home institutions push Chinese SMEs to expand abroad.
As such, there remains little doubt as to the importance of home institu-
tions in explaining Chinese MNEs’ internationalisation. By contrast, we
still know little about how host institutions influence Chinese SMEs’
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international activities, especially their location choice and entry deci-
sions. As SMEs tend to suffer from resource limitations, we propose that
they will be more careful in deciding location and, in particular, may be
more sensitive to political risks. In this chapter, we have reviewed the
relevant IB literature on the relationship between location choice and
political risk to better understand and frame future research on Chinese
SMES’ location choice.

Challenging the conventional wisdom that suggests political risks will
deter foreign MNEs (Amore & Corina, 2021; Coeurderoy & Murray,
2008; Giambona et al., 2017; Henisz & Delios, 2001), Chinese large
MNEs appear less risk-averse, and their location decisions less affected
by political risks (Buckley et al., 2007). What is not known, however, is
how Chinese SME: react to such risks in foreign markets. Based on exist-
ing literature and IB theories, we have identified pertinent avenues for
future research to explore why Chinese SMEs may perceive political risks
differently, compared to large Chinese MNEs. We propose that the OLI
paradigm, institutional economics and organisational institutionalism—
especially the legitimacy-based view—could be used in future research
to understand how political risk affects Chinese SMEs’ location choices.

To conclude, we encourage future research to seek insights regarding
Chinese SMEs" OFDI. Moreover, the heterogeneity of Chinese SMEs
should be considered as throwing light on MNEs" OFDI strategic deci-

sions such as entry mode.

References

ACCPIT. (2022). Report on the current situation and intention of Chinese enter-
prises’ overseas investment. Academy of China Council for the Promotion of
International Trade. http://www.ccpit-academy.org/Content-149-292.html

Alcantara, L. L., & Mitsuhashi, H. (2012). Make-or-break decisions in choos-
ing foreign direct investment locations. Journal of International Management,
18(4), 335-351. https://doi.org/10.1016/j.intman.2012.07.002

Ali, E, Fiess, N., & MacDonald, R. (2010). Do institutions matter for foreign
direct investment? Open Economies Review, 21(2), 201-219. https://doi.
0rg/10.1007/s11079-010-9170-4


http://www.ccpit-academy.org/Content-149-292.html
https://doi.org/10.1016/j.intman.2012.07.002
https://doi.org/10.1007/s11079-010-9170-4
https://doi.org/10.1007/s11079-010-9170-4

128 Z. Chen et al.

Alon, 1., & Herbert, T. T. (2009). A stranger in a strange land: Micro political
risk and the multinational firm. Business Horizons, 52(2), 127-137. https://
doi.org/10.1016/j.bushor.2008.09.004

Amore, M. D., & Corina, M. (2021). Political elections and corporate invest-
ment: International evidence. Journal of International Business Studies. https://
doi.org/10.1057/s41267-021-00421-6

Berry, H., Guillen, M. E, & Zhou, N. (2010). An institutional approach to
cross-national distance. Journal of International Business Studies, 41(9),
1460-1480. https://doi.org/10.1057/jibs.2010.28

Boisot, M., & Meyer, M. W. (2008). Which way through the open door?
Reflections on the internationalization of Chinese firms. Management and
Organization Review, 4(3), 349-365. https://doi.org/10.1111/j.1740-
8784.2008.00116.x

Buckley, P. J., Chen, L., Clegg, L. J., & Voss, H. (2018). Risk propensity in the
foreign direct investment location decision of emerging multinationals.
Journal of International Business Studies, 49(2), 153-171. https://doi.
org/10.1057/s41267-017-0126-4

Buckley, P. J., Clegg, L. J., Cross, A. R., Liu, X., Voss, H., & Zheng, P. (2007).
The determinants of Chinese outward foreign direct investment. Journal of
International Business Studies, 38(4), 499-518. hteps://doi.org/10.1057/pal-
grave.jibs.8400277

Buckley, 2. J., Yu, P, Liu, Q., Munjal, S., & Tao, P. (2016). The institutional
influence on the location strategies of multinational enterprises from emerg-
ing economies: Evidence from China’s cross-border mergers and acquisitions.
Management and Organization Review, 12(3), 425. https://doi.org/10.1017/
mor.2016.21

Cardoza, G., Fornes, G., Li, P, Xu, N., & Xu, S. (2015). China goes global:
Public policies’ influence on small- and medium-sized enterprises’ interna-
tional expansion. Asia Pacific Business Review, 21(2), 188-210. https://doi.
org/10.1080/13602381.2013.876183

Coeurderoy, R., & Murray, G. (2008). Regulatory environments and the loca-
tion decision: Evidence from the early foreign market entries of new-
technology-based firms. Jjournal of International Business Studies, 39(4),
670-687. https://doi.org/10.1057/palgrave.jibs.8400369

Cuervo-Cazurra, A. (2011). Global strategy and global business environment:
The direct and indirect influences of the home country on a firm’s global
strategy.  Global ~ Strategy  Journal, 1(3—4), 382-386. https://doi.
org/10.1002/gsj.35


https://doi.org/10.1016/j.bushor.2008.09.004
https://doi.org/10.1016/j.bushor.2008.09.004
https://doi.org/10.1057/s41267-021-00421-6
https://doi.org/10.1057/s41267-021-00421-6
https://doi.org/10.1057/jibs.2010.28
https://doi.org/10.1111/j.1740-8784.2008.00116.x
https://doi.org/10.1111/j.1740-8784.2008.00116.x
https://doi.org/10.1057/s41267-017-0126-4
https://doi.org/10.1057/s41267-017-0126-4
https://doi.org/10.1057/palgrave.jibs.8400277
https://doi.org/10.1057/palgrave.jibs.8400277
https://doi.org/10.1017/mor.2016.21
https://doi.org/10.1017/mor.2016.21
https://doi.org/10.1080/13602381.2013.876183
https://doi.org/10.1080/13602381.2013.876183
https://doi.org/10.1057/palgrave.jibs.8400369
https://doi.org/10.1002/gsj.35
https://doi.org/10.1002/gsj.35

5 Political Risk and Location Choice of Chinese SMEs 129

Delios, A., & Henisz, W. J. (2003). Political hazards, experience, and sequential
entry strategies: The international expansion of Japanese firms, 1980-1998.
Strategic  Management  Journal, — 24(11), 1153-1164. https://doi.
org/10.1002/smj.355

Deng, P, & Zhang, S. (2018). Institutional quality and internationalization of
emerging market firms: Focusing on Chinese SMEs. Journal of Business
Research, 92, 279-289. https://doi.org/10.1016/j.jbusres.2018.07.014

Desbordes, R. (2007). The sensitivity of US multinational enterprises to politi-
cal and macroeconomic uncertainty: A sectoral analysis. International Business
Review, 16(6), 732-750. https://doi.org/10.1016/j.ibusrev.2007.08.006

DiMaggio, P. J., & Powell, W. W. (1983). The Iron cage revisited: Institutional
isomorphism and collective rationality in organizational fields. American
Sociological Review, 48(2), 147-160. https://doi.org/10.2307/2095101

Donnelly, R., & Manolova, T. S. (2020). Foreign location decisions through an
institutional lens: A systematic review and future research agenda. International
Business Review.

Duanmu, J.-L. (2012). Firm heterogeneity and location choice of Chinese mul-
tinational enterprises (MNEs). Journal of World Business, 47(1), 64-72.
heeps://doi.org/10.1016/j.jwb.2010.10.021

Duanmu, J.-L. (2014). State-owned MNCs and host country expropriation
risk: The role of home state soft power and economic gunboat diplomacy.
Journal of International Business Studies, 45(8), 1044—1060. https://doi.
org/10.1057/jibs.2014.16

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

Dunning, J. H. (2008). Multinational enterprises and the global economy (2nd
ed.). Edward Elgar.

Farah, B., Chakravarty, D., Dau, L., & Beamish, 2. W. (2022). Multinational
enterprise parent-subsidiary governance and survival. Journal of World
Business, 57(2), 101271. hteps://doi.org/10.1016/j.jwb.2021.101271

Flores, R. G., & Aguilera, R. V. (2007). Globalization and location choice: An
analysis of US multinational firms in 1980 and 2000. Journal of International
Business  Studies, 38(7), 1187-1210. https://doi.org/10.1057/palgrave.
jibs.8400307

Gaur, A., Ma, X., & Ding, Z. (2018). Home country supportiveness/unfavor-
ableness and outward foreign direct investment from China. Jjournal of
International Business Studies, 49(3), 324-345. https://doi.org/10.1057/
s41267-017-0136-2


https://doi.org/10.1002/smj.355
https://doi.org/10.1002/smj.355
https://doi.org/10.1016/j.jbusres.2018.07.014
https://doi.org/10.1016/j.ibusrev.2007.08.006
https://doi.org/10.2307/2095101
https://doi.org/10.1016/j.jwb.2010.10.021
https://doi.org/10.1057/jibs.2014.16
https://doi.org/10.1057/jibs.2014.16
https://doi.org/10.1016/j.jwb.2021.101271
https://doi.org/10.1057/palgrave.jibs.8400307
https://doi.org/10.1057/palgrave.jibs.8400307
https://doi.org/10.1057/s41267-017-0136-2
https://doi.org/10.1057/s41267-017-0136-2

130 Z. Chen et al.

Giambona, E., Graham, J. R., & Harvey, C. R. (2017). The management of
political risk. Journal of International Business Studies, 48(4), 523-533.
https://doi.org/10.1057/s41267-016-0058-4

Guler, 1., & Guillén, M. F. (2009). Institutions and the internationalization of
US venture capital firms. Journal of International Business Studies, 41(2),
185-205. hetps://doi.org/10.1057/jibs.2009.35

Guler, 1., & Guillen, M. F. (2010). Institutions and the internationalization of
US venture capital firms. Journal of International Business Studies, 41(2),
185-205. heeps://doi.org/10.1057/jibs.2009.35

Hasija, D., Liou, R. S., & Ellstrand, A. (2020). Navigating the new normal:
Political affinity and multinationals’ post-acquisition performance. journal of
Management Studies, 57(3), 569-596. hteps://doi.org/10.1111/joms.12545

Henisz, W. J. (2000). The Institutional environment for economic growth.
Economics and Politics, 12(1), 1-31. hetps://doi.org/10.1111/1468-0343.00066

Henisz, W. J., & Delios, A. (2001). Uncertainty, imitation, and plant location:
Japanese multinational corporations, 1990-1996. Administrative Science
Quarterly, 46(3), 443-475. hteps://doi.org/10.2307/3094871

Holburn, G. L. E, & Zelner, B. A. (2010). Political capabilities, policy risk, and
international investment strategy: Evidence from the global electric power
generation industry. Swrategic Management Journal, 31(12), 1290-1315.
hteps://doi.org/10.1002/smj.860

Johanson, J., & Vahlne, J.-E. (1977). The internationalization process of the
firm—A model of knowledge development and increasing foreign market
commitments. Journal of International Business Studies, 8(1), 23. https://doi.
org/10.1057/palgrave.jibs.8490676

Johanson, J., & Vahlne, J.-E. (2009). The Uppsala internationalization process
model revisited: From liability of foreignness to liability of outsidership.
Journal of International Business Studies, 40(9), 1411-1431. https://doi.
01g/10.1057/jibs.2009.24

John, A., & Lawton, T. C. (2018). International political risk management:
Perspectives, approaches and emerging agendas. International Journal of
Management Reviews, 20(4), 847-879. https://doi.org/10.1111/ijmr.12166

Kang, Y., & Jiang, E (2012). FDI location choice of Chinese multinationals in
East and Southeast Asia: Traditional economic factors and institutional per-
spective. Journal of World Business, 47(1), 45-53. https://doi.org/10.1016/j.
jwb.2010.10.019

Kobrin, S. J. (1987). Testing the bargaining hypothesis in the manufacturing
sector in developing countries. International Organization, 41(4), 609—638.
heeps://doi.org/10.1017/50020818300027624


https://doi.org/10.1057/s41267-016-0058-4
https://doi.org/10.1057/jibs.2009.35
https://doi.org/10.1057/jibs.2009.35
https://doi.org/10.1111/joms.12545
https://doi.org/10.1111/1468-0343.00066
https://doi.org/10.2307/3094871
https://doi.org/10.1002/smj.860
https://doi.org/10.1057/palgrave.jibs.8490676
https://doi.org/10.1057/palgrave.jibs.8490676
https://doi.org/10.1057/jibs.2009.24
https://doi.org/10.1057/jibs.2009.24
https://doi.org/10.1111/ijmr.12166
https://doi.org/10.1016/j.jwb.2010.10.019
https://doi.org/10.1016/j.jwb.2010.10.019
https://doi.org/10.1017/S0020818300027624

5 Political Risk and Location Choice of Chinese SMEs 131

Kolstad, I., & Wiig, A. (2012). What determines Chinese outward FDI? Journal
of World Business, 47(1), 26-34. https://doi.org/10.1016/j.jwb.2010.10.017

Kostova, T., & Zaheer, S. (1999). Organizational legitimacy under conditions of
complexity: The case of the multinational enterprise. Academy of Management
Review, 24(1), 64-81. https://doi.org/10.2307/259037

Li, J., Meyer, K. E., Zhang, H., & Ding, Y. (2018). Diplomatic and corporate
networks: Bridges to foreign locations. Journal of International Business
Studies, 49(6), 659-683. https://doi.org/10.1057/s41267-017-0098-4

Li, J., Newenham-Kahindi, A., Shapiro, D. M., & Chen, V. Z. (2013). The two-
tier bargaining model revisited: Theory and evidence from China’s natural
resource investments in Africa. Global Strategy Journal, 3(4), 300-321.
hetps://doi.org/10.1111/j.2042-5805.2013.01062.x

Li, Q., & Vashchilko, T. (2010). Dyadic military conflict, security alliances, and
bilateral FDI flows. Journal of International Business Studies, 41(5), 765—782.
https://doi.org/10.1057/jibs.2009.91

Luiz, J., Stringfellow, D., & Jefthas, A. (2017). Institutional complementarity
and substitution as an internationalization strategy: The emergence of an
African multinational giant. Global Strategy Journal, 7(1), 83—-103. https://
doi.org/10.1002/gsj.1143

Luo, Y., & Tung, R. L. (2007). International expansion of emerging market
enterprises: A springboard perspective. Journal of International Business
Studies, 38(4), 481-498. https://doi.org/10.1057/palgrave.jibs.8400275

Luo, Y., & Tung, R. L. (2018). A general theory of springboard MNEs. Journal
of International Business Studies, 49(2), 129-152. hteps://doi.org/10.1057/
s41267-017-0114-8

Luo, Y., Xue, Q., & Han, B. (2010). How emerging market governments pro-
mote outward FDI: Experience from China. Journal of World Business, 45(1),
68-79. heeps://doi.org/10.1016/j.jwb.2009.04.003

Ma, X,, Ding, Z., & Yuan, L. (2016). Subnational institutions, political capital,
and the internationalization of entrepreneurial firms in emerging economies.
Journal —of World ~ Business, 51(5), 843. https://doi.org/10.1016/j.
jwb.2016.07.004

Mersland, R., Nyarko, S. A., & Sirisena, A. B. (2020). A hybrid approach to
international market selection: The case of impact investing organizations.
International Business Review, 29(1). hueps://doi.org/10.1016/j.ibusrev.
2019.101624

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


https://doi.org/10.1016/j.jwb.2010.10.017
https://doi.org/10.2307/259037
https://doi.org/10.1057/s41267-017-0098-4
https://doi.org/10.1111/j.2042-5805.2013.01062.x
https://doi.org/10.1057/jibs.2009.91
https://doi.org/10.1002/gsj.1143
https://doi.org/10.1002/gsj.1143
https://doi.org/10.1057/palgrave.jibs.8400275
https://doi.org/10.1057/s41267-017-0114-8
https://doi.org/10.1057/s41267-017-0114-8
https://doi.org/10.1016/j.jwb.2009.04.003
https://doi.org/10.1016/j.jwb.2016.07.004
https://doi.org/10.1016/j.jwb.2016.07.004
https://doi.org/10.1016/j.ibusrev.2019.101624
https://doi.org/10.1016/j.ibusrev.2019.101624

132 Z. Chen et al.

OECD. (2018). Financing SMEs and Entrepreneurs 2018. https://doi.
org/10.1787/fin_sme_ent-2018-en

Oh, C. H,, Shin, J., & Oetzel, J. (2021). How does experience change firms?
Foreign investment decisions to non-market events? Journal of International
Management, 27(1). hteps://doi.org/10.1016/j.intman.2020.100802

Orazgaliyev, S. (2020). The role of home governments in entry bargaining of
multinationals: China’s investment in Central Asia’s natural resource sector.
Thunderbird International Business Review, 62(3), 249-262. https://doi.
org/10.1002/tie.22128

Papageorgiadis, N., McDonald, E, Wang, C., & Konara, P. (2020). The charac-
teristics of intellectual property rights regimes: How formal and informal
institutions affect outward FDI location. International Business Review, 29(1).
https://doi.org/10.1016/j.ibusrev.2019.101620

Qiao, P, Lv, M., & Zeng, Y. (2020). R&D Intensity, domestic institutional
environment, and SMEs OFDI in emerging markets. Management
International — Review, — 60(6),  939-973.  https://doi.org/10.1007/
s11575-020-00432-9

Quer, D., Claver, E., & Rienda, L. (2012). Political risk, cultural distance, and
outward foreign direct investment: Empirical evidence from large Chinese
firms. Asia Pacific Journal of Management, 29(4), 1089-1104. hteps://doi.
org/10.1007/s10490-011-9247-7

Quer, D., Claver, E., & Rienda, L. (2018). The influence of political risk, inertia
and imitative behavior on the location choice of Chinese multinational
enterprises. [nternational Journal of Emerging Markets, 13(3), 518-535.
https://doi.org/10.1108/IJoEM-11-2016-0298

Ramamurti, R. (2001). The obsolescing ‘bargaining model’>? MNC-host devel-
oping country relations revisited. Journal of International Business Studies,
32(1), 23-39. https://doi.org/10.1057/palgrave.jibs.8490936

Robock, S. H. (1971). Political risk: Identification and assessment. Columbia
Journal of World Business, 6, 6-20.

Rodriguez, E. (2008). Cooperative ventures in emerging economies. Journal
of Business Research, 61(6), 640-647. https://doi.org/10.1016/j.jbusres.
2007.06.039

Root, E R. (1968). Attitudes of American executives towards foreign govern-
mental investment opportunities. Economics and Business Bulletin, 14-23.

Roth, K., & Kostova, T. (2003). The use of the multinational corporation as a
research context. Journal of Management, 29(6), 883-902. https://doi.
org/10.1016/S0149-2063(03)00083-7


https://doi.org/10.1787/fin_sme_ent-2018-en
https://doi.org/10.1787/fin_sme_ent-2018-en
https://doi.org/10.1016/j.intman.2020.100802
https://doi.org/10.1002/tie.22128
https://doi.org/10.1002/tie.22128
https://doi.org/10.1016/j.ibusrev.2019.101620
https://doi.org/10.1007/s11575-020-00432-9
https://doi.org/10.1007/s11575-020-00432-9
https://doi.org/10.1007/s10490-011-9247-7
https://doi.org/10.1007/s10490-011-9247-7
https://doi.org/10.1108/IJoEM-11-2016-0298
https://doi.org/10.1057/palgrave.jibs.8490936
https://doi.org/10.1016/j.jbusres.2007.06.039
https://doi.org/10.1016/j.jbusres.2007.06.039
https://doi.org/10.1016/S0149-2063(03)00083-7
https://doi.org/10.1016/S0149-2063(03)00083-7

5 Political Risk and Location Choice of Chinese SMEs 133

Rothaermel, E T., Kotha, S., & Steensma, H. K. (2006). International market
entry by U.S. internet firms: An empirical analysis of country risk, national
culture, and market size. Journal of Management, 32(1), 56-82. https://doi.
org/10.1177/0149206305277793

Scott, W. R. (1995). Institutions and organizations. Sage.

Shapiro, D. M., Vecino, C., & Li, ]J. (2018). Exploring China’s state-led FDI
model: Evidence from the extractive sectors in Latin America. Asia Pacific
Journal — of  Management, 35(1), 11-37.  https://doi.org/10.1007/
$10490-017-9526-z

Simon, J. (1982). Political risk assessment: Past trends and future prospects.
Columbia Journal of World Business, 17(3), 62.

Skovoroda, R., Goldfinch, S., DeRouen, K., Jr., & Buck, T. (2019). The attrac-
tion of FDI to conflicted states: The counter-intuitive case of US oil and gas.
Management International Review, 59(2), 229-251. https://doi.org/10.1007/
s11575-018-0374-y

Slangen, A. H. L. (2013). Greenfield or acquisition entry? The roles of policy
uncertainty and MNE legitimacy in host countries. Global Strategy Journal,
3(3), 262-280. https://doi.org/10.1111/j.2042-5805.2013.01056.x

Stevens, C. E., & Newenham-Kahindi, A. (2017). Legitimacy spillovers and
political risk: The case of FDI in the East African community. Global Strategy
Journal, 7(1), 10-35. https://doi.org/10.1002/gsj.1151

Stevens, C. E., Xie, E., & Peng, M. W. (2015). Toward a legitimacy-based view
of political risk: The case of Google and Yahoo in China. Strategic Management
Journal, 37(5), 945-963. https://doi.org/10.1002/sm;j.2369

Stoian, C., & Filippaios, E (2008). Dunning’s eclectic paradigm: A holistic, yet
context specific framework for analysing the determinants of outward FDI:
Evidence from international Greek investments. [nternational Business
Review, 17(3), 349-367.

Suchman, M. C. (1995). Managing legitimacy: Strategic and institutional
approaches. Academy of Management Review, 20(3), 571. https://doi.
org/10.2307/258788

Tang, R. W, & Buckley, P. J. (2020). Host country risk and foreign ownership
strategy: Meta-analysis and theory on the moderating role of home country
institutions.  International  Business Review. https://doi.org/10.1016/j.
ibusrev.2020.101666

Tang, Z., & Hull, C. (2012). An investigation of entreprencurial orientation,
perceived environmental hostility, and strategy application among Chinese
SMEs. Journal of Small Business Management, 50(1), 132-158. hteps://doi.
org/10.1111/j.1540-627X.2011.00347 .x


https://doi.org/10.1177/0149206305277793
https://doi.org/10.1177/0149206305277793
https://doi.org/10.1007/s10490-017-9526-z
https://doi.org/10.1007/s10490-017-9526-z
https://doi.org/10.1007/s11575-018-0374-y
https://doi.org/10.1007/s11575-018-0374-y
https://doi.org/10.1111/j.2042-5805.2013.01056.x
https://doi.org/10.1002/gsj.1151
https://doi.org/10.1002/smj.2369
https://doi.org/10.2307/258788
https://doi.org/10.2307/258788
https://doi.org/10.1016/j.ibusrev.2020.101666
https://doi.org/10.1016/j.ibusrev.2020.101666
https://doi.org/10.1111/j.1540-627X.2011.00347.x
https://doi.org/10.1111/j.1540-627X.2011.00347.x

134 Z. Chen et al.

Vernon, R. (1971). Sovereignty at bay: The multinational spread of U.S. enter-
prises. Longman.

