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1.
Introduction 

This paper investigates the potential impact of the evolving process of EU capital market integration as a central determinant of the ability of the different EU countries to attract inward capital formation and FDI flows from externally-based MNEs, operating through the medium of their local subsidiaries.
 Its focus is upon how MNEs may formulate an investment decision and select the capital structure of their subsidiaries in response to perceived variations in the quality of the EU financial market environment.  A related theme examines whether such variations give certain EU locations a comparative advantage over others in the race to attract externally originated FDI.

We begin by summarising recent evidence regarding the extent of variations in the  existing degree of capital market integration and development within the EU. Despite considerable progress having been made in the past decade in integrating the various national EU financial markets, the weight of this evidence strongly suggests that EU countries still differ substantially in the degree of local financial development and integration. In particular, key central differentiating aspects of the local EU capital market environment are variations in the cost of corporate credit, the tax advantages of locating across various jurisdictions and the nature of the financial contracting regimes, particularly with respect to creditor rights in the event of corporate bankruptcy. This paper maintains that these findings may have implications for the race to attract FDI in the EU. Increased relative capital market efficiency may stimulate FDI in industries more dependant upon external finance (Rajan and Zingales (1998)), while markets with advantages in securing market-based finance and the legal protection of investors may see inward FDI linked to the growth of equity-financed and skill-intensive industries, in particular R&D investment. (Carlin and Mayer (1999)). We also argue that countries with more efficient capital markets may have an advantage in the FDI race in industry sectors which use financial services relatively more intensively.

After examining these characteristics of EU capital markets, this paper discusses their likely impact upon the financing of MNEs inward EU investments, in terms of the choice of capital structure for their subsidiaries. The approach taken is to associate these developments with certain of the finance-specific mechanisms which have been identified as having potential strategic relevance for FDI, as they impact upon the MNEs relative cost and availability of capital (Oxelheim et al (2001)). In particular, this paper focuses on the link between financial agency cost adjusted cost of capital differences across EU financial markets and FDI.
 We contextualise this association by reference to the stylised facts of the revealed capital structure choice of MNEs for structuring their investments in overseas subsidiaries. The analysis is also informed by the notion that an MNEs global investment and funding decisions are not only fully interdependent, but also exhibit flexibility in response to the constraints and developments in particular financial markets, as existing evidence suggests is overwhelmingly the case.

We conclude on the basis of this analysis that it is likely that the capital market environment will impact differently on firms of different sizes. MNEs of sufficient credit rating have access to global capital markets, implying their inward EU FDI decisions are unlikely to be significantly affected by the financial environment in specific EU jurisdictions. However, such conditions greatly effect small businesses, suggesting the firm-size distribution across countries may be a significant determinant of the FDI  response to capital market development. Indeed, as MNEs contemplating inward EU FDI can complement the restricted local financing opportunities available in certain jurisdictions through the judicious use of global capital market funding sources (as well as internal capital markets), the paradox emerges that MNEs may possess a cost of capital advantage over their domestic competitors precisely in those jurisdictions with less efficient capital markets. Thus, countries with a relatively shallower capital market environment (such as Belgium, Greece, Italy and Portugal) may reap the greatest benefits from the race to attract inward FDI flows, as opposed to those countries that have achieved a relatively high level of financial market efficiency such as the Netherlands, Sweden and the UK.

2.
The Capital Market environment and the extent of Capital Market integration in the EU

Financial markets are integrated across jurisdictions when financial assets generating identical risk-adjusted cash flows yield the same return which is independent of the location of both the asset’s issuer and its ultimate investor/holder.  This is simply the application of the law of one price to capital markets. Measuring capital market integration requires resolution of: (i) the non-trivial task of identifying appropriate assets for measuring financial integration, and (ii) considerations relating to the merits of the various potential integration measures, for example measures based on asset returns and prices as opposed to those based on quantities (such as international capital flows, or stocks of cross-border holdings of equity and debt). Providing these problems can be adequately resolved, a finding that capital markets are segmented is then generally attributable to barriers arising from some combination of the following factors: the existence of capital controls, tax wedges, differences in accounting and auditing practices, and legal considerations such as varying bankruptcy  codes and the quality of judicial enforcement. In addition, there exist pervasive economic barriers to operation of the law of one price in capital markets arising from agency costs and asymmetric information. 

This paper touches to some extent on the relevance of all of the above barriers to contributing to any perceived segmentation in EU capital markets. However, a paradox is worth noting at the outset. In the race to attract inward MNE originated FDI, national jurisdictions within the EU will attempt to exploit any competitive advantage they possess in reducing the risk adjusted cost of capital to overseas firms. If EU capital markets are perfectly integrated, all MNEs should utilse identical discount rates to assess all EU-based investment projects with the same risk characteristics. The implication is that no country can then be said to possess a competitive advantage attributable to its capital market development, and the choice of investment location within the EU cannot be determined on the basis of such financial factors. Instead it would be attributable to differences in operating cash flows arising from different corporate tax treatment, the competitive product market environment and other costs to cross border investment. As it turns out, the evidence which we now summarise, mainly based upon Adam, Jappelli, Menichini, Padula and Pagano (2002) (henceforth AJMPP (2002)) indicates that EU countries “still differ considerably  in the degree of financial development, even after a decade where progress has been made on the front of the integration of national financial markets” (AJMPP (2002), p.2).

Credit and Bond Markets

Indicators of EU credit and bond market integration, based upon both the speed of adjustment of countries to accepted long-run benchmarks, and their similarity over time in terms of deviations from the benchmark, generate a mixed impression. (AJMPP (2002). Overall, convergence in the interbank (money market fund rates) and certain segments of the government bond market had effectively been achieved  by stage III EMU, although in the latter market convergence in the eurozone appears stronger than in the EU. There is also evidence of different degrees of market segmentation across the maturity spectrum in fixed income markets (Bowe and Mylonidis (1999)). 

The picture appears to be different in credit markets. Results obtained from the analysis of a variety of mortgage rates and short-term corporate loans suggest only moderate (mortgage), to weak (corporate loan), EU market convergence. This analysis is confirmed by an examination of both the asset and liability structure of the various national banking systems, and the asset and market share of foreign banks. With respect to the former, the extent of home bias is marked and appears stable, with one or two country exceptions, notably Finland. Apart from in Ireland and the UK, the role of foreign banks in the corporate loan market is at best marginal, and has been either stable or decreasing in importance (see Buch and Golder (2001)). Cross-country credit transfer fees also exhibit considerable variation, indicating the presence of significant frictions in the financial systems. 

Equity Markets

Methodological issues and data limitations have to date precluded a definitive analysis of the degree of integration in European equity markets. The existing findings have been somewhat mixed, depending upon whether the studies use price- or quantity-based measures of integration. Several studies utilise an analysis based upon the dynamics of stock market return correlations across EU countries, arguing that returns should become more correlated as integration proceeds. Although this approach possesses the advantage that the correlations are relatively easy to compute, the methodology is subject to severe qualification when it comes to interpretation. For example, it may be capturing no more than the increased impact of the common component of economic shocks across EU countries, for example a common oil price or monetary policy, as integration proceeds, thereby reflecting simply a decrease in diversification opportunities. This issue is particularly relevant for the EU given the on-going integration of goods and labour markets. Moreover, the average ex-post EU stock return correlations appear to be very unstable over time suggesting that the choice of sample period may be driving the results (Adjauoté and Danthine (2001)).  

