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Abstract

This paper analyses the structure of foreign direct equity
investments in Croatia and econometrically tests the existence
of a foreign ownership premium among Croatian non-finan-
cial corporations. With the use of a novel dataset generated by
the merger of two firm-level databases, it is found that in the
2002-2017 period foreign equity investments in non-financial
corporations were relatively modest and that the motivation of
most of the investments was to expand into the local market
(market-seeking FDI), and only partly to increase the efficien-
cy of the investor's business group. As for the mode of entry,
most investments were greenfield projects, although brown-
field investments were also significant, reflecting the large scale
privatization of state-owned enterprises. However, it is found
that the industry structure of investments was unfavourable as
only a smaller part went into tradable sectors and high-tech
industries. Compared to domestically-owned companies, re-
gression analysis has firmly established the existence of an or-
ganizational, technological and financial premium of foreign
ownership among Croatian non-financial corporations, which
differs depending on the size of the company, industrial and
regional affiliations, business orientation on local or foreign
markets, type of foreign ownership, mode of entry, as well as
the origin of the foreign investor. Actually, the foreign owner-
ship premium is higher in small and medium-sized enterprises
and those that are oriented towards the local market, and when
the concentration of foreign ownership is higher. Also, the pre-
mium is higher when the foreign investor originates from a
more developed country.
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1 Introduction

During the last almost three decades, many of the less de-
veloped European countries have tried to attract foreign in-
vestment, recognizing its potential in accelerating economic
growth and smoothing the transition from planned to market
economy. Indeed, foreign investment brings numerous ben-
efits to the host economy, both at a macroeconomic and at a
microeconomic level. Apart from being a relatively stable form
of capital inflow, which is particularly important for countries
with inadequate domestic savings and accumulated macroeco-
nomic imbalances, foreign direct investment brings abundant
macroeconomic benefits, the most important being job crea-
tion, increasing tax revenues, widening the export base and in-
creasing the competitiveness of the economy. At the microeco-
nomic level, foreign ownership results in a surge in the transfer
of superior knowledge and technology, creates opportunities
for faster involvement in global value chains, and often pro-
vides access to more stable and affordable sources of funding.

Although policy makers often take the benefits of foreign
direct equity investments for granted, the empirical findings
on their true impact are not that straightforward. Specifically,
empirical studies are often based on aggregate macroeconomic
data on inflows or stocks of foreign investments, almost com-
pletely neglecting the fact that behind the aggregate variables
there are numerous investment projects, heterogeneous in na-
ture, that can ultimately affect the recipient country in differ-
ent ways, depending on the motives behind each investment as
well as on the mode of entry of foreign investors into the local
market. In that context, with the increased availability of micro
data, the newer literature increasingly places companies at the
very centre of their research of the effects of foreign invest-
ments. The basic assumption of this type of research is that

foreign investors invest in other countries in order to capitalise
on the advantages of having resources that are not necessarily
available to local entrepreneurs (Dunning, 1993).

Following the same assumption, this research seeks to ex-
amine the benefits of foreign ownership taking Croatian com-
panies over the 2002-2017 period as an example through the
estimation of the foreign ownership premium reflected in dif-
ferent organizational, technological or financial aspects of non-
financial corporations. Premiums are estimated for different
types of foreign investments, depending on the motivation of
investors (expansion into the local market or increasing the ef-
ficiency of the investors’ business group), mode of entry (inde-
pendent venture, joint venture, privatization or takeover), size
of the company, industry field, country of foreign investor and
SO on.

The paper is structured as follows. After the introduction,
the second chapter provides a brief overview of empirical lit-
erature, with an emphasis on the contribution from this par-
ticular research. Then, in the third chapter, the data sources
used in the descriptive and empirical part of the research are
described. The fourth chapter presents a detailed descriptive
analysis of foreign direct equity investments in Croatia based
on data collected by the Croatian National Bank and the Fi-
nancial Agency directly from companies, which, according to
the authors’ best knowledge, have not been used so far in such
a structural analysis of foreign direct equity investment. Based
on the same data, the fifth chapter econometrically evaluates
the foreign ownership premium with regard to different criteria
(industry and region in which the company operates, its busi-
ness orientation, relation with the foreign investors, as well as
the mode in which the investment was carried out).

2 Literature overview and research contribution

Empirical literature dealing with the effects of foreign direct
equity investment on the recipient country is quite rich. How-
ever, most of the literature consists of multi-country macro-
economic studies that only partly take into account the spe-
cifics of each national economy, and thus cannot be widely
applied. By contrast, microeconomic studies that rely on firm-
level data and thus take into account the heterogeneity of in-
dividual investment projects (Wang et al., 2012), allow for a
more precise measurement of the effects of foreign investment
on the business performance of individual companies, as well
as the measurement of spillover effects on other companies
and consequently on overall macroeconomic activity. Thanks
to the increasing availability and quality of the data, the num-
ber of micro-based studies is on the rise at the global level.

Methodologically speaking, in microeconomic studies, the
effects of foreign investment are most often measured by the
direct comparison of foreign and domestically-owned compa-
nies through the calculation of the so-called foreign ownership
premium using various firm characteristics and performance

indicators. Expectedly, most such studies confirm the generally
accepted assumption that foreign-owned companies have bet-
ter characteristics and performance than domestically-owned
companies (this was confirmed by Doms and Jensen in 1995,
taking the example of US companies; Goethals and Ooghe in
1997 for Belgian companies; Conyon et al. in 2002 for British
companies; Aydin et al. in 2007 for Turkish companies; and
Geliibcke in 2012 for German companies). Most of these au-
thors point to higher productivity and wages in foreign-owned
companies, their greater capital and technological intensity as
well as their better financial performance, primarily the higher
profitability and lower financing costs. They attribute these
findings to the fact that foreign-owned companies possess spe-
cific advantages that enable them to use scarce resources more
efficiently than domestically-owned companies, primarily in
terms of more advanced technology, better financial conditions
and higher-quality human capital (Caves, 2007; Shiu, 2009).
The explanation may also be in the positive selection by foreign
investors when choosing the domestic companies in which to



invest, i.e. in their tendency to invest in companies with above-
average performance (Bentivogli and Mirenda, 2016).

However, there are exceptions. For example, Konings
(2001) did not find any positive effects of foreign ownership
in a sample of Bulgarian and Romanian companies, as did not
Khawar (2003) with a sample of Mexican companies. Like-
wise, Barbosa and Louri (2005) found almost no difference
between foreign-owned and domestically-owned companies in
Portugal and Greece. According to these studies, better knowl-
edge of local markets and established distribution channels are
some of the advantages that can be better capitalized on by
domestic owners rather than foreigners. Whereas most of the
mentioned studies did not distinguish between different levels
of foreign ownership, Azzam et al. (2013) have shown with
Egyptian companies as an example that foreign ownership may
have non-linear effects, i.e. that its positive effects decrease af-
ter a certain level of foreign ownership and have also shown
that the effects differ depending on the sector of the econo-
my. Similarly, HintoSova and Kubikova (2016), taking Slovak
companies as examples, confirmed that a company’s perfor-
mance improves with a higher level of foreign ownership, but
only up to the level of about 60%, after which it deteriorates
compared to peer companies.

In most studies examining the case of Croatia, the effects of
foreign direct equity investment are analysed from a macroeco-
nomic perspective (Vuksi¢, 2005; Derado et al., 2011; Derado,
2013; Kersan-Skrabi¢ and Tijani¢, 2014). Only a few studies
have been carried out at the microeconomic level, and these
are relatively outdated studies focusing on the manufacturing
sector. Using descriptive analysis, Skudar (2004) confirmed
the positive effects of direct equity investment, both greenfield
and brownfield, taking the example of Croatian manufactur-
ing companies in the period from 1998 to 2002. These posi-
tive effects are reflected in faster income and capital as well
as productivity growth of foreign-owned companies. The same
author pointed out that positive effects of direct investment on
the firm-level did not translate into macroeconomic benefits,
at least not as much as in other transition European countries,
due to the relatively small volume of foreign investment in re-
lation to other sectors, primarily the services sector. Another

significant piece of research, Mari¢ (2008), using a sample of
about 2,400 companies in the period from 1999 to 2005 also
confirmed the positive effects of foreign ownership on the pro-
ductivity of companies that are the object of foreign investment
as well as spillover effects on the productivity of other compa-
nies in the manufacturing industry.