Wei, Z. (2010). The literature on Chinese outward FDI. Multinational Business
Review, 18(3), 73—112. https://doi.org/10.1108/1525383X201000016

Weston, ]. E, & Sorge, B. W. (1972). International managerial finance.
Homewood (Ill.): Irwin.

Witte, C. T., Burger, M. J., lanchovichina, E. I., & Pennings, E. (2017).
Dodging bullets: The heterogeneous effect of political violence on greenfield
EDI. Journal of International Business Studies, 48(7), 862-892. https://doi.
org/10.1057/s41267-017-0079-7

Witte, C. T., Burger, M. J., & Pennings, E. (2020). When political instability
devaluates home-host ties. Journal of World Business, 55(4). https://doi.
org/10.1016/j.jwb.2020.101077

Wu, B., & Deng, P. (2020). Internationalization of SMEs from emerging mar-
kets: An institutional escape perspective. Journal of Business Research, 108,
337-350. https://doi.org/10.1016/j.jbusres.2019.10.037

Yasuda, N., & Kotabe, M. (2021). Political risks and foreign direct investments
by multinational corporations: A reference point approach. Global Strategy
Journal, 11(2), 156-184. https://doi.org/10.1002/gsj.1380

Yasuda, N., & Mitsuhashi, H. (2017). Learning from political change and the
development of MNCs’ political capabilities: Evidence from the global min-
ing industry. Management International Review, 57(5), 749—774. https://doi.
org/10.1007/s11575-017-0318-y

Zhu, Y., Warner, M., & Sardana, D. (2020). Internationalization and destina-
tion selection of emerging market SMEs: Issues and challenges in a conceptual
framework. Journal of General Management, 45(4), 206-216. https://doi.
org/10.1177/0306307020903530

Zhu, Y., Wittmann, X., & Peng, M. (2012). Institution-based barriers to inno-
vation in SMEs in China. Asia Pacific Journal of Management, 29(4),
1131-1142. https://doi.org/10.1007/s10490-011-9263-7


https://doi.org/10.1108/1525383X201000016
https://doi.org/10.1057/s41267-017-0079-7
https://doi.org/10.1057/s41267-017-0079-7
https://doi.org/10.1016/j.jwb.2020.101077
https://doi.org/10.1016/j.jwb.2020.101077
https://doi.org/10.1016/j.jbusres.2019.10.037
https://doi.org/10.1002/gsj.1380
https://doi.org/10.1007/s11575-017-0318-y
https://doi.org/10.1007/s11575-017-0318-y
https://doi.org/10.1177/0306307020903530
https://doi.org/10.1177/0306307020903530
https://doi.org/10.1007/s10490-011-9263-7

®

Check for
updates

6

FDI in Balkan Countries: The Role of EU
Accession on FDI Attraction

Luigi Benfratello, Anna D’Ambrosio, Alida Sangrigoli,
and Gabriele Scabbia

1 Introduction and Background

In the last three decades, Balkan countries have witnessed dramatic polit-
ical, social and economic changes experiencing the dissolution of central
planned economies, civil wars and the emergence of new countries.
Although the shadow of a long-troubled history of ethnic conflicts might
still induce doubts and insecurity to potential investors (Estrin & Uvali¢,
2014), countries in the region scored a remarkable transition towards
becoming market economies since the 2000s, both from an economic
and a political perspective. The beginning of a peaceful era, economic
reforms and cooperation with the EU shed hope about an upcoming
time of positive changes for the region. While economic integration with
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the EU took off somewhat later than in the New Member States (NMS,
henceforth),' the increasing number of companies setting up their opera-
tions in the Balkan region indeed represents a signal of economic liberal-
ization and increasing economic growth. Over the 2001-2019 period,
the average annual GDP growth rate was 3.42% in the whole area (2.76%
in the Western Balkans), compared to 1.41% in EU countries.

Nonetheless, the Balkan economies are still quite backward and gener-
ally poor due to economic structures that largely rely on the primary
sector, obsolete production facilities and technology, scarcity of natural
resources and infrastructure, and high unemployment. This is especially
true for Western Balkans. By 2011, Serbia, Montenegro and Bosnia and
Herzegovina had still not reached their 1989 level of GDP due to the
negative GDP growth rates scored during the war-torn 1990s.?

In this framework, external technologies and knowledge may represent
valuable developmental triggers for the region. Specifically, foreign direct
investments (FDI) may induce positive effects for the local economy,
through both direct and indirect channels. Recipient countries are likely
to benefit from increased availability of capital as well as managerial and
technological know-how, potentially leading to increase their exports,
reduce unemployment and develop better infrastructure.

Scholars deem FDI and trade to be among the most efficient ways of
integrating post-communist transition economies into global economic

'"With “New Member States” we refer to the eight countries of Continental Europe which joined
the EU on 1st May 2004: the five Central and Eastern Europe (CEE) countries (Czech Republic,
Hungary, Poland, Slovakia and Slovenia) and the three Baltic countries (Estonia, Latvia and
Lithuania). With “Balkan countries” we refer to Romania, Bulgaria, Serbia, Croatia, Former
Yugoslavian Republic of Macedonia, Albania, Montenegro and Bosnia and Herzegovina. Within
this group, we refer to Romania and Bulgaria as “Southeastern Europe”, and to the remaining six
countries as “Western Balkans”. We did not include Kosovo among the Balkan countries due to
data incompleteness. We also did not include Slovenia because its peculiar historical, political and
economic connections with nearby Austria mark a substantial distinction in its development path
with respect to other Western Balkan countries. The New Member States and the Balkan countries
share more than 40 years of planned economies and similar transition processes towards market
economies. In turn, NMS represent the natural benchmark for comparing the economic perfor-
mance of Balkan countries.

?https://unctadstat.unctad.org/.

3 For an excellent historical overview of the economic environment in the 90s and its development,
see Estrin and Uvali¢ (2014).
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flows (Botri¢ & Skufli¢, 2006; Fortanier, 2007; Lipsey, 2002; Te Velde,
2006). While countries from Central and Eastern Europe (CEE) started
to attract foreign investment following the 1990s transition to liberal
markets, FDI inflows into Western Balkan countries have been almost
null throughout the decade. Two main factors have limited the FDI
inflows into the region. The first one is the comparatively late start of the
transition process for Western Balkan countries, due to the political and
ethnic conflicts that have plagued the region throughout the 1990s. This
left the Western Balkans behind in terms of skill and physical infrastruc-
ture development and foreign capital attraction, as well as in relation to
the adoption of important macroeconomic reforms (Bacovic et al., 2021).
A second factor, affecting more broadly the whole set of Balkan countries,
concerns the very slow process of integration with the European Union,
the slowest in the EU history, with accession talks of several Balkan coun-
tries still having uncertain prospects due to recent changes in the EU
enlargement policy.

In the case of CEE countries, Bevan and Estrin (2004) identified in
the integration with the European Union a crucial enabler of FDI and a
means of enhancing economic and institutional development. The struc-
tural reforms introduced as part of the accession process are likely to miti-
gate perceived investment risk (Bandelj, 2010; Conconi et al., 2016).
Moreover, EU accession may positively affect location choices of MNEs
from EU countries by reducing institutional distance, trade barriers and,
more broadly, the risks and uncertainties associated with investing abroad,
commonly referred to as “liability of foreignness” (LOF, henceforth)
(Hymer, 1976; Zaheer, 1995; Nachum, 2003). Furthermore, foreign
investors from non-EU countries are likely to be attracted by the ability
to access EU market, brought de facto by the absence of tariffs within
the Union.

Despite the high relevance of the EU accession for the economic pros-
pects of Balkan economies, the available empirical evidence is very lim-
ited. Indeed, studies empirically addressing the impact of EU membership
do not focus on this peculiar region (Bruno et al., 2021; Kersan-Skabic
& Orlic, 2007), or are related to a relatively early time period (e.g. Bevan
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& Estrin, 2004). Therefore, the aim of this chapter is to explore the role
played by the EU accession in determining the location choices of foreign
MNE: in Balkan countries, drawing on the experience of the three Balkan
countries that have already completed the accession process, namely
Romania, Bulgaria and Croatia. We consider the end of the negotiations
for the accession (and not the official date when the country joins the
EU) as the cut-off date that de facto establishes the new status of the
applicant country as an EU member. Indeed, to complete the negotiation
phase the potential member has to prove to satisfy the economic and
institutional requirements to become a member of the Union (Bevan &
Estrin, 2004; Baourakis et al., 2008).*

In examining the impact of EU accession on FDI for Balkan countries,
we control for standard FDI determinants at the host country level such
as market size, openness to trade, wages and governance as well as for firm
and investment-level factors such as the co-location between the new
investment and those previously located in the same host country.
Furthermore, we investigate whether EU and non-EU investors react dif-
ferently to the entry of the potential FDI destination in the European
Union. Due to their proximate geographic location and interrelated his-
tory, we expect our result based on Romania, Bulgaria and Croatia’s
accession to provide a benchmark for the likely impact of the ongoing
accession process of other Balkan countries.

The remainder of the chapter is structured as follows: Sect. 2 reports
the main findings of the literature on FDI determinants focusing on loca-
tion choices in transition economies of Central, Eastern and Southeastern
Europe and the Balkans. Section 3 illustrates the empirical model and the
dataset used for the analysis and provides some descriptive statistics.
Section 4 shows the main results of the analysis and Sect. 5 presents some
concluding remarks.

4 After the end of the negotiation phase, the applicant country and the EU sign a Treaty of Accession
which regulates the transitory period during which the approved member is expected to keep up
the process of economic and institutional convergence with the other members, until the date of
the official entry. For a more detailed explanation of the requirement to enter the EU, see https://
ec.europa.eu/neighbourhood-enlargement/enlargement-policy/conditions-membership_en.
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2 Literature Review

According to Dunning’s eclectic theory of FDI, firms invest in foreign
countries to best serve their strategic objectives and maximize the expected
profits related to their operations (Dunning, 1979; Buckley & Casson,
1976). In doing so, MNEs are attracted by location factors that are
expected to increase revenues (e.g., market size and its growth rate) or to
reduce production costs (e.g., cost and quality of labour, quality of the
institutions and of the regulatory business framework, proximity),
thereby maximizing their ownership and internalization advantages
(Dunning, 1979; Dunning & Lundan, 2008; Nielsen et al., 2017).

Over the last two decades, several studies examined the location deter-
minants of FDI in New Member States and transition countries. In their
milestone study, Bevan and Estrin (2004) use a gravity model to explain
the determinants of FDI in CEE countries and find home and host coun-
try market size, host country unit labour costs and proximity between
home and host country to be the most influential factors. Most studies
find a positive role of market variables and proximity, whereas there is less
agreement on the role of institutional quality and labour cost (Bevan &
Estrin, 2004; Botri¢ & Skufli¢, 2006; Estrin & Uvali¢, 2014; Giinther
& Kiristalova, 2016; Kurtovi¢ et al., 2020; Bacovic et al., 2021).

As already mentioned, one of the institutional and political factors
potentially affecting FDI inflows in transition and post-transition econo-
mies is their integration with the European Union. Theoretically, EU
accession may positively affect location choices of foreign MNEs through
more than one channel.

First, accessing the EU may increase the location advantages that the
foreign firm enjoys in the potential destination. In fact, given the absence
of tariffs within the Union, joining the EU increases, de facto, the market
size of a destination. However, as pointed out by Lall et al. (2009), the
increase in this locational advantage depends on the existence of previous
trade agreements between the accessing country and the EU. Long-run
effects can be expected to arise from the financial support that the EU
provides to the less wealthy EU members to accelerate the convergence
process. This injection of capital, which largely benefits New Member
States, is meant to improve the economic and infrastructural conditions
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of these countries, and can be expected to create a better ground for the
attraction of foreign investments (Basile et al., 2008; Katsaitis & Doulos,
2009). In line with this interpretation, Basile et al. (2008) find that
Structural and Cohesion funds allocated to the least developed EU coun-
tries within the EU Cohesion Policy have a positive role in increasing
MNES’ location choices in those countries.

Secondly, becoming a member of the EU may reduce the liability of
foreignness, that is, the uncertainty associated with investing abroad,
which raises the costs of doing business in a foreign country compared to
domestic competitors and decreases their location advantages (Hymer,
1976; Zaheer, 1995; Nachum, 2003; Kersan-Skabic & Orlic, 2007; John
H. Dunning & Lundan, 2008; Bandelj, 2010; Conconi et al., 2016;
Zhou & Guillen, 2016). When investing in an EU member country,
indeed, foreign MNEs are protected by the acquis communautaire, the
body of EU regulations and laws that new members must adopt to join
the Union. Prospective members are required to undergo a series of struc-
tural reforms, such as the improvement of business regulations and gov-
ernance and the privatization of state-owned firms, that are likely to
mitigate perceived investment risk (Bandelj, 2010; Kersan-Skabic &
Orlic, 2007; Conconi et al., 2016).

On the other hand, the increased ease of trade with a country once it
has entered the EU may also cause a decline in FDI when foreign invest-
ment acts as a substitute rather than a complement for trade, especially
when the cost associated with the investment is high. Therefore, the
impact of EU accession is not forgone, and understanding its role in FDI
attraction appears of central importance for Balkan countries. In fact,
conditional on market factors, distance from the source country, institu-
tional quality and prospects of EU accession, Western Balkans countries
have systematically received less FDI than other transition countries
(Estrin & Uvali¢, 2014). Despite positive developments during the
2000s, the Balkans may still face a perception problem, reminding of
“troubled images of war and conflict, rather than investment opportuni-
ties and economic potential” (Cvii¢ & Sanfey, 2010).

Despite its high economic and political importance, only very few
studies empirically address the issue of the impact on inward FDI flows
of EU accession. Using a gravity model, Bruno et al. (2021) study the
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effect of EU accession on FDI inflows from 142 countries over the
1985-2018 period and find the destination country EU accession to
increase FDI monetary inflows by an amount ranging from 60% to 85%
from outside EU and around 50% from inside EU. Focussing on the
NMS, results are mixed: the panel data analysis by Kersan-Skabic and
Otlic (2007) fails in identifying a positive role of EU accession whereas
Bevan and Estrin (2004) do find a positive impact.

At present, no evidence exists for the Balkan countries. The aim of this
chapter is to fill the gap and to explore the impact of the EU accession on
multinational firms’ will to locate in a specific Balkan country. In doing
so, as mentioned, we consider the date of closure of the negotiations as
the cut-off date, after which it is practically assured that the applicant
country will join the EU, sanctioning, de facto, its new EU member status
(Bevan & Estrin, 2004; Baourakis et al., 2008). We exploit the investment-
level information in our dataset and also explore the heterogeneity in
results in terms of FDI origin countries. Similar to Bruno et al. (2021),
we are interested in unravelling the differential effect that a destination’s
EU status may have on EU and non-EU investors. Both origin groups are
likely to enjoy location advantages investing in new EU members. While
the former may be attracted by the exploitation of lower labour costs to
produce both intermediate and finite products in the absence of barriers
to internal trade, the latter find in FDI an opportunity to enter the
European market.

To assess whether EU accession affects, in line with our expectations,
EDI inflows for Balkan countries we now turn to our empirical analysis.

3 Empirical Application
3.1 Empirical Model

We use a conditional logit model (Train, 2009) to study the location
choice of FDI in Balkan countries. Conditional logit models are widely
used to study FDI location choices (e.g. Alcdcer & Chung, 2007; Hong,
2009) when investment-level information is available. They model the
probability of making a specific location choice, conditional on
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observables, following the random utility framework. The investor
chooses the location that yields the highest possible utility. Utility is
modelled as a linear function of alternative-specific regressors, varying by
destination country or by investment and destination country plus a ran-
dom component. In our baseline specification, the utility for investment
n from country o yielded by locating in Balkan country 7 at time # is:

U

wi =0BU _access, + B'x,, +y'y,,+0'z,, ,+0'd +¢,,
where the dummy for the EU accession (EU_accession) is our variable of
interest; x;, _; is a vector of destination country characteristics controlling
for standard factors affecting the utility of potential locations (market size
and growth, population, wages); 7, - 1 is a vector of bilateral origin-
destination regressors accounting for physical and cultural proximity and
previous FDI inflows from the same origin country; z,;, _; is a vector of
investment-destination regressors such as intra-firm co-location and
industry agglomeration; 4, is a vector of destination countries fixed
effects. «, B, v, 0 and 6 are parameters to be estimated. The error term €,,;,,
is iid extreme value.

The probability that investment 7 from country o locates in Balkan
country 7 at time ¢ is the probability that the utility yielded by locating in
i exceeds that of locating in all other Balkan countries j # 7. Each of the V
investments chooses where to locate among the set of / Balkan countries.
The resulting number of choices under consideration is / x V. The depen-
dent variable choice is equal to one if a specific alternative was ultimately
selected for the specific investment and zero for the other alternatives in
the choice set.

The probability to choose a specific country depends only on the dif-
ference in utility that the specific country 7 yields to the decision-maker 7
compared with the other alternatives. The absolute value of utility does
not matter. Hence, attributes of the alternative that do not induce a dif-
ference in utility, or attributes of the decision-maker that do not vary over
alternatives, will not affect the choice and will not be estimated. This
implies that variables that are invariant by investment (e.g. the country of
origin of the FDI, its GDP, the amount of capital invested, time dum-

mies, etc.) will be included in the specification only if interacted with
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alternative-varying variables (Train, 2009). Instead, bilateral variables
such as those related to physical and cultural proximity between two
countries and country-of-origin agglomeration will induce a difference in
utility across alternatives and will therefore be included.

In terms of economic interpretation, the marginal effect for a generic
regressor w,;, for which the coefficient A has been estimated is
AP,,(1 = P,.), given our linear specification of utility (Train, 2009),
where P is the probability that the specific destination 7 is chosen. Hence,
the marginal effect of a given regressor is maximum by P, = 1 - P,;,,= 0.5,
that is, when the choice probability is neither very likely nor very unlikely.
The corresponding elasticity is Aw0,;,(1 = P,,,).

3.2 Sample and Variables

For our analysis, we combined information retrieved from several data
sources Table 6.1.

Lists all the variables included together with information on their
sources. Our binary dependent variable choice equals 1 if investment 7
located in country 7 and 0 otherwise, and is retrieved from the fDi Markets
database on greenfield FDI elaborated the Financial Times Intelligence
Unit.> We consider 9185 FDI locating in 8 Balkan countries (Albania,
Bosnia and Herzegovina, Bulgaria, Croatia, Montenegro, North
Macedonia, Romania and Serbia) from 84 origin countries worldwide
over the 2003-2019 period, amounting to more than 70,000 invest-
ment-country combinations. We consider as origin country the one in
which the investing company is resident when the investment takes place.

Our main variable of interest, EU accession, is a dummy equal to 1 if
the accession of destination country 7 in year # has been approved. Since
we also include destination country fixed effects in the analysis, we can
exclude the risk that our EU status variable catches the effect of host
country time invariant specificities.

> Unfortunately, this dataset is limited to greenfield FDI only, and it does not include information
on cross-border mergers and acquisitions. However, greenfield FDI represents the great majority of
FDI in Balkan countries, both in terms of number of projects and investment value (https://unc-
tad.org/topic/investment/world-investment-report?tab=Annex%20Table).
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Table 6.1 Variable description and data sources

Data
Variable Description source
Choice 1 if investment takes place fDi
Markets
Log gdp pc Log of GDP per capita (2010 US$) at t-1 WDI
Gdp growth GDP growth (annual %) at t-1 WDI
Log population Log of population at t-1 WDI
Wage Monthly gross wage (2010 thousand US$) UNECE
at t-1
Initial regulatory quality Regulatory quality index in 2002 WGl
Initial trade Trade (% of GDP) in 20022 WDI
Intra-firm N. of FDI from same firm from 2002 to Di
agglomeration t-1 Markets
Country-of-origin N. of FDI from same origin from 2002 to  fDi
Agglomeration t-1 Markets
Industry agglomeration N. of FDI in same industry from 2002 to  fDi
t-1 Markets
Common language 1 if a language is spoken by at least 9%  CEPII
of the population in both countries
Same country 1 if countries were or are the same CEPII
country
Weighted distance Origin-destination larger cities distance  CEPII
weighted by population share
(thousand km)
EU accession 1 if dest is EU member or approved EU
member at year t website
EU origin 1 if origin country is EU member at year EU
t° website

22005 for Montenegro, for data availability issues
b Given the time period under analysis, UK is included among EU members

Following the literature on FDI determinants, we include a standard
set of regressors to control for host country location determinants.
Specifically, we use the log of the GDP per capita (log gdp pc), the log of
the population (log population) and the gdp growth to proxy for the mar-
ket size and its growth potential in the destination country. We retrieved
these variables from the World Bank World Development Indicators
dataset (WDI). We draw on the WDI also for our measure of the level of
openness of the destination economy, measured by the share of trade on
GDP. Including contemporaneous trade share would introduce a bad
control in our model, since it would be determined by the same regres-
sors included in the model and could therefore be an outcome variable
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itself (Angrist & Pischke, 2008). For this reason, we include it as a prede-
termined variable (initial trade) taking its initial value (at year 2002). The
same holds for our governance variable. To proxy for good governance
and institutional quality, we rely on the host country regulatory quality
index drawn from the Worldwide Governance Indicators (WGI) of the
World Bank. This variable measures the quality of the regulatory frame-
work in support to private sector development and takes values from
approximately -2.5 to +2.5. As in the case of the trade share, the EU
status as well as the other regressors included in the model are likely to
determine the goodness of the business regulations in the host country,
for which reason only the initial value of the index is included (initial
regulatory quality). On the side of costs, we include the gross average
monthly wages retrieved by the United Nations Economic Commission
for Europe (UNECE) dataset to measure labour costs (wage).

To account for the geographical, cultural and institutional ties between
country dyads, we include bilateral variables routinely included in the
gravity literature (Anderson & van Wincoop, 2003; Head & Mayer,
2014), retrieved from the CEPII CHELEM dataset: the weighted dis-
tance, which measures the distance between the largest cities of the desti-
nation-origin couple, weighted by the share of the city in the overall
country’s population; a common language dummy equal to 1 if the two
countries share a common language that is spoken by at least 9% of the
population; and the same country dummy equal to 1 if the two countries
belonged previously or later merged into the same country, which is espe-
cially relevant given the recent history of the Balkan region.