In response to the methodological limitations noted above, the recent literature has focussed upon attempting to estimate the ex-ante expected equity returns in various EU equity markets. This is a not insignificant task, as it requires the selection and specification of an appropriate asset pricing model. To summarise briefly, for countries that are perfectly integrated in international capital markets, Grauer et al (1976) demonstrate that using a version of the International CAPM  (IntCAPM) to measure the cost of capital is theoretically superior to using the domestic (one-country) CAPM. As demonstrated by Stulz (1995 EFM, 1998) the latter creates a bias or pricing error in the cost of capital measurement. Three tests of EU capital market integration then naturally follow: a country’s beta with the world market will capture its observed equity market risk premium; the real rate of return on the risk free asset will not differ across countries; and the internationally diversifiable component of country-specific risk will have no explanatory power for expected returns. On this basis the empirical evidence rejects the hypothesis of EU market integration, even when the methodology is amended from a comparative static to a dynamic specification to construct a measure of financial integration which varies over time (Bekaert and Harvey (1995)). 

The implication of this finding for analysis of MNE real investment decisions is that it would appear to be necessary to incorporate market segmentation considerations when calculating the extent to which the costs of capital across EU capital markets differ. Unfortunately, there is still no generally accepted model for calculating the cost of capital in a partially integrated international capital market.
 Most existing models either assume complete market integration or segmentation, or introduce partial segmentation in an ad hoc fashion (Errunza and Losq (1985), Godfrey and Espinosa (1996) and Stultz (1995).
 Cooper and Kaplanis (2000), by deriving optimal capital budgeting rules in an extension of the Stultz (1981) model, is the only example in the literature familiar to us which provides a robust framework for devising corporate finance decision rules for MNEs in segmented markets. 

In this model differential costs of access to capital arises not from money illusion, or segmentation between money and bond markets inducing different effective real interest rates to companies domiciled in different countries,
 but from equity market segmentation. Required returns differ for MNEs undertaking the same investment differ as the investment has different marginal risks and returns for their investor clients. This in turn effects MNEs international competitiveness and motives for FDI as shown by Lessard (1991).
  An interesting avenue for future research is suggested in that in principle one could estimate the required rates of return for different projects, (which will depend on the MNE making the investment), and link this back to motives for FDI and its impact upon competition in product markets.

Moreover, while the empirical studies referred to above give a clear indication that firms are exposed to global risk factors, thereby validating an international finance approach to measuring the cost of equity capital, they also demonstrate that stock returns appear to be dominated by an index of their local currency domestic market returns. In practice, this means that the systematic risk of a stock implied by the single factor domestic and multifactor ICAPM are rarely significantly different, and the two generate almost identical estimates of the cost of capital. (Koedijk et al, (2002)). This indicates a lack of real capital market integration, attributable to both cyclical and structural as well as institutional country specific factors, and also further reinforces the home bias puzzle. We further examine the institutional factors which may be responsible in later sections of this paper.

Given the problems associated with price-based indicators, quantity-based indicators of stock market integration are perhaps more revealing of the extent of equity market integration across the EU. Studies have examined various time periods between 1997 and 2001, for a variety of possible indicators, in particular the share of investment funds managed by funds with an international investment strategy, the share of foreign equities in pension funds, and the share of foreign assets held by insurance companies. All generate a similar picture of an increasing degree of EU stock market integration, accompanied by further liberalization of certain markets, particularly in the euro zone. 

Corporate Choices: Merger and Acquisition Activity and Equity Market Cross-Listing 

Other indicators are less supportive than the quantity-based measures of conclusions in pointing to increasing integration. Increased equity market integration should enhance both risk sharing capabilities
 (Stulz (1999), Martin and Rey (2000) and Lombardo and Pagano (1999)) and market liquidity for investors (Levine and Zervos (1998b), Ahimud et al. (1997)), thereby reducing the risk premium and the cost of capital on the relevant markets. In turn, not only should this increase investment activity (Henry (2000))
, it should also facilitate cross-border merger and acquisition (M&A) activity by overseas MNEs relative to that of domestic origin. What does the evidence reveal?

The pattern of pan-EU M&A activity has recently been examined in some detail, and we do little more than highlight some major conclusions. Based on various mobility indices which capture the incidence of cross-border versus within-border merger and acquisition activities, it appears that neither the value nor the number of cross-border M&A activities in the EU has increased relative to domestic activities throughout the decade of the 1990s. This trend holds both in the banking and securities industries, (Berger et al (1999), AJMPP (2002)) and  in manufacturing (AJMPP 2002). We recognise that attributing these finding purely to the capital market environment would be premature, given they also depend upon the extent of integration in goods and services markets, but at a minimum they are suggestive. Moreover, the analysis becomes somewhat more complex once it is realised that this overall picture varies considerably from one country to another. For instance, the index for inward M&A mobility increases over the 1990s decade for Germany, Greece and the UK, while it appears to be somewhat U-shaped for Austria and Finland, making it difficult to draw general conclusions for trends across the EU (see Table 8.4 in AJMPP (2002)).

Further evidence relating to the pattern of equity market cross-listing in the EU also has relevance for this issue. Oxelheim et al. (2000) have recently taken the first step to incorporate finance-specific factors within the standard OLI (ownership, location and internationalisation) paradigm. Their study identifies certain proactive financial strategies, which are argued to enhance an MNEs financial capabilities, thereby enabling it to obtain and maintain access to competitive sources of financial capital for FDI purposes. These include competitively-priced sourcing of equity capital in overseas equity markets (Oxelheim et al (1998), Modén and Oxelheim (1997)) which is perceived as a financial ownership advantage signalling future FDI. Moreover, since cross-listing on a prestigious equity market is often a strategic prelude to an equity issue as a means of financing FDI, Oxelheim et al. (2001) maintain that an MNE is more likely to engage in FDI subsequent to undertaking such a  cross-listing.
  

In addition, several other reasons have been proposed why cross-listing is advantageous in creating a financial ownership advantage (or eliminating a disadvantage) for an MNE.  First, cross-listing may enable an MNE to reduce the agency costs of external finance, as it provides a mechanism for a firm to signal its quality through a commitment to high corporate governance and disclosure standards (Huddart et al. (1999), Oxelheim et al. (2001). Second, by broadening the investor base, the trading liquidity of the listed shares may be enhanced, thereby reducing the firm’s cost of capital. This impact is subject to the caveat that the effect may be offset by market fragmentation considerations. Finally, MNEs may cross-list to capitalise on their reputation in a product market or to glean arbitrage profit from a relative misalignment of the equity price in the foreign and domestic markets.  

These factors lead one naturally to determine the extent to which the recent history of EU equity market developments suggest that the EU capital market environment, either generally or on a country specific basis, is facilitating this acquisition of a financial strategic advantage by potential overseas providers of FDI in Europe. This may confer certain jurisdictions with an advantage in the race to attract non-EU FDI. The most comprehensive recent analyses of the pattern of EU cross-listings, Pagano et al. (2002) is revealing in this context. Some of their pertinent findings are summarised in table 1, and discussed throughout the remainder of this section. The general conclusion is somewhat pessimistic.

Insert Table 1 about here

From 1986-1997 the major European equity markets exhibited a decline of almost 15% in the absolute number of their foreign listings from 732 in 1986 to 625 in 1997. This decline is largely attributable to a 35% fall in the number of US corporations listing in Europe, from 284 to 184 over the same period.
 This finding is put into stark perspective once it is recognised that the number of European firms listing in the US quadrupled in the same period. Thus, whereas in 1986, the number of US MNEs listing in Europe were five times greater than European firm’s listings in the US, by 1997 the latter class of firms outnumber the former. All EU markets in the sample suffered an absolute decline in US listings over this period, and all with the exception of Sweden are net losers of global MNE cross-listings. The net loss, normalized by total listings, has been particularly significant in the Netherland, UK Austria and Belgium.