Research questions raised by these authors are still very im-
portant for Croatia, especially in the context of low potential
growth of the domestic economy and the possible positive im-
pact of equity investment in that respect. The present research
complements the existing empirical knowledge on the link be-
tween foreign ownership and business performance at the mi-
cro level, which is the basis for understanding the impact of
FDI at the macroeconomic level. Actually, from the empirical
point of view, the contribution of our research is significant in
many ways. Primarily, using a newly created data set, the pa-
per disaggregates the foreign direct equity investment in Croa-
tia by new criteria, perhaps the most interesting being the mo-
tives of foreign investors and the mode of their entry on the
local market, thus shedding new light on aggregate FDI de-
velopments in Croatia. At the microeconomic level, the main
contribution of this research is in the estimation of the foreign
ownership premium using a considerably broader set of struc-
tural and performance indicators that have not been used pre-
viously, while using a much larger sample of companies over
a longer period of time (2002-2017). Namely, for the first
time, according to the best of our knowledge, the regression
model is used to estimate the foreign ownership premium in
various organizational, technological and financial aspects of
business performance of Croatian non-financial corporations.
The model takes into account the heterogeneity among com-
panies in terms of size, industry field and regional affiliation,
business orientation, modality of foreign ownership and so on.
The differentiation of the foreign ownership premium with re-
spect to all of these aspects significantly contributes to a better
understanding of the behaviour of foreign investors and can be
used by economic policy makers in creating measures to stim-
ulate foreign investment with a view to improving the country’s
macroeconomic outlook.

3 Data sources

For the purposes of this study, data from two firm-level da-
tabases were used. The first one is the Croatian National Bank
(CNB) database containing detailed information on foreign di-
rect equity investment' from 1990 to 2018. Namely, legal enti-
ties in Croatia are obliged to report to the CNB prescribed data
on foreign direct equity investment for the purpose of moni-
toring external sector developments, i.e. the compilation of
the balance of payments. The advantage of the CNB database
is that it is the only source that includes specific information
related to each investment, such as the type of equity invest-
ment, method of payment, country of investor and acquired

share in the company. This database is than merged with the
annual financial statements of non-financial corporations re-
ported to the Financial Agency (FINA) during the 2002-2017
period based on the identification number as company iden-
tifier. Companies operating in Croatia are obliged to submit
their annual financial statements to FINA for statistical and
other purposes, which are then examined and aggregated and
made available to other institutions and users. The FINA da-
tabase contains several hundreds of information items from
companies’ balance sheets and profit and loss accounts. By
merging these two databases, or pairing companies with their

1 In this paper the definition of foreign direct equity investment refers to those investments where a foreign owner acquires at least 10% of the share in the com-

pany’s share capital.



characteristics from each of the two databases, a unique data
set is created, enabling a much more detailed disaggregation of
total foreign direct investment as well as a deeper insight into
the microeconomic aspects of foreign investments.

Based on this newly created data set, in Chapter 4 total for-
eign direct equity investment in non-financial corporations
during 2002-2017 period is disaggregated. The disaggregation
analysis encompasses 9,717 non-financial corporations that
received foreign investment at different years during the ob-
served period. These are companies for which complete data
are available, i.e. those that have properly reported the data on
foreign investment to the CNB and have also submitted annu-
al financial statements to FINA. The analysis does not include
456 companies that did not submit annual financial statements
to FINA, but their importance in the total value of foreign di-
rect equity investment is not significant, as they are mostly in-
active companies’.

The sample of companies in foreign ownership used in the
calculation of the foreign ownership premium in Chapter 5
is considerably smaller than that used in Chapter 4. Namely,
in the period from 2002 to 2017, over 100 thousand compa-
nies operated in Croatia, of which 9,717 analysed in Chapter
4 were foreign owned. This number was reduced by “clean-
ing” performed on the basis of several criteria. Out of the total
population, first were excluded companies operating in those
activities where no foreign investments were recorded in the
observed period (at the fifth level of the NACE Classification).
Then, companies having fewer than 10 employees on aver-
age during the observed period were excluded. Thus, to cal-
culate the foreign ownership premium in Chapter 5, a sample
of 35,324 companies was used, of which 2,185 were foreign
owned and 33,139 were domestically owned. A detailed over-
view of the sample structure according to different criteria is
given in Table 1 in the Appendix of the Paper.

4 Analysis of the structure of foreign direct equity investments

Looking at aggregate indicators of foreign direct invest-
ments, such as the percentage of the stock of FDI in GDP,
Croatia stands out as one of the best performers among new
EU member states, which is somewhat surprising given that
Croatia lags behind peer countries when it comes to overall
macroeconomic performance. Firm-level data used in the anal-
ysis below shows a somewhat different picture of the seem-
ingly favourable performance of the Croatian economy when
it comes to attracting FDI, as it allows for detailed insight into
the composition of the realized inflows of foreign investments.

First of all, total inflow of foreign direct equity investment in
Croatia is to a large extent related to equity investments in the
financial sector, which is to be expected in view of the bank-
centric financial system and the high share of foreign owner-
ship in the domestic banking sector’. As indicated in Figure 1
(left), during the period of excessive credit activity before the
global financial crisis, there was a noticeable inflow of direct
equity investments associated with banks and insurance com-
panies, while after the crisis and the collapse of credit activ-
ity these inflows almost completely dried up. Secondly, there
are also significant foreign investments that have been realized
by converting debt to affiliated companies into equity (debt-to-
equity swaps). Such transactions intensified with the outbreak
of the crisis, creating an appearance of a higher level of foreign
equity investments, while in fact, these foreign-owned com-
panies got into difficulties and their debt to their parents was
converted into equity as part of their restructuring program.
Furthermore, in Croatia there are so-called round-tripping
transactions that increase the level of direct equity investments
on both assets and liabilities sides of the FDI account (such
investments were realized in quite a large amount by several
companies in 2008, 2009, 2010 and 2014).

When these three categories of investments are exclud-
ed, the remaining foreign direct equity investments in non-
financial corporations (excluding debt-to-equity swaps) in
Croatia show a different picture. The average value of the nar-
rower aggregate of foreign direct equity investment over the
2002-2017 period halved from 3.1% of GDP to 1.5% of GDP.
Nevertheless, although relatively modest, the inflow of invest-
ments in non-financial corporations was quite stable through-
out the observed period (ranging from 1 to 2% of GDP),
which supports the theoretical assumptions that foreign direct
investments are a relatively stable form of capital flows (Loun-
gani and Razin, 2001; Lipsey, 2001; Sula and Willet, 2006).
The only exceptions were in 2006 and 2008, when somewhat
larger investments were recorded, almost exclusively reflecting
one-off effects associated with large scale privatizations of two
state-owned enterprises in the manufacture of chemicals and
oil industry.

Not only are foreign direct equity investments in non-
financial corporations relatively modest, their structure is also
quite unfavourable, as can be seen in Figure 1 (right). Namely,
investments in non-tradable sectors such as trade, telecommu-
nication and real estate are most represented. At the same time,
the tradable industries are underrepresented, with most foreign
investments realized in the oil industry and the manufacture
of chemicals and tobacco, where the total value of foreign eq-
uity investments is again dominated by several companies and
the associated privatisation and takeover transactions involving
companies in domestic private or state ownership. Apart from
these industries, the other manufacturing industries and ac-
commodation services stand out as activities with a somewhat
greater export potential. In addition to the prevalence of invest-
ments in the non-tradable sector, the structure of investments

2 Because of the adjustments made by authors for analytical purposes and other methodological differences, aggregate data on foreign direct equity investment

may differ from official CNB data.