Furthermore, along with host country and dyadic determinants of
FDI, we include among our controls three variables at the investment
level considering the prior experience of the investing firm in the specific
destination (intra-firm agglomeration) and the agglomeration of firms
from the same origin country (country-of-origin agglomeration) and in the
same industry (industry agglomeration). Drawing on the fDi Markets
database, for each investment in year # we compute the cumulated num-
ber of investments from the same firm/same origin country or in the
same industry in destination country i between the beginning of the
period and #-1. All the three measures of agglomeration are assigned value

0 for the first year in the FDI data, 2003. The first two variables proxy for
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the investors’ access to information about the destination country (Head
& Mayer, 2004; Head et al., 1995), whereas the third one captures the
role of information spillovers arising from the agglomeration of foreign
firms operating in the same industry, that is, “Marshallian” externalities
(Marshall, 1920; Krugman, 1991). The empirical evidence available for
transition economies, although limited, suggests that agglomeration
economies are positively and significantly related to FDI flows (Kinoshita
& Campos, 2002; Riedl, 2010; Tokunaga & Iwasaki, 2017).

Since we are interested in exploring the heterogenous effects of EU
accession according to the EU status of the investing firm’s origin coun-
try, we add a dummy taking value 1 if the origin country is a member of
the European Union (EU origin). Since also intra-Balkans FDI are
included, for Croatia, Bulgaria and Romania this variable is equal to 1
only after their accession to the EU.

Finally, we included destination country dummies to account for host
countries time invariant specificities. All time-variant regressors are
lagged one year to mitigate simultaneity problems and to account for the
time interval between the decision to invest and the announcement of
the project, except for the EU accession dummy. Indeed, it is highly
unlikely that a potential investor is unaware of the upcoming end of the
negotiation process and that this does not affect his decision to invest in
the applicant country. In other words, even if the negotiations are not yet
closed at time #-1, in which the investor takes the decision of whether or
not to invest at time ¢, we assume that the investor bases her decision on
whether the potential destination will be an approved EU member
at time 2.

The wide set of location factors, dyadic regressors and country dum-
mies included is intended to provide a comprehensive picture of location
determinants and, while endogeneity issues cannot be ruled out, should
also reduce the risk of omitted variable bias.

3.3 Descriptives

FDI have not uniformly increased in Balkan countries during the period
under analysis, as Fig. 6.1 shows. The 2008 economic crisis, in fact, coin-
cided with a drop in FDI in several countries, both those starting with
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Fig. 6.1 FDI in Balkan countries, 2003-2019. Source: own elaboration on fDi
Markets data

relatively high inflows at the beginning of the period, namely Romania
and Bulgaria, and those which were already marginal recipients before
the crisis, such as Albania, Montenegro and, to a lesser extent, Serbia.
Notice that for Romania and Bulgaria the drop occurred in the years
right after EU accession whereas a spike is recorded in the years immedi-
ately before. A similar, although less pronounced, effect can be detected
also for Croatia. While following different trend patterns after the crisis,
FDI started to increase in almost all countries from 2016.

Figure 6.2 shows the total number of FDI projects from European and
non-European investors targeting Balkan countries in the 2003-2019
period. The two main FDI destinations in our sample are EU members
throughout most of the period. Romania is by far the largest FDI recipi-
ent in the Balkan region, receiving 44% of total FDI. Bulgaria and Serbia
follow, attracting respectively 20% and 17% of the projects. Although
Serbia is not part of the European Union, its considerable performance
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Fig. 6.2 FDIin Balkan countries by destination and origin of investors (2003-2019
total). Own elaboration on fDi markets data

can be explained by considering its preferential ties with Russia and
China. In particular, Serbia is the only Balkan country to enjoy a free
trade agreement with Russia and it is the main door for Chinese investors
in the region.® Montenegro is the only destination where non-EU FDI
are slightly more than those from EU origin countries, although only by
a half percentage point. In all other countries, investments from European
countries account for at least 65% of all FDI projects, reaching 75% in
Romania and 81% in Croatia, except for North Macedonia where EU
investments are 58%. The main European investor is Germany, account-
ing for more than a quarter of EU investments and almost 20% of the
total number of FDI. It is followed by the United States, which is the

¢ Actually, Serbia is the only non-CIS (Commonwealth of Independent States) country to have a
free trade agreement, signed in 2000, with Russia. See WTO Regional Trade Agreements database,
htep://rtais.wto.org/Ul/PublicSearchByCrResult.aspx. For the very favourable conditions for
Chinese FDI in Serbia, see Government of the Republic of Serbia, nvest in Serbia. Opportunities
for Investors from China, September 2020.
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Table 6.2 Summary statistics

Variable Mean Std. Dev. min max
Log gdp pc 8.63 0.45 7.46 9.71
Gdp growth 3.46 3.09 -7.32 10.43
Log population 15.20 0.96 13.32 16.89
Wage 0.63 0.3 0.14 1.55
Initial regulatory quality -0.1 0.38 -0.62 0.56
Initial trade 74.79 14.6 53.71 95.28
Intra-firm agglomeration 0.43 2.25 0 56
Country-of-origin agglomeration 36.11 87.25 0 777
Industry agglomeration 92.36 166.67 0 1007
Common language 0.02 0.13 0 1
Same country 0.05 0.22 0 1
Weighted distance 2.33 2.69 0.07 18.11
EU accession 0.29 0.45 0 1

EU origin 0.72 0.45 0 1

Note: The number of observations is 73,480 for all variables. The total number of
greenfield FDI projects is 9185

main non-EU investor, accounting for 31% of non-EU FDI and 9% of
total projects.”

Table 6.2 reports the summary statistics for all the variables included
in our baseline specification. The economic indicators highlight the het-
erogeneity of Balkan countries, with Croatia having a much higher GDP
per capita level with respect to the other countries. Similarly, wages dis-
play a lot of variation across countries. Table 6.3 illustrates the years and
destinations for which our main variable of interest, that is, the dummy
indicating if the country has entered the EU accession approval phase,
takes value 1. For Bulgaria and Romania, which ended negotiations in
December 2004 and joined the EU in 2007, the EU accession dummy is
equal to 1 from 2005 onwards. For Croatia, for which negotiations closed
in June 2011 and membership officially started in 2013, the dummy
takes value 1 from 2011.

Finally, the correlation matrix for our regressors is reported in Table 6.4.

7'The destination country, origin country and industry distribution of the investments are similar
to those computed using Balance of Payments data (Estrin & Uvali¢, 2014), thereby confirming
that the subsample of greenfield FDI we use is representative of the totality of FDI flows.
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Table 6.3 Year in which the EU accession dummy switches to 1

FDI destination EU accession

Albania -
Bulgaria 2005
Bosnia-Herzegovina -
Croatia 2011
Macedonia -
Montenegro -
Romania 2005
Serbia -

4 Results

Table 6.5 reports the baseline results. In column 1 only the standard host
country determinants are included, that is, market size and growth vari-
ables, wages, openness to trade and governance. As expected, GDP per
capita and population size are positively and significantly related to the
probability of receiving an FDI, although the coeflicient of the other
market measure, the GDP growth, is significantly negative. The wage
variable indicates that foreign investors are attracted by relatively lower
labour costs, fulfilling our expectation that firms are sensitive to cost
reduction when investing in Balkan countries and in line with results
from (Bevan & Estrin, 2004). The coefficients of trade openness and
regulatory quality, both considered at the beginning of the period, are
positive but not significant.

In column 2, we add our main regressor of interest, that is, the dummy
for EU accession. The coeflicient for this variable is positive but not sig-
nificant, therefore appearing to contradict the hypothesis of a role for EU
accession in attracting FDI.

The same holds when we add our three measures of agglomeration to
our model (column 3). Both intra-firm and country-of-origin agglomera-
tions have positive and significant coeflicients, suggesting that the infor-
mation about the destination country that the investing firms can access
positively affects the probability of attracting an FDI. Instead, our proxy
for the information spillovers arising from the agglomeration of foreign
firms in the same industry, that is, “Marshallian” externalities, turns out
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Table 6.5 Baseline results

(1 (2 3) (4) (5)
Log gdp pc 0.588™" 0.561"™" 0.637"" 0.491™" -0.565""
(0.117)  (0.120) (0.124) (0.126) (0.187)
GDP growth -0.015" -0.016" -0.014" -0.013" 0.008
(0.007) (0.007) (0.007) (0.007) (0.008)
Log population 1.073™  1.051™ 1.115™" 1.097"" 3.540™"
(0.028) (0.035) (0.037) (0.037) (1.165)
Wage -0.728"" -0.693"" -0.772"" -0.900"" -0.561"""

(0.139) (0.142) (0.145) (0.148) (0.204)
Initial regulatory quality 0.049 0.018 -0.003 0.153" -
(0.058) (0.065) (0.066) (0.069)

Initial trade 0.003 0.003 0.003 -0.004" -
(0.002) (0.002) (0.002) (0.002) -
EU accession 0.063 0.070 0.118™  0.147™
(0.057) (0.058) (0.059) (0.065)
Intra-firm agglo 0.191™ 0.181"" 0.178"™
(0.008) (0.008) (0.008)
Country-of-origin agglo? 0.331™ 0.003 0.486™"
(0.162) (0.167) (0.176)
Industry agglo -1.338"" -1.195"" -0.913""
(0.099) (0.101) (0.117)
Common language 0.471™  0.361™
(0.084) (0.084)
Same country 1.304™  1.319"™
(0.068) (0.070)
Weighted distance -0.252"" -0.307"""
(0.073) (0.075)
ALB 0.434
(1.086)
BGR 0.076
(0.084)
BIH 0.900
(0.842)
HRV 1.729™
(0.593)
MKD 2.727
(1.484)
MNE 6.175™
(2.874)
ROU -2.549"
(1.240)
N 73,480 73,480 73,480 73,480 73,480

Standard errors in parentheses

*p<0.1, **p<0.05, ***p<0.01

2Country-of-origin agglomeration and Industry agglomeration have been divided
by 1,000 for better result readability
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to be negatively related to the location choice, indicating that foreign
firms prefer to enjoy a sort of “first mover advantage” and to locate in
countries where there are not yet many other foreign firms operating in
the same industry activity.

In column 4, we add the bilateral variables measuring the geographical
and cultural proximity in the origin-destination couple. The distance
between the origin and destination countries is negatively related to the
probability of receiving an FDI whereas a common language and a shared
country history, measured by the same country dummy, seem to positively
affect FDI flows. While the coefficients for the other control variables do
not report remarkable changes, except for regulatory quality turning pos-
itive and significant, EU accession turns out to be associated with positive
gains in FDI. The results of this richer specification are in line with the
arguments of a positive effect of EU accession on location choice.

The positive effect of EU accession is confirmed when destination
dummies are included in our last specification, in column 5, accounting
for host country specificities that could bias our results. The positive coef-
ficient of the EU accession variable, significant at the 5% level, points at
a positive effect of joining the EU on FDI for Balkan countries, in line
with the results by Bruno et al. (2021). The greater precision of this esti-
mate suggests that the previous relatively noisy results for the EU acces-
sion dummy were due to destination-level heterogeneity.

Time invariant regressors, that is, initial trade and initial regulatory
quality, have been excluded from this model in order to avoid perfect col-
linearity with the destination dummies. Adding the dummies leaves our
main regressors mostly unaltered, except for the GDP per capita, which
is now negative.® This last specification is the baseline for the analysis
exploring origin heterogeneity and it is reported in column 1 of Table 6.6

In Table 6.6, column 2 reports results for EU investors, which repre-
sent more than 70% of the sample, while column 3 considers only non-
EU investors. As for our main variable of interest, EU accession, some
notable differences emerge between EU and non-EU investors. The posi-
tive effect of the EU status is there only for investments originating from

#'This is unsurprising given that this variable display relatively little time variation, hence it is highly
correlated with the country dummies.



154 L. Benfratello et al.

Table 6.6 Origin country heterogeneity

Q)] (2) (3)
All EU Non-EU
Log gdp pc -0.565™"" —-0.494™ -1.066""
(0.187) (0.225) (0.367)
GDP growth 0.008 0.002 0.022
(0.008) (0.009) (0.015)
Log population 3.540™" 1.966 5.727
(1.165) (1.489) (1.963)
Wage -0.561""" -0.689"" -0.191
(0.204) (0.243) (0.394)
EU accession 0.147™ 0.259™ -0.099
(0.065) (0.074) (0.136)
Intra-firm agglomeration 0.178™ 0.150™" 0.432"
(0.008) (0.008) (0.030)
Country-of-origin agglomeration? 0.486™" -0.001 3.537"
(0.176) (0.192) (0.588)
Industry agglomeration -0.913" -0.820"" -0.836""
(0.117) (0.142) (0.214)
Common language 0.361™ 0.465™" 0.070
(0.084) (0.148) (0.141)
Same country 1.319™ 1.290™" 1.712"
(0.070) (0.077) (0.220)
Weighted distance -0.307"" -0.888"" -0.232"
(0.075) (0.135) (0.122)
ALB 0.434 -0.957 2.466
(1.086) (1.387) (1.828)
BGR 0.076 0.249™ 0.177
(0.084) (0.106) (0.161)
BIH 0.900 -0.243 2.375"
(0.842) (1.077) (1.414)
HRV 1.729™ 0.835 2.932™
(0.593) (0.758) (1.007)
MKD 2.727" 0.758 5.527*
(1.484) (1.902) (2.486)
MNE 6.175™ 1.997 12.075™
(2.874) (3.677) (4.831)
ROU -2.549" -0.780 -4.836™
(1.240) (1.583) (2.092)
N 73,480 52,976 20,504

Standard errors in parentheses

*p<0.1, **p<0.05, ***p<0.01

2Country-of-origin agglomeration and Industry agglomeration have been divided
by 1,000 for better result readability
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other European countries, while no effect is found for non-EU investors.
Some specificities emerge also for country-of-origin agglomeration and
language commonality. Country-of-origin agglomeration, which is posi-
tively related to FDI location for the whole sample, turns out to be a
significant determinant only for non-EU investors, thereby suggesting
that information advantages from previous investments of firms from the
same origin countries are larger the lower the knowledge of the host
country. On the contrary, common language only seems to be a signifi-
cant attraction factor for firms from EU countries. As for the standard
locations factors, the negative coeflicient of wage results to be driven by
EU investors.

5 Concluding Remarks

Foreign direct investments may be an important development opportu-
nity for Balkan countries. This is especially true for Western Balkans,
where the aftermath of the 1990s conflicts adds up to poor economic
structures, obsolete production facilities and scarcity of natural resources,
and where foreign capital inflows can help develop stronger and more
stable macroeconomic environments.

In this framework, accession to the European Union has been regarded
as a means of increasing FDI inflows in those countries, which have been
quite modest so far. Accessing the EU may develop location advantages
enjoyable by the investing firm, such as greater market size and trade
integration as well as infrastructure development. Furthermore, joining
the EU may reduce the costs and the uncertainty connected to the invest-
ment, decreasing the so-called liability of foreignness and incentivizing
FDI location. On the other hand, competition with older EU members
and possible substituting effects of trade may also cause a decline in FDI
in new EU members. Previous studies attempting at empirically address-
ing this issue for CEE countries do not lead to univocal results, while the
actual effect of the EU accession on FDI has not been analysed for Balkan
countries. Assessing the role played by the EU membership on the attrac-
tion of FDI is, instead, extremely relevant and could serve as a useful
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policy indication for Western Balkan countries, some of which have not
even started the negotiation process for the accession.

Our paper aimed to fill this gap. Using conditional logit models on
investment-level data, we explored the effect of the EU accession on the
decision of multinational firms to locate in a Balkan country. We studied
the location choices behind 9185 greenfield FDI locating in 8 Balkan
countries from 84 origin countries worldwide over the 20032019 period.

We find that joining the EU is associated with positive gains in FDI
from European investors, while non-European firms do not seem to be
affected by the EU status of the FDI destination. These results, partially
in line with those from the previous literature, point at the EU accession
as a means of integration into the European value chain, as reinforced by
the negative coeflicient associated with the wage variable for European
FDI. As previously found by Bevan and Estrin (2004), firms are sensitive
to cost reduction when investing in the Balkans, and the EU accession
seems to make low-cost Balkan destinations especially appealing for other
EU firms.

Further research, along several directions, is needed to go beyond the
results we obtained. Firstly, it would be interesting to disentangle the
locational strategy of the two largest non-European FDI countries of ori-
gin, namely the United States and China. Secondly, a disaggregation by
sectors, and notably between manufacturing and services investments,
would highlight if the perceived benefits of EU accession are sector-
specific. Finally, it would be interesting to assess whether the effect of EU
accession actually starts at the end of the negotiation phase or whether
the firms positively react to previous stages of the process, like official
candidature to EU membership. We leave the analysis of these topics to
future research.
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Innovative Foreign Direct Investments

and the Knowledge Sources for Green

and Digital Inventions: A Patent-Based
Analysis

Michela Bello, Davide Castellani, Giacomo Damioli,
Giovanni Marin, and Sandro Montresor

1 Introduction

The COVID-19 pandemic and the socio-economic crisis that it has gen-
erated on a worldwide scale are asking policymakers to adopt recovery
and resilient plans that could lead their countries and regions to move
along different growth patterns than pre-crisis ones. The consequences
that the Russia-Ukraine war, along with the interventions taken by third
countries to curb it, are having on prices and availability of energy,
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agricultural and raw materials are making this structural change possibly
more urgent. Following an evolutionary approach to resilience, this has
brought to the front the opportunity of combining the green and the
digital transitions in a “twin-transition”, which is capable to make econo-
mies evolve along smart, sustainable and inclusive patterns of growth. On
the one hand, greenhouse gas emissions and the entailed raise of global
temperatures make the green transition necessary to “act forward”. On
the other hand, the digital transition towards more powerful and empow-
ering digital technologies poses serious environmental threats—spanning
from the depletion of rare materials to high energy consumption—and
opportunities—from improving green efliciency to facilitating the devel-
opment of new green technologies for that to happen. The interlinking of
the green and the digital transition has been accordingly receiving increas-
ing attention.

In Europe, this policy target was already at the core of the 2020
Industrial Strategy for a green and digital Europe, aimed at strengthening
the competitiveness of European companies in global markets and to
improve their innovative performance, especially in the green and digital
technological fields (European Commission, 2020). Such a strategy,
which is strongly integrated with other major European initiatives, like
the European Green Deal and the European Digital Strategy, has been
recently updated in the National Recovery and Resilience Plans of the
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NextGenerationEU. Indeed, several of its missions refer to the combined
unfolding of the green and the digital transitions (Pilati, 2021). Also out-
side Europe, an increasing number of countries are approaching an inte-
grated green and digital recovery. In the US, for example, a US$2.3 trillion
plan' has been approved also to accelerate the green transition through
infrastructural, innovation and skill investments, which are digital too.
Similar initiatives have been taken in Asia. The recovery plan of South
Korea, for example, included US$63 billion in green funding for smart
grids and infrastructure for electric vehicles, and supporting new green
digital solutions is also a key part of Singapore’s Green Plan 2030.*

The above-described policy background refers to a scenario in which,
as the COVID-19 crisis has shown, European and non-European coun-
tries are increasingly more globally integrated and in which global value
chains make of the green and the digital transitions two interlinked pro-
cesses that unfold within interdependent economies. In such a scenario,
foreign direct investments (FDlIs), in their well-recognised role of means
of knowledge exchange across locations (Castellani & Zanfei, 2006),
emerge as a pivotal leverage through which economies can source the
knowledge necessary to develop and adopt green and digital technolo-
gies. Indeed, the ability to foster and sustain the digital and green transi-
tions rests on the successful development and deployment of relevant
technologies, which in turn depend on the capacity of firms to source
relevant knowledge within and outside their resident location.

Taking the above-described scenario as a starting point, we study the
role of foreign direct investment (FDI) flows in facilitating access to the
knowledge base relevant for the development of green and digital tech-
nologies of European Union (EU) countries and regions. More precisely,
we investigate the extent to which inward and outward innovative
FDIs—that is, both greenfield foreign investments and cross-border
mergers and acquisitions (M&As) with an innovative content—can con-
stitute a channel through which European countries and regions are
exposed to the external knowledge sources that can be combined with

"heeps://www.whitehouse.gov/briefing-room/statements-releases/2021/03/31/fact-sheet-the-
american-jobs-plan/.

hteps://www.greenplan.gov.sg.
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local knowledge in the development of green and digital technologies.
Technological knowledge sourcing is in fact an important channel for the
enrichment of the knowledge base already available in European regions.
FDIs lead to knowledge flows regarding combinations of management
practices, work organizations and, especially for innovative FDIs, techno-
logical expertise.

In dealing with this research question, we refer and contribute to the
geography of innovation literature, positioning in a still thin stream of
studies on the role of extra-regional linkages for the local development of
new technologies (Balland & Boschma, 2021). In this stream, FDIs have
already received attention as one of the most important channels through
which regions entertain relationships with the outer environment that
can increase their innovation capacity (Zhu et al., 2017; He et al., 2018;
Crescenzi et al., 2015; Castellani et al., 2022). In particular, recent stud-
ies have shown the role that FDIs have, though with important nuances,
in facilitating the green (Castellani et al., 2022) and the digital transition
(Zanfei et al., 2019). However, this role of FDIs has been so far recog-
nized mainly indirectly, by generically assuming and alluding to, rather
than measuring, their capacity of bringing foreign knowledge in the host-
ing regions. As an added value to this literature, we look at the knowl-
edge-conveying role of FDIs more directly, by claiming that the regional
occurrence of innovative FDIs, both inward and outward, could facilitate
a specific mechanism of local knowledge accumulation: the actual use of
foreign produced knowledge in the development of local inventions. As
we will argue, this requires extending and refining our theoretical knowl-
edge of the mechanisms through which FDIs affect regional innovation,
also and above all in the digital and green domain.

In order to support our theoretical arguments, we compile a novel
dataset and carry out an empirical investigation of the role of FDIs in
shaping the knowledge base used in green and digital inventions in EU
countries and regions. This analysis proceeds in two steps. We first iden-
tify EU green and digital patents, and analyse their evolution over time
and geography. In doing so, we show how the distribution of the two
technologies across EU countries changes in recent years, as well as the
location of the knowledge base—captured by the country of the patents
that EU green and digital patents cite—relevant for their development.
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In the second step of our analysis, we rely on a gravity-modelling frame-
work to understand whether the knowledge base of green and digital
technologies developed in EU metropolitan and NUTS 3 regions corre-
late with innovative FDIs—namely EU innovative inward and outward
greenfield FDIs and cross-border M&As.