In terms of the overall pattern, panel C in Table 1 reveals that Latin American Australian and Canadian companies also choose to cross-list in the US while they list much less frequently in the EU; indeed European exchanges have lost cross-listings from all these regions. This contrasts with the location decisions of Asian and South African corporations which gravitate to London, and Japanese companies which are attracted to Frankfurt

Finally, we briefly consider the aggregate market and country attributes that according to  Pagano et al. (2002) appear to determine the pattern of cross-listings in this aggregate data, recognising that the decision to list overseas is likely to be a function mainly of company–specific factors. As table 2 indicates, the two markets with the highest trading costs, UK and Austria, have both suffered a large net outflow of listings. Interestingly, with the exception of the UK, the European countries with the weakest investor protection and least transparent accounting standards have been the least able to attract or retain foreign companies. There is also evidence to corroborate the view that companies cross-list in markets which are larger and more liquid than their domestics market, as well as those where several companies from their industry sector are already listed, suggesting the informational criteria alluded to in footnote 8 may have some role in this decision.

Insert Table 2 about here

In terms of the micro-level corporate characteristics that determine the cross-listing decision, corporate size is a dominant characteristic which increases the probability of cross-listing, independently of the location where it is sought. This indicates the decision involves high fixed costs and economies of scale and is undertaken by MNEs that wish to sell large numbers of shares. However, apart from this commonality, US companies listing in the EU appear to differ from EU companies that do so in the US. Pagano et al (2002) demonstrate that US MNEs cross-listing in the EU have high returns on assets in pre-listing years, increase their leverage post-listing, and do not grow more than a control group after listing. They are not especially export orientated, and do not belong to high technology sectors. In contrast, EU corporates seeking a listing in the US undertake a post-listing strategy of rapid equity-funded expansion, rely significantly upon export markets and tend to belong to the high technology sector. It would appear that at least for the case of US corporates, the EU markets are attracting companies which are “less dynamic, less outward-orientated, and in more mature sectors” (Pagano et al. (2002), p.2694) than EU companies seeking listing in the US. 

The reasons behind this trend are not immediately apparent and probably encompass several dimensions; the availability in the US of analysts and institutional investors specialising in growing sectors, the liquidity of US markets; and the sheer scale of the US product market which is attractive for export and growth orientated companies probably all play a role. To the extent that they are manifest in reducing the cost of equity capital, they suggest that the EU equity markets must still overcome significant obstacles in creating an environment conducive to MNEs seeking to raise large amounts of cost-effective equity capital to finance FDI. 

3.
The Institutional Barriers to Capital Market Integration

The preceding analysis of capital market integration in various sectors of EU capital markets indicates that the process of integration in Europe still has some considerable way to go. We may now inquire what are likely to be the remaining significant barriers to furthering this process? Ones attention is immediately directed to the legal and institutional infrastructure that establishes the framework within which financial market activity is conducted.  Analysing this infrastructure stimulates discussion of the potential reasons behind any perceived lack of integration. As a consequence it thereby indirectly suggests the sources of competitive advantage in capital market structures within the EU which may be exploited by national jurisdictions in the race to attract FDI (Oxelheim, 2001).

Arguably the two critical developments in the liberalisation and integration of EU capital markets to date are the 1988 Capital and Payments Directive, and the subsequent adoption by the community of several financial services directives targeted at specific market segments. These include the Second Banking Directive, the Investment Services Directive, and the Second and Third Life and Non-life Insurance Directives. While the regulatory impact of these directives is analysed extensively elsewhere (Bowe and Hall (1998)) their main effect was to establish a single passport, recognised throughout the EU, whereby a financial services firm incorporated in one member state can operate in all other states, either by cross-border provision of services or through opening branches, under the supervision of its home country regulators. The intention was to accompany these directives by parallel initiatives to harmonise tax system to remove distortions. However, this process has advanced very tenuously and  pervasive and significant differences exist within the fifteen EU member states in the taxation treatment of income and capital.

Tax systems

The most comprehensive recent analysis of foreign investment distortions and EU taxation is that undertaken by the EC (2001). This builds upon model developed by Devereux and Griffith (1998) for computing effective tax burdens (both effective marginal and average tax rates) on a hypothetical identical manufacturing sector investment across the EU. MNEs first decide whether to export home production or invest overseas, and then conditional upon a choice being made to invest in the EU, they choose among potential locations. The analysis points to the presence of significant investment distorting corporate tax regime differences across the EU. The findings thereby support other detailed analyses of specific EU regions, for example that undertaken by Oxelheim (2001) for the Nordic countries, which concludes that the existence of significant residual cross-border tax wedges poses a challenge to the view of capital market integration. 

These tax distortions assume a variety of forms, and often tend to favour domestic as opposed to foreign investments, which may contribute to explaining the home bias in portfolio selection. A comprehensive survey of the impact of tax discrepancies on FDI is provided by Hines (1999). One oft-cited example is the potential double taxation of cross-border dividend payments between MNE parent and subsidiary.  Although the 1990 Parent Subsidiary directive resulted in EU countries either exempting dividends and repatriated profits or granting a tax credit equal to the tax already paid on distributed profits, inherent limitations to a large extent mitigated its operational effectiveness. For example, dividend payments to individuals are exempt, and its application is compulsory on inter-company remittances only if the recipient holds a minimum of a 25% share in the company disbursing the payment. Moreover, several studies document that the tax elasticity of FDI differs not only according to country size (Wilson (1999)) and agglomeration externalities (Benassy-Quere et al (2001), but also according to whether a country operates an exemption or a credit tax system (Gorter and Parikh (2000), Gropp and Kostial (2000)).

Insert table 3 about here

Overall, the extent of variation in the effective tax burden faced by an MNE subsidiary can reach 30%, according to its location and that of the parent company.  Among the EU countries, Ireland, France, Sweden and the UK are found to be in the low tax segment, and Belgium, Germany, Greece and Italy in the higher tax bracket (see table 3 for a summary of certain nominal corporate tax rates). The violation of “FDI tax neutrality” will generally imply distortions in the international FDI decision, leading to low tax locations potentially benefiting at the expense of low cost locations.   Indeed, in their analysis of bilateral FDI flows across 11 countries (9 EU plus the USA and Japan), Bénassy-Quéré et al. (2001) discover that high relative corporate taxation is always negatively related to FDI inflows, while low relative taxation affects FDI inflows from countries where repatriated profits are tax exempt. Their analysis also suggests that generalising tax credit schemes, where taxes paid by the subsidiary are deducted from those paid by the parent company would reduce the fiscal incentives to relocate FDI. Finally, it is also possible that the poor performance of cross-border merger and acquisition activity in EU countries may be partly attributable to prohibitively high taxes. Although the Merger Directive (1990) in principle creates a single tax system applicable to mergers, divisions, asset acquisitions, and transfers and exchanges of shares, it is limited in scope and corporate restructuring still involves significant tax costs, potentially leading corporations to choose economically inefficient forms of organisation.

