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Annotation. The purpose of the paper is to develop a new theoretical model that would analyze the characteristics of outward
foreign direct investment in a specific financial and institutional environment. Research methodology. We have developed a
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General problem statement and connection with the
most important scientific or practical tasks. The world
economy is in the stage of restructuring associated with the
transition to a new phase of technological development,
enabling the transformation of global production networks
of multinational enterprises (MNEs), value chain, changes
in demand for various product groups (high-tech production
equipment, commodities, energy resources, food, etc.),
changes in national strategies of economic, industrial,
scientific and technological development. These processes
affect investment decisions on the basis of which global
FDI flows and their geographical allocation to countries
and regions of the world are formed. Review of the
geographical allocation of foreign direct investment (FDI)
flows is an important task in the context of identifying
current trends in FDI, the centers of gravity of global
investment flows, and is the basis for further analysis of
the world economy.

Between 1995 and 2015, developing countries tripled
their share in global FDI stocks, increasing from 4 percent
to 12 percent, equal to $ 2.8 trillion. East Asia and the
Pacific has gradually become the major source of OFDI
among developing regions. It generated 22 percent of total
OFDI from developing country firms during 2000-04,
surging to 49 percent in 2010-15. In contrast , Europe and
Central Asia, and Latin America and the Caribbean have
reduced their relative shares over time. Latin America and
the Caribbean held a share of 37 percent of developing
country OFDI during the second half of the 1990s, falling
to 15 percent during 2010-15.4 And Europe and Central
Asia’s share fell to 25 percent in 201015 from a peak
of 36 percent in 2000-04.5 Finally, outward flows from
SubSaharan Africa, the Middle East and North Africa, and
South Asia maintained more marginal shares across all
periods [15].

Analysis of recent research and publications.
The available empirical evidence proves that political
connections play an important role in the company’s
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activities. Some researchers, including B. Roberts [16],
R. Fisman [6] use event study approach and show that
the weight of political ties can be displayed through the
reaction of the stock exchange to unpredictable political
events. Other researchers, such as H. Li et al. [12] found
that political connections positively reflected on the
performance of the company, such as profitability and sales
growth.

A number of studies focus on measuring political
relationships and examining how a company's stock
prices respond to external shocks or unforeseen events.
S.Johnson and T.Mitton [10] proved that political
connections may affect the expected future value of a
Malaysian enterprise under the conditions of capital
controls and financial crisis (1997-1998). R. Fisman
[6] studied how Indonesian stock price of the company
responds to rumors about the health of President Suharto,
and found that the market value of the company depends
heavily on its political connections. In general, empirical
studies show that political connections are important for
the company, not only in developing countries, with weak
institutions, but also in developed countries such as the
UK [5] and US [7; 16]. Even in countries like the United
States, strong political ties can help a company to obtain
preferential terms from the government. B. Roberts [16]
investigated the change in value stocks of US companies
that were considered close to Senator Henry Jackson and
firms that were close to his successor. He found that the
senator's sudden death significantly lowered the market
value of companies close to him, while the value of
companies close to his successor increased significantly.
I. Goldman et al.[7] studied the reaction of stock prices of
US companies on the announcement of the appointment as
director of a person with political experience and found a
positive relationship. Also, when a Republicans won the
presidential election, stock of companies close to the party
rose, while stock of companies close to the Democratic
Party fell.
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The aim of the article. Thus, the economic expansion
of emerging countries requires the development of a new
theoretical model that would analyze the characteristics
of foreign direct investment in a specific financial and
institutional environment

Presentation of the main research material. Model
of E. Helpman et al. [8] was one of the first taking into
account the heterogeneity of enterprises in specifying the
determinants of FDI. With the help of this model we will
try to reflect the features of enterprises from developing
countries with underdeveloped capital markets. To this
end, the model includes restrictions on the liquidity of
the enterprise, as well as reflects another aspect of the
heterogeneity of enterprises through the introduction of
the indicator of political ties. Political ties, as an internal
asset of a firm, can weaken the liquidity constraints, and
therefore, there are differences between enterprises in
the level of liquidity constraints. Then it is necessary to
analyse the interaction of the indicator of political ties of
the enterprise with the differences in the productivity of
enterprises and to investigate their impact on FDI.