The results of the analysis indicate that, after a period of continued
increase in the 2000s, the development of green technologies stagnated.
By contrast, EU digital patenting showed marked increases after 2012.
EU green and digital technologies concentrate in France and, even more
markedly, in Germany. The technological knowledge base used for their
development is nevertheless to a large extent located outside the EU, and
in particular in the United States (US). Results of our econometric analy-
sis show that inward innovative FDIs are significantly and positively asso-
ciated with the backward citations of EU green and digital patents to
foreign knowledge bases. This positive association, which is driven by the
more recent EU patent activities and it is stronger for digital than for
green innovation, suggests that foreign MNEs carrying out innovative
activities in the EU create pipelines that allow EU territories to access
knowledge developed in the parent R&D labs of such MNEs. By con-
trast, innovative outward FDIs are not associated with access to the for-
eign knowledge base used in the development of EU digital or green
technologies. This result suggests the limited importance for the develop-
ment of digital and green technologies of reverse knowledge transfer from
the destination countries of EU FDIs to the home locations.

The rest of the chapter is structured as follows: Sect. 2 provides the
theoretical background of our study and our contribution to it; Sect. 3
illustrates the data alongside the empirical analysis and discusses the
results and Sect. 4 concludes.

2 Theoretical Background

Our analysis of the local development of new green and digital technolo-
gies positions in the economic geography literature, which in fact pro-
vides a picture of the globalized world economy as a set of locations with

“local buzz” (Storper & Venables, 2004) connected by “global pipelines”
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(Bathelt et al., 2004). Companies and multinational enterprises in par-
ticular are the key actors shaping such connections, serving as conduits
for multidirectional knowledge flows between places (e.g. Cano-
Kollmann et al., 2016; Crescenzi & lammarino, 2017; [ammarino &
McCann, 2013; Song, 2014). Indeed, while most interactions take place
between agents within geographically delimited areas, creating in some
cases clusters (or buzz) with especially dense activity, cross-local and
cross-national connections (or pipelines) are key to allow combinations
of different knowledge inputs and avoid cognitive lock-in (Balland &
Boschma, 2021; Boschma, 2005; Giuliani & Bell, 2005; Zhu etal., 2017).

The tension between local and global forces has also been remarked by
the literature about regional technological specialization and diversifica-
tion, in which the latter has emerged to depend on the interlink between
indigenous (related) capabilities and a wide set of extra-regional linkages,
consisting of regional inflows of non-local actors and non-regional link-
ages of local actors (Balland & Boschma, 2021). Among the former, most
of the attention has been attracted by FDIs, which have been argued to
bring novel knowledge in the hosting region, which can spur the devel-
opment of either more unrelated or related new technologies (He et al.,
2018; Zhu et al., 2017). Indeed, this depends on the strategy (e.g. kind
of FDI) pursued by MNEs and by the domain (e.g. green vs. non-green)
of the relevant technologies (Crescenzi etal., 2015; Castellani etal., 2022).

FDIs are in fact an important tool for building pipelines and, eventu-
ally, promoting processes of mutual learning, technological transfer and
innovation. The international business literature has shown that FDIs
have a twofold innovation effect at the local level. The first one is direct
and accrues from the capacity of MNC subsidiaries to innovate in the
hosting region, usually exploiting a superior set of assets and thus to a
higher extent than indigenous companies (Cantwell, 1989; Castellani &
Zanfei, 2006; Guadalupe et al., 2012; Stiebale, 2016). The second effect
is instead indirect and derives from the spillovers that the innovative
activities of foreign subsidiaries have on local firms. These in turn inno-
vate more benefiting from knowledge inputs of both disembodied nature
(pure knowledge spillovers), for example, through research cooperation
with MNCs, and embodied nature (rent spillovers), for example, through
human capital mobility and supply-chain relationships with foreign
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subsidiaries (Castellani et al., 2015; Crescenzi et al., 2015; Papanastassiou
et al., 2020). In dealing with both mechanisms, it is generally claimed
that regional innovation benefits from incoming FDIs (i.e. inward),
thanks to the additional knowledge these are assumed to convey in the
host region and of which local actors are expected to take stock. This is a
reasonable assumption, which however does not make explicit the inner
mechanism through which FDIs render foreign knowledge available at
the local level and does lack a direct empirical testing of it, at least on a
systematic (i.e. cross-country and cross-industry) basis.

As a way to contribute filling this gap, we extend the theoretical analy-
sis of the FDI impact on regional innovation by maintaining that an
important part of it passes through the extent to which FDIs of an inno-
vative nature increase the knowledge base on which local inventions can
draw. Following the Schumpeterian theory of recombinant innovations
(Frenken et al., 2012; Weitzman, 1998), we posit that FDIs in activities
with an innovation content—for example, greenfield FDIs in R&D and/
or M&As of innovative companies—represent an important channel
through which regional inventors can increase their exposure to novel
external knowledge, which they can combine and recombine with the
local one in their inventing activities. In turn, this is an exposure that
local inventors can be expected to exploit by inserting in the prior art of
their inventions the knowledge generated in the country where the MNC
home-base is located. In the case of patented inventions, this would
materialize in a higher propensity of local inventors to cite patents that
have been applied in the country of the relevant MNC. Just to make an
example, we could expect that innovative FDIs from US-based MNCs,
which are directed to European regions, could increase the extent to
which European regional patents cite US ones (i.e. filled in the US).
Furthermore, and this is an additional extension of the standard theoreti-
cal background of the impact of FDI on local innovation, a similar argu-
ment can be put forward with respect to outward FDIs. Looking at
inward FDIs, we may expect that foreign MNCs carrying out innovative
activities in EU regions rely also on knowledge developed in their parent
R&D labs and that translates into inventive outcomes of their home
countries, on which they can be expected to draw (by citing them) for
innovating in their hosting places. Conversely, outward innovative FDIs
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by firms based in EU regions might serve to put them in contact with
host countries’ knowledge sources and with the relative inventive out-
comes. Previous empirical studies showed that the offshoring of innova-
tive greenfield FDI are positively associated with productivity and
innovation growth at home (Belderbos et al., 2016; Castellani & Pieri,
2013). These outcomes could also rely (still by citing) for innovating in
their home locations, for example, via reverse knowledge transfer
(Branstetter, 2006; Criscuolo et al., 2005).

The previous arguments have a general expected validity, as they can
apply to the effect of innovative FDIs on the development of any kind of
technology at the regional level. However, given their distinguishing
characteristics, we can expect them to hold true to a possibly larger extent
with respect to our two focal technologies, that is, green and digital ones.
On the one hand, green technologies have been found to be compara-
tively more “complex” than non-green ones (Barbieri et al., 2020), mainly
due to the wider set of knowledge domains on which their inventions
draw and on their more dispersed knowledge base. This is a peculiar
aspect, which renders the role of innovative FDIs in extending the access
to additional (foreign) knowledge important to retain. On the other
hand, the new wave of digital technologies does also have special features,
being “enabling” of structural transformations at the firm level and hav-
ing, though to a different extent, the features of “General Purpose
Technologies” (GPT) (Bianchini, Damioli, & Ghisetti, 2022; Martinelli
etal., 2021). Because of these features, in the development of these tech-
nologies, the cross-fertilization of ideas across different knowledge
domains is very pervasive and this also makes the FDI mechanism we are
investigating of crucial relevance.

3 Empirical Application
3.1 Data and Definitions
We perform our analysis by combining the European Patent Office

(EPO) Worldwide Patent Statistical (PATSTAT), the Financial Times’
fDi Markets and the Bureau van Dijk’s Zephyr datasets.



7 Innovative Foreign Direct Investments and the Knowledge... 169

We measure green technologies by identifying green patent applications
to the European Patent Office (EPO) through the OECD Envtech clas-
sification of environment-related technologies, in turn based on the
Cooperative Patent Classification (CPC) and the International Patent
Classification (IPC). As an established classification of digital technologi-
cal fields does not yet exist,’ digital patents are selected through a search
query on titles and abstracts based on a list of keywords. This list coin-
cides with that developed by Bianchini, Miiller, and Pelletier (2022)
building on the taxonomy and dimensions of the digital technology eco-
system identified by the OECD (2019), as well as on recent contribu-
tions on the patent mapping of Al (Baruffaldi etal., 2020) and of Industry
4.0 technologies (Martinelli et al., 2021). Accordingly, the keywords
were selected to map the following categories of technologies: artificial
intelligence, big data, Internet of Things, computing infrastructures,
robotics and additive manufacturing.

Patent data are used to map the knowledge flows that represent our
main dependent variable. More precisely, we use the backward citations of
a focal green or digital patent as a measure of the knowledge base on
which the relative green or digital invention draws. In order to do that,
we allocate both citing and cited patents to the NUTS3 region and coun-
try of residence of the inventor. The address of the inventors is used in
place of that of the assignees because the former is a better proxy of the
location where the focal technology was developed. Patents developed in
a specific location could be assigned, for internal strategies, to the head-
quarter of the company or to the ultimate owner.

As far as our main regressors are concerned, we investigate the extent
to which innovative FDIs can be retained conducive of the knowledge
flows at the basis of green and digital inventions. Following an estab-
lished practice (Belderbos et al., 2016; Castellani & Pieri, 2013; Damioli
& Marin, 2020), we define innovative greenfield FDIs as the investment

?Recent contributions that have relied on hierarchical patent classification systems (e.g. IPC, CPC)
include Ardito et al., 2018; Fujii & Managi, 2018 and Corradini et al., 2021. Other scholars have
adopted keyword inclusion/exclusion criteria applied to the text fields of patents or publications
(Webb et al., 2018; Van Roy et al., 2020; Bianchini, Damioli, & Ghisetti, 2022), whereas recent
contributions have used a combination of both methods (Baruffaldi et al., 2020; EPO, 2020;
Martinelli et al., 2021; WIPO, 2019). However, the lists of keywords and technological classes
adopted in these works are often heterogeneous and not always exhaustive.



170 M. Bello et al.

projects MNE make for establishing foreign new activities or expanding
existing ones in research and development (R&D) and design, develop-
ment and testing (DDT). Innovative foreign Me>As are instead the acqui-
sitions of a foreign target company that made one or more patent
applications in the 20 years before the deal completion (Aquaro et al.,
2021; Damioli & Marin, 2020).

3.2 Descriptive Evidence
Digital and Green Inventions in the EU

While the urgency of the digital transformation and of the green transi-
tion recurs frequently in EU policy documents, the pace at which their
underlying technologies are developed is different. As Fig. 7.1 shows, the
number of EU applications in digital technologies has increased over the
period 2003—2016, though with an irregular but smooth trend, marked
by two consistent jumps in 2014 and 2016, in the latter case by
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Fig. 7.1 Upward trend in the development of green and digital technologies in
the EU, 2003-2016. (Note: Green patents on the secondary axis)



7 Innovative Foreign Direct Investments and the Knowledge... 171

recovering from the decrease of 2015. A pattern of marked increases in
the development of digital technologies is consistent with what has been
detected worldwide in other studies (Van Roy et al., 2020; WIPO, 2019).
The development of green technologies in the EU over the same period
has increased more sharply until the last financial crisis (2011), following
which it has embarked along a continuous slow down up to the latest
years, which has been documented by other recent studies (Dechezleprétre
& Kruse, 2022; Kruse et al., 2022). As evoked by these studies, private
incentives to develop new clean technologies might have decreased and,
quite worryingly, this has been happening while the level of technology
support policies to the green transition has also declined until 2016, for
then experiencing a scattered increase, but without reaching the 2011-
peak (Kruse & Atkinson, 2022).

The general European trend in digital and green technologies is the
result of an interesting heterogeneity of patent application patterns across
the EU countries (Table 7.1). Germany accounts for nearly half of green
and digital patents in period 2003-2009, but its share declines signifi-
cantly in the more recent period (2010-2016). This is particularly marked
in digital technologies where the share of German patents drops from

Table 7.1 Green and digital EPO patent applications by EU country, 2003-2016

Country Green Digital
2003-2009 2010-2016 2003-2009 2010-2016
(Number of applications)
EU 36,932 49,908 1727 3897
(% over total EU)
DE 47.6 43.2 52.9 375
FR 16.7 17.7 13.0 18.5
IT 8.1 7.2 7.6 7.8
SE 4.4 5.6 8.5 10.8
NL 5.5 5.3 8.3 6.7
ES 2.9 3.4 3.4 5.5
DK 3.7 4.9 1.2 2.0
AT 3.1 3.6 3.0 2.0
BE 3.1 2.7 1.1 3.0
Fl 2.4 3.1 0.9 3.1
Other EU 2.6 3.3 0.2 3.1

Note: Percentages may not total 100 due to rounding
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52.9% to 37.5%. This reveals a process of catching-up in other EU coun-
tries, with national shares in 2010-2016 being similar in green and digi-
tal patent applications in most of them. Particularly strong increases in
the share of digital patent applications are observed in France, which
moved from a share of digital patent of 13% to 18.5%. In 2010-2016,
Germany contributes relatively more (by 5.7 percentage points) to green
than digital patenting. Conversely, Sweden’s shares are larger in digital
than green patent applications (by 5.2 percentage points in 2010-2016),
making the Nordic country the third most important EU innovator in
digital technologies.

The Geography of the Knowledge Sources of Green
and Digital Inventions

Both digital and green technologies are developed through the interac-
tion of actors (like firms, universities and research organizations) that are
embedded in places marked by specific socio-economic and institutional
features. A pivotal one is their constitutive knowledge sources, which
geography of innovation studies have shown to vary across countries and,
within them, across regional systems of innovation. In turn, both national
and regional innovation systems are open ones, and their boundaries are
crossed by external knowledge flows through which the local buzz can be
combined with their participation to global pipelines.

If we consider backward citations of a focal patent as a proxy of the
knowledge inputs that are searched and combined to obtain an inven-
tion, the location of the patents that are cited by digital and green EU
applications reveal an interesting geography of their knowledge sources.
Table 7.2 shows that for both kinds of technologies, these knowledge
sources are mainly located outside of the EU. The percentage of non-EU
patents cited in EU green innovations is above 50% in all EU countries,
ranging from 52% in Germany to 70.7% in Belgium. A similar pattern
emerges in digital patents where the percentage of non-EU patents cited
ranges from 47% in Austria to 83% in Finland.

Tables 7.3 and 7.4 reveal that the percentage of non-EU cited patents
is larger for digital (58.8%) than for green (56.3%) patent applications.
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Table 7.2 Knowledge sources of EU green and digital inventions by area,
2003-2016

Country Area cited in green patents Area cited in digital patents

Foreign, Foreign, Foreign,
Domestic EU non-EU Domestic Foreign, EU non-EU
%
AT 8.2 37.7 54.0 10.6 42.2 471
BE 7.7 21.7 70.7 1.3 24.7 74.0
DE 38.7 9.2 52.2 38.8 8.6 52.7
DK 15.2 29.3 55.5 0.0 25.8 74.2
ES 7.8 31.2 61.1 6.3 23.9 69.8
FI 11.6 24.2 64.2 0.0 16.5 83.5
FR 20.2 21.3 58.5 28.2 9.3 62.5
IT 11.5 30.4 58.2 14.6 28.3 57.1
NL 10.0 25.7 64.2 8.2 27.4 64.5
SE 6.5 28.6 64.9 9.2 20.9 69.9
Other 7.3 27.8 64.9 0.0 18.3 81.7

EU
Note: Percentages may not total 100 due to rounding

The US is the most important sources of knowledge for EU inventors in
both green and digital technologies. In particular, the US account for
27.5% of the patents cited by green EU patent applications and 32.3%
of the patents cited by EU digital ones. This pattern could be due to the
mass of US patents susceptible of being cited as well as to their superior
quality. However, irrespectively from that, it signals that the knowledge
generated in the US innovation system is pivotal for the development of
the two technologies at stake and that geographical distance is not a cru-
cial impediment to benefit from knowledge inputs via citations.

Germany and Japan are other two important sources of knowledge for
the development of digital and green technologies in the EU. German
patents, in particular, are similarly important for both technologies,
accounting for 27.9% of green and 27.1% of digital patents cited by EU
patent applications. By contrast, Japanese patents are more important for
green (15.6% of patents cited by EU patent applications) than for digital
(11.1%) technologies.

Within-country citations also account for relevant shares of backward
patent citations. Particularly high shares are detected in Germany (which
record about 39% of domestic citations in both green and digital
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technologies) and France (20% in green and 28% in digital technolo-
gies). Other countries, in general, play a relatively minor role in the
development of both green and digital technologies in the EU.

Innovative FDI Patterns in the EU

Among the channels through which external knowledge can reach and be
absorbed by systems of innovation across places (both national and
regional), FDIs are of upmost importance. Indeed, through FDIs, MNCs
can transfer knowledge and competencies of which host or home loca-
tions could be missing. And these could be crucial for their capacity of
developing new technologies also in the digital and in the green domains.

As Fig. 7.2 shows, the flows of innovative FDIs have grown substan-
tially in the EU over the period 2003-2016. The financial crisis that burst
in 2009 has inevitably created a deep negative shock, which has reduced
substantially the number of innovative foreign greenfield and, even more
abruptly, innovative foreign M&As in and from the EU. Still, the shock
has been completely reabsorbed afterwards and the same number has
grown above the pre-crisis period both in outward and inward terms. In
this last respect, Fig. 7.2 confirms that EU countries are more involved in
inward than in outward flows, with the gap increasing over the period for
innovative greenfield FDIs and remaining broadly unchanged for innova-
tive foreign M&As. In 2016, inward greenfield FDIs have nearly reached
the number of inward M&As, while outward greenfield ones remain
detached along the flatter trend since 2003.

Tables 7.5 and 7.6 show origin and destination countries of innovative
FDIs towards and from the EU. The EU receives more innovative green-
field FDIs from extra-EU countries (1743) than those it directs in extra-
EU countries (1486). Similarly, the number of innovative foreign
acquisitions of EU target companies made by extra-EU acquirers (1682)
is larger than those of extra-EU target companies made by EU acquir-
ers (1127).

Intra-EU greenfield FDIs are proportionally less (28% of total inward
and 32% of total outward greenfield FDIs) than intra-EU foreign M&As
(43% of total inward and 53% of total outward foreign M&As).
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Fig. 7.2 Upward trend in innovative FDIs in the EU, 2003-2016

Relatively large fractions of inward greenfield FDIs into the EU are
directed to Germany (17.4% of total inward FDIs), France (12.8%),
Ireland (11.1%) and Spain (10.1%). Looking at the distribution of des-
tination countries of foreign acquisitions of EU companies, companies
located in Germany (31.6% of total inward M&As) are by far the favou-
rite country of foreign acquirers, followed at large distance by France
(12%), Italy (9%) and the Netherlands (7.6%). As for destinations,
greenfield outward FDIs of EU countries are predominantly directed to
non-EU countries (68.4%, or 1486 out of 2173), especially to the US
(17.8%) and to emerging economies like China (16.8%) and India
(14.3%). Destinations of foreign outward M&As show a different pat-
tern, as target companies of foreign M&As made by EU acquirers are
broadly balanced between EU (53.2%) and non-EU (46.8%) countries.
The most prevalent target countries are the US (15.8%), Germany
(14.3%) and China (11.7%).
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3.3 Innovative FDIs and the Knowledge Sources
for Green and Digital Inventions:
Econometric Analysis

According to the rationale that we have proposed in the theoretical back-
ground (Sect. 2), inward and outward FDIs (either as greenfield or
M&As) could act as pipelines conveying in EU regions knowledge inputs
that are produced in other countries. In so doing, they can be expected to
facilitate the use (i.e. citation) of foreign inventive outcomes as prior art
knowledge for the development of local green and digital technologies.

To estimate the relationship between innovative FDIs and the knowl-
edge sources of green and digital inventions, we estimate the following
gravity equation:

backeit; ;, = o + B IgFDI, ;, , + B,OgFDI, ;|
+BIM&A,;,  +BOM&A, ,,  +B,X,,

i.jui-1

+ ﬁsc'j,t—l + ﬁéDISI:'.j TV e (7.1)

where backeit; ;, stands for the number of citations in technology ¢
(either digital or green) that patents of EU region 7 make to patents filed
in the foreign country j in year #. X'; ,and C , are control variables refer-
ring to EU region 7 and country j, respectively, namely their GDP* and
the stock of patents filed by them under the Patent Co-operation Treaty
(PCT). DIST; ; , -, is a dyadic variable referring to the geographical
distance between foreign country j and EU region 7,° and vy, are year
fixed effects. Innovative FDIs are defined by four dummy variables:
IgFDI, ; 1, which is equal to one if the number of inward greenfield FDI
projects in EU region 7 and originating from foreign country j is greater
than 0, and 0 otherwise; OgFDI, ; ,_ 1, equal to 1 if the number of out-
ward greenfield FDI projects in foreign country j originating from EU
region 7 is greater than 0, and 0 otherwise; /M & A, ,, which is equal to
1 if the number of inward M&As targeting a company based in EU

#We retrieve data on GDP at the EU regional level from the Cambridge Econometrics database and
at country level from the World Development Indicators database.

°Data by country pairs on distance were obtained from the CEPII database. Data for region-
country pairs were manually computed.
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region 7 and originating from foreign country j is greater than 0, and 0
otherwise; OM & A, ; , which is equal to 1 if the number of outward
M&As targeting a company based in foreign country and originating
from EU region i is greater than 0, and 0 otherwise.

We estimate our equation by means of the Pseudo-Poisson Maximum
Likelihood estimator separately for digital and green patents. We run our
regressions for the period 2003-2016, for which we have data on both
patent applications and citations and on FDIs. Furthermore, in order to
explore our focal relationship over time, we split our sample into two
temporal windows, namely 2003—-2009 and 2010-2016.

Table 7.7 reports our regression results for the estimates of Eq. (7.1).
Model estimates show that in the period 2010-2016, conditional on
GDP and patent stocks of citing regions and cited countries and on their
geographical distance,® inward innovative greenfield FDIs are signifi-
cantly and positively associated with backward foreign citations in digital
and green EPO patents made by EU-based inventors. This relationship
appears stronger and more robust in the case of digital technologies. In
this case, inward innovative M&As are also correlated with backward
citations. Furthermore, despite a non-significant relation between inward
FDI and backward citations in the first half of the period (2003-2009),
the association is overall significant across the 20032016 period. In the
case of backward citations of green patents, beside a lower elasticity, our
findings support a statistically significant association only with greenfield
investments limited to the more recent period (2010-2016). Conversely,
outward FDIs are not statistically significant for the backward citations of
both green and digital technologies.

Overall, our econometric evidence supports the view that inward FDIs
act as important pipelines allowing regions in the EU to access sources of
knowledge abroad. Conversely, results do not support the hypothesis that
innovative outward FDI act as pipelines to access foreign knowledge
sources and stimulate reverse knowledge transfers.