The Legal System

Recent analysis of the law-finance nexus has highlighted the disincentive effects to investment attributable to the nature of the legal system governing the capital market environment, La Porta et al. (1997, 1998). This analysis supports the perspective that the measured differences in judicial efficiency observed across countries may be attributed to differential origins of the legal system. If higher judicial efficiency is reflected in lower enforcement costs, this in turn may impact upon the costs of financial intermediation and the ability of capital markets to fund corporate investment. (La Porta et al. (1998). The expectation is that higher judicial efficiency is positively correlated with the availability of credit, lower collateral requirements and lower interest rates, as documented by Bianco et al. (2001).  Under the assumption that court behaviour indirectly affects the liquidation value of assets pledged as collateral in  a credit contract relationship, the extent of creditor protection and the enforcement of their rights,  Fabri (2001) demonstrates that the corporate cost of capital is lower the more efficient a countries judicial system, a prediction corroborated by firm level data from Italy and Spain. 

The heterogeneity of bankruptcy law and debtor-creditor law across the EU is compounded by the actual effectiveness of bankruptcy procedures. Credit may be less forthcoming in capital markets with less formal protection, a situation that also necessitates financial intermediaries developing informal but more costly methods of loan recovery. Overseas FDI is then discouraged, as MNEs not only anticipate obstacles in raising credit, but are discouraged by potential reductions in the value of their investment through the possibility of a lengthy bankruptcy procedure.

This perspective is fully developed in LLSV (1996) who argue that the size of capital markets and the costs of raising external finance for FDI purposes are functions of the quality of investor rights which in turn depends upon the origin of local legal systems. Pooling EU countries according to their legal tradition, namely either the common law (English originated) or civil/Roman law traditions, with the latter further sub-classified according to whether they are French, German or Scandinavian  in legal origin, LLSV discover significant differences in creditor rights across legal regimes. In particular, they discover that legal systems with French origin offer particularly limited creditor rights, and do not feature high levels of legal enforcement. This contrasts with legal codes of English origin which are characterised by improved creditor rights and higher levels of legal enforcement. 

Desai (2000) investigates how legal regimes and creditor rights impact on the costs of external finance for 57 countries, utilising the creditor rights index developed by LLSV (1996,1997). Following examination of its bankruptcy codes, a country is allotted a point on the index,  which ranges from 0 to 4, for every one of the following conditions it fulfils: 1. Creditor consent or minimum dividends as a stipulation for filing for reorganisation; 2. No automatic stay on the assets such that creditors gain possession of their security upon debtor’s filing for reorganization; 3. A change in administration from the debtor, pending resolution of the reorganisation; 4. Secured creditors are ranked first in the event of a liquidation of the firm’s assets. The study finds that creditor rights are highly significant in lowering interest costs, and their relative absence raises the interest costs in countries of French legal origin (even controlling for inflation differentials). The empirical analysis enables Desai (2000) to transform the increase in interest costs into expected recovery rates. By way of illustration, he discovers that if the probability of default is 5%, a change from a value of 2 to 3 on the creditor rights index implies a difference in expected recovery rates of 32%! This would be highly significant to an MNE contemplating an overseas investment, and in principle impact significantly on a locations relative attractiveness in the race to attract FDI.

Djankov et al (2001) also attempt to quantify a possible measure of judicial efficiency through their index of regulation of dispute resolution (RDR). This is a measure of the extent to which a countries legal procedures differ from a hypothetical benchmark of a third party informally resolving a dispute between two parties. The index takes a value between 0 and 7, with higher values corresponding to a more regulated (judicially inefficient) dispute. Their paper reports the values of the index and also the expected duration of the procedure of collecting a bounced check for the EU countries (and for comparative purposes, the US).
 

The index values again demonstrate that expected duration as a measure of judicial efficiency is determined by the legal structure. The RDR index is lower in the US than the EU and is lower for countries with a common law (Ireland and the UK) as opposed to a civil law tradition (all remaining EU). Among the EU civil law countries, the Scandinavian countries (Finland and Sweden) have a lower RDR index than the remainder. To illustrate, the expected duration of the procedure for collecting a bounced check exhibits a similar pattern, reported as 54 days in the US and 227 in the EU, the latter ranging from 39 days in the Netherlands to 645 days in Italy, with an average of 115 and 244 in the common and civil law EU countries, respectively.

At this point it is fair to conjecture that the weaker creditor rights and the bias attributable to the origin of the legal system across various jurisdictions not only impede the integration of capital markets, but will also be reflected in the costs of external finance and ultimately the capital structure choices of MNEs undertaking FDI in the different locations. These conjectures are addressed further in the model of section 4..

Corporate Governance

There is now extensive evidence to indicate that a firm’s investment behaviour and corporate performance is affected by the corporate governance arrangements which define the environment within which it operates.  With increasing cross-border mobility of financial capital, MNEs can, in principle, access funding from a much greater international investor pool. Cost effective access to this investor pool requires the elimination as far as possible of informational asymmetries, and is facilitated to a large extent by credible, transparent corporate governance regulations, incorporating provisions for adequate information disclosure and satisfactory accounting and auditing standards.
 These serve to improve investor confidence, reduce the cost of capital and enable the firm to access more stable funding sources.  

These observations result in the concensus that transparent corporate governance structures appear to be necessary in order for countries to be able to exploit all the benefits of globally mobile capital for the purposes of encouraging inward FDI. Recent analysis of attempts to harmonise corporate law in the EU and the nature of the extant market for corporate control, reveal large variations in corporate governance structure across the EU (Barca and Becht, (1999, 2001), Franks et al. (2002), Correia da Silva et al. (2002)). While a thorough assessment of the relative efficiency of different corporate law systems is beyond the mandate of the current paper (see Kraakman et al. (2003) for further elucidation), it suffices to note at this point that the existence of these heterogeneous legal systems not only clearly generates institutional barriers that frustrate the complete integration of the EU capital markets, but also potentially provides certain jurisdictions with a competitive advantage in attracting overseas capital flows targeted at FDI.

The preceding survey of the indicators of EU capital market integration, clearly reveals that EU markets still exhibit significant differences in credit and corporate loan market conditions, the equity market environment for investors, and the fiscal and legal infrastructure. Working on the basis that the determinants of MNE subsidiary capital structure constitute an optimal response by firms to the capital market constraints which they face when undertaking subsidiary intermediated overseas FDI, the natural question is to ask what factors are likely to be important in explaining this revealed capital structure.   Once the determinants of this financing choice are known, it becomes possible to conjecture the relative degree to which the existing, imperfectly integrated EU capital markets are positioned to exploit such factors, and thereby gain a competitive advantage over other EU locations in the race to attract inward FDI. 

4.
Determinants of an MNEs subsidiaries capital structure

A variety of possible options or combinations thereof, immediately suggest themselves for the financing of any augmentation of the asset base of a EU-based MNE subsidiary. These include new equity, loans from the parent MNE, borrowing from external sources based in either the home or host location, and retained earnings from any previous successful ventures.  The fact that subsidiaries can be financed through intercorporate transactions with their parent yields an added dimension to their internal capital market structure as compared to domestic firms. Lessard (1979) emphasises the role of intercompany borrowing within MNEs, not only for the usual tax-motivated reasons but also as a complement to the nature of financing available in local capital markets. It follows that patterns of intercorporate borrowing exhibited by MNEs can to a certain degree indicate the extent to which international firms are constrained in their investment activity by the segmentation of local capital markets.