Suppose there are N countries in the world and the
only factor of production used in all countries is labor.
According to the terms of the model, the existence of
symmetry between countries is assumed, so in our analysis
we will focus on the domestic market of the country 1.
Employment in the domestic country — L, wages — w.
No indices are used for the domestic country; the index f'is
used for the foreign country.

Each country has two sectors of the economy. Sector 1 is
perfectly competitive and produces a homogeneous product
(commodity 1), which is trading with no restrictions.
Homogeneous product of Sector 1 is used as the price scale
in the model. The technology of production of commodity
1 has a constant return on scale and the salary in the country
is equal to the amount of commodity 1 produced by one
unit of labor. In sector 2 there is monopolistic competition
and a number of differentiated goods v are produced.
Each enterprise (s) in sector 2 produces one variety (v,) of
differentiated goods 2 and faces a downward demand curve
in each country.

Let's focus on the sector with monopolistic competition.
The enterprises of sector 2 differ in two indicators,
represented by two random variables ¢ and 6. First,
enterprises have different levels of political ties ¢, which
is determined by the integral distribution function Z(¢).
The value ¢ is set when the company appears on the
market. Second, enterprises differ in production efficiency,
which is denoted by productivity € and measured after the
firm enters the market.

Defining the costs is crucial for this model. Potentially
there are four types of fixed costs for companies from the
sector 2, which includes the initial costs of entry f, , internal
fixed overhead costs f, additional fixed costs for export f,,
and additional fixed costs for foreign investment f,.

In the numerous empirical and theoretical researches
such as the works of T.Chaney [1], J.Hericourt and S.Poncet
[9] and K. Manova [13], additional fixed costs of servicing
foreign markets along with underdeveloped domestic
capital markets restrict the ability of some companies to
export products or invest in foreign countries, even if it is
profitable.

This feature is reflected in the model by introducing
liquidity constraints while maximizing the company’s
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profits. We assume that after determining the level of
productivity, companies first decide to stay in the market
and maximize their profits in the domestic market at a
given demand curve for their product. The company then
decides to export its product or invest in foreign countries,
depending on the potential profit with given liquidity
constraints. Note that for simplification, this model does
not take into account motives for foreign investment other
than profit maximization.

We also assume that all companies do not have enough
funds for internal financing of fixed costs, while all
variable costs are covered by business operations. These
liquidity constraints arising from the previous fixed costs
fp f5o J» f; that company at first cannot cover from its
own internal cash flows, but can cover after receiving an
income in the domestic or foreign markets. We base on the
model of E. Helpman [8], whereby enterprise solutions
in each period are independent and the loan of external
resources are paid at the end of each period. Therefore,
companies borrow funds from external sources to finance
Jp f3 f2> f; and at the end of each period pay the primary
loan and interests to its creditors.

When an enterprise is forced to seek the external
financing, in the case of developing countries, it turns
to domestic financial institutions. Political ties play an
important role in attracting financing from domestic
creditors. As we have seen in many researches [2; 4;
11; 14], political ties weaken liquidity constraints by
lowering interest rates and gaining easier access to funds.
According to a number of empirical studies, companies
from developing countries rely mainly on domestic
financing and are less likely to borrow abroad for two
main reasons. First, they generally have a low credit rating
and lack experience in obtaining foreign loans. Second,
due to the underdevelopment of the financial market
and weak institutions in their countries, it is difficult for
foreign creditors to enforce contracts with companies in
developing countries.

To reflect this characteristic in the model, we include the
indicator g(¢), which means the advantages of proximity
to authorities under conditions of limited liquidity. Thus,
the net interest rate that the company pays for external
financing is equal to » — g(¢), where r is the market interest
rate on loans to enterprises in the domestic economy.

The heterogeneity of political relations of enterprises
leads to different costs of funding from external sources,
when the company lacks internal working capital. The
model is abstracted from those cases when the company
has enough internal funds to finance foreign investment.

As a result, companies face different levels of liquidity
constraints at different levels of proximity to government.
It is assumed that no enterprise has enough domestic funds
to cover fixed costs for domestic production, exports or FDI.
Thus, all companies face liquidity constraints, regardless
of whether they operate only in the domestic market or
go abroad. Given the underdeveloped financial market
and weak institutions in the home country, differences in
political ties determine the degree of financial constraints.