¢ For what concerns the control variables, model estimates suggest the expected associations, that is,
a positive association of foreign backward citations with GDP of origin regions, GDP of country
destinations (only for green patents) and patent stocks of origin regions and destination countries,
as well as a negative association with geographical distance.
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4 Conclusions

Several policy initiatives in and beyond Europe are pushing for the design
of new patterns of development to cope with major shocks and chal-
lenges the humankind has to deal with nowadays. The development and
interlinkage of environmental and digital technologies are the core of
these efforts. By shaping knowledge linkages between places, FDIs con-
stitute a leverage of primary interest through which economies can source
the knowledge required to develop, adopt and combine green and digital
technologies.

In this study we provide evidence of EU green and digital technologi-
cal trajectories, and assess whether innovative FDIs contribute to them.
In particular, we first show how the distribution of the two technologies
across countries changes in recent years, as well as the location of the
knowledge sources relevant for their development, which we capture
using the patent citations of EU green and digital patent applications. We
then rely on a gravity-modelling framework to understand whether the
foreign knowledge base of green and digital technologies developed in
EU metropolitan and NUTS 3 regions correlate with EU innovative
FDIs—namely innovative inward and outward greenfield FDIs and
cross-border M&HAs.

EU digital and green technologies show contrasting levels and growth,
while geographical patterns are more similar. On the one side, in
2003-2016 for each digital patent application to the EPO there were
about 15 (15.4) green ones. Moreover, after a period of steady increase in
the 2000s, the development of green technologies shows clear signs of
stagnation. By contrast, EU digital patents showed no or moderate
increases up to 2012, and a marked increase thereafter. On the other side,
Germany and, to a lower extent, France are by far the countries with
more patent applications in both technological domains, with a relative
specialization of the former in green technologies and of the latter in digi-
tal technologies. There are nevertheless signs of recent catching-up of
other EU countries, especially in digital technologies, with Germany
share of total EU patent applications falling by about 15 percentage
points from 2003-09 to 2010-2016 and other countries, namely France
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and Sweden, increasing their share. Overall, the evidence is consistent
with green technologies being (on average) more mature than digital ones.

The knowledge base for the development of both green and digital
technologies, which we measure through the patents cited by EU patent
applications, is mainly located outside of the EU. Non-EU patent cita-
tions account for about 59% EU digital patent applications and about
56% of the green ones. We also find strong geographic concentration of
technological knowledge sourcing, with the United States, Germany and
Japan accounting alone for about 70% of citations of both EU digital
patent applications (32% US, 27% Germany, 11% Japan) and EU green
ones (28% Germany, 27% US, 16% Japan).

Preliminary findings of gravity models show that inward innovative
FDIs, both inward greenfield FDIs and inward M&As, are significantly
and positively associated with the knowledge base of digital technologies.
This positive association, which is driven by more recent EU digital pat-
ent activities, suggests that foreign MNEs carrying out innovative activi-
ties in the EU act as pipelines allowing the EU to access sources of
knowledge abroad. This association is strongest in the last decade and in
digital rather than green patent activities. These findings are consistent
with a relative weakness of the EU in the development of the more
advanced digital technologies that have picked up in the last decade.
Innovative inward FDIs can facilitate access to foreign digital technolo-
gies that can help catching-up of the EU in these technologies. Finally,
outward FDIs from EU regions are not associated with citations to tech-
nologies developed in the host countries. This result suggests the limited
importance for the development of digital and green technologies of
reverse knowledge transfer from the destination countries of EU FDIs.

These findings provide valuable new evidence on the role of innovative
FDIs for the achievement of the objectives of the new industrial strategy,
the European Green Deal and the European Digital Agenda, and provide
new insights into the potential leverage that foreign sources of knowledge
can have on the development of digital and green technologies in the EU,
as well as into the issues of technological vulnerability due to foreign
dependency. While the primary focus of the study is on Europe, the
results of the analysis aim to have a broader impact by providing novel
empirical evidence on an issue of general interest as it emerges, for



7 Innovative Foreign Direct Investments and the Knowledge... 185

example, in the 2030 Agenda for Sustainable Development (UN,
2015)—a “Roadmap for redefining sustainable development as a people
and planet agenda: A prosperous and fair world within the planetary

boundaries” (T'W12050, 2019, p. 7).
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Assessing Value Capture in GVCs:
Conceptual Issues and Evidence
at the Country Level

Andrea Coveri, Elena Paglialunga,
and Antonello Zanfei

1 Introduction

An extensive and expanding literature has documented, and reflected
upon, the increasing fragmentation of production on a global scale that
has taken place since the 1980s. This process has led to a growing trade in
intermediate products and services as well as a surge in cross-border
investments, especially in the form of vertical foreign direct investments
(FDIs) and interfirm alliances involving actors from all over the world,
engaged in different production stages (UNCTAD, 2011, 2013).
International economics, economic geography and international business
literature devoted great attention to the resulting worldwide dispersion of
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inter- and intra-firm webs of production and trade that have been referred
to in multiple ways, including global commodity chains (Gerefli, 1999;
Gereth & Korzeniewicz, 1994), global value chains (GVCs; Kaplinsky,
2000; Gerefh et al., 2001), global production networks (Coe et al., 2008;
Henderson et al., 2002) and global factory (Buckley, 2009a, 2009b;
Buckley & Strange, 2015).

Notably, the rise of GVCs prompted firms to increasingly specialize in
specific value chain functions, which are conceived as the full set of busi-
ness activities—f{rom those concerning the conception of goods to the
ones relating to their fabrication and commercialization—carried out to
develop and bring a product to market (Bernard & Fort, 2015; Feenstra,
1998; Sturgeon & Gerefhi, 2009). The result has been the emergence of
an ever finer international division of labour that occurs mainly at the
level of individual production stages within sectors, also called “tasks”
(Grossman & Rossi-Hansberg, 2008).

This transformation, together with the increasingly uneven distribu-
tion of value across actors performing different business activities, has
been often associated with the “smile curve”, first proposed at the begin-
ning of the Nineties by Stan Shih (1996). The smile curve simply illus-
trates that firms performing the most upstream (e.g., R&D, design and
testing) and downstream (e.g., marketing, sales and after-sale services)
functions of the value chain, mostly based in developed economies, tend
to reap much larger shares of value than actors from developing econo-
mies, which mainly perform fabrication activities at the lower segment of
the curve (Mudambi, 2008; Shin et al., 2012). Notably, this conception
has largely informed the debate on the economic upgrading of countries
in GVCs, with special reference to the opportunities for emerging econo-
mies to climb the value ladder thanks to the knowledge spillovers and
technology transfer they may benefit from due to interactions with
MNC:s and their foreign affiliates (Gereffi, 1999; Humphrey & Schmitz,
2002; Pahl & Timmer, 2020; Rojec & Knell, 2018).

However, a major lack of micro-data has largely prevented measuring
the specialization of economies across GVC functions, its evolution over
time and its association with value capture dynamics. Empirical evidence
on this matter is mainly based on case studies either on the GVC of specific

products (e.g., Ali-Yrkko et al., 2011; Ali-Yrkké & Rouvinen, 2015;
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Dedrick et al., 2010; Linden et al., 2009; Xing & Huang, 2021) or on
industry-based measures of “upstreamness” aimed at computing the supply
chain position of sectors in terms of distance from final demand (Antras
etal., 2012; Meng et al., 2020; Rungi & Del Prete, 2018). Yet, while case
studies can hardly provide general results, sectoral measures based on input-
output statistics disregard the business activities undertaken for the realiza-
tion of products and services, thus failing to detect the value chain functions
performed by firms and countries (de Vries et al., 2021).

This contribution draws insights from previous works the authors have
conducted at different levels of geographical disaggregation and with dis-
tinct focus and purposes (Coveri et al., 2022; Coveri & Zanfei, 2022a,
2022b), and combines them to illustrate an analytical strategy aimed to
overcome the limitations of extant empirical studies on GVCs and value
capture. In particular, we use data on the geographical location of inward
FDIs in different value chain functions to compute indicators of
‘Functional specialization in FDI” with the aim of offering an empirical
assessment of the modern division of labour at a global scale. Moreover,
we provide illustrative evidence on the evolution of the FDI-based func-
tional specialization patterns for economies belonging to three major
regional blocks, namely North America, East and Southeast Asia, and the
EU27 and UK economies—hereafter referred to as “Europe” (Baldwin &
Lopez-Gonzalez, 2015). This enables us to deliver an empirical assess-
ment of the upgrading and downgrading trajectories experienced by both
advanced and emerging countries over a relatively long period of time. In
line with the smile curve hypothesis, we eventually offer descriptive and
promising evidence on the negative association between, on the one
hand, the specialization of economies in the production compared to
upstream and downstream GVC stages and, on the other hand, their
capability to capture value in GVCs.

The remainder of this chapter is organized as follows: Sect. 2 provides
a background to this contribution, briefly reviewing the theoretical and
empirical literature on the smile curve; Sect. 3 describes the data and
methods employed; Sect. 4 provides empirical evidence on functional
specialization and its link with value capture opportunities and Sect. 5
summarizes our main results and concludes by emphasizing the implica-
tions of the analysis offered and avenues for future research.
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2 The Smile Curve: Conceptual Aspects
and Empirical Evidence

The stylized representation of the international division of labour envi-
sioned by the smile curve hypothesis is such that advanced economies
mainly carry out pre-production (i.e., upstream functions such as head-
quarters, research, design and development) and post-production activi-
ties (i.e., downstream functions like branding, marketing, sales and
after-sales services), while less developed economies tend to specialize in
production functions such as manufacturing and assembly operations.
This is supposed to reflect different value capture opportunities in GVCs
across countries, with high-income economies specialized in functions at
the upper ends of the value chain that can seize much greater returns than
lower-income economies specialized in fabrication operations.
Consistently, the steepness of the smile curve reflects the unequal dis-
tribution of value across actors performing different stages along the
value chains. As summarized by Durand and Milberg (2020), this is
largely determined by the uneven degree of market competition across
GVC segments. On the one hand, actors performing fabrication activi-
ties are subject to a high and increasing global competition, largely due to
the growing involvement of low- and middle-income countries, espe-
cially China and India, in global production networks orchestrated by
MNC:s. This generates indeed a strong downward pressure on the remu-
neration of production activities, leading to a squeeze in the profit mar-
gins of firms mostly performing these functions (Baldwin & Evenett,
2015; Kaplinsky, 2000; Milberg & Winkler, 2013; World Bank, 2020).
On the other hand, the increasing role played by intangibles in GVCs
provides MNCs—Ilargely based in high-income countries—with the
capability to seize large monopoly rents from the control of the most
intangible-intensive segments of the value chains (i.e., the most upstream
and downstream GVC stages).! This is mainly due to the high economies
of scale intangibles give rise to, because of the very low variable costs to
be sustained for their deployment once the initial fixed costs to develop

' Examples of intangible assets include patents, copyrights, trademarks, databases and software, as
well as branding and marketing functions (Corrado et al., 2005, 2021; Haskel & Westlake, 2018).
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or acquire them have been incurred. A second reason is due to the large
appropriability of the rents they provide to their owners because of the
high and increasing protection that intellectual property—such as pat-
ents, designs and copyrights, brands, trademarks and marketing strate-
gies—enjoys, especially since the introduction of the Trade-Related
Aspects of Intellectual Property Rights (TRIPS) agreement (Buckley
et al., 2022; Chen et al., 2021; Durand & Milberg, 2020; Jaax &
Miroudot, 2021; Pagano, 2014; Teece, 1986, 1998; Van Assche, 2020).

As for the empirical evidence on the smile curve, an important advance-
ment was recently provided by Timmer et al. (2019), who computed a
measure of ‘functional specialization in trade’ based on the amount of
value added which can be traced back to workers employed in different
functions for the production of exported goods and services. Consistently
with the smile curve, they find that a positive correlation exists between
the GDP per capita of economies and their specialization in R&D func-
tions, while a negative relationship emerges between the former and the
specialization of countries in fabrication activities. In a subsequent work,
Buckley et al. (2020) show that in the last decades the value captured by
both pre- and post-production functions has increased faster than that
accruing to fabrication activities, hence providing evidence on the “deep-
ening” of the smile curve. Finally, Stéllinger (2021) performed a cross-
sectional analysis on the specialization of manufacturing industries in
terms of FDIs in different business activities and the value added to gross
output ratio, finding a negative relationship between the relative special-
ization of industries in production activities and the latter.

In what follows, we offer complementary evidence to that provided by
these works, extending the analysis on both the cross-sectional and longi-
tudinal dimensions of specialization of economies in different value chain
activities and its association with value capture in GVCs. Our contribu-
tion to this literature is twofold. First, we offer an empirical assessment of
the international division of labour predicted by the smile curve hypoth-
esis. In doing this, we also question whether major upgrading or down-
grading trajectories have been followed by world economies with different
levels of economic development, and report evidence on the changing
functional specialization of countries belonging to the North American,
Asian and European production networks. Second, we provide a



196 A. Coveri et al.

descriptive analysis aimed at illustrating whether the relationship between
the functional specialization of economies and their capability to capture
value in GVCs conforms to that predicted by the smile curve hypothesis.

For this purpose, we compute indicators of functional specialization
based on high-quality proprietary data on inward FDIs distinguished
according to the GVC function they are aimed to perform. These indica-
tors, together with the dataset used, are briefly described in the next
section.

3 The fDi Markets Database

fDi Markets is an online database provided by fDi Intelligence—a spe-
cialist division of Financial Times Ltd—which collects detailed informa-
tion on announced cross-border greenfield investments (i.e., new wholly
owned subsidiaries, including joint ventures whenever they lead to a new
physical operation) covering all sectors and countries worldwide from
2003 onwards. Information on investment projects is drawn from several
publicly available sources, including nearly 9000 media sources, over
1000 industry organizations and investment agencies, as well as data pur-
chased from market research and publication companies. The detected
projects are cross-referenced against a plurality of sources and over 90%
of projects are validated with company sources (Castellani et al., 2013;
Castellani & Pieri, 2013).

A distinctive feature of the fDi Markets database consists in reporting
the main business activity—that is, the value chain function like R&D,
design and development, manufacturing, sales and marketing and sup-
port—each FDI project is aimed to perform. As we will show in the next
subsection, this is the key information we will use to compute our indica-
tor of functional specialization of the economies. In particular, we classify
value-adding functions in the three canonical stages of the value chain,
that is, the upstream, production and downstream segments (Baldwin &
Evenett, 2015; Mudambi, 2008; Porter, 1985) following the ‘sequential
ordering’ of business activities inspired by Sturgeon (2008) and adapted
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from Crescenzi et al. (2014).2 Then, we compute the Balassa’s (1965)
index of revealed comparative advantage based on inward FDIs in these
three GVC stages. We call this ‘functional specialization in FDI” (ES).
Following Stollinger (2021) and Zanfei et al. (2019), this indicator is
therefore an inward FDI-based specialization index which captures for
the i-th country in a given year the relative attractiveness of investments
in the a-th stage of the value chain. Formally, it is calculated as follows:

FDI!
FDI!
pse =2 Pl
’ D FDI!

where the share of inward FDIs related to a given GVC stage over total
inward FDIs received by a given economy (the numerator) is normalized
according to the share of inward FDIs in the same stage over total inward
FDIs for the world as a whole, namely the global average (the
denominator).?

Notably, cross-border capital flows have represented a key driver of
modern international dispersion of value-adding functions and contrib-
uted to the growing involvement of low- and middle-income countries in
GVCs (UNCTAD, 2013). By revealing how capable countries are to
attract foreign capital in specific functions compared to others, this met-
ric likely reflects actual comparative advantages of economies as defined
by currently available technologies and factor endowments (Baldwin &

*According to the classification adopted, upstream functions include headquarters activities, R&D,
design and testing, education and training, and ICT-related infrastructure operations; production
functions include fabrication, recycling and extraction activities; finally, downstream functions
include activities mainly related to marketing and advertising, sales and after-sale services, and
logistics, distribution and transportation.

® As criteria for value estimation are not made explicit, we perform our investigation relying on the
number of FDI projects rather than on the value of capital involved. Consistently, several empirical
works using fDi Markets have been performed exploiting the number of FDI projects rather than
the data on capital investment (Castellani et al., 2013; Castellani et al., 2016; Castellani & Pieri,
2013, 2015; Crescenzi et al., 2014, 2015; Ramasamy et al., 2012). Note also that a limitation of
fDi Markets concerns the inclusion of greenfield investments only (as well as major extensions of
existing projects), while it does not cover information on mergers and acquisitions (M&As).
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Evenett, 2015; Hausmann & Rodrik, 2003; Nachum et al., 2000;
Waldkirch, 2011). Accordingly, we contend that the functional special-
ization in FDI can provide a good proxy for the position occupied by
countries in the international division of labour.

4 Empirical Evidence

4.1 Assessing the Functional Division of Labour
Using FDI Data

This section exploits our FS indicator to provide a broad empirical over-
view of the functional division of labour at a global scale and the evolving
functional profiles of the economies composing three major global pro-
duction networks, namely North America, East and Southeast Asia and
Europe (Baldwin & Lopez-Gonzalez, 2015; Stollinger et al., 2018).
Recent contributions have indeed shown that countries belonging to
each of these three macro-regions have stronger GVC linkages in terms of
both trade (Stéllinger et al., 2018; Xiao et al., 2020) and FDI flows
(Zanfei et al., 2019) as compared to economies belonging to a different
macro-regional block.* Recent studies using similar indicators based on
FDI have highlighted differences in functional specialization across indi-
vidual countries and between broad aggregates of advanced and develop-
ing economies (Stollinger, 2021), and between the most developed
regions by comparing North American and EU patterns (Coveri &
Zanfei, 2022a). Building on these studies, we here focus on different
national aggregates within macro-regions of the world to capture both
similarities and differences in specialization patterns. We first of all
unpack North America to compare the functional specialization of the
USA and Canada with that of their low-wage neighbouring country, that
is, Mexico. As for East and Southeast Asia, we compare the functional
specialization of Japan and the Four Asian Tigers with that of China and

#This is largely due to common free trade and investment-related agreements (i.e., NAFTA and
ASEAN in the case of North American and Southeast Asian economies), to a political and eco-
nomic union (i.e., the European Union in the case of the Europe) as well as to their geographical
proximity (Inomata, 2013; Xiao et al., 2020).
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the Southeast Asian economies.” Finally, the European economies are
classified into four groups, namely Core, Finance, South periphery and
East periphery.®

Figure 8.1 reports, for each macro-region, the functional specialization
of the country groups by either pooling observations across all years from
2003 to 2018 (top graphs, panels ) or accounting for yearly data in a
dynamic perspective (bottom graphs, panels 4).” Looking at graphs
pooled over the whole period, Panel 1a highlights that Mexico is highly
specialized in the production stages of GVCs (the FS index is higher than
1.6), while reporting an FS index lower than one in downstream and
upstream functions. As expected, we find that the opposite holds for the
USA and Canada. Notably, Panel 1b shows that this functional division
of labour has deepened over time. Except for the last two years, the FS in
production activities of Mexico has steadily increased over the period,
while its specialization in upstream functions has been around 0.5 from
2003 to 2012 and has further decreased since 2013. The opposite is true
for the USA and Canada, which increased their FS in upstream activities
since 2010 while reducing their specialization in production operations
over the 2003-2008 period and even further from 2011 to 2018.

Panel 2a shows that a clear functional hierarchy also exists in the case
of economies belonging to the East and Southeast Asian production net-
work. In fact, the Four Asian Tigers report a remarkably high

>'The Four Asian Tigers include Hong Kong, Singapore, South Korea and Taiwan. The Southeast
Asian region encompasses Cambodia, Indonesia, Laos, Malaysia, Myanmar, the Philippines,
Thailand, Timor-Leste and Vietnam. Except Timor-Leste, all these countries belong to the
Association of Southeast Asian Nations (ASEAN).

®The country composition of each group is the following: Core includes Austria, Belgium,
Denmark, Finland, France, Germany and Sweden; Finance includes Cyprus, Ireland, Luxembourg,
Malta, Netherlands and the UK; South periphery includes Greece, Italy, Portugal and Spain; East
periphery includes Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland,
Romania, Slovakia and Slovenia. This classification of European economies is adapted from
Grabner et al. (2019).

7In order to avoid biases in the computation of our FS index, our sample includes countries which
received a number of total inward FDIs (three-year moving average) larger than zero in each year.
Moreover, we exclude tax havens and countries resulting in extreme outliers in terms of number of
inward FDIs (largely because they are ‘Oil and Gas™ producers), that is, Aruba, Bahamas, Bahrain,
Bermuda, Cayman Islands, Equatorial Guinea, Iceland, Kuwait, Macau, Norway, Oman, Puerto
Rico, Qatar, Saudi Arabia, Seychelles, Switzerland, Trinidad & Tobago and the United Arab
Emirates.
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specialization in the most intangible-intensive functions at the upper
ends of the value chains. Similarly, Japan results strongly specialized in
downstream functions, while its FS index in upstream activities is slightly
lower than one. Both these economies show an FS index in production
stages lower than 0.5. Conversely, China and especially the Southeast
Asian economies report a remarkable specialization in production func-
tions, while resulting despecialized in upstream and downstream activi-
ties. Nonetheless, while Southeast Asia shows a very low specialization in
upstream functions, China reports an FS index equal to about 0.9 in
these activities. As highlighted by Panel 2b, China has indeed followed a
functional upgrading trajectory by increasing its specialization in
upstream activities since 2003, which led this country to consolidate an
ES index in these activities equal to one since 2010. This appears to be
true also for Southeast Asian economies, although to a lower extent. Since
2007, the latter countries have moved along GVCs by reducing their
specialization in production and increasing their specialization in down-
stream functions, while slightly improving their specialization in upstream
functions since 2012 (but in 2018 this was still about 0.5). Finally, the
Asian Tigers show a rather steady functional profile over the period,
maintaining an FS index higher than one in upstream and downstream
functions and lower than 0.5 in production operations, while Japan has
consolidated its specialization mainly in downstream activities (with an
FS index in upstream activities oscillating between 0.8 and 1.15).
Finally, a clear division of labour seems to emerge when comparing
across European economies. The East periphery is the only country group
specialized only in production stages (with the FS index resulting equal
to about 1.8 in these activities). Conversely, the other three groups of
countries (Core, Finance and South Periphery) are despecialized in this
GVC segment. As expected, Core and Finance economies exhibit an FS
index higher than one in the two most intangible-intensive stages of the
value chain, while the South periphery is specialized in downstream but
not in upstream functions. Nonetheless, when looking at the evolution of
the FS index over time, interesting functional patterns emerge. Panel 3b
shows indeed that the economies belonging to the East periphery have
remarkably increased their specialization in production stages over the
period under investigation; at the same time, these economies have also
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steadily increased their specialization in the most upstream functions
since 2008. Such patterns might signal their ability to upgrade their tech-
nological capabilities to develop higher value-adding functions alongside
manufacturing operations. A similar upgrading trajectory seems to have
been pursued by economies of the South periphery in the post-Great
Financial Crisis period, which reports FS index in upstream activities
higher than one since 2015.