(o

According to CNB data, the share of foreign-owned banks’ assets in total banks’ assets at end-2018 stood at 90.1%, and was similar to the structure witnessed

for almost two decades (available at https://www.hnb.hr/-/pokazatelji-poslovanja-kreditnih-institucija).



4 ANALYSIS OF THE STRUCTURE OF FOREIGN DIRECT EQUITY INVESTMENTS

non-financial corporations by activities (right)

Figure 1 Foreign direct equity investment in Croatia (left) and the structure of foreign direct equity investments in
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in terms of technological intensity is also unfavourable; nearly
four-fifths of foreign investments made in the manufacturing
industry (excluding oil, tobacco and chemical industry) are re-
lated to low-tech or medium-low-tech activities®.

Figure 2 (left) shows foreign direct equity investments in
non-financial corporations by the mode of entry of foreign in-
vestors into the local market. Any foreign investment is preced-
ed by a decision on the mode of entry, i.e. whether the investor
will start the business from the very beginning by establishing
a new company or by taking over an existing company in the
ownership of residents or the government. In this context, one
can distinguish between’ greenfield investments, which imply
the establishment of a new company, and brownfield invest-
ments which imply the takeover of an existing company from
a private resident or the privatization of a state-owned enter-
prise. If the investor decides to establish a new company, the
next decision is whether to do it independently or in the form
of a joint venture with a local or foreign investor, where the
key difference is that a joint venture, along with its potential
advantages, also entails certain risks for the foreign investor
due to a lower degree of control. In this connection, it should
be noted that in the context of a positive contribution of for-
eign investments to the host country, the literature generally
gives a preference to greenfield investments (for example, Ba-
yar, 2017; Neto et al., 2010; Luu, 2016). On the other hand,
significant brownfield investments are not uncommon in tran-
sition and post-transition countries which went through the
process of privatization and accelerated external liberalization
of the economy, often pressed by insufficient domestic savings
and accumulated macroeconomic imbalances.

This is also the case in Croatia, where brownfield

investments were significant in the years before the crisis (they
amounted to around 53% of total foreign equity investments
in the 2002-2008 period), when large privatization projects
took place. However, after the crisis, the importance of brown-
field investments declined (accounting for around 35% of total
foreign equity investments in the 2009-2017 period), as there
were no significant privatizations of state-owned enterprises by
foreign investors. However, the amount of transactions related
to companies that were acquired from domestic private owners
increased notably, primarily due to the later recapitalization of
earlier takeovers, while the value of new takeovers started re-
covering only in 2012 (Figure 2 left). However, this structure
is partly to be expected, given that acquisitions are often larg-
er in value than greenfield projects. Looking at the number of
new projects®, greenfield investments are much more frequent
than brownfield projects, although the number of new projects,
both greenfield and brownfield, has been severely reduced
since the outbreak of the crisis. The number of new projects
increased briefly after Croatia’s accession to the European
Union, but soon returned to the level recorded immediately be-
fore the EU entry.

Looking at greenfield investments in more detail, in Figure
2 (left) it can be noticed that a joint venture as a modality of
direct investment is highly represented, mostly as joint ven-
tures with local entrepreneurs. There are numerous motives for
a foreign investor to engage in a joint business venture with a
local entrepreneur, but there are usually two reasons. First and
foremost, a foreign investor associates with a domestic entre-
preneur to share technology, know-how and resources, and to
use local knowledge of business practices and established dis-
tribution channels, which significantly increases the likelihood

4 Sectoral division of manufacturing industry according to the degree of technological intensity is made according to Eurostat classification (investing in research
and development / added value). http://ec.curopa.cu/eurostat/statisticsexplained/index.php/Glossary:Hightech_classification_of_manufacturing_industries

(@]

The division by type of investment shown in Figure 2 (left) is based on the initial status of the company / project and any later recapitalization of the same com-

pany is attributed to the same investment type. In this way, the time dimension of the investment project is taken into account, which is especially relevant for the
newly established companies, as the realization of greenfield projects can last for several years, and foreign investors often pay the minimum founding capital at

the very beginning and later recapitalize the company.

6 The number of new greenfield projects refers to the number of new companies established in the observed year, with real estate business being excluded. Prior
to Croatia’s joining the European Union, it was difficult for non-residents to purchase real estate in Croatia, so it was often a practice to set up companies that
served only for the acquisition of the real estate and kept out of business thereafter.

Matej Bule and Andrijana Cudina
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and structure of investment values by activity (right)

Figure 2 Greenfield and brownfield investments in non-financial corporations by mode of entry of foreign investor (left)
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of positive spillovers from foreign investments. On the other
hand, there are also cases when the reason for the joint venture
is the high level of administrative and other barriers to doing
business (for example, a high level of corruption), joint ven-
tures with local companies reducing the investment risks. The
reasons why in fact foreign investors in Croatia associate with
local entrepreneurs are difficult to establish and are not best
explored, with the existing literature mainly dealing with the
motives of local entrepreneurs, not foreign investors (for ex-
ample, Mati¢ and éenan, 2007 and Bilas et al. 2012).

However, the biggest differences between greenfield and
brownfield investments in non-financial corporations in Croa-
tia are visible from the structure by activities (Figure 2 right).
Most greenfield investments relate to trade and, to a lesser ex-
tent, other business services, real estate and other manufactur-
ing industries (excluding oil industry and the manufacture of
pharmaceuticals). By contrast, the majority of brownfield in-
vestments were realized in the manufacturing industry, which
was greatly affected by the privatizations of the oil and phar-
maceutical industries, as well as significant takeovers in other
manufacturing industries, while only a small part of the invest-
ment relates to trade, which makes the structure of investments
in the two observed groups greatly different. Nevertheless, it is
not surprising that takeovers are more frequent in sectors with
somewhat greater entry barriers and greater technological and
capital intensity, such as the manufacturing industry, while the
establishment of a new business is certainly more suitable in
sectors such as trade.

Although it is difficult to go beyond determining the value
and the number of projects when looking at the mode of en-
try, somewhat more precise conclusions can be drawn when
looking at investments differentiated according to the motives
of foreign investors to invest in Croatia. The literature gener-
ally recognizes three motives for investing abroad (Dunning,
1993), and these are: market-seeking, efficiency-seeking and
resource-seeking. While it is quite difficult to determine when
foreign investment is motivated by the expectation of gaining
strategic resources, the share of exports in total sales revenues
of a company can be a pretty good indicator of whether the
motive of the foreign investor for taking over or establishing a

Foreign Direct Equity Investments and Foreign Ownership Premium: the Case of Croatia

new company in a foreign country was only expanding on the
local market or increasing the business efficiency of its own
business group. Namely, given that the Croatian market is rel-
atively small, the higher share of export revenues in foreign-
owned companies suggests that such company was taken over
or established in order to increase the efficiency of the whole
business group (lowering operating costs, using the proximity
to foreign markets, exploiting strategic resources) while pro-
ducing goods and services that are mainly not intended for the
domestic but the export market. Thus, according to the share
of exports in total revenues, one can distinguish between: lo-
cal market-oriented companies that are mostly not exporting
or are occasional exporters, with the share of sales on foreign
markets in total sales revenues under 20%; limited exporters
with this share between 20% and 50%; predominant exporters
with export revenues accounting for between 50% and 75% of
total revenues, and exclusive exporters whose export revenues
make up more than 75% of total revenues.