Asin E. Helpman’s model, it is assumed that consumers
have the same tastes with a common utility function in any
country:

U=x"( j ) dv)?

v=1



Haykosuii gicHuk [Tonmasceko20 yHigepcumemy eKOHOMIKU | mopaigni

Bunyck 2(103), 2021

where x is the consumption of homogeneous goods
produced in sector 1, and y(v) is the consumption of
differentiated goods produced in sector 2 in n varieties.

If the tastes are the same and homogeneous, then the
demand in each country is homogeneous, i.e. the relative
consumer demand depends only on relative prices, not
on the level of income. Accordingly, in each country the
prices are the same and there is a demand for the same
number of products.

Thus, the demand for varieties v can be derived by
solving a typical equation for maximizing consumer utility.

First, we linearize the utility function and define
V = log (U) as a utility measure, then the transformed
utility function will look like:

V= (1—a)-logx+$-log( I.y(v)ydv).

v=1

The consumer maximizes V' according to the budget
constraint p_-x + J.p(v)'y(v)dv < E, where p, is the

price of the producvf 'of sector 1, and p(v) is the price of
varieties v, n is the number of varieties available in this
country, E is the total expenditures of the country.

The division of first-order conditions with respect to

M: r(v) ) what is
0] [gm] "

two varieties v, and v, gives

p()-y()

1-
V.
equivalent to = p( ’)
. , p("/)'y(‘_’.i) p(v) .
Taking the inverse function from the above equation and
summing by j, we obtain the demand for the variety i

()= J.Vzlp(v)-y(v)dv -

Ilep(v)l‘“ dv

Since the share of income spent on the set of
differentiated goods of sector 2 is exogenously given by

for any i and ;.

the utility function as a, then Jp(v) . y(v)dv =a-E.

v=1

Now the ratio # is denoted as B.
_[Vzlp(v)_cdv
Accordingly, the individual producer in sector 2

considers B given, which simplifies the demand formula for
varieties v in a given country to y (v) = B - p (v) ™%, where
o> 1 is the elasticity of substitution of varieties of goods.

Now, on the stated theoretical bases it is possible to
define the prices and volumes of manufacture at which
profit is maximized, to define potential profits and decisions
of firm concerning manufacture.

For any enterprise 7 in sector 2 maximization of its

v, ) w
%_MBG((I))
provided that the market demand for its brand is
v (v) =B- p(v)~ . The price of profit maximization is

domestic profit m, = p(v,)y(v,)-

p; :K-land the volume of production while profit

0, v o
maximization is y, = B(%j v°. Therefore, at the equilib-

rium point of domestic profit of the enterprise 7 is

I-o

Ty = 407" —nf,G(9), where 4 = B(w)"° L NGY!
Y

Enterprise i may decide to export their products to get
more revenue. Assume that trade costs in foreign trade
take the form of “iceberg” transport costs, when 7 > 1,
in other words, to export a unit of product to a foreign
country, the company ships t units from their country and
7— | units goes to pay for transportation. The longer the
distance between countries, the greater the value of 7 is.
Since we have assumed the same structure of markets in
all countries, the demand for goods in a foreign country
is determined by the same principle as domestic demand.

Profit from exports for the enterprise 7 is

™w

() WG (8).

Demand in the foreign market for the products of
the enterprise i is y (v)= B/ - p (v)°, where the index f
denotes the foreign market. Accordingly, the export price

e =p(v)y(v)

while maximizing profits will be equal to pz =22 and
i Y
the volume of production for export while maximizing

profits is y; = B/ ’;—WJ v°. At the equilibrium point, the

potential additional profit from exports for the enterprise
and is expressed by the formula

7y = 47270/, G (4),
where 4’ = B (w)"™° =y (2)

-

An alternative way of entering foreign markets is the
FDI, which entails constant expenditure f.. f,, as a rule, are
higher than f,, as they include not only the costs of setting
up the distribution and service network, but also a large
amount of initial investment in new production abroad.
As mentioned above, political ties help a company to loosen
liquidity constraints. Accordingly, the profit potential of
FDI for the company i will be