Opverall, our findings are consistent with the idea that the spatial divi-
sion of labour spurred by the rise of GVCs is featured by low- and middle-
income “factory economies”, mainly performing fabrication and assembly
operations, and advanced “headquarter economies”, mainly carrying out
the most upstream and downstream stages of GVCs (Baldwin, 2013;
Baldwin & Lopez-Gonzalez, 2015).8 Most notably, while a substantial
heterogeneity is observed in the dynamics of functional specialization
within these three major global production networks, the evidence pro-
vided also shows that functional hierarches are rather persistent over time.

4.2 Functional Specialization and Value
Capture in GVCs

In order to offer suggestive evidence on the relationship between the
functional specialization of macro-regions and their capability to capture
value in GVCs, in this section we introduce an indicator of Relative
Functional Specialization (RFS). This is a composite index aimed at
jointly accounting for the level of functional specialization of the econo-
mies in upstream, production and downstream stages of the value chain.
In logarithmic terms, the RES index is computed as follows:

In(RFS,, ) =In(1+ FS7*" )~ In(1+ FS" 4 FS{mrem ) .

8This is consistent with evidence on the “functional specialization in trade” provided by Timmer
etal. (2019), who found that advanced countries have steadily despecialized in fabrication opera-
tions, instead increasing their specialization in the most knowledge-intensive activities such as
R&D, management and marketing.
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where FS/, is the index of functional specialization in FDI as computed
by expression (1) and related to the 2-th GVC stage.’

As for a proxy of value capture in GVCs, we follow Kowalski et al.
(2015) and measure value capture in GVCs by using data provided by the
UNCTAD-Eora GVC Database (Casella et al., 2019) on the domestic
value added embodied in exports (DVA) per capita (Koopman et al.,
2014; Los et al., 2016). This indicator can be regarded as a measure of the
gains that countries capture domestically from trade in GVC, since it
focuses on the amount of value added that is retained by domestic actors
involved in export chains. More precisely, it includes the value added
captured by domestic firms directly exporting, together with value added
generated by all other domestic firms indirectly contributing to exports
of the former; by the same token, it excludes value added imported from
abroad, that is, the value-added content coming from foreign producers
which are embodied in imported intermediates used by domestic, direct
and indirect, exporting firms. In this sense, the domestic value added in
exports measures the value added captured by domestic firms participat-
ing in the country’s export chains.

Figure 8.2 shows the relationship between the RES index and the DVA
per capita at the macro-regional level. As expected, a negative association
emerges, suggesting that higher specialization of countries in the most
intangible-intensive segments of the value chain is associated with higher
value capture in GVCs. Figure 8.3 reports the same descriptive exercise at
the country level, considering economies belonging to the macro-regions
under investigation. Once again, a strongly negative relationship results
between the functional specialization of economies in production com-
pared to upstream and downstream functions and the amount of value
added seized domestically by economies.

?'The RFS index was first computed by Stéllinger (2021). We added a constant equal to one to both
the numerator and denominator to allow the calculation of the RES index also for those observa-
tions reporting zeroes at the denominator (i.e., showing a FS equal to zero in both upstream and
downstream GVC stages).

' Coveri and Zanfei (2022b) investigate the link between the RFS index and the DVA per capita
by means of a fixed-effects model—including several control variables—on a balanced panel data-
set of 102 countries over the period 2003—-2018. Estimate results confirm that a higher specializa-
tion in production compared to upstream and downstream functions is negatively associated with
value capture in export chains.
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5 Conclusions

The “slicing up” of value chains across countries has given rise to a finer
international division of labour which increasingly occurs at the level of
individual value-adding functions (Sturgeon, 2008; Sturgeon & Gereth,
2009; Timmer et al., 2014). A major driver of this process has been the
massive growth of cross-border investment flows, which has contributed
to the growing involvement of low- and middle-income countries in
GVCs. In this context, the ‘smile curve’ has gained increasing attention
as a sort of stylized fact able to summarize the most salient features of the
modern international division of labour and the associated distribution
of value along GVCs.

In this chapter we offered a brief review of the building blocks of the
‘smile curve economics’ and provided evidence on the functional special-
ization of economies belonging to the three major regional blocks, namely
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North America, East and Southeast Asia and Europe. Lastly, we merged
our indicators on functional specialization in FDI together with data on
trade in GVC in order to provide descriptive evidence on the relationship
between the functional position of countries and their capability to cap-
ture value in GVCs.

Three main findings emerge from our empirical investigation. First, as
predicted by the smile curve, the most upstream and downstream value
chain functions are mainly performed by the most developed countries,
while production operations at the lower end of the value chain are
mainly the prerogative of less developed world macro-regions. Second,
the observed specialization patterns largely consolidated over the period
under investigation, although a substantial heterogeneity emerged in the
dynamics of functional specialization within the three global production
networks considered. Third, and consistently with the predictions deriv-
ing from the smile curve, we provided evidence suggesting that higher
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specialization in the intangible-intensive segments of the value chain is
associated with greater value capture opportunities in GVCs.

Finally, several implications can be drawn from our contribution,
which in turn open up promising avenues for future research. Here we
would like to highlight two that we consider particularly meaningful. A
first implication of our analysis is that, although GVCs have enabled an
increasing number of low- and middle-income countries to join the
global capitalist space, this has so far only partially changed the economic
and technological hierarchies across world economies. On the one side, a
clear division of labour emerges within each of the three macro-regions
we focused on, with high-income countries that have largely consolidated
their specialization in the most intangible-intensive functions while less
developed countries appear greatly specialized in production operations.
On the other side, countries like China and economies belonging to the
Southeast Asia and to the East and South periphery of Europe seem to
have experienced forms of functional upgrading, especially by increasing
their specialization in the most upstream or downstream GVC stages.
This asks for further research aimed to disentangle the developmental
policies and the economic, technological and institutional conditions
which have allowed these countries to improve their domestic capabilities
and move up the value ladder, while others failed to follow a similar path
(e.g., Mexico).

A second implication which can be drawn from our investigation con-
cerns the role played by intangibles in GVCs. The evidence that we pro-
vided on the strongly positive association between the specialization in
the most intangible-intensive functions and the value added captured
domestically by countries points out to the monopoly rents that actors
controlling the pre- and post-production stages of the value chain can
reap at the detriment of tangible-intensive producers, whose profit mar-
gins are squeezed and investment opportunities frustrated. In fact, the
cumulative character of intangibles coupled with the high appropriability
of rents they give rise to (especially due to the increasing protection of
intellectual property rights like patents, brands and designs) can insulate
those controlling these crucial assets—that we showed being mainly
based in high-income economies—from potential competitors from
emerging economies. This is likely to hinder the opportunity for the
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latter to enter the most profitable segments of GVCs, thus contributing
to perpetrating income inequality across countries. This aspect should be
more fully considered in future research aimed at deepening the distribu-
tional and developmental impacts of the current intellectual property
regime on low- and middle-income economies involved in GVCs.
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The Relationship Between Global Value
Chains, Green Technologies, and Air
Pollution: Initial Evidence for EU
Regions

Federico Colozza and Carlo Pietrobelli

1 Introduction

The 13th goal of the Sustainable Development Goals (SDGs) includes all
the “climate actions to combat climate change and its impacts,” and to
improve the atmospheric conditions. Among all atmospheric pollutants,
two of the most dangerous ones are represented by NOx (Nitrogen
Oxides) and SOx (Sulfur Oxides) particles (Wang et al., 2021); the latter
are the consequences mostly related to industrial processes that have an
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impact on a wide range of elements, including the atmosphere and the
soil. The literature widely debates these issues (OECD, 2013) and also
highlights the possible connection between the environment and the eco-
nomic development of regions and countries (Dinda, 2004; Georgiev &
Mihaylov, 2015; Fujii & Managi, 2016).

In the last three decades, the pursuit of ever-better economic opportu-
nities has pushed industrial organizations to delocalize: this process has
built fragmented and functionally integrated chains of production and
commercialization, also known as Global Value Chains, in which firms
and industries contribute to the final productions by assembling parts
and components (Gereth & Korzeniewicz, 1994). However, along these
chains, economies do not only share components and parts, but also
knowledge and information (Morrison et al., 2008). In short, the higher
the level of integration in these value chains, the greater the benefits of
participation might be (Jurowetzki et al., 2018; Lema et al., 2019), often
through the possible upgrading opportunities within GVCs (Humphrey
& Schmitz, 2002; Pietrobelli & Rabellotti, 2011; Gerefh, 2019). The
extent to which this mechanism of knowledge diffusion may work in
countries, regions, and, more in general, territories is highlighted in a
huge literature (Pietrobelli & Rabellotti, 2011; Jurowetzki et al., 2018;
Fagerberg et al., 2018; Colozza et al., 2022) that also stresses the limits
that GVC governance, and the context prevailing in host countries, may
pose on such processes. More recently, other studies claim that no matter
whether on economic development or on complexity (Colozza &
Pietrobelli, 2021; Boschma, 2022; Colozza et al., 2022), the participa-
tion in higher value-added activities is a positive factor, especially when
the knowledge shared is less common. However, there is still little under-
standing of whether GVCs may work to foster the so-called greening
process across EU regions.

To this end, in this chapter, we seek to lay out whether GVC integra-
tion and green technologies influence NOx and SOx emissions in EU
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NUTS-2 regions.! We carry out our analysis in two stages. First, we assess
to what extent GVC participation may affect green technologies in EU
regions. Second, we study the influence of green patents and GVCs on air
pollution. We also examine whether backward and forward participation
in GVCs plays different roles in this process.

With this research, we seek to provide preliminary evidence on the
mechanisms of environmental upgrading across EU NUTS-2 regions.
We examine this process for the period 2005-2007. In particular, we
provide some preliminary evidence on the dynamics of green technolo-
gies, GVCs, and air pollution in EU NUTS-2 regions, using some pre-
cautions (such as, for instance, Perpetual Inventory Method) to provide
solid results. Our original findings show that not only the participation
in GVCs is increasingly correlated to green patents in EU regions, but
also that more and more regions are relying on offshoring productions, at
the same time concentrating air pollution in fewer regions.

This chapter is organized as follows. In the next section, we discuss the
literature. We then explain the method to construct our variables (Sect.
3). Hence, we present our methods and preliminary results (Sect. 4).
Finally, we discuss some preliminary conclusions (Sect. 5).

2 Global Value Chains, Green Technologies,
and Air Pollution

Nowadays, there is compelling evidence on the importance of countries’
and regions’ integration in GVCs to receive knowledge and information,
and trigger economic upgrading processes (Colozza et al., 2022). Besides,
in addition to the general influence that GVCs may have on knowledge
diffusion (Jona-Lasinio et al., 2019), and on the ensuing opportunities
for learning and development, this mechanism may work also for sharing

'"The Nomenclature of Territorial Units for Statistics (NUTS) was established by Eurostat to pro-
vide a single uniform breakdown of territorial units for the production of regional statistics for the
European Union. The NUTS is a five-level hierarchical classification (three regional levels and two
local levels). Specifically, the NUTS subdivides each Member State into a whole number of NUTS
1 regions, each of which is in turn subdivided into a whole number of NUTS 2 regions and so on
(Eurostat, “Reference and Management of Nomenclatures”).
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“green” knowledge. This may occur both directly, in terms of technolo-
gies (Glachant et al., 2013), or indirectly, by fostering competition in
green strategies (De Marchi et al., 2013; De Marchi et al., 2020).
Essentially, while GVC integration may lead some economies to upgrade
production techniques to become more competitive (De Marchi et al.,
2020), other countries may exploit these channels to learn and adopt
green technologies (Dechezleprétre et al., 2013). For instance, De Marchi
et al. (2013) suggest that the presence of opportunities embodied in
GVCs is likely to help economies share green techniques and support
industrial companies in keeping or gaining new competitive advantages.

An additional perspective is highlighted by Poulsen et al. (2018),
which suggest that participation in GVCs would reduce emissions of air
pollutants (in the case study of the maritime sector), through an upgrad-
ing mechanism that involves new adaptations of techniques and methods
in firms to improve their reputation, and also providing incentives for
buyers and suppliers to do the same (Nadvi, 2008). Glachant etal. (2013)
also offer new evidence on the mechanism of green technologies diffusion
across world economies. The literature argues that this would be espe-
cially true for economies that internationalize their productions, leverag-
ing channels of knowledge transfer that may facilitate investments in
R&D (Castellani & Pieri, 2013).

A new contribution that is especially relevant to our present aims is the
paper by Wang et al. (2021), who find that when OECD economies increase
their productivity, they reduce pollutants emissions not only through green
patents but also by exploiting GVC connections. However, despite a great
deal of advantages, it goes without saying that GVCs also imply various
substantial environmental limitations.? These are related to the claims of the
“pollution haven” hypothesis (Duan et al., 2021), which demonstrates a
negative impact of GVC participation on the emissions of pollutants in the
atmosphere: indeed, polluting activities might be offshored in other places,
rather than in the territories that participate in GVCs (Ponte, 2020).

In contrast, there are no doubts about the effect of green patents on air
pollution. Here, for a long time the literature has underlined the role of

2See among the many, Lopez & Islam (2008); Yasmeen et al. (2019); Ponte (2019); Duan
etal. (2021).
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environment-related technologies as elements of air pollution abatement
(Jaffe et al., 2003), in specific sector-sector relations’ (Nameroff et al.,
2004), in specific countries (Shen et al., 2020), and in assessing the qual-
ity of such technologies (Tébelmann & Wendler, 2020). Within a sup-
ply-chain approach, Costantini et al. (2017) also examine the role of
green technologies in reducing air pollutants emissions in EU regions.
Their research produces evidence not only on the effects of green tech-
nologies in the sector-sector relationship, but also on the presence of
spill-over mechanisms. Moreover, Sarfraz (2021) shows how green tech-
nologies tackle down emissions of air pollutants and discuss in-depth the
several opportunities related to green knowledge.

To the best of our knowledge, no study yet exists that analyzes the con-
nection between GVCs, green technologies, and air pollutants emissions
for the EU NUTS-2 regions. In sum, the purpose of this preliminary
study is to answer the following questions: (1) Does participation in
GVCs allow EU economies to share green knowledge? Is there a relation-
ship between GVCs and green patents? (2) Is integration in GVCs related
to the emissions of air pollutants? Does backward participation have a
special role in this regard?

3 Variables Construction

This chapter builds on a novel dataset for EU NUTS-2 regions, especially
for GVC participation and emissions of NOx and SOx particles. We col-
lect data from the Regional Input-Output Database (RIOD) tables
(Thissen et al., 2018) for the calculation of the GVCs participation indi-
cators, from the European Environmental Agency (EEA) and Structural
Business Statistics (SBS) datasets (Eurostat) to calculate respectively the
emissions of air pollutants and manufacturing specialization, and the
OECD dataset for green patents (y2 category). We compute these vari-
ables for the period 2005-2007.

3Namely, they analyze the relationship between the adoption of green technologies in specific sec-
tors and the emission of air pollutants from the same activities.
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3.1 Air Pollutants (AP) Emissions

We consider two of the most dangerous particles: Nitrogen and Sulfur
Oxides (NOx and SOx), being also the subject of other studies (Wang
et al., 2021). We extract the data for the EU NUTS-1 level and for the
period 2005-2007, from Eurostat (Environment European Agency,
EEA). The first step in the construction is to generate a sum-variable of
the air pollution for each country i and time t, and for each sector s

(Eq. 9.1):
APi, s, t = NO‘xi,s,t + SO‘xi,s,l (91)

Then, following the intuition of the “Commodity Balance approach”
(Isard, 1953), we assign the yearly values of national air pollution to each
region, matching the source’s sector of pollution with the sectors that
contribute to these emissions in each region. To this end, we rely on sec-
toral employment data (Structural Business Statistics) which include data
about 54 sectors and for the period of interest.

Then, we select two different data: (1) National data on air pollutants
emissions, from 78 sectors, which we call source-of-emission (soe); and
(2) Regional data on employment composition, for 27 sectors (selecting
only those connected to the sources of emission), which we call sector-of-
interest (soi) (Table 9.1).

We build our yearly regional data by following the Eq. 9.2:

278 APt soe,t
AP = el 100 9.2)

rt 27
ZsaizlEmpli’mi’t

Where we distribute the AP emissions, at the country level, for
each sector-of-emission following the presence of the same sector in
region i.

As a result, we have data on regional emissions of air pollutants
(NOx+SOx), which indicate, as shown in Fig. 9.1, the highest emissions
of air pollutants from the Spanish east coast to the Italian west coast,
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Table 9.1 Composition of Soe and Soi

Group Kind Code (main components) # of sectors
Soe Emissions NFR1A1A—NFR1A2G8 (Combustion in man. 78
industries);

NFR1A3A1_1—NFR1A3A2_2 (Aviation);

NFR1A3B2—NFR1A3B3 (Road transport,
commercial);

NFR1A3D1_1—NFR1A4A2 (Commercial
transport);

NFR1B1A—NFR2L (Industrial productions);

NFR5D1—NFR5D3 (Wastewater handling).

Soi Employment CA—CB (Mining and quarrying); 27

DA15—DN36 (Manufacture);

E1—F45 (Electricity, gas and water supply,
construction);

160—I162 (Transport: land, water and air).

A Pollutants emission
High emissions
.

Middle erfiéssions

Low emissions
No data

Fig. 9.1 Air pollutants emission for EU regions. (Source: Authors’ elaboration)
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including Emilia Romagna and Lombardy, Ile-de-France, and some
Poland regions.*

It is interesting to know that we exclude the emissions from energy
savings, located in power plants, since in our analysis we are interested in
the evaluation of the environmental upgrading in production processes

from GVCs knowledge.

3.2 Global Value Chain Participation

Following the value-added approach (Montalbano et al., 2018), we eval-
uate the participation in Global Value Chains by computing the shared
value added in forward and backward linkages on gross exports (Borin &
Mancini, 2019), based on RIOD tables (Thissen et al., 2018). As Eq. 9.3
shows, we follow established literature (Colozza et al., 2022; Montalbano
etal., 2018) and sum the backward and forward linkages, considering the
degree of participation as the ratio on gross exports:

) backward GVCs, , +forward GVCs, ,
GVCindex, , = : : (9.3)
’ Gross Export,,

Where the backward and forward components are computed as fol-
lows (Egs. 9.4 and 9.5):

-1 G G
Vy (I - Arr) Zj¢rAererrs + ZtithBtrErs

GVC _backward,. = 9.4)
UpEpg
-1 -1
Vr (I_Arr) Ars (I_Ass)
G G G
[Zj;ts,rYsj + Zj;tsAsj ZZ;tr,sBstsl}
GVCforward, = (9.5)
upEyg

#We compute this variable for the period 2000-2010, although here we analyze only the time span
2005-2007. Interestingly, in the map we represent the geographical distribution (simple average by
regions) of air pollution per capita for the complete period 2000-2010.
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We use the same notation employed in Borin and Mancini (2017):

* V. value added shared from the region r;

* B,=(I-A,": Leontief inverse, that indicates the amount of input that
the region 7 needs to produce an additional unit of the good for the same
region in this case; an 75 subscript indicates the amount of input that the
region r needs to produce an additional unit of the good for region s;

* E,:export from the region r to the region s;

* Y, final goods from the region » consumed in region s.

In other words, if on the one hand, the backward component repre-
sents the foreign value-added embodied in the intermediate and final
exports of region 7, on the other hand, the forward component represents
the domestic value-added embodied in the final exports of the region 7.
As a result, we have participation indexes for the EU NUTS-2 regions.

3.3 Green Technologies

Our third variable of interest is represented by the adoption of green
technologies in the EU NUTS-2 regions. The definition of “green pat-
ents” is strictly related to the environmental impact of those technologies.
Has¢i¢ and Migotto (2015) present a list of green technologies, and we
rely on their work for defining our measure of “green patents.”

We extract data from OECD Reg-Pat for NUTS-3 regions and for
three years (2005-2007), and we refer to “applicant’s regions” to consider
the innovativeness of firms in each region, whatever the location of their
research facilities is.

Since green patents are expressed in absolute values, we consider per
capita green patents, in order to give a regional weight to each observa-
tion. Moreover, following RAMON (Eurostat), we create the NUTS-2
observations. In conclusion, relying on Perpetual Inventory Method
(Braun et al., 2010; Costantini et al., 2017; Meinen et al., 1998), we
calculate the stock of patents by considering a depreciation rate of 20%
and an initial growth rate of 15%. In the next section, we present some
descriptive statistics of our dataset.
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Table 9.2 Descriptive statistics

Variable (log) Mean Std. dev. Min Max Obs
Air pollution per

capita
Overall -3.421789  0.5455337 -6.93311 -1.982248 N =729
Between 0.5306808 -5.28666 -2.018354 n =243
Within 0.1290145 -5.233008 -2.500495 T=3
Green patents PIM
Overall -11.84842 1.478124 -15.92311 -6.137361 N =654
Between 1.454729 -15.41213 -6.253355 n =218
Within 0.2740324 -13.41966 -10.25563 T=3
GVGCs index
Overall 3.91929 0.1669416 3.412084 4.253636 N=717
Between 0.1662919 3.415358 4.215879 n =239
Within 0.017139 3.856529 4001922 T=3
Backward GVCs
Overall -0.0004946 0.2174042 -0.9307788 0.4912888 N =717
Between 0.2156479 -0.8796115 0.4692047 n =239
Within 0.0298409 -0.1051223 0.1158218 T=3

Source: Authors’ elaboration
3.4 Descriptive Statistics

Table 9.2 describes our dataset, with means, standard deviation, mini-
mum and maximum values of our variables, as well as the number of
observations (N), regions (n), and years (T).

4 Methods and Some Preliminary Evidence

We propose three different steps in our analysis. First, we address whether
GVCs participation allows EU regions to transfer green knowledge,
embodied in the adoption of green patents. Second, we examine the sim-
ple correlation between air pollution per capita, green patents and par-
ticipation in GVCs. Third, we test whether these phenomena are
increasingly concentrated in specific regions, preliminary testing for a
possible sigma convergence, that is, the fall in the dispersion of air pollu-
tion and backward GVCs.
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Green Patents and Participation in GVCs
"P = ...‘

‘.‘.o

3.2 3.4 3.6 3.8 4 4.2
GVCs participation index (log, lagged)

® Green Patents per capita (log) Fitted values

Mote. Years: 2005, 2006, 2007.