In Figure 3 (left) foreign direct equity investments are di-
vided according to the export intensity of the company that is
the object of foreign investment. In this context, the export in-
tensity is used as an indicator of the company’s predominant
business orientation (local vs. foreign market) and thus points
to the motivation behind each foreign investment project. In
almost all the observed years, foreign direct equity investments
in companies that were oriented towards the local market are
dominant. The only exceptions are the years 2003, 2006, 2008
and 2015 when transactions related to the previously men-
tioned privatizations of two major exporting companies (in the
oil industry and the manufacture of chemicals) as well as one
large takeover of an exporting company (in the tobacco indus-
try) took place. Therefore, it can be concluded that extremely
low inflow of direct equity investments during the observed
period was related to the motive of increased efficiency of the
investor’s group, which points to the lack of competitiveness
of the domestic economy in attracting export-oriented invest-
ments. More investments of this type would certainly contrib-
ute to stronger trade integration and greater involvement in
global value chains, as well as the strengthening of the overall
Croatian export sector.
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investments by activities (right)

Figure 3 Foreign direct equity investment in non-financial corporations by export intensity (left) and the structure of

12

10

billion HRK

“
x
r

Ml | |

]
i

2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017

B Local market-oriented companies Limited exportes
Predominant exporters M Exclusive exporters

Other _ -
Other business services _ 1
Entertainment and recreation _ |
Manufacture of tobacco ‘
Accommodation _ |
Mining and quarring _I
Other manufacturing _ ___|
Real estatc | EEG—_—

Manufacture of chemicals 1

Oil industry )

Telecommunication #
Trade |

0 10 20
% total foreign direct equity investments

30

B Local market-oriented companies
Predominant exporters

Limited exportes
M Exclusive exporters

Source: Authors’ calculation based on FINA and CNB data.

Note: Data excludes round-tripping transactions, debt-to-equity swaps and equity investments associated with banks and insurance companies.

Croatia took little advantage of the surge of foreign direct
equity investments in Central and Eastern Europe at the very
beginning of the transition process in the 1990s, due to spe-
cific economic and political circumstances as well the legal and
economic uncertainty. The analysis shows that this remained
the case also during the later, post-transition period from 2002
to 2017, especially with respect to export-oriented invest-
ments. Actually, the lack of significant export-oriented foreign
investments during that period can be explained by a number
of reasons, a few of which are worth mentioning here. Croatia
was accepted into full EU membership much later than oth-
er new member states, in 2013, while most of the other new
member states joined the EU in 2004 and used their access to
the common market as a comparative advantage in attracting
export-oriented investments. In addition, it is well known that
one of the key motives behind export-oriented investments is

to increase the cost efficiency of the group by reducing the cost
of labour, and Croatia is not among the countries that based
their policy of attracting foreign investment on cheap labour.
Also, other structural obstacles that make doing business dif-
ficult, such as an unpredictable tax policy and the legal uncer-
tainty, could be at play, as indicated by Croatia’s low ranking
in the World Bank’s Doing Business and the World Economic
Forum’s World Competitiveness Report. The low inflow of ex-
port-oriented investments could not be compensated for by lo-
cal market-oriented investments because of the relatively small
size and low purchasing power of the Croatian market, which
ultimately explains why the total inflow of foreign direct equi-
ty investments in the observed period was so modest and why
Croatia lags behind other new EU member states in terms of
real convergence.

5 Foreign ownership premiums in Croatian non-financial corporations

In the text below, using a sample of Croatian non-financial
corporations, the hypothesis of the existence of a foreign own-
ership premium, i.e. the difference in features and performance
between foreign-owned and domestically-owned companies,
is econometrically tested. As already described in Chapter 3,
a sample of 35,324 non-financial corporations is used, out of
which 2,185 are foreign-owned enterprises. Despite “clean-
ing” of the data, the sample remained representative and ap-
propriate for econometric estimation.

The features and performance indicators on which the ex-
istence of a foreign ownership premium is tested are defined
in the Appendix (Table 2) and they can be grouped into several
categories. The existence of organizational and technologi-
cal premiums (representing the advantages arising from more
developed management practices and the use of sophisticated
knowledge and advanced technology) are tested using the fol-
lowing indicators: labour productivity, unit labour cost, added

value, capital intensity and R&D intensity. Capital intensity
and R&D intensity are exclusive indicators of a technological
premium while differences in labour productivity, unit labour
costs and the level of value added may arise equally from or-
ganisational and technological premiums. Because of that, or-
ganisational and technological premiums are observed togeth-
er. The financial premium, i.e. the superiority in financial op-
erations is tested using the indicators of indebtedness, the cost
of financing of the long-term debt and the financial stability
indicator. In addition, the possibility that these advantages re-
sulted in a premium for company stakeholders, primarily own-
ers and employees, is examined using indicators of profitabil-
ity and level of wages. Finally, we examine the existence of a
country of origin effect, i.e. the difference in the premium of
foreign ownership depending on the country of the investor.
Just as the empirical literature often estimates the export
premium (comparing exporters with non-exporters), as in

Matej Bule and Andrijana Cudina



5 FOREIGN OWNERSHIP PREMIUMS IN CROATIAN NON-FINANCIAL CORPORATIONS

Valdec and Zrnc (2017), here the foreign ownership premium
(comparing foreign-owned and domestically-owned compa-
nies) is estimated by a simple regression OLS model, such that
selected features and performance indicators are regressed on
multiple dummy variables. In the focus of this research is the
dummy variable of the company’s ownership status, while oth-
er dummy variables (over 20 of them) are included in the re-
gression model only to control for differences in other features
among companies. In the case in point, the foreign ownership
premium is estimated by the following regression model:

(In)X; = @ + B ownership, + y - control, + &, 1)
where i is the index of the company; X; represents the vector
of various features and performance indicators on which the
premium is calculated (see Table 2 in the Appendix); owner-
ship is a dummy variable of the company’s ownership status
(1 if the company is foreign-owned, otherwise 0); control is a
vector of control dummy variables that relate to other charac-
teristics of the company (activity at 2 digit-level of the NACE
classification, size, region and business orientation); and ¢ is
the error term. From the estimated S coefficients, the foreign
ownership premium is calculated as 100 - (exp(5) — 1), show-
ing the average percentage difference between foreign-owned
and domestically-owned companies after controlling for other
company characteristics included in the vector of control vari-
ables. A list of the variables used in regression models is given
in Table 3 of the Appendix. The model was estimated on the
full sample and sub-samples broken down by size, region, pre-
dominant business orientation, mode of entry and the coun-
try of origin of foreign investor (sub-sample specifications are
given in Table 4 of the Appendix). The econometric estima-
tion does not take into account the time dimension of the data,
the indicators and features of each company being expressed

as the average values over the whole observed period (cross-
section data)’.

The results of the econometric analysis presented in Tables
1 to 4 show that foreign-owned non-financial corporations in
Croatia undoubtedly have superior features and performance
compared to domestically-owned companies, i.e. that there is
an obvious foreign ownership premium among Croatian non-
financial corporations, which is expected and consistent with
most of the empirical literature. What is less expected is that
this premium varies strongly when looking at different features
and performance indicators (organizational, technological and
financial), and depends on the size of the company, industry
field, region, predominant business orientation and the mode
of foreign ownership.