The Desai (2000) Model
Consider the following one-period, steady state valuation model of subsidiary capital structure, proposed by Desai (2000) which abstracts from parental capital structure and the role of deferred foreign taxes. A multinational operates in  n countries indexed i = 1…n  through EU-based subsidiaries with a total capitalisation normalised to unity. Subsidiaries finance new investments that produce operating cash flows Qi  using a combination of the following financing sources: external debt or borrowing obtained from the local capital markets  EDi, net internal inter-company debt (loans) with the parent corporation IDi, and equity (1 - EDi,- IDi). The opportunity cost of the funds for the MNE is c, which is not country specific. The segmented nature of the EU capital markets discussed above in section 2., generates additional costs for external borrowing which depend on the local capital market environment, in particular the efficiency of the legal and institutional infrastructure associated with creditor protection and investor rights. This is represented by CBi, with higher values denoted weaker investor protection. The cost of external borrowing is then ri(CBi), with ri´(.)> 0, ri´´(.) > 0. Foreign country and home tax rates are denoted τi and τ, respectively. In accordance with the arguments presented in Scholes and Wolfson (1992) and Chowdry and Nanda (1994), intercompany debt can be priced by the parent MNE at competitive rates in the foreign market, and receipts of interest on parental loans to the subsidiary are taxed at τ.

Consolidated financing is a universal practice of MNEs. Taking parental capital structure as given, the MNE will attempt to maximise global earnings subject to a constraint on its overall capital structure (leverage), GD. 

(1) Max: Σin[Qi - ri(CBi)(EDi + IDi)](1 - τi) - c(1 - EDi - IDi) + [(1 - τ) ri(CBi) – c] IDi
subject to (i) Σin[(EDi + IDi)/n] ≤ GD; (ii) (EDi + IDi)≤ GDi; (iii) (EDi + IDi) ≥ 0.

The first term in (1) represents post-foreign tax profits, the second the shadow price of internal funds and the third acknowledges the fact that intercompany loans are priced as externally raised debt but their cost is an internal one, and they are taxed at the home country rate. The constraints are interpreted as follows: (i) recognises that MNEs target worldwide capital structure and the fact there is an increasing cost of debt finance generated by enhanced probability of bankruptcy. The other two constraints constrain leverage away from extreme values. (ii) incorporates the so-called thin capitalisation rules which disallow deductibility of interest  when debt reaches a certain level (Chown (1990)) and (iii) represents regulations preventing MNEs directing passive income to low tax jurisdictions, such as the Subpart F rules of TRA86 which initiate the tax consequences of immediate repatriation of foreign passive income. In addition, the desire to hedge revenues and costs in a common currency (Bowe (2001)) and the difficulty of collateralising loans with assets located in other legal jurisdictions will also limit the MNE form obtaining extreme solutions. If λ, μ and δ are the shadow prices affiliated to the three constraints (i), (ii), and (iii), respectively then the first order conditions for external and internal debt are given by:

(2)
- ri(CBi)(1 - τi) + c – (λ/n) - μ + δ = 0 
for all i
(3)
ri(CBi)(τi - τ)  – (λ/n) - μ + δ = 0 

for all i
What does this signify? Equation (2) indicates that the optimal level of external debt for an affiliate is a positive function of the subsidiary jurisdiction tax rate, indicating the well-known advantages of debt in (relatively) high tax locations , and a negative function of the wedge between the costs of external and internal finance. In terms of internal capital markets, equation (3) reveals that MNEs will channel internal flows to sudsidiaries in high tax locations and borrow from those in low ones. Interestingly, in contrast to their impact upon external debt, weak creditor and investor rights can stimulate (gross) internal borrowing from a parent by subsidiary, although this conclusion is qualified by the impact of relative tax rates. Corresponding to Chowdry and Nanda (1994), total debt, EDi + IDi, is a positive function of subsidiary location tax rates. It is also a negative function of CBi the extent of creditor protection (unless the value of tax deductions made internal debt very attractive τi > (1 + τ)/2 a condition which is not satisfied by any tax regime familiar to the present author).

5.
Empirical evidence on MNE capital structure

We now ask two questions which may yield insights into the role that the various EU capital markets may play in creating an optimal financial environment for their jurisdictions in the race to attract FDI into the EU. First, to what extent does the model just developed accord with the stylised facts [SF] of MNE subsidiary financing. Second, in conjunction with the analysis of the current status of integration in EU capital markets, is it possible to identify the factors which may generate a competitive advantage to particular jurisdictions in attracting overseas capital for FDI purposes.

The summary conclusions presented below are obtained using data extracted from the Bureau of Economic Analysis of the US Department of Commerce, which performs a periodic benchmark survey of the foreign operations of US multinationals. Many of the results cited in this section are based on the 1989 survey, supplemented   with data for domestic firms from the Worldscope database. The empirical findings presented  draw extensively from the work of several scholars, notably Chkir and Cosset (1998, 2000), Rajan and Zingales (1995, 1998) and Desai (2000). 

MNE Subsidiary Leverage 

SF1.
The leverage
 of all majority owned foreign subsidiaries of US based MNEs is usually significantly higher than their US parent company (Caves, 1996), and the leverage of MNEs increases after they acquire a foreign subsidiary.
 This is particularly the case if the acquisition is the first overseas, the first in a given country, and/or the first in a particular industry, suggesting both a geographical and industry diversification effect (Chkir and Cosset (1998)).

SF2.
While some evidence suggests that on a consolidated basis, MNEs have lower leverage than domestic corporations (Lee and Kwok (1988), Bergman (1996) and Chen et al.(1997)), multinational affiliates of MNEs are more highly levered than domestic corporations (Desai (2000)). This strongly suggests the importance of the internal capital markets structure of MNEs. Moreover, the leverage of all types of corporations is significantly lower in jurisdictions of French legal origin, and MNE subsidiaries in such locations feature the highest net borrowings from parent MNEs.

SF3.
The estimated effect of differential tax rates on leverage is highly significant if somewhat nonlinear. 

There is a large literature explaining an MNEs incentives to issue debt for financing new investment via sudsidiaries. The tax advantages of debt derive from the fact that interest expenses are tax deductible in most locations (Chown (1990)). This generates incentives for parent MNES located in “excess credit” countries to remit revenues home without being taxed by host country authorities, by charging subsidiaries as high an interest rate as possible on intra-company loans. Thus, ceteris paribus, leverage would be expected to be higher in high tax countries, findings which are generally supported (Desai (2000),  Bénassy-Quéré et al.(2000)) and which generate locational and internationalisation advantages to MNEs (Oxelheim et al. (2001)). Debt has also been rationalised on the basis that it is an efficient mechanism to reduce the agency costs associated with managerial discretion in the use of free cash flows (Stulz (1990), Harris and Raviv (1991) and Shleifer and Vishny (1997))
, although the theory has not been fully articulated in the context of MNE subsidiary investment where the bankruptcy constraint appears to be less binding than for domestic corporations (but see SF4 below; Caves (1996) and Doukas and Pantzalis (2003)).

The finding that in countries of French legal origin, MNE subsidiary leverage is significantly higher than that of comparable domestic firms, while it is simultaneously  below that of MNE subsidiaries in other jurisdictions, suggests that the former countries exhibit shallower capital markets. It also suggests that MNEs complement the restricted debt financing opportunities available through the judicious use of internal capital markets. Paradoxically, their ability to exploit this inefficiency through this extra funding source not available to domestic firms generates a competitive financing advantage for MNEs in these locations.

MNE Parent Guarantees

SF4.
It is widespread albeit not universal practice for an MNE parent to “de facto” guarantee the debt or loans of its subsidiary, even where there is no “de jure” legal requirement for the parent corporation to assume this liability in the event of subsidiary bankruptcy. However, there have been cases where the MNE parent has allowed the subsidiary to go bankrupt. Shapiro (1989) cites the examples of Raytheon in Sicily and Freeport sulphur in Chile.