Graph 9.1 Green Patents and GVCs participation (period: 2005-2007, authors
elaboration)

Does participation in GVCs allow EU economies to share green
knowledge? Is the haven hypothesis met? Are pollutant emissions con-
centrated in same contexts? In Graph 9.1, we plot on the y-axis the num-
ber of green patents per capita and on the x-axis the participation in
GVCs, during the period 2005-2007.

As the distribution in Graph 9.1 shows, in the period 2005-2007,
GVCs appear to be positively related to green technologies. This scatter-
plot demonstrates that EU regions that strengthen their participation in
GVCs, in year t-1, are more likely to adopt green technologies in year t.
The second element of interest concerns the distribution of participation
rates in GVCs: all things considered, EU regions experienced quite
homogeneous participation, with values between 3.3 and 4.2.

However, the hypothesis of pollution haven, as briefly mentioned in
the introduction, could imply an offshoring process of pollution activi-
ties, creating areas selling final goods with low levels of pollutants, but
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Table 9.3 Correlations of per capita air pollution

Variables (log, lagged) Year 2005  Year 2006 Year 2007
Green patents per capita -0.0894 -0.0885 -0.0823
GVCs index -0.1421 -0.2095 -0.2544
Backward GVCs index -0.0599 -0.1187 -0.1519

Source: Authors elaboration

relying on components and goods produced in other places, with higher
environmental impacts.

We seek to find some early proof on whether this “offshoring” mecha-
nism occurred also in EU regions for the period 20052007, and whether
green technologies play a role in this process as well. In Table 9.3, we
examine the evolution of correlations between green patents per capita,
overall GVCs participation, and backward GVC indexes with air pollu-
tion per capita.

Table 9.3 suggests interesting patterns in the EU regions. First of all,
we notice an expected negative and stable correlation between green pat-
ents and per capita air pollution (first row), suggesting that green patents
are more numerous when per capita air pollution is lower. Moreover,
when we analyze the correlation between GVCs and per capita air pollu-
tion (second row), we find a negative and increasing correlation between
these two phenomena, that is, participation in GVCs is larger as per cap-
ita air pollution decreases, and this trend is growing. In addition, the
third row allows us to examine the relationship between backward par-
ticipation (the dependence of economies on productions delocalized in
other places) and per capita air pollution. Again, the correlation coefhi-
cient suggests a negative relation between backward participation and per
capita air pollution, and this negative relationship has become increas-
ingly stronger in these years.

What is more, to provide further signals on the pollution haven
hypothesis, we examine the territorial dispersion of air pollution per cap-
ita and backward GVCs across EU regions. In doing so, we study this
aspect through the analysis of the presence of sigma convergence: that is,
considering the pattern of the average standard deviation for both air pol-
lution and backward GVCs.

The above Graphs 9.2 and 9.3 show two different patterns of disper-

sion across EU regions. If, on the one hand, the dispersion in per capita
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air pollution falls during the period 2005-2007 (Graph 9.2), on the
other the dispersion in participation in GVC backward participation
increases (Graph 9.3). In other words, these two graphs demonstrate the
presence of sigma convergence for air pollution, and sigma divergence for
participation in backward GVCs—namely, while the pollution is increas-
ingly concentrated in fewer regions, the number of regions that leverage
offshore productions increases.

5 Interpretation and Concluding Remarks

The mechanism of green-upgrading along Global Value Chains has been
hardly evaluated for EU NUTS-2 regions so far (De Marchi et al., 2020).
In a broader context, the GVCs literature has been stressing how this
process may work, even though the empirical evidence is scant, let alone
policy recommendations.

In this chapter we make an early attempt to shed new light on the
relationship between Global Value Chains, green technologies, and air
pollutants emissions. We select the period 2005-2007 to provide early
evidence on how and whether this mechanism works for EU regions.
First, we analyze the positive relation between GVCs and green technolo-
gies, showing that GVCs confirm their role as green knowledge pipelines.
Then, after analyzing the correlation between per capita air pollution,
green technologies, and backward participation in GVCs, we find that
backward participation is negatively related to air pollution. To this end,
we analyze sigma convergence to show that while AP is more concen-
trated in some EU regions, backward participation is more widespread.
In other words, while few regions suffer from increasing pollution, the
number of regions dependent on offshoring productions is also growing.

This initial evidence paves the way for additional, more rigorous
econometric work that will be carried out soon and for a larger number
of years. Up to now, research leads us to suggest the idea that GVCs rep-
resent today an exclusive “green-island” for economies that have the
chance to enter these international channels, but their access is unevenly
distributed, also in Europe. Moreover, our initial findings appear to
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suggest the hypothesis of “pollution haven,” which, however, should be
confirmed through a more appropriate econometric analysis.
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Global Value Chain Resilience
and Reshoring During Covid-19:
Challenges in a Post-Covid World

Enrico Marvasi

1 Introduction

Covid-19 hit the world at the beginning of 2020. The death toll was
immense." It was the biggest economic shock in over a decade, with severe
negative impacts on world GDP and trade. Global Value Chains (GVCs)
faced supply disruptions and bottlenecks. The fear of scarcity of medical
supplies and other strategic goods fired a debate on export bans and
reshoring, with the idea that global interconnectedness and exposure to
shocks had become excessive. Despite the initial downturn, GVCs
displayed an incredible level of resilience. Also thanks to massive fiscal
and monetary policy interventions, global trade and GDP were

'More than 500 million confirmed cases and 6 million deaths worldwide as of 28 June 2022,
according to the WHO (https://covid19.who.int). Also thanks to GVCs and international coop-
eration, vaccine development has been incredibly rapid, with almost 12 billion doses administered
as of 28 June 2022.
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unexpectedly fast to get back to their pre-covid levels with a V-shaped
recovery. Yet, the pandemic signed a historical event that changed our
perception of the world economy and its development, and posed crucial
questions about the future of globalization. Moreover, Covid-19 was not
alone as it was preceded by events like Brexit and the US-China trade
war, which also crucially changed the international scenario, and it was
followed by the outbreak of the war in Ukraine, which brought intensi-
fied geopolitical tensions, further GVC disruptions and a renewed politi-
cal attention towards securing energy supply and strategic goods. Against
this backdrop, the challenges ahead are many, and a reconfiguration of
GVCs seems underway.

This chapter contributes to the debate on GVC resilience during
Covid-19 and discusses some of the main challenges that firms will have
to address in a post-covid world. The first part of the chapter (Sect. 2)
briefly tracks the evolution of GVCs in the last decades, highlighting how
Covid-19 hit a world economy that had been in a slowing down phase for
at least a decade. Firms were already dealing with slow growth and
increased uncertainty; and Covid-19, despite its big impact, does not
seem to have induced dramatic structural changes. The second part of the
chapter (Sect. 3) provides some evidence and discusses the impact of the
covid-shock through GVCs for countries, sectors and firms. The empiri-
cal focus is on new firm-level data from Italy, the first western country to
be hit by Covid-19. The analysis reviews the findings from recent studies
carried out at different levels of analysis, showing how countries, sectors
and firms more integrated into GVCs were initially hit more severely, but
also recovered faster from the shock. GVCs, thus, played a dual role: on
the one hand, they contributed to the international transmission of
shocks, but, on the other hand, they facilitated the recovery thanks to
diversification and fast reaction of GVC firms. During Covid-19, GVC
firms and MNEs performed better than other firms in terms of sales and
closures, and there is no evidence of substantial waves of covid-induced
reshoring. The third part of the chapter (Sect. 4) discusses some of the
main challenges that firms and GVCs will have to face in a post-covid
world. The crucial issues regard exposure to risk and diversification in
order to increase resilience and robustness. GVCs may become more
regionalized, but this does not need to happen at expense of
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diversification. GVC reconfiguration also poses a trade-off between secu-
rity, for example reached through redundancy and inventory, and efhi-
ciency. Moreover, there is a fundamental difference between temporary
and permanent shocks as well as between idiosyncratic and systemic
shocks; and firms will have to find ways to manage the different types of
risk. Finally, the conclusion (Sect. 5) stresses how firms will have to pur-
sue new strategies to increase flexibility and agility, and how governments
can play an important role in helping firms and GVCs to build resilience,
especially at a higher systemic level, where individual incentives may be
more lacking.

2 Hyperglobalization and Slowbalization

The structural changes that have led the economy to where it is today will
be the basis for the reconfiguration of GVCs. Embedding the Covid-19
shock into a historical process allows to clarify in what phase of globaliza-
tion the shock arrived and, in light of the long-run trends and structural
changes, what further developments might be more likely in the future.

Since the second half of the 1980s and essentially up to the Great
Financial Crisis (GFC) of 2008, the process of economic integration was
so rapid and widespread that it has been called the era of hyperglobaliza-
tion (Rodrik, 2011). The trade-to-GDP ratio went from about 20% in
the 1990s to over 30% in 2007 (WTO data). GVC-related trade went
from less than 40% to more than 50% of total trade (World Bank, 2020).
Today, GVCs contribute to the vast majority of world trade.

Thanks to specialization, scale economies and knowledge spillovers,
GVCs are generally regarded as positive contributors to productivity
growth and development (Amiti & Konings, 2007; OECD, 2013; Pahl
& Timmer, 2018). However, GVCs tend to be procyclical (Di Stefano,
2021; Hoeckman, 2015). Interconnectedness also facilitates shock prop-
agation depending on the type of shock (Acemoglu et al., 2016; Carvalho
& Tahbaz-Salehi, 2019) and implies a greater degree of synchronization
of economic activity between countries (Cigna et al., 2022; Gaillard & de
Soyres, 2020). When the GFC hit the world economy in 2008, the prop-
agation of the shock through GVCs was fast, the collapse of trade was
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larger than that of GDP and, crucially, almost simultaneous across several
countries, especially those more integrated into GVCs, leading to the
2009 “great trade collapse” (Baldwin, 2009). With the GFC, the hyper-
globalization that led to the “Age of Global Value Chains” came to a halt
(Antras, 2020).

After the GFC, trade rapidly recovered to its pre-crisis level, but not to
its pre-crisis trend. The world economy had entered a phase of slow glo-
balization, or slowbalization (Antras, 2020; The Economist, 2019). The
post-GFC scenario was one of increased uncertainty. The World
Uncertainty Index (WUI) increased by 100% between 2008 and the
2012 eurozone debt crisis (Ahir et al., 2022). Scepticism towards the
benefits of globalization became increasingly relevant, with mounting
calls for protectionist measures (Baldwin & Evenett, 2009).

The structural aspects that may have contributed to the slowdown
include the shift to a new equilibrium, characterized by the integration of
some emerging economies, primarily China (Constantinescu et al.,
2020a), and the attainment of historically low tariffs making further lib-
eralization relatively difficult (Baldwin, 2016). Moreover, the new tech-
nological advances, such as robotization and 3D printing, were not
distinctly trade-enhancing (Antras, 2020; Laplume et al., 2016; Seric &
Winkler, 2020a).

Since the GFC, other events contributed to casting doubt on the pos-
sibility that trade and GVCs could rapidly return to their previous trend.
With the eurozone debt crisis, followed by Brexit and by the US-China
trade war, the World Uncertainty Index further increased by another 50
percentage points between 2012 and 2016, that is it went from 100 to
200 and then to 250 between 2008, 2012 and 2016 (Ahir et al., 2022).
In 2020, with the outbreak of Covid-19, the world economy had been
characterized by high levels of uncertainty for about a decade. The pan-
demic, thus, not only was of a very different nature relative to the GFC,
but it was also very different in timing as the GFC hit the economy after
decades of hyperglobalization, while Covid-19 arrived after a decade of

slowbalization.
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3 The Covid-Shock on Countries, Sectors
and Firms

The impact of Covid-19 was unprecedented. In just two months since
February 2020, world industrial production went down by 15% and
world trade decreased by almost 17% (Giglioli et al., 2021, on CPB
World Trade Monitor data). The economic activity of some sectors had to
be almost completely halted to contain the spread of the virus. The sud-
den interruption of international supplies caused severe bottlenecks to
GVC activity, also creating enormous organizational strain to transport,
shipments and logistics (Frohm et al., 2021). Despite the strength of the
shock, and although GVC disruptions are causing troubles still today at
the time of writing (summer 2022), world production and trade demon-
strated an incredible degree of resilience, with a very fast rebound back to
pre-covid levels in just a few months. How GVCs were impacted, what
was their role in the transmission of the shock, how they reacted, and
whether and how they contributed to the rebound are crucial questions.
In this section, we briefly review the main channels through which the
covid-shock impacted GVCs by looking at countries, sectors and firms.

3.1 Country-Level GVC Participation and Resilience

Countries participate in GVCs with different intensity and modality. We
can investigate whether GVC participation is in fact related to the inten-
sity of the economic downturn suffered by economies. To this end, we
need a measure of GVC participation and a measure of the covid-induced
economic downturn. A standard measure of aggregate GVC participa-
tion can be obtained from multi-regional input-output tables (Koopman
et al., 2014). By tracking how value-added produced in different loca-
tions contributes to gross exported values, we have a precise way to mea-
sure GVC-related trade as the value of goods and services that are
processed in at least two countries (Borin & Mancini, 2019). GVC par-
ticipation represents the intensity with which countries participate in
global production and is measured by GVC-related trade as a share of
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exports.” The second measure that we need regards the covid-induced
economic downturn. Based on the idea that GDP growth forecast updates
largely reflect the newly available information, and given that the
Covid-19 outbreak was truly unexpected and exogenous, Giglioli et al.
(2021) propose a simple way to proxy the covid-shock. In particular, they
take the GDP growth forecast revisions by the IMF released in October
2019 (pre-covid), April 2020 (first wave of Covid-19) and October 2020
(second wave). Considering GVC participation and this measure of the
covid-shock together is insightful (Fig. 10.1). During the first wave of
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Fig. 10.1 GVC participation and the first- and second-wave covid-shocks. (Source:
Giglioli et al. (2021) on ADB and WEO-IMF data. Note: the Covid-19 shock is mea-
sured as percentage of GDP. For the first wave, it is computed as the difference
between the IMF 2020 GDP growth projections made in April 2020 and in October
2019. For the second wave, it is computed as the difference between the IMF 2020
GDP growth projections made in October 2020 and in April 2020. The correlation
between the variables is 0.289 (p-value = 0.029) for the first wave and 0.228
(p-value = 0.087) for the second wave)

*It is worth recalling that the GVC participation, although normalized for each country’s exports,
also tends to be negatively correlated with GDP.
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Covid-19, GDP growth forecasts were strongly revised downward across
all countries. But, more importantly, there is a clear negative correlation
between GDP growth forecast revisions and GVC participation: with the
outbreak of Covid-19 and in the next few months, countries that were
more integrated into GVC suffered more in terms of GDP. In other
words, GVCs exposed countries to the covid-shock and acted as a trans-
mission channel. During the second wave, however, the sign of the cor-
relation flips: now higher GVC participation is associated with larger
positive forecast revisions. That is, during the second wave of Covid-19,
countries more integrated into GVCs were also more likely to recover
from the initial downturn. This is even more apparent if we consider the
difference between the two waves, that is the rebound from the initial
covid-shock, in relation to GVC participation (Fig. 10.2). The clear posi-
tive correlation between the rebound and GVC participation is immedi-
ately suggestive of what we may call GVC resilience. Thus, the aggregate
evidence shows that GVCs both (1) exposed countries to the covid-shock
and acted as a transmission channel, and (2) contributed to resilience and
recovery of economies. All these results also hold when using actual GDP
growth rather than forecast updates.

3.2 Sectoral Heterogeneity

GVCs in different sectors present distinct characteristics. Covid-19 had
differentiated effects on the various sectors in relation to the intensity of
face-to-face interactions and other sectoral specificities. In discussing
these impacts, as well as the impact on firms in the next subsection, we
focus on Italy.> According to official statistics, the impact of the
covid-shock on the Italian economy has been a GDP contraction of
about 9%, a number aligned with the IMF growth forecast revisions

A few recent studies provide suggestive evidence for this country (Ayadi et al., 2021; Di Stefano
et al., 2021; Giglioli et al., 2021, 2022; Giovannetti et al., 2020). Italy is among the top world
exporters, its GVC participation is relatively high and has increased over time reaching almost
50%. Moreover, Italy was the first western country to be hit by Covid-19 and the first to introduce
stringent restrictions on mobility. The first Covid-19 case was registered on the 17th of February
2020, and by the end of March many activities had been restricted. Between March and April
2020, Italian exports dropped by 45.8% and imports by 32.2% (Giglioli et al., 2022).
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Fig. 10.2 The resilience of GVCs. (Source: Giglioli et al. (2021) on ADB and WEO-
IMF data. Note: the rebound from covid-shock is measured as percentage of
GDP. It is the difference between the second-wave and the first-wave shocks. For
the first wave, the shock is computed as the difference between the IMF 2020 GDP
growth projections made in April 2020 and in October 2019. For the second wave,
it is the difference between the projections made in October 2020 and in April
2020. The correlation between the variables is 0.311 (p-value = 0.019). See the
appendix for country codes)

reported in Fig. 10.1 (Istat, 2021b). The Bank of Italy’s Business Outlook
Survey of Industrial and Service Firms shows very clearly how firms oper-
ating in different sectors suffered very heterogeneous turnover decreases
(Giovannetti et al., 2020). In Fig. 10.3, we see that large turnover reduc-
tions affected nine out of ten firms in face-to-face intensive service activi-
ties such as Hotels and Restaurants, but less than two out of ten firms in
essential industries such as Food and Beverage. In general, differently
than during the GFC, the covid-shock impacted the service sectors more
severely than manufacturing; this is of course in part due to the fact that
some services are more likely to rely on interpersonal interactions and
some of them have been regarded as non-essential by policy measures.
Other data sources confirm this sectoral evidence. For instance, data from
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Fig. 10.3 Sectoral shares of Italian firms with turnover reductions above 15%
and 30% in 2020. (Source: Giovannetti et al. (2020) on Bank of Italy’s Business
Outlook Survey of Industrial and Service Firms)

the World Bank Enterprise Surveys (WBES) on Italian firms provide a
similar sectoral ranking by turnover reductions. In Hotels and Restaurants,
turnover decreased by 88.8% on average (round 1 of the survey was con-
ducted in June 2020), while it decreased by 40.8% in Food and Beverages
(Giglioli et al., 2021). Thus, some sectors saw simultaneously enormous
and very widespread turnover reductions, while in other sectors average
reductions were relatively smaller (but still large in absolute size) with
very large ones concentrated among a minority of firms.

Sectoral turnover reductions can be related to export intensity of firms
or to GVC participation. From round 1 (June 2020) to round 2
(December 2020) of the surveys there is an increase in the correlation
between sectoral turnover changes and either export as a share of turn-
over or sectoral GVC participation (Giglioli et al., 2021). In Fig. 10.4, we
clearly see that, also at the sectoral level, GVC participation is positively
correlated with turnover growth during the second phase of Covid-19.
Again, this finding is suggestive of a certain degree of GVC resilience.
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Fig. 10.4 Sectoral changes in sales and GVC participation in Italy during the sec-
ond wave. (Source: Giglioli et al. (2021) on WBES and ADB)

The sectoral evidence adds elements of complexity to the analysis. Some
sectors, mostly services, were hit more because of their intrinsic charac-
teristics (i.e. higher face-to-face intensity and lower tradability). There is
heterogeneity both in the intensive (size of turnover reductions) and in
the extensive (how widespread across firms) margin; and GVCs likely
played an active role both in transmitting the shock and in contributing
to resilience.

3.3 Firms’ Reactions and Reorganization of GVCs

Firms are heterogeneous even within narrowly defined product catego-
ries, with larger and more productive firms more likely to operate inter-
nationally (Melitz, 2003; Wagner, 2012). This heterogeneity may lead to
apparently counterintuitive results. In fact, larger and more productive
firms are not only more likely to be in a GVC, but they are also typically
more innovative and more equipped to face negative shocks. Using the
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WBES, in Fig. 10.5, we see that the likelihood of covid-induced closure
(self-reported by surveyed firms) drops with the size of the firm. This
evidence is confirmed also by other data sources (Istat, 2021a). Moreover,
within each size category, except among large firms, internationalized
firms are less likely to interrupt their activity because of Covid-19, even
during the early phase of the pandemic.

Figure 10.6 reports the shares of firms with large turnover losses (i.e.
above 30%, which, according to the Italian law DL “sostegni” n. 41/2021,
was the threshold to be eligible for compensation) by type of internation-
alization for rounds 1 and 2 of the WBES. During the early phase of the
pandemic (round 1), the intensity of internationalization does not appear
closely related to the probability to suffer turnover reductions; that is,
internationalization did not shield firms. Considering that more interna-
tionalized firms also tend to be larger and more productive (for Italy see,
e.g., Agostino et al.,, 2019; Giovannetti et al., 2015; Giovannetti &

9.3%

Share of firms closures

1.1% 1.1%

All Small Medium Large

B Domestic ® International

Fig. 10.5 Shares of covid-induced firm closures among Italian firms. (Source:
Giglioli et al. (2021) on WBES (round 1)). Note: small: 5-19 employees; medium:
20-99; large: 100 and above. Internationalized firms are either exporters and/or
importers
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Fig. 10.6 Share of Italian firms with turnover reduction above 30%. (Source:
Giovannetti and Marvasi (2022) on World Bank Enterprise Survey. Note: two-way
traders are firms that both import and export. Two-way certified traders are those
with an internationally recognized certification (e.g. ISO). High-intensity refers to
firms that export more than 50% of their turnover and directly import more than
50% of their intermediate products)

Marvasi, 2018), the fact that they did not perform better in the first wave
is consistent with GVCs having facilitated shock propagation at the firm
level. As we have seen from the sectoral and country-level findings, how-
ever, the figure changes during the second phase of the pandemic. In fact,
in round 2 of the WBES, there is a clear ranking by internationalization
intensity: more deeply internationalized firms are much less likely to reg-
ister large turnover reductions. Importantly, this evidence holds also con-
trolling for sector and other firm characteristics (Giglioli et al., 2021;
Giovannetti et al., 2020). Again, these findings point towards a GVC-
specific role both in the initial transmission of the shock and in the resil-
ience of firms. Being a purely domestic firm is found to actually have
exposed firms to domestic shocks; furthermore, being disconnected from
the international market also provided fewer options once the foreign
economies started to recover. The micro-level evidence adds one crucial
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element of complexity: the covid-shock through GVC participation is
confounded by the fact that GVC firms not only are more exposed to
foreign shocks, but are also on average larger, more productive and gener-
ally better equipped to face shocks.