Table 1 clearly shows a strong and statistically significant
foreign ownership premium in all features and performance in-
dicators used in the analysis and also reveals differences de-
pending on the size and region of the company. Specifically,
the organizational and technological premium of foreign own-
ership is higher in small and medium-sized enterprises, accord-
ing to all indicators except unit labour costs. Actually, while
foreign-owned companies, regardless of their size, are general-
ly more productive than their domestically-owned peers, there
is nevertheless much smaller difference in wages among large
companies, which ensures them a more competitive position in
terms of unit labour costs. It is difficult to establish the reasons
why the technological and organizational premium is more sig-
nificant and stronger for small and medium-sized enterprises.
It is possible that large companies, regardless of the ownership,
have sufficient financial resources and higher quality human
capital, which enables them to improve their business organi-
zation and acquire and implement advanced technology, and
by doing so make foreign ownership less important. This is al-
so supported by the financial premium which is significant only

Table 1 Foreign ownership premiums, by size and regional affiliation of the company

Sample Labour | Unit labour Value Capital R&D Indebted- Debt Financial Wage Profitabilit
P productivity costs added intensity intensity ness cost stability level Y

All companies 0.63*** -0.14** 0.60*** 0.58*** 0.42*** 0.30"* -0.19*** -0.14**  0.49** 0.12**
87.8 -9.5 82.2 78.6 52.2 35.0 -9.5 -9.5 63.2 12.7
Small and
medium-sized 0.65"* -0.11** 0.61** 0.70"* 0.41** 0.33"* 017 -0.10**  0.53** 0.06
enterprises
91.6 -9.5 84.0 101.4 50.7 39.1 -9.5 -9.5 69.9 6.2
Large enterprises 0.51** -0.28"* 0.51** 0.46** 0.35 -0.05 0.10 0.02 0.23*** 0.25
66.5 -18.1 66.5 58.4 41.9 0.0 10.5 2.0 25.9 28.4
Zagreb 0.79** -0.13"* 0.73*** 0.35"* 0.47** 0.17* -0.01 -0.27**  0.60** 0.09
120.3 -9.5 107.5 41.9 60.0 18.5 0.0 -18.1 82.2 9.4
Northern Croatia 0.62*** -0.22*** 0.60*** 0.75"* 0.34 0.23* -0.17 -0.03 0.35** -0.01
85.9 -18.1 82.2 111.7 40.5 25.9 -9.5 0.0 41.9 0.0
Adriatic Coast 0.37*** -0.14** 0.38*** 0.98*** 0.38*** 0.58"* -0.56"** 0.04 0.33*** 0.18*
44.8 -9.5 46.2 166.4 46.2 78.6 -39.3 4.1 39.1 19.7
Slavonia 0.47*** -0.05 0.36"* 0.44* 0.19 0.13 0.1 -0.06 0.33** -0.02
60.0 0.0 43.3 55.3 20.9 13.9 10.5 0.0 39.1 0.0

Notes: *, ** and *** refer to significance levels of 10%, 5% and 1%. Below the estimated regression coefficient, foreign ownership premiums are presented as the percentage difference

between foreign and domestic companies, calculated as 100 (exp(8)-1).
Source: Authors’ calculations based on FINA and CNB data.

7 All econometric calculations were made in the Stata 15 program and are available upon request.
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for small and medium-sized enterprises, suggesting that in this
group of companies, foreign ownership allows for better access
to direct foreign financing, under more favourable conditions.
This is evident from the fact that, although they are obviously
more indebted®, small and medium-sized foreign-owned en-
terprises have a significantly lower cost of financing of long-
term debt than peer domestically-owned companies. Although
small and medium-sized foreign-owned enterprises rely more
on debt financing, they are more financially stable’ as they have
more working capital'® than peer companies. This stems from
the more favourable maturity structure of the debt of foreign-
owned small and medium-sized enterprises, stemming from
the larger share of long-term debt to affiliated foreign compa-
nies or banks than that of domestically-owned enterprises due
to likely higher credibility of foreign owners among banking
groups operating in countries of foreign investors, as well as
in Croatia. That is, most foreign investments in Croatia come
from Italy and Austria, and it is likely that Austrian and Ital-
ian banks finance the parent companies, while their subsidi-
ary banks in Croatia are financing the operations of Croatian
branches.

Such a significant foreign ownership premium in the fi-
nancing of small and medium-sized enterprises and the ab-
sence of the same premium in large companies is not surpris-
ing, for the financial market in Croatia is still quite underde-
veloped and there is almost no significant alternative to bank
financing. This particularly affects small and medium-sized
enterprises that have limited access to bank financing as they
usually lack sufficient collateral to meet banks’ credit require-
ments (Ljubaj and Martinis, 2017). In the segment of small
and medium-sized enterprises, foreign-owned firms are often
in a position to ensure significant financial resources from par-
ent companies, enabling them to alleviate financial limitations.
In addition to the financial premium, for small and medium-
sized foreign-owned enterprises a substantial premium for
employees in the form of higher wages is confirmed, but not
for owners in the form of higher profitability. This is because
foreign-owned companies have higher wages than comparable
domestically-owned companies, and the reasons are multiple.
As Geliibcke (2012) suggests, it is possible that foreign-owned
companies are seeking to retain their employees with higher
wages, thereby preserving their competitive advantage, but
there is also a possibility that foreign companies are less fa-
miliar with domestic labour market conditions, which weakens
their position in the wage negotiation process. It is also not to
be excluded that there is a positive selection by the investors,
whereby only the best companies with a better and more ex-
pensive workforce are the object of foreign investments. How-
ever, the Croatian case may be more related to the fact that
foreign-owned companies are more capital- and technology-
intensive than their peer companies, as confirmed by the esti-
mated premiums in Table 1, and this requires a more trained,
educated and thus a more expensive workforce.

Looking at the econometric results for individual re-
gions, Table 1 shows that the foreign ownership premium is

widespread, but largest in Zagreb where the business environ-
ment is most competitive. Organizational and technological
premiums of foreign ownership are present in all parts of the
country, especially in terms of higher labour productivity, value
added per employee and capital intensity, while noticeable dif-
ferences between regions exist only when looking at R&D in-
tensity. The latter is present only among companies operating
in Zagreb and in the coastal region, which is expected as com-
panies with significant research and development activities are
concentrated in large cities.

Table 2 presents the foreign ownership premiums in differ-
ent economic activities, with five of the most important activi-
ties being singled out: manufacturing, trade, tourism (mainly
hotels and other accommodation), information technology and
various professional services. Furthermore, in order to take
into account its heterogeneity, the manufacturing industry is
divided by technological intensity into low-tech and high-tech
industries'".

The results in Table 2 show that there are organizational
and technological premiums of foreign ownership in all eco-
nomic fields except tourism. The absence of foreign owner-
ship premium in tourism can be explained by the fact that the
Croatian hotel industry is dominated by domestic hotel chains,
which are highly competitive and capitalized, and are consid-
ered market leaders in the sector and the Croatian economy
as a whole. Since domestic tourism companies have a long
tradition dating back to the times before the economic transi-
tion and have no problems with access to quality financing, it
is not surprising that foreign ownership has little significance
in tourism. When it comes to other activities, there is a signifi-
cant foreign ownership premium in terms of higher produc-
tivity, value added, and R&D intensity. The results are some-
what different in terms of unit labour costs, which is negative
and statistically significant only in trade, services and low-tech
manufacturing industries. The absence of this premium in the
high-tech manufacturing industry and information technology,
as well as in tourism, can be attributed to the fact that these
are mostly export-oriented industries in which domestic com-
panies are also exposed to international competition, pushing
them to be more efficient. As far as the financial premium of
foreign ownership is concerned, the lower cost of long-term
debt is most pronounced in the manufacturing industry, while
the financial stability premium is most evident in trade and
professional services. It is again shown that the higher wages
premium is widespread across industries, while the premium
of profitability is present only in the low-tech manufacturing
industry and trade.

When the manufacturing industry is considered in more de-
tail, Table 2 reveals significant differences in the foreign own-
ership premium in specific industries. In general, the benefits
of foreign ownership are more widespread in low-tech indus-
tries than in the high-tech sector, confirming that the positive
effects of foreign ownership are not only transmitted through
the transfer of advanced technology that plays a key role in
technologically highly intensive industries but also through

8 Based on the share of debt and equity in total sources of funding.

9 Looking at the financial stability indicator that relates long-term assets and long-term sources of financing (equity and long-term liabilities).