Although the rationale for this observation often focuses upon parental desire to maintain its reputation in capital markets, Chowdry and Nanda (1994) argue this implicit parental guarantee arises because the amount the parent ultimately saves by avoiding bankruptcy is often larger than the additional payment the parent needs to make to meet subsidiary external debt liabilities in full. This is consistent with the analysis by Shapiro (1989) of the Stobaugh (1970) and Business International Money Report (1986) surveys. Other commentators have argued that the guarantee acts as a device to harden budget constraints when investment is financed by external debt. It provides such creditors with a fallback bargaining position when they are called upon to refinance investments which generate lower than expected profits, conceivably due to bad management. The threat thereby posed to subsidiary management helps to reduce the agency problems of debt financing (Stulz (1995)), and may lead to more efficient corporate governance. While this reduction in financial agency costs may generate a competitive advantage to MNEs in undertaking FDI , it is difficult to see why it would be confined to one location in the EU at the expense of another, hence may not be of particular relevance as a determinant of intra-EU jurisdictional competitive advantage.

Sources of Debt Finance

SF5.
Subsidiary financing is undertaken via both external and internal capital markets (Stobaugh (1970), Robbins and Stobaugh (1972) and Errunza (1979)). In this context, external financing takes the form of equity or bond issues to outside investors, or borrowing from host or home country banks located and operating in host countries. In contrast, internal financing takes the form of capital market sourced financing by the MNE parent or intra-company loans extended by the parent to subsidiaries. There is also some evidence that US-based MNEs extensively utilise external multiparty (syndicated), bank-based co-financing, with some emphasis on host country bank borrowing for raising funds. 

In the model of section 5, the balance between internal and external sources of debt finance is determined by the relative costs of the two sources of financing in conjunction with subsidiary location tax rates. Strictly, given the fact that there are no bankruptcy costs associated with internal loans, one may inquire why subsidiaries utilise external debt sources at all. Several motives suggest themselves. Chowdry and Nanda (1994) maintain that the interest rate paid on external debt can be used to justify to tax authorities the interest rate the MNE parent charges to its subsidiaries on loans, so a strategy which uses both external and internal debt sources may minimise the MNEs tax burden. Others focus on the agency costs of debt (Doukas and Pantzalis (2003), Stulz (1990, 1995)) arguing that external debt, in conjunction with other restrictions upon management serves to harden budget constraints.  

In terms of the sources of external finance, in particular whether it is home or host country banks or investors, existing explanations in the literature are again varied. While debt borrowed in the location of the investment avoids exchange rate risk on repayment, local currency financing can often be obtained just as cost effectively via the derivatives market (for example utilising a currency swap). It can also be raised from home banks located in the host country. Local financing to some extent provides protection against expropriation risk (Burgman (1996)), but this is less of a risk factor in the EU. Existing explanations of this phenomena focus upon the superiority of local as opposed to overseas lenders in monitoring subsidiary management behaviour, thereby reducing financial agency costs, while host banks may possess and advantage over home banks in that they are more familiar with the host country business culture, thereby more able to distinguish the impact of bad luck from bad management on firm performance. Using syndicates of banks rather than sole lenders to raise financing can also be rationalised along the lines of Bolton and Dewatripont (1998) whereby  multiple investors hardening budget constraints by making renegotiation more costly, although it should be recognised that the presence of more investors dilutes the monitoring incentives mentioned above. To date these propositions have not been adequately articulated in the context of MNE overseas investment, so at this stage their impact in conveying one EU jurisdiction a competitive advantage over another in attracting FDI is not immediately apparent.

6.
Conclusion

Despite considerable progress having been made in the past decade in integrating the various national EU financial markets, the weight of this evidence strongly suggests that EU countries still differ substantially in the degree of local financial development and integration. In particular, key central differentiating aspects of the local EU capital market environment are variations in the cost of corporate credit, the tax advantages of locating across various jurisdictions and the legal nature of the financial contracting regimes, particularly with respect to creditor rights in the event of corporate bankruptcy.

In terms of the impact of the differential speed of development on the race to attract FDI in the EU, some conjectures can be made based on findings in the existing literature. Rajan and Zingales (1998) discover that the various measures of capital market efficiency affect real economic growth in industries more dependant upon external finance. Further recognising the importance of industry heterogeneity, Carlin and Mayer (1999) conclude that market-based finance and the legal protection of investors are linked to the growth of equity-financed and skill-intensive industries, and particularly with R&D investment, but not important for physical capital accumulation. Viewed in conjunction with the evidence presented in section 2., which suggests EU equity markets are losing competitive advantage in the global marketplace, this may give some indication of the nature of future investment patterns in the EU. On the same theme, the possibility exists that countries with more efficient capital markets will specialise in industry sectors which use financial services relatively more intensively.

Finally, there is a paucity of research in this area that uses micro-level data at the level of the firm. It is likely that capital market development and integration will impact differently on firms of different sizes. MNEs of sufficient credit rating typically  have access to global capital markets, and one could argue that their overseas investment decisions are unlikely to be significantly affected by the financial environment in specific jurisdictions. However, such conditions greatly effect small businesses, suggesting the firm-size distribution across countries may be a significant determinant of the investment response to capital market development and integration. Indeed, given that MNEs are able to complement the restricted local financing opportunities available in certain jurisdictions through the judicious use of global capital market funding sources as well as internal capital markets, the paradox emerges that MNEs will possess a cost of capital advantage over domestic competitors precisely in those jurisdictions with weaker capital markets. As such, the possibility exists that countries with a relatively shallower capital market environment (such as Belgium, Greece, Italy and Portugal) may reap the greatest benefits from inward FDI flows, as opposed to those countries that have achieved a relatively high level of financial market efficiency such as the Netherlands, Sweden and the UK.
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Table I: Number of Cross-Listings in 1986,1991, and 1997 (End-of-Year Values)

Panel A: EU9-USA Cross-Listings Matrix: Rows refer to 1986,1991,1997 listings

      Country of origin

	Stock

Exchange
	Nether-

lands
	Belgium
	Germany
	Italy
	UK
	Spain
	France
	Sweden
	Austria
	EU9
	USA
	Total

Comp.

	Amsterdam

Stock Exchange
	
	7

8

7
	12

11

10
	3

3

1
	14

20

11
	
	2

2
	2
	
	38

44

31
	129

108

83
	167

152

114

	Brussels Stock Exchange
	15

15

14
	
	10

9

8
	5

4

2
	14

17

11
	
	8

13

12
	2

1

1
	1

1
	54

60

49
	36

36

34
	90

96

83

	Frankfurt

Stock Exchange
	12

16

19
	2

4

4
	
	4

6

5
	14

21

13
	6

4

4
	5

10

8
	3

4

4
	2

9

8
	48

74

65
	51

58

42
	99

132

107

	Italian

Stock Exchange
	
	
	2

3
	
	
	
	1
	
	
	2

4
	
	2

4

	London Stock Exchange
	7

10

11
	2

1

2
	8

11

11
	1

1
	
	4

4

4
	4

7

5
	15

13

14
	
	41

47

47
	193

159

111
	234

206

158

	Madrid Stock Exchange
	
	
	3

3
	
	
	
	1
	
	
	3

4
	
	3

4

	Paris Stock Exchange
	10

9

8
	12

11

9
	12

15

13
	6

6

3
	14

24

17
	5

5

4
	
	5

5

5
	1

2
	64

76

61
	52

52

37
	116

128

98

	Stockholm Stock Exchange
	1
	
	1

1
	
	
	