The idea that internationalized firms managed to cope better with
Covid-19 is further corroborated by several other statistics (Giglioli et al.,
2021, 2022). For instance, they were less likely to resort to wage integra-
tion measures, especially in round 2 of the WBES. Moreover, interna-
tionalized firms were faster to adapt and make use of smart or remote
working: by June 2020 (WBES round 1) only about 30% of domestic
firms declared to have started or increased the use of remote working,
while more than 80% of deeply internationalized firms (high-intensity
two-way traders) had already made use of it. Similarly, in the early phase
of the pandemic (WBES round 1), more internationalized firms were
faster to resort to online activities such as e-commerce.

Importantly, the fact that GVC firms seem to have suffered less from
the covid-shock overall does not imply that they were lightly impacted
nor that they needed not to take action in order to revise their interna-
tionalization strategies. Faced with disruptions, firms may have had to
close foreign plants, switch to alternative suppliers or repatriate some
activities. With the outbreak of Covid-19, even media and policy makers
became rapidly concerned with exposure to foreign shocks, and many
started to advocate for reshoring or similar policies that could apparently
reduce risks.? To this regard, the Bank of Italy’s Business Outlook Survey
of Industrial and Service Firms contains useful information.” Among
Italian firms having production facilities abroad, more than 85% did not

#The term reshoring has been used with slightly different meanings in different contexts. Reshoring
can be used in a strict sense to indicate the repatriation of foreign production activities (pure
reshoring), or in a broad sense to indicate a general reorganization of international production
including backshoring (moving production back home, i.e. pure reshoring), nearshoring (moving
production closer to home) or farshoring (moving production farther from home). Moreover, the
foreign activities involved may include owned subsidiaries or external suppliers. Recently, due to
geopolitical tensions, the neologism friendshoring has been used to indicate the relocation of activi-
ties towards foreign countries with more stable geopolitical relationships with the home country.
>'The survey answers have been collected by the Bank of Italy in the spring of 2021. The sample
includes about 5000 industrial and service firms with 20 or more employees, and is representative
of the Italian economy. For detail, see https://www.bancaditalia.it/pubblicazioni/indagine-imprese/
index.html and https://www.bancaditalia.it/pubblicazioni/sondaggio-imprese/index.html.
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close foreign plants in the last three years nor intend to do so (Fig. 10.7).
Only 7% of multinationals actually closed foreign plants: 2.9% com-
pletely stopped foreign production, 2.6% reshored back to Italy and
1.5% moved to a different foreign location. That is, only very few multi-
nationals chose to undo or drastically modify their internationalization
patterns. In a recent paper, Di Stefano et al. (2021) investigate this evi-
dence further, and rationalize it with a multi-period theoretical model
showing that high sunk costs are likely to be a major factor in determin-
ing the high degree of hysteresis or “stickiness” of GVC activity, especially
against temporary shocks (Antras, 2020). Considering external foreign
suppliers as opposed to owned subsidiaries—the former typically entail-
ing lower (sunk) fix costs and investment, thus being a more flexible
strategy than direct foreign production—corroborates the evidence
above. Among Italian firms having foreign suppliers, 90% did not reduce
their numbers nor intend to do so; and only 3.8% substituted foreign
suppliers with domestic ones (Fig. 10.8). In line with the aggregate

Has your company closed one or more production
facilities abroad in the last three years?

No, but I am .
A . Stopping
copmdermg doing so production
in the next year 2.0%
7.8% ’
No and I do Moving
not 1nt'end to production to
do so in the other foreign
next year countries
85.2% 1.5%
Reshoring
2.6%

Fig. 10.7 Reshoring and plant closures among Italian multinationals. (Source:
adapted from Giovannetti et al. (2020) on Bank of Italy’s Business Outlook Survey
of Industrial and Service Firms)
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Has your company reduced the number of foreign
suppliers in the last three years?

No, but I am
considering doing so

in the next year Mainly by
’ substituting
with domestic
No and I do suppliers
not intend to 3-8%
do so in the
next year
90.0% Mainly with
self-processing
of no-longer
purchased
inputs
0.9%

Fig. 10.8 Reorganization of foreign suppliers among Italian multinationals.
(Source: Adapted from Giovannetti et al. (2020) on Bank of Italy’s Business
Outlook Survey of Industrial and Service Firms)

country and sectoral evidence, also from the firm-level perspective, GVCs
show a high degree of robustness against shocks.

All in all, the available data suggest that GVC reconfigurations have
not been massive, at least as an immediate reaction to Covid-19 alone.
The covid-shock impacted and propagated along GVCs through several
channels and in heterogeneous ways. GVC firms had to face bottlenecks,
policy changes, unexpected shifts in demand and a high level of uncer-
tainty while finding new ways to remain competitive. How GVCs will
adapt to the new scenario and what challenges they will face in the future
are open issues that we discuss in the next section.
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4 Challenges in a Post-Covid World

After a decade of slowbalization and increased uncertainty, Covid-19 was
a major disruption that exposed risks and fragility of certain GVC con-
figurations. Firms were severely challenged in their internationalization
strategies, and responses could not be limited to minor adjustments, but
rather required new levels of awareness regarding the risks and new
approaches towards international competitiveness. In this section, we dis-
cuss the challenges for GVCs in a post-covid world. The main issue
regards the opportunity to change current GVC configurations, which in
turn depend on what kind of fragilities emerged and how well GVCs
handled disruptions. The pandemic made clear that the degree of expo-
sure to foreign shocks of firms and countries was very high and could
have negative impacts on economic activity. Whether it was in fact too
high, what could be done to reduce it and at what cost are open issues.

4.1 Reducing Exposure
Diversification

Interconnectedness implies a certain degree of exposure to foreign shocks.
However, the fragility of the entire system depends on the particular con-
figuration of the network of bilateral relations (Acemoglu et al., 2012,
2016; Carvalho & Tahbaz-Salehi, 2019). With Covid-19, one crucial
issue was the excessive reliance on and, thus, exposure towards specific
suppliers and markets. China is the main example of this as, for instance,
it provides about 25% of all the intermediate inputs used in high-tech
exports of the US, Japan, Korea and Mexico (Javorcik, 2020). During the
early phase of Covid-19, between February and June 2020, French firms
more exposed to the lockdown in China experienced larger sale reduc-
tions (Lafrogne-Joussier et al., 2022). In the Mediterranean area, coun-
tries with lower country-sector GVC diversification were exposed to
larger average GDP contraction by their supply and demand partners
(Ayadi et al., 2021). Greater diversification of suppliers and markets
would allow spreading the risk across many partners to balance out
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specific idiosyncratic shocks (Unctad, 2020). Evidence from the impact
of natural disasters shows the positive effects of diversification, and sug-
gests that GVCs may in fact adjust in this direction: after the 2011 earth-
quake in Japan, the motor vehicle sector reacted by increasing
diversification of suppliers (Matous & Todo, 2017). But diversification is
costly as it entails a higher number of collaborations and larger coordina-
tion costs. The trade-off between exposure and diversification poses a
challenge in terms of efficiency. Alternative suppliers may not be as pro-
ductive or reliable, while having a few highly productive suppliers
enhances economies of scale and lowers coordination costs. Firms, thus,
have clear economic incentives to limit the number of suppliers.
Furthermore, individual firms may have limited information on the risks,
which tilts their perceived incentives towards excessive exposure.

Effective diversification requires two elements: first, substitutability
between suppliers must be high; second, shocks must not be positively
correlated. Substitutability allows to switch from one supplier to the
other. This is much easier when inputs are standardized, while for highly
complex and customized inputs it can be hard and very costly to find
alternative suppliers (IMF, 2022). Moreover, substitutability may imply a
redundant replication of activities. Replicating segments of the supply
chain in different geographical regions (e.g. double sourcing) obviously
leads to a duplication of (fix and sunk) costs as well as lower exploitation
of scale economies, with clear efficiency costs (Unctad, 2020).
Furthermore, even when some degree of duplication or redundancy is
feasible, it might not be enough to reduce exposure if the duplicated
activities or the alternative suppliers share similar economic conditions
making their shocks positively correlated. In this situation, the costs of
diversification are not matched by the gains in terms of risk reduction.
Therefore, even if diversification is a possibility, it requires a complex
evaluation of efficiency versus redundancy. This is a challenge that GVC
firms will have to address.
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Resilience and Robustness

Substitutability and redundancy both help reduce exposure but they have
different implications on how they allow firms to respond to shocks.
Substitutability allows to quickly respond, adapt and adjust when there is
a shock. Redundancy allows to continue operations with only minimal
adjustments and possibly no reconfiguration at all, since the alternatives
are already there and ready to operate. Inventory stocks operate in a simi-
lar manner and, in fact, also played a similar role during the pandemic.
Firms with low inventories were more sensitive to input supply disrup-
tions and suffered more relative to firms that could count on large inven-
tory stocks (IME 2022). Not surprisingly, the covid-shock did not
propagate because of low diversification by itself, but because the type of
diversification revealed insufficient in terms of either substitutability or
redundancy or inventory stocks. Among French firms, in the early phases
of the pandemic, the shock propagation has been found to be stronger
among firms with low levels of inventory, while substitution away from
China was limited even among diversified firms (Lafrogne-Joussier et al.,
2022). This evidence points towards a low degree of immediate substitut-
ability among GVC suppliers, which is consistent with the idea that cus-
tomized inputs and a strong degree of input specificity make the
propagation of idiosyncratic shocks through GVCs easier (Barrot &
Sauvagnat, 2016). In more complex GVCs, redundancy and inventory
stocks may thus be relatively more valuable, while in more standardized
GVC substitutability could be more effective. These differences are
embedded into the concepts of resilience and robustness used in the risk
management literature. Resilience is the ability to quickly return to the
normal level of operations after a disruption. Robustness is the capacity
to maintain the level of operations throughout a crisis (Brandon-Jones
et al., 2014; Miroudot, 2020a). Different types of GVCs are likely to
present different combinations of resilience and robustness. International
linkages characterized by large specific investment and sunk cost, and by
low substitutability, tend to make GVCs more robust and less responsive
to environmental changes (Antras, 2020; Constantinescu et al., 2020Db).
However, as seen above, the general evidence on how gross world trade
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and GVC-related trade reacted to the covid-shock shows that on aggre-
gate GVCs have been incredibly resilient, collapsing in the early phase of
the pandemics to quickly return to pre-pandemic levels within a few
months. The challenge for GVCs is to find the right balance between

resilience and robustness.

Regionalization

Regionalization aims at reducing exposure to geographically distant
economies outside the home region. A more extreme way to reduce for-
eign exposure is through reshoring, that is by closing plants abroad and
moving them back to the home economy or by shifting to domestic sup-
pliers (Unctad, 2020). While the cost of regionalization primarily stems
from the diminished productivity gains and learning possibilities as well
as from the reduced possibility to exploit wage and production cost dif-
ferentials between countries, the advantages include lower transport
costs, easier coordination of GVC activities and possibly lower geopoliti-
cal uncertainty. Strongly regionalized GVCs imply less scope for diversi-
fication and substitutability between suppliers and markets either because
the pool of potential partners is smaller or because shocks can be region
specific, a possibility that seems more likely exactly when regions are
more deeply integrated (Arriola et al., 2021). The costs of reshoring rela-
tive to regionalization extend to the complete loss of previously made
specific investments and to the renunciation of any international spill-
over, while the additional benefits may include superior input quality and
a “Made in” effect (Barbieri et al., 2020). With reshoring, the economy
disconnects from foreign shock propagation through GVCs, while with
regionalization foreign shocks can still be transmitted. One crucial differ-
ence is that while diversification is still possible under regionalization,
reshoring provides protection from foreign shocks at the cost of increas-
ing the already high exposure towards domestic shocks. This is because
there exists a “home bias” in the sourcing of intermediates, so that in
practice greater diversification is typically obtained by sourcing more
inputs from abroad, not less. Worldwide firms largely source intermedi-
ate inputs in the home economy, up to 82% in western countries (Lan
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etal., 2022). Sectors that were hit more severely by the covid-shock such
as hospitality, finance and health care happen to also be those with the
greatest room to diversify (IME 2022). Despite contributing to shock
propagation, GVCs also provided diversification, reduced vulnerability
and contributed to resilience when domestic production was disrupted
(Eppinger et al., 2020; Espitia et al., 2022). In a world of reshoring where
GVCs were renationalized, the GDP contraction would have been even
larger than the observed one (Bonadio et al., 2020). Thus, while region-
alization and reshoring might be possible ways to reconfigure GVCs, they
are costly choices, and there is the danger of increasing risk exposure
rather than reducing it. Hence, a strong reversal of globalization is prob-
ably unlikely and undesirable. Yet some degree of regionalization and
reshoring may be an option especially under long-run structural changes
in the economic environment towards more uncertainty, more restrictive
trade policies, lower-wage differentials or diffusion of new less-trade-
enhancing technologies such as 3D printing and robotization (Artuc
et al., 2018, 2019; Dachs & Seric, 2019; Seric & Winkler, 2020b).
Additive manufacturing and industry 4.0 technologies may reduce the
benefits of locating in distant (low-cost) countries (Antras, 2020; Laplume
etal., 2016; Seric & Winkler, 2020a) and thus favour regionalization and
reshoring (Castellani et al., 2022; Dachs et al., 2019; Gray et al., 2013;
Hannibal & Knight, 2018).

4.2 Understanding the Nature of Shocks
Temporary and Permanent Shocks

Fix and sunk costs, and specific investments make GVCs sticky and less
responsive to change (Antras, 2020; Constantinescu et al., 2020b).
History and past decisions matter and carry a weight onto current eco-
nomic incentives. The incentive to undo previously made choices is low
because the upfront costs have already been paid while changing the cur-
rent patterns implies new additional investments. This makes the status
quo relatively more appealing even against adverse shocks. Furthermore,
in the presence of uncertainty firms may choose to postpone investment
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decisions (Constantinescu et al., 2020b). Trade policy uncertainty has
been shown to have reduced US investment by about 1.5% in 2018
(Caldara et al., 2020) and led Chinese firms to reduce investment and
R&D expenditures, and make lower profits (Benguria et al., 2022). In
evaluating the possibility to afford costly decisions that have an impact
on future economic incentives, firms must carefully consider their time
horizon. This implies that the nature and type of shocks are crucial.
Temporary shocks can have long-lasting effects, but to trigger them they
often need to be exceptionally large in magnitude. If the relevant time
horizon is long enough (and if the discount factor is not so big that future
payofl is nearly irrelevant), temporary shocks may even not produce sig-
nificant impacts at all. On the contrary, permanent shocks do not have to
be particularly large to yield long-run implications, and small permanent
shocks might be enough to induce behavioural changes. Firms are more
likely to change their internationalization strategy if they perceive a shock
as permanent, for example a long-lasting policy shift (Antras, 2020).
Even the anticipation of a permanent shock may be enough as, for
instance, “tariff scares”, that is threats to raise tariffs in the future, can
reduce trade even if they never actually materialize (Crowley et al., 2018).
Whether the covid-shock per se was or was perceived as permanent by
GVC firms, and whether it was large enough, is ultimately an empirical
issue. The shock has been obviously severe and long-lasting enough to
spur some permanent effects for at least some firms, but it is unclear
whether it had permanent effects on GVCs as a whole, given the high
degree of resilience observed in the data. Evidence on manufacturing
trade and output of French firms suggests that the shock has been largely
perceived as temporary, at least in the early months of the pandemic
(Lafrogne-Joussier et al., 2022). The average US and UK firm perceived
more downside risk at the beginning of the pandemic, but by 2021 the
upside risk started to dominate, that is firms began to be more concerned
about facing a strong rebound in sales rather than a strong contraction; at
the same time, however, dispersion of the distribution of one-year-ahead
own-sales growth rate forecasts increased, reflecting heterogeneity of
exposure and perception, with some firms more concerned with down-
side risk and others with upside risks (Bunn et al., 2021). Similar evi-
dence that on average the perceived downside risk increased dramatically
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with the outbreak of Covid-19, but then the perception shifted towards
upside risk, has been found among Italian firms as well (Fiori & Scoccianti,
2021). Because the impact and the response to temporary and permanent
shocks can be very different, the challenge ahead for GVC firms is to

understand what kind of scenario is more likely in a post-covid world.

Idiosyncratic and Systemic Shocks

The actions aimed at mitigating risks from temporary and permanent
shocks largely regard individual firms and their own cost and benefit
trade-offs. A different challenge, however, stems from the possible mis-
alignment between individual incentives and systemic risk. Evaluating
this issue requires a broader perspective. We stressed that diversification is
not effective when shocks are positively correlated. Against exceptionally
correlated shocks, or simultaneous ones or against a global shock, there is
not much that individual firms can do. In this case, the issue is systemic
and is hardly incorporated into individual incentives. Consider the case
of many independent firms that unknowingly select and diversify across
the same set of suppliers (e.g. the pool of suppliers might be limited) so
that each supplier sells to all the buyers. From an individual perspective,
this scenario is one of high diversification since buyers and suppliers are
individually diversified. But this is not enough against systemic shocks,
because, in this example, the network structure is such that a single shock
to, say, one supplier impacts all the downstream buyers simultaneously.
Moreover, if all the buyers try to substitute towards the same alternative
supplier, it may be impossible to satisfy the demand spike, resulting in a
big systemic disruption. While this is a very specific example, it illustrates
well how firms” individual diversification can be ineffective when sys-
temic factors are ignored. In the example, diversification is in fact effec-
tive against idiosyncratic disruptions of single buyer-supplier links, but
not against disruptions of nodes (i.e. either buyers or suppliers with all
their links). It is easy to imagine that with multiple tiers of suppliers, the
complexity of the system and the information gap drastically increase.
Automobile manufacturers have on average about 250 direct suppliers,
but the number grows to 18,000 when indirect suppliers are included;
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similar evidence applies to acrospace and technological companies
(Baumgartner et al., 2020). In complex networks such as GVCs, disrup-
tions can easily be magnified and there is a crucial difference between
idiosyncratic and systemic shocks (Acemoglu et al., 2012, 2016; Barrot
& Sauvagnat, 2016). GVC firms tend to be aware of idiosyncratic shocks
that might affect specific sectors or single suppliers in given countries,
and have a clear incentive to consider this information (Baldwin &
Freeman, 2022). But individual firms ignore how all other firms are
interconnected and cannot possibly internalize this systemic informa-
tion; or they may lack the incentive to do so. The result is a misalignment
between individual and social trade-offs, with asymmetric information
causing firms to bear too much risk, a negative externality that increases
exposure to systemic shocks. This is another challenge that GVCs will
have to face in the years ahead. In this case, Governments may play a
crucial role in closing the information gap and helping individual firms
internalize systemic risk in order to make more strategic decisions

(IMFE, 2022).

5 Conclusion

This chapter provided an overview of GVC resilience during Covid-19
and discussed some of the challenges ahead. The future of globalization
and GVCs remains unclear in a world increasingly characterized by vola-
tility, uncertainty, complexity and ambiguity (VUCA) (Bennett &
Lemoine, 2014; van Tulder et al., 2019). The Covid-19 pandemic did
not halt globalization, but it hit the world in a slowing down phase and
probably accelerated some existing trends. GVCs demonstrated an
incredible level of resilience; and GVC firms, despite being exposed to
foreign shocks and having been severely hit, also proved to be the best at
mitigating risks (Sheff1, 2015). Recent evidence shows that firms did not
undo their international production networks, and reshoring (either of
own subsidiaries or of suppliers) was only chosen by a small minority of
multinationals in the aftermath of Covid-19. Nonetheless, with the new
geopolitical tensions brought about by the war in Ukraine, the possibility
of a reinforcement of regional blocks does not look remote. Despite its
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great impact, Covid-19 was largely perceived as temporary; on the con-
trary, trade policy changes, the surge of inflation and the last geopolitical
developments are expected to have long-lasting effects which are very
likely to induce firms to revise their internationalization strategies.
Globalization is not going to end, but some reconfiguration of GVCs is
underway. In the new type of globalization, security and resilience matter
more than mere efficiency as businesses need to find reliable partners in
countries linked by stable relationships. Firms and policy makers need to
be aware of the situation and carefully evaluate costs and benefits. The
idea that resilience can be obtained by increasing the reliance on domes-
tic production does not find support in the facts. The academic literature
and the available evidence show that policy proposals to reduce the
dependence on foreign suppliers are probably misguided (Baldwin &
Freeman, 2022; IME 2022; Miroudot, 2020b). Redundancy and larger
inventories are possible strategies but also costly ones. Recent news report
that the largest 3000 firms globally have increased inventories from 6%
t0 9% of world GDP since 2016; and there is wide use of dual sourcing
and longer-term contracts (The Economist, 2022). Firms should primar-
ily point towards solutions that enhance flexibility and agility in order to
mitigate risks with minimal efficiency losses. This is more likely to be
attained through collaboration, also at the international level, rather than
in isolation (Scholten & Schilder, 2015). Toyota, for instance, used a
combination of actions to increase resilience: standardization of compo-
nents allowed shared inventories, enhancing flexibility across sites; new
technologies were used to build an integrated database of suppliers and
components; reliance on single locations was reduced through regional
diversification; moreover, specialized single-source suppliers were asked
to locally diversify production sites and to hold extra inventory
(IME 2022).

Against this backdrop, while firms are reorganizing autonomously,
governments and policy makers are looking for actions. Moves towards
protectionism or reshoring, with no consideration for GVC complexity,
are short-sighted as long-term policies. Where there seems to be more
room for successful policy interventions is in creating the right environ-
ment for GVC firms to take actions towards diversification, flexibility
and agility. Government regulation contributes to shaping the economic



10 Global Value Chain Resilience and Reshoring... 255

incentives of individual firms. Through appropriate regulation, govern-
ments can help share information and take into account systemic factors
that are hardly internalized by individual agents. Trade facilitation mea-
sures, eliminating red tape, or transparent certification procedures can
contribute to reducing policy uncertainty and giving firms more viable
options to diversify and reconfigure their network. Similarly, information
sharing and regulation favouring actions to mitigate systemic risk that
private agents would have little incentive to undertake, including on
environmental issues, can be an additional source of resilience. The idea
of “stress tests” in which companies need to show that their operations
reach a minimum level of resilience goes in this direction (Miroudot,
2020b; Simchi-Levi & Simchi-Levi, 2020). Even more, these stress tests,
or more generally policies aimed at increasing general GVC resilience,
should go beyond firms and adopt a GVC perspective (Gerefh &
Sturgeon, 2013). Implementing these policies is challenging because
their success depends on policy makers having the right vision as well as
on fruitful international cooperation. On the former, promoting dia-
logue with the private sector is important, and scholars from a range of
disciplines can play a relevant role in informing the debate on GVCs
(Kano et al., 2020). The current possibilities to increase international
cooperation are instead uncertain, especially in multilateral environ-
ments. In the meanwhile, GVC firms need to prepare to face the new
challenges in a post-covid world.
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