10 Working capital refers to the difference between short-term assets and short-term liabilities of a company.

11 According to the above-mentioned Eurostat methodology. See footnote 3.
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Table 2 Foreign ownership premiums, by business activity

Labour | Unit labour Value Capital R&D | Indebted- Financial o
prOdUCtiVity S Stablllty Wage = PrOfItabI“ty

All companies 0.63*** —0.14* 0.60** 0.58** 0.42** 0.30"* -0.19** —0.14** 0.49** 0.12**
87.8 -9.5 82.2 78.6 52.2 35.0 -9.5 -9.5 63.2 12.7
Manufacturing industry 0.51** -0.10*** 0.40*** 0.61*** 0.54*** 0.09 -0.33*** -0.05 0.31*** 0.07
66.5 -9.5 49.2 84.0 71.6 9.4 -25.9 0.0 36.3 7.3
High-tech industry 0.58*** -0.08 0.43** 0.39* 0.62** -0.06 -0.38* -0.12 0.35"** -0.21
78.6 0.0 53.7 47.7 85.9 0.0 -25.9 -9.5 41.9 -18.1
Manufacture of
machinery and 0.59*** 0.1 0.36™* 0.2 -0.1 -0.1 -0.1 -0.3 0.41* -0.1
equipment
80.4 5.1 43.3 22.1 -9.5 -9.5 -9.5 -18.1 50.7 0.0
Manufacture of 0.61 -02 0.48" 02 0.87* -0 -0.4 -0.3 0.33" 02
electrical equipment
84.0 -9.5 61.6 20.9 138.7 0.0 -33.0 -18.1 39.1 -9.5
Manufacture of
chemicals and 0.52* -0.1 0.42* 0.3 0.7 0.2 -0.1 0.0 0.27** -0.3
chemical products
68.2 -9.5 52.2 31.0 99.4 18.5 -9.5 0.0 31.0 -25.9
Low-tech industry 0.47+ -0.11* 0.39** 0.70* 0.47* 0.16* -0.30* 0.0 0.29** 0.25*
60.0 -9.5 47.7 101.4 60.0 17.4 -25.9 0.0 33.6 28.4
Manufacture of 073" -0.35™ 0.50"* 0.91™ 0.4 -0.3 -0.48* 0.0 0.21%* 0.76™
textiles
107.5 -25.9 64.9 148.4 49.2 -18.1 -33.0 4.1 23.4 113.8
Manufacture of
wood and products 0.3 0.1 03 0.56* 0.2 0.2 -0.89" -0.1 0.21* 0.0
of wood and cork,
except furniture
28.4 -9.5 33.6 75.1 17.4 221 -55.1 -9.5 23.4 3.0
Manufacture of other
non-metallic mineral 0.99*** -0.41*** 0.97*** 1.03** 1.47* -0.1 0.2 -0.36* 0.58"** 0.59*
products
169.1 -33.0 163.8 180.1 334.9 -9.5 24.6 -25.9 78.6 80.4
Manufacture of basic 0.34"* 0.13* 0.16 0.76" 0.62* 037"  -0.50* 0.1 0.31% 0.09
metals
40.5 13.9 17.4 113.8 85.9 44.8 -39.3 10.5 36.3 9.4
Trade 0.69*** —0.14*** 0.72** 0.27** 0.48** 0.11** 0.02 -0.26*** 0.60™* 0.17*
99.4 -95 105.4 31.0 61.6 11.6 2.0 -18.1 82.2 18.5
Tourism 0.03 0.21 -0.43 0.79 0.24 0.62 0.14 0.06 0.36** -0.34
3.0 23.4 -33.0 120.3 271 85.9 15.0 6.2 43.3 -25.9
Information technology 0.35" 0.0 0.44** 0.2 0.75* 0.38" -0.2 0.1 0.37 -0.3
41.9 0.0 55.3 18.5 111.7 46.2 -9.5 6.2 44.8 -18.1
Services 0.62** -0.16™** 0.62*** 0.29* 0.50** 0.40"* -0.1 -0.24** 0.47* 0.01
85.9 -9.5 85.9 33.6 64.9 49.2 -9.5 -18.1 60.0 1.0

Notes: *, ** and *** refer to significance levels of 10%, 5% and 1%. Below the estimated regression coefficient, foreign ownership premiums are presented as the percentage
difference between foreign and domestic companies, calculated as 100 - (exp(8)—1). High-tech industries in this paper mean groups of high-technology and medium-high-technology
industries according to the Eurostat classification, which include the following activities according to NACE at the 2-digit level: manufacture of chemicals and chemical products, basic
pharmaceutical products and pharmaceutical preparations, computer, electronic and optical products, electrical equipment, machinery and equipment, motor vehicles, trailers and

semi-trailers. Low-tech industries in this paper mean groups of low-technology and medium-|

low-technology industries according to Eurostat classification, which include the following

activities according to NACE at the 2-digit level: manufacture of food products, beverages, tobacco products, textiles, wearing apparel, leather and related products, wood and
products of wood and cork, except furniture, paper and paper products, printing and reproduction of recorded media, manufacture of coke and refined petroleum products, rubber and
plastic products, other non-metallic mineral products, basic metals, fabricated metal products, furniture and other manufacturing.

Source: Authors’ calculations based on FINA and CNB data.

other channels (management skills and better financing). In
the high-tech sector, the biggest premium is in the manufac-
ture of machinery and equipment and the manufacture of elec-
trical equipment, notably looking at the indicators of labour

Foreign Direct Equity Investments and Foreign Ownership Premium: the Case of Croatia

productivity, level of added value, R&D intensity and the level
of wages. At the same time, in the pharmaceutical industry,
the premium of foreign ownership is less pronounced. On the
other hand, in the low-tech sector, the premium is visible in a
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Table 3 Foreign ownership premiums, by the mode of entry and business orientation

Labour pro- | Unit labour Value Capital | R&D inten- | Indebted- Financial o
dUCtiVity e Stablllty Wage = PrOfltablhty

All companies 0.63™  -0.14" 0.60"** 0.58* 0.42** 030"  -0.19"*  -0.14* 049  0.12
-95 82.2 78.6 52.2 35.0 -95 -95 63.2 12.7
Greenfield 0.61**  -0.15" 0.59"* 0.39"* 0.49" 023"  -0.25"*  -0.18" 049"  0.08
84.0 -95 80.4 47.7 63.2 25.9 -18.1 95 63.2 8.3
:;i‘:ze::;ggﬂzsstab' 0.61°*  -0.14"* 0.60"** 0.23"* 0.46 020"  -0.33"*  -0.24" 051"  0.03
84.0 -95 82.2 259 58.4 22.1 -25.9 -18.1 66.5 3.0
i‘;'r:tp‘;i'l‘:;re 054" —0.15"* 0.50"* 0.71%* 0.47" 0.26™  -0.06 -0.02 037  0.18*
716 -95 64.9 103.4 60.0 297 0.0 0.0 448 19.7
Brownfield 0.54"  -0.08" 0.48" 0.98" 0.13 0.43* 0.01 -0.01 041" 021"
71.6 0.0 61.6 166.4 13.9 53.7 1.0 0.0 50.7 23.4
g)a;'?;‘i’;f"ted 069"  -0.20" 0.66" 0.67* 0.39" 043  -0.13* —0.14% 051 019%™
99.4 -18.1 935 95.4 477 537 -95 -95 66.5 20.9
Limited exporters 069"  -0.11* 0.63* 0.33* 0.40* 0.1 0.1 -0.29" 052  —0.1
99.4 -95 87.8 39.1 49.2 11.6 13.9 -18.1 68.2 -95
:;i?é?/:i’;;i’;‘irs 0.46™* 0.0 0.41%* 0.54"* 0.39™ 0.1 ~0.46™* -0.1 0.42* 0.0
58.4 0.0 50.7 716 477 8.3 -33.0 0.0 52.2 0.0

Notes: *, ** and *** refer to significance levels of 10%, 5% and 1%. Below the estimated regression coefficient, foreign ownership premiums are presented as the percentage difference

between foreign and domestic companies, calculated as 100- (exp(8)-1).
Source: Authors’ calculations based on FINA and CNB data.

much larger number of indicators, especially in the manufac-
ture of textiles, non-metallic products and basic metals, while
the differences between foreign and domestically-owned com-
panies are not visible only in the manufacture of wood and
wood products. Among different indicators, it can be point-
ed out that, unlike in the high technology sector, in low-tech
industries, especially in the manufacture of textiles and non-
metallic products, foreign ownership brings a premium in the
form of lower unit labour costs, greater productivity, higher
value added and higher profitability. Such strong and large dif-
ferences can be partly explained by the greater capital intensity
of foreign-owned companies, which may lead to the conclu-
sion that their business is significantly more automated, even
in traditionally labour-intensive industries.