	2

2
	
	
	0

3

4
	1

1

5
	1

4

9

	Vienna Stock Exchange
	4

5

5
	
	17

21

20
	3

1
	1

1
	
	
	
	
	22

30

26
	3

4

2
	25

34

28

	Easdaq
	
	6
	
	2
	3
	
	5
	
	2
	18
	2
	20

	European Exchanges
	48

55

58
	23

24

28
	59

73

69
	19

23

14
	57

83

55
	15

13

12
	17

34

36
	27

23

24
	2

11

13
	267

339

309
	465

418

316
	732

757

625

	AMEX
	
	
	
	
	3

4

4
	
	1
	
	
	3

5

4
	
	3

5

4

	Nasdaq
	6

5

17
	3
	1

1

1
	2
	18

25

55
	
	2

2

8
	7

6

10
	
	34

39

96
	
	34

39

96

	NYSE
	4

6

16
	1
	7
	4

11
	11

26

46
	1

7

9
	3

14
	3
	
	16

46

107
	
	16

46

107

	Total Listings
	58

66

91
	23

24

32
	60

74

77
	19

27

27
	89

138

160
	16

20

21
	19

40

58
	34

29

37
	2

11

13
	320

429

516
	465

418

316
	785

847

832

	
	
	
	
	
	
	
	
	
	
	
	
	

	Total

Companies
	27

32

48
	17

15

24
	26

29

31
	10

11

19
	54

89

130
	8

9

10
	15

22

43
	18

15

21
	2

9

11
	177

231

337
	284

234

184
	461

465

521


Source: Pagano et al.(2002).Table 2.

[Table I, continued]

Panel B: Summary of EU9-USA Listings



  Country of origin

	Stock Exchange
	EU9-Countries
	U.S.

	
	Foreign Listings
	Foreign Companies
	Foreign Listings
	Foreign

	EU9

Exchanges
	267

339

309
	147

182

180
	465

418

316
	284

234

184

	U.S.

Exchanges
	53

90

207
	52

89

206
	
	


Source: Pagano et al.(2002). Table 2.

[Table I, continued]

Panel C: Listings on EU9-USA Exchanges from the Rest of the Word

by Country or Region of Origin

      Country of origin

	Stock

Exchange
	Australia, New Guinea, New Zealand
	Canada
	Central and Eastern Europe
	Central and South America
	Israel
	Japan
	Rest of Africa
	Rest of Europe
	Rest of Asia
	South Africa
	West Indies

	Amsterdam

Stock Exchange
	2

5
	13

8

4
	
	
	
	23

24

21
	1

1
	4

5

3
	1

2

2
	2

1

1
	

	Brussels Stock Exchange
	1
	9

11

9
	
	1

1
	
	6

6

5
	6

6

4
	7

9

6
	
	16

16

18
	1

	Frankfurt

Stock Exchange
	6

3
	2

4

2
	
	1
	
	57

60

56
	
	12

23

18
	
	5

5

6
	

	Italian

Stock Exchange
	
	
	
	
	
	
	
	
	
	
	

	London Stock Exchange
	18

19

14
	25

29

22
	1

1

14
	7

16

19
	3

3

2
	8

27

29
	8

7

6
	14

24

18
	22

15

50
	90

94

55
	4

15

5

	Madrid Stock Exchange
	
	
	
	
	
	
	
	
	
	
	

	Paris

 Stock Exchange
	1

3

1
	15

13

7
	1

1
	3

4

3
	
	16

37

32
	11

12

10
	8

8

8
	2

1
	22

22

17
	1

1

1

	Stockholm Stock Exchange
	
	1

1
	
	
	
	
	
	6

7

4
	1
	
	

	Vienna Stock Exchange
	
	
	2

2
	
	
	
	
	1

5

2
	
	
	

	Easdaq
	
	1
	
	
	
	
	
	2
	
	
	

	AMEX
	1
	34

44

40
	
	1

1

4
	5

5

5
	
	
	2
	3

8

4
	1

1

1
	1

2

3

	Nasdaq
	12

10

22
	119

125

165
	
	11

8

26
	16

23

71
	16

15

16
	
	8

6

23
	2

1

14
	17

17

15
	9

9

8

	NYSE
	1

9

15
	21

27

65
	2
	3

4

93
	1

1

6
	8

9

11
	
	2

3

21
	2

3

32
	1

1

1
	4

4

13

	Total Listings
	34

53

56
	238

262

316
	2

4

18
	25

35

146
	25

32

84
	134

178

170
	26

26

20
	62

92

105
	30

32

103
	154

157

114
	19

32

30

	
	
	
	
	
	
	
	
	
	
	
	

	Total

Companies
	32

36

47
	198

221

285
	1

3

18
	21

26

139
	23

31

84
	81

99

100
	24

24

19
	44

63

78
	30

32

101
	102

105

67
	16

29

28


Source: Pagano et al. (2002). Table 2.

Table 2: Foreign Listings, Market and Country Characteristics
This table merges information on cross-listings within the EU9 and U.S. area with market and country characteristics.  Change in Cross-Listings into Market is the change in the number of cross-listings of EU9 and U.S. companies on a given market between 1986 and 1997.  Change in Cross-Listings Out of Market is the change in the number of listings by domestic companies on other EU9 and U.S. markets between 1986 and 1997.  Net Change is the difference between Change in Cross-Listings into Market and Change in Cross Listings Out of Market.  Normalized Net Change is the ratio of Net Change to the total number of EU9 and U.S. companies listed in 1991 on the relevant market, multiplied by 100.  Accounting Standards is the rating reported by La Porta et al. (1998) on the basis of 1990 accounting information.  Investor Protection is the Antidirector Rights Index from La Porta et al.  (1998).  Yearly Market Return is the percent annual change in the corresponding MSCI market return index in U.S. dollars, with dividend reinvested, between 1986 and 1997, year-end values. Capitalization is measured in billions of U.S. dollars in 1991 (source: International Federation of Stock Exchanges).  Trading Cost is measured in basis points as of the third quarter of 1998.  It is the average sum of commission and fees (with market impact added in on the second line of each cell) in a given market based on global trading data from 135 institutional investors (source: Elkins/McSherry Co., Inc.)

	Market
	Change in Cross-Listings into Market
	Change in Cross-Listings out of

Market
	Net Change
	Normal

ized Net Change
	Account

ing Standards
	Investor

Protection
	Yearly Market Return
	Market Capital

ization
	Trading Costs (including Market Impact)

	Netherlands
	-53
	+33
	-86
	-24.2
	64
	2
	18.68
	135.98
	23.01

(34.56)

	Great Britain
	-76
	+71
	-147
	-6.6
	78
	5
	15.73
	986.11
	41.20

(51.88)

	Austria
	+3
	+11
	-8
	-5.8
	54
	2
	7.31
	26.04
	32.44

(51.29)

	Belgium
	-7
	+9
	-16
	-5.7
	61
	0
	15.10
	71.11
	24.28

(33.21)

	Germany
	+8
	+17
	-9
	-2.2
	62
	1
	10.13
	392.47
	24.23

(29.70)

	France
	-18
	+39
	-21
	-2.2
	69
	3
	11.07
	373.36
	22.84

(27.63)

	Italy
	+4
	+8
	-4
	-1.6
	62
	1
	4.14
	158.81
	24.40

(29.84)

	Spain
	+4
	+5
	-1
	-0.2
	64
	4
	13.81
	127.30
	26.80

(37.99)

	Sweden
	+8
	+3
	+5
	+2.3
	83
	3
	16.85
	97.06
	24.66

(32.26)

	Amex


	+1
	
	
	
	
	
	
	124.45
	N.A.

	Nasdaq
	+62
	-149
	+303
	+4.6
	71
	5
	17.02
	490.68
	3.51

(30.64)

	NYSE
	+91
	
	
	
	
	
	
	3484.34
	13.40

(24.57)



Source: Pagano et al. (2002). Table 2.