Below are described the foreign ownership premiums ac-
cording to the mode of entry of foreign investors. The results
in Table 3 show that organizational / technological premium of
foreign ownership is present in both greenfield and brownfield
projects, the difference being that the R&D intensity premium
has proved to be positively significant only in greenfield pro-
jects. This is not surprising as it is hard to expect that Croatian
companies are the object of takeovers motivated by the expec-
tation of gaining technological know-how (technology-seeking
FDI). However, there are significant differences when the fi-
nancial premium and the premium of profitability are involved.
It has been shown that a strong and statistically significant pre-
mium of lower cost of long-term debt and higher working capi-
tal is only present in greenfield projects, and only those that are
wholly foreign-owned, while these effects do not exist in joint
venture companies. These findings can be explained by the dif-
ferent structure of liabilities of wholly foreign-owned compa-
nies, as they have a significantly lower share of long-term debt

to banks and a significantly higher share of debt to foreign-affil-
iated creditors. The foreign-affiliated debt is cheaper than regu-
lar bank financing as indicated by a strong and statistically sig-
nificant premium in terms of the lower cost of financing long-
term debt. This represents a significant competitive advantage
for foreign-owned companies, especially in the Croatian case,
where direct access to external financing is limited, particularly
for small and medium-sized enterprises.

On the other hand, the profitability premium is only pre-
sent in brownfield investments and, to a lesser extent, in joint
venture investments, which is rather unexpected given that the
organizational, technological and financial premium of foreign
ownership is largest in the case of independently established
companies. So the absence of the profitability premium is sur-
prising. The explanation may be that a high degree of control
of foreign owners in independently established companies al-
lows and facilitates the transfer of profits to a more favourable
tax jurisdiction through transfer prices, as indicated by some
other, similar research (Geliibcke, 2012). This is also support-
ed by the fact that around one hundred investors in the sample
of foreign-owned companies (out of more than two thousand)
are registered in countries that are considered tax havens. In
addition, the lack of a profitability premium in greenfield com-
panies can partly be explained by the very nature of the project.
As is apparent from the analysis in Chapter 4, the majority of
foreign investments in Croatia are oriented towards the local
market, so it is expected that such greenfield investments take
a longer period of market positioning before they become prof-
itable. On the other hand, the rationale behind brownfield in-
vestment is acquiring a company that is already profitable or
needs a shorter restructuring time to achieve a satisfactory lev-
el of profitability.
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Table 4 Foreign ownership premiums by investor country

11

Labour | Unit labour Value Capital R&D | Indebted- Financial o
prOdUCtiVity S Stablllty Wage = PrOfItabI“ty

All companies 063"  -0.14* 0.60* 058" 0.42 030"  -019™  —0.14™* 0.49" 0.12"
-95 82.2 78.6 52.2 35.0 -95 -95 63.2 12.7
Old EU member
states, Norway and 068"  -0.12* 0.65* 0.74" 0.41% 024"  -0.16"  -0.14* 0.58"* 0.13*
Switzerland
95 91.6 109.6 50.7 27.1 95 95 78.6 13.9
New EU member states 063"  -0.15"* 0.55* 0.48* 0.43 0.23"* 0.08 -0.05 040"  -0.11
87.8 95 733 61.6 53.7 259 8.3 0.0 492 -95
Rest of Europe 041"  —0.15* 0.34* 0.57* 0.16 031"  -0.09 0.09 0.24* 0.02
50.7 -95 405 76.8 17.4 36.3 0.0 9.4 27.1 2.0
Xr'::;ii:tates of 0.46" 0.0 0.50"** 0.92* 0.55* 0.52* -0.3 0.1 0.49" -03
58.4 0.0 64.9 150.9 73.3 68.2 -18.1 15.0 63.2 -18.1

Notes: *, ** and *** refer to significance levels of 10%, 5% and 1%. Below the estimated regression coefficient, foreign ownership premiums are presented as the percentage difference

between foreign and domestic companies, calculated as 100- (exp(3)—1).
Source: Authors’ calculations based on FINA and CNB data.

An additional, very important aspect of foreign ownership
that can result in different premiums, is the motive of enter-
ing the local market, i.e. the degree of orientation towards the
local vs. the foreign market. As expected, the size of the for-
eign ownership premium decreases with a higher export ori-
entation, i.e. the internationalization of business, primarily in
unit labour costs, given that with increased export intensity the
exposure to international competition also grows, which com-
pels both foreign and domestically-owned exporters to increase
business efficiency. However, the results show that the foreign
ownership premium does not entirely fade in the export sec-
tor, which is understandable since foreign owners have better
knowledge and access to foreign market.

Table 4 shows the foreign ownership premium depend-
ing on the country of origin of foreign investor”, indicating
large differences in the significance and size of the premi-
ums in different groups of countries. However, these finding
should be taken with caution, as it is possible that the country
from which the investment originates is only the administra-
tive headquarters of the company for tax and other purposes,
while the place of actual business is somewhere else. The pre-
miums are the highest in companies whose owners come from

old EU member states and Switzerland and Norway, while the
premiums slightly drop in companies owned by investors from
new EU member states. What is particularly worth mention-
ing is that the financial premium fades completely in compa-
nies whose investors originate from the new member states,
which is not surprising given that these countries do not have
a significantly more developed financial market and thus bet-
ter financing opportunities for parent companies that could
translate to their related companies in Croatia. Also, the profit-
ability premium is only present in companies owned by inves-
tors from old EU member states and Norway and Switzerland.
Furthermore, the technological and organizational premium is
smaller and in certain cases completely non-existent for com-
panies whose owners originate from non-EU European coun-
tries, which are on average less developed than Croatia. Also,
in their case the R&D premium is non-existent, since it is
difficult to expect that foreign investors from these countries
would build their competitive advantage in this way. Among
other countries, the United States stands out by the volume of
investments in Croatia and also by positive organizational and
technological premiums in terms of higher capital intensity,
productivity and value added.

6 Conclusion

The research conducted has resulted in some new and very
important findings that enable a better understanding of the
factors driving foreign equity investments in Croatia as well as
the microeconomic aspect of foreign ownership in Croatian
non-financial corporations. The analysis, based on the new set
of data compiled for the purpose of this research, has shown
that most of the equity investments in Croatia between 2002

and 2017 were motivated by the intention to expand on the
local market (market-seeking FDI), while investments aimed
at increasing the efficiency of the investors’ business group
(efficiency-seeking FDI) were far less significant. This points
to the lack of competitiveness of the domestic economy in at-
tracting export-oriented investments, which combined with
the limited potential of a relatively small local market with low

12 In nearly 61.0% cases of all foreign investment projects, the foreign investor came from the old EU member states, Norway and Switzerland. Investors from
the new member states account for around 20.0% of all projects, and investors from non-EU European countries account for around 9.0%. Investors from the
United States account for less than 4.0% of the total number of foreign investment projects observed.

Foreign Direct Equity Investments and Foreign Ownership Premium: the Case of Croatia



purchasing power to attract significant local market-oriented
investments, largely explains the modest inflow of total foreign
direct equity investments in non-financial corporations in Cro-
atia. Furthermore, the analysis has shown that greenfield in-
vestments prevailed compared to brownfield, which is positive,
but their structure is unfavourable, as they have mainly been
realized in non-tradable sectors and low-tech industries.

In connection with the microeconomic aspects of this re-
search, the results of econometric analysis have confirmed
that foreign-owned non-financial corporations undoubted-
ly have characteristics and performance superior to those of
domestically-owned companies, meaning that there is an ap-
parent foreign ownership premium at the level of total popula-
tion. However, the premium is not equally distributed in all as-
pects of business operations (organizational, technological and
financial operations), its magnitude depending on the size of
the company, its activity and regional affiliation, its predomi-
nant business orientation, the mode of entry of the foreign
owner, as well as the origin of the foreign investor.

The organizational and technological premium of foreign
ownership is the largest in the case of small and medium-sized
enterprises, while it is noticeably smaller in large companies. In
addition, the financial premium of foreign ownership is non-
existent in large companies. This is understandable since large
companies have greater market power, longer traditions, eas-
ier access to finance, and accumulated knowledge and tech-
nology, so foreign ownership does not necessarily make a sig-
nificant difference in their business performance. Furthermore,
the apparent differences in the foreign ownership premium
were found depending on the predominant business orienta-
tion of the company (local market vs. export-orientation). As
expected, the difference between foreign-owned and domesti-
cally-owned companies decreases with export orientation, i.e.
internationalization of business operations, because the ex-
posure to international competition compels both foreign and

domestically-owned companies to increase their business ef-
ficiency. Nevertheless, the foreign ownership premium is not
completely absent in the export sector, which is understand-
able since foreign ownership often ensures better access to for-
eign markets and greater participation in global value chains.

Also, the foreign ownership premium is confirmed in most
NACE activities, except in tourism, which can be explained by
the fact that domestic tourism companies have a long tradition
of business dating back to the times before the economic tran-
sition; in addition, they do not have problems accessing qual-
ity financing, so foreign ownership should not bring significant
benefits. As far as other activities are concerned, it is particu-
larly worth mentioning the manufacturing industry, where the
foreign ownership premium is widespread among high and
low-tech industries, suggesting that benefits of foreign owner-
ship are transmitted not only through the transfer of high tech-
nology but also through positive management practices and
access to finance.

Looking from the mode-of-entry perspective, foreign own-
ership premiums are present in both greenfield and brownfield
projects, whereas the premium of profitability exists only in
brownfield investments. This can be attributed to the fact that
greenfield investments usually imply a longer period of market
positioning before they become profitable. In addition, the for-
eign ownership premium differs depending on the country of
origin of the foreign investor. It is the biggest when investors
come from more developed countries (old EU members). Only
in that case is the profitability premium of foreign ownership
present along with higher technological and organizational
premiums. In addition, it can be pointed out that the financial
premium completely vanishes in companies whose investors
originate from the new EU member states, which is not sur-
prising given that these countries do not have more developed
financial markets and thus better financing opportunities for
the parent companies.
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Table 1 Structure of the sample of non-financial corporations

Foreign-owned companies

Sample Domestic companies Total
Greenfield Brownfield
557

Total 1,628 4.6% 1.6% 2,185 6.2% 33,139 93.8% 35,324
Small and medium-sized 1,518 4.4% 430 1.2% 1,948 5.6% 32,624 94.4% 34,572
enterprises

Large enterprises 110 14.6% 127 16.9% 237 31.5% 515 68.5% 752
Zagreb 948 7.3% 241 1.9% 1,189 9.2% 11,709 90.8% 12,898
Northern Croatia 128 2.7% 54 1.2% 182 3.9% 4,473 96.1% 4,655
Adriatic Coast 420 3.7% 180 1.6% 600 52% 10,866 94.8% 11,466
Slavonia 97 21% 50 1.1% 147 3.2% 4,396 96.8% 4,543
Market-oriented 981 3.2% 316 1.0% 1,297 4.3% 28,909 95.7% 30,206
Limited exporters 203 9.5% 91 4.2% 294 13.7% 1,853 86.3% 2,147
Predominant exporters 103 9.4% 54 4.9% 594 54.0% 942 85.7% 1,099
Exclusive exporters 341 18.2% 96 5.1% 437 23.3% 1,435 76.7% 1,872
Manufacturing 334 5.8% 175 3.0% 509 8.8% 5,290 91.2% 5,799
Trade 513 5.8% 97 1.1% 610 6.9% 8,238 93.1% 8,848
Tourism 9 5.2% 12 6.9% 21 12.1% 152 87.9% 173
Information technology 94 10.5% 55 6.2% 149 16.7% 742 83.3% 891
Services 231 5.4% 29 0.7% 260 6.1% 4,013 93.9% 4,273

Note: Percentages refer to the share of each individual stratified sub-sample in the total sample of 35 324 companies.

Table 2 Definition of the variables used in the model

Description of indicator and calculation Criteria and interpretation of results (£)*

Labour productivity operating income / number of employees value increase (+) & value decrease (-)
Unit labour cost employee expenses / value added value increase (-) & value decrease (+)
Value added sales revenues - costs of raw materials — costs of products sold value increase (+) & value decrease (-)
Capital intensity tangible fixed assets /number of employees value increase (+) & value decrease (-)
R&D intensity intangible assets / total assets value increase (+) & value decrease (-)
Indebtedness fixed liabilities / liabilities value increase (-) & value decrease (+)
Debt cost interest expense / fixed liabilities value increase (-) & value decrease (+)
Financial stability fixed assets / (capital and reserves + fixed liabilities) value increase (-) & value decrease (+)
Wage level employee expenses / number of employees value increase (+) & value decrease (-)
Profitability profit or loss before tax / total revenues value increase (+) & value decrease (-)

* (+) is evaluated positive; (-) is evaluated negative.
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Table 3 Variables used in regression equation

Dependent variables (X) Independent variables (ownership) Control variables (control)*

Labour productivity
Unit labour cost
Value addes
Capital intensity
R&D intensity
Indebtedness

Debt cost

Financial stability
Wage level

Profitability

dummy (foreign ownership)

15

dummy (size of company)
dummy (activities at 2 digit-lever of the NACE classification)
dummy (region)

dummy (predominant business orientation)

* In model specifications estimated on different sub-samples only the control variables not already determined by the same sub-sample were used (e.g. in the estimation of the equation
on a sub-sample of small and medium-sized enterprises, the only dummy variable not used is that relating to small and medium-sized enterprises).

Table 4 Sample division criteria

Dummy variable Description of sample

Size

Small and medium-sized
enterprises

Large enterprises

average number of employees in the observed period between 10 and 250

average number of employees in the observed period greater than 250

Regional affiliation

Zagreb

Northern Croatia

Adriatic Coast

Slavonia

City of Zagreb and Zagreb County

County of Medumurje, County of Varazdin, County of Krapina-Zagorje, County of
Bjelovar-Bilogora and County of Koprivnica-Krizevci

County of Istria, County of Primorje-Gorski Kotar, County of Sibenik-Knin, County of
Split-Dalmatia, County of Dubrovnik-Neretva

County of Virovitica-Podravina, County of PoZega-Slavonia, County of Slavonski
Brod-Posavina, County of Osijek-Baranja and County of Vukovar-Srijem

Predominant business
orientation

Market-oriented companies

Limited exporters

Predominant exporters

Exclusive exporters

Share of sales on foreign markets in total sales revenues in the observed period under
20%

Share of sales on foreign markets in total sales revenues in the observed period
between 20% and 50%

Share of sales on foreign markets in total sales revenues in the observed period
between 50% and 75%

Share of sales on foreign markets in total sales revenues in the observed period over
75%

Activity

Manufacturing
Trade
Tourism

Information technology

Services

According to NACE at 1-digit level includes Manufacturing

According to NACE at 1-digit level includes Wholesale and retail trade
According to NACE at 2-digit level includes Accommodation

According to NACE at 2-digit level includes IT and other information services

According to NACE 1-digit level includes Administrative and support service activities
and Arts, entertainment and recreation
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