Table 3

Nominal corporate tax rates (in %)

	
	1991
	1993
	
	1994
	1997
	2000
	

	Germany
	43.0
	43.0
	
	37.5
	37.5
	42.2†
	

	Belgium
	39.0
	39.0
	
	39.0
	39.0
	39.0
	

	Denmark
	38.0
	38.0
	
	34.0
	34.0
	34.0
	

	Spain
	35.0
	35.0
	
	35.0
	35.0
	35
	

	France
	38.0
	34.0
	
	33.3
	33.3
	41.7†
	

	Ireland*
	43.0/10.0
	40.0/10.0
	
	40.0/10.0
	38.0/10.0
	24.0/10
	

	Italy
	36.0
	36.0
	
	36.0
	36.0
	37
	

	Netherlands
	35.0
	35.0
	
	35.0
	35.0
	35
	

	United Kingdom
	34.0
	33.0
	
	33.0
	33.0
	30.0
	

	United States

Japan
	34(39.9)

37.5(46.6)
	34

37.5
	
	34

37.5
	34

37.5
	35(40.8)

30(35.2)
	

	Average EU

Standard deviation
	37.9/34.2

3.1/8.9
	37.0/33.7

3.1/8.8
	
	35.9/32.5

2.3/8.2
	35.6/32.5

2.0/8.2
	34.5/32.5

3.3/8.8
	


Source: European Commission, Bundesministerium der Finanzen.  

Assumption: 50% of the dividends are re-invested in the subsidiary. 

*Ireland: the rate to be applied to manufacturing industry and some services is reduced to 10% until December 31 2010 (OECD, Taxing Profits in a Global Economy: Domestic and International Issues, OECD, Paris, 1991).

† Figures for Germany and France include the impact of surtaxes. Figures in parentheses for United States and Japan for 1989 and 2000 include the effect of surtaxes.

Table 4: Indicators of External Financial Dependence by Industry


Industry


ISIC code


External Dependence

Apparel



322




0.03

Basics ex. Fert.


3511




0.25

Beverage



313




0.08

Drugs




3522




1.49

Electric Machinery


383




0.77

Food Products


311




0.14

Footwear



324



         - 0.08

Furniture



332




0.24

Glass




362




0.53

Iron and Steel


371




0.09

Leather



323



         - 0.14

Machinery



382




0.45

Metal Products


381




0.24

Motor Vehicles


3843




0.39

Nonferrous metals


372




0.01

Non-metal Products

369




0.06

Office & Company


3825




1.06

Other Chemicals


352




0.22

Other industries


390




0.47

Paper products


341




0.18

Petroleum and Coal

354




0.33

Petroleum refining


353




0.04

Plastic Products


356




1.14

Pottery



361



         - 0.15

Printing and Publishing

342




0.20

Professional Goods

385




0.96

Pulp and Paper


3411




0.15

Radio




3832




1.04

Rubber Products


355




0.23

Ship




3841




0.46

Spinning



3211



         - 0.09

Synthetic Resins


3513




0.16

Textile



321




0.40

Tobacco



314



         - 0.45

Transport  Equipment

384




0.31

Wood Products


331




0.28

Note: Index of external financial dependence, taken from Rajan and Zingales (1998) is defined as capital expenditures minus net cash flows from operations, all scaled by capital expenditure.

A negative value signifies internal cash flow exceeds funding needs

A value in excess of unity indicates industries where net cash flow is negative because of large investments in working capital
� FDI flows consist of three basic components: equity capital, comprising equity in branches, all shares in subsidiaries and associates (except non-participating preferred shares) and other capital contributions; reinvested earnings, consisting of the direct investor’s share of earnings not distributed as dividends by subsidiaries or associates and earnings of branches not remitted to the direct investor; other direct investment capital (or inter-company debt transactions) covering the borrowing and lending of funds, including debt securities and trade credits, between direct investors and direct investment enterprises and between two direct investment enterprises that share the same direct investor. For more detail of definitions and statistical sources, see Falzoni (2000). 


�  Stulz (1990, 1995) introduces the concept of financial agency cost adjusted cost of capital.


� For the purposes of this paper, uncertainties relating to the appropriate measurement of the cost of capital are not directly relevant. This is because we focus on a different set of questions. First,  is there evidence that the cost of capital differ for MNEs located in different  EU capital market jurisdictions? Second, to what extent are such differences, if any, likely to bestow a competitive advantage on specific EU capital markets in the race to attract  FDI?


� An insightful discussion of the cost of capital as a competitive variable is presented in Lessard (1997).


� These types of approaches are critiqued in Kester and Luehrman (1992).


� The model thereby explains the “home-bias” results of Cooper and Kaplanis (1994) and French and Poterba (1991).


� If the country–specific risk exceeds the covariance risk with the world portfolio, capital market  integration should result in a decrease in the risk premium required by investors in equilibrium, thus a reduction in required equity returns and the cost of capital.


�  Indeed, Henry (2000) in a study of equity market liberalizations in 11 developing nations finds that stock market liberalizations lead private physical investment booms


� They cite the 1993 Daimler-Benz listing on the NYSE which preceeded a multi-billion dollar euro-equity issue to help finance a new plant in Alabama, and paved the way to the eventual merger with Chrysler in 1998. Blass and Yafeh (2000) and Oxelheim et al (2001) maintain the high incidence of Israeli (and to some extent Dutch) tech-tech companies listing on NASDAQ is a prelude to strategic acquisitions.  This effect has been potentially linked to the location of analysts with superior technological knowledge of the industry, which may substantially impact upon the terms and conditions at which equity capital is made available by reducing primary market informational asymmetries.


� Moreover, but with the exception of Frankfurt and to some extent London, the decline in the attractiveness of European exchanges for foreign listing has been accompanied by an inability to attract new domestic listings. 





� The author is not aware of any direct evidence on this from country-level data. Countries such as Finland, Ireland and Sweden have a tax system potentially favourable to inward acquisitions of domestic corporates by overseas MNEs, but there is no clear evidence this has occurred in practice.  However, there is fairly clear evidence that the nature of tax systems impact on the corporate capital structure of MNE subsidiaries Desai (2000). We discuss this further later in the paper. 


� The full index covers 105 countries and reflects an analysis of the complexity of legal procedures triggered by two specific disputes, the collection of  a bounced cheque and the eviction of a non-rent paying tenant. Elements investigated include: the various steps in litigation, the difficulty in notification procedures, the complexity of the complaint and the possibility of the suspension of enforcement of judgement due to appeal 


� See Oxelheim (2001) for a discussion of these issues in a Nordic market context.


� It is beyond the scope of this analysis to discuss the relative merits of the different measures of leverage which have been used, for example debt to cash flow (adjusted debt to EBITDA), debt to total assets, and the ratio of EBITDA to interest payments. The interested reader is referred to Rajan and Zingales (1995) and Desai (2000).


� To the extent that expansion is via a takeover of a local firm this raises the issues as to whether firms with sub-optimal debt levels are more likely to be the subject of takeovers (Safieddine and Titman (1999) and  Garvey and Hanka (1999)).





� See also Lang and Stulz (1994) and  Lang et al. (1991).
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