S
m, = p(vi)y(vi)—g—y(vi)—pﬁG(d)),
where we assume that the company i abroad maintains
the same level of productivity and the index f denotes
wages in foreign countries.
Faced with foreign demand y(v) = B"- p (v) — o, the
company maximizes return on FDI at the equilibrium price

S
p: = W_l .We anticipate that production abroad aimed

0 v
only at foreign markets and not sent back to the mother
country. Then the additional profit from production abroad
will be equal to:
m, = Af'e‘;’l -p/,G(9),

where 4" =B’ (w/)"™° 1_—_3 3)

Enterprise decisions on production based on potential
profits, expressed through performance, political connections,
various types of fixed costs and other characteristics of the
country, given in equations (1), (2) and (3).

For domestic production to exist:

n, = A07" —nf,G($)=0.

For enterprise i to export its product:
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m, = A77°0°" —pf,G(¢) 20 and m, > 7, . For enter-

prise i to invest abroad in addition to domestic production:
m, = A6°" —pf,G(9) and 7, > 7, 7, =A0"" -pf,G($).

The above conditions determine the individual
choice of the enterprise. Recall that ¢ is the elasticity of
substitution that is greater than 1, respectively, 8°/ increases
in productivity and can act as a productivity index.
The higher the index 6, the higher the productivity of the
enterprise is. G(¢) is greater than 1 and, as ¢ approaches
perpetuity, G(¢) approaches 1. Then, in accordance with
the above conditions of production, the market structure
of sector 2 in the form of monopolistic competition can be
described as follows.!

The company leaves the market if it is the least efficient,

ie.
TlfB ( ) 60’ 1 Il_fgg@l
A A
An enterprise produces and sells only in the domestic
market if its productivity satisfies inequality

TlfBG (¢) P'fE (¢)
A AT

The company produces and sells in the domestic market
and also exports products abroad when

<ecl

WiG(0) _ o (0 -1)G(0)
At A-A7
Finally, the company prefers FDI rather than export
when
0o > (pf1 _P-fE)G(d))
T A-At
Thus, we can define three marginal levels of

productivity 0,, 0, 0, as functions of political ties and other
characteristics. 6, is the value of productivity at which the
profit on the domestic market is equal to zero, respectively,
enterprises with political ties ¢ and productivity lower
than 8, leave the market. 6, is the level of productivity at
which the profit from exports is zero, and 61 is the level
of productivity at which the profit from exports and the
profit from FDI are equal at a given value of political ties.
Thus, the threshold levels of productivity for domestic
production, exports and FDI for an enterprise with political
ties ¢ are 0,, 0,, 0,, respectively, and they are all functions
of political ties ¢.

o-1 _ MBG(¢)

05 == “4)
o _WG(9).

e ATI c (5)

o = (P 1:)G () ©
A-At°

It follows from the above that an enterprise with
political ties ¢ and productivity in the interval between
0, and 6, produces goods only for the domestic market;
an enterprise with political ties ¢ and productivity in the
interval between 6, and 6, exports its products in addition
to domestic production; an enterprise with political ties
¢ and productivity higher than 6, in addition to domestic
production still makes foreign investment.

To build a model of general equilibrium and derive
verifiable assumptions, trade expenditures 7 must be
considered symmetric, i.e. the same, between any
two countries. To simplify, recall the assumption that
political ties do not affect input costs, in addition, the
integral functions of the distribution of political ties
and productivity — Z(¢) and F(6) — are assumed to be
independent of each other. Thus, it is possible to derive
the condition of free entry into the market for an enterprise
with political ties ¢, which requires that the expected profit
is equal to the input costs.

Ju = T(Ae“‘1 —nG(¢)fB)dF(e)+(N—1){T{A[gj"' _

<¢)f,)dF<e)}

Note that companies know about the level of their
political ties ¢ before they pay the entry costs, respectively,
in the above equation ¢ is considered constant. It will
also be recalled that the company learns the value of its
productivity after the payment of input costs; therefore, the
profit in the right part of the equation is expressed as a
forecast value. Potential profit is divided into the expected
domestic profit with the productivity of the enterprise
higher than 6, with political ties equal ¢, the expected profit
from exports to N-/ foreign countries, when productivity
will be from 6, to 0, and the expected profit from FDI in
N-1 foreign country if productivity is higher than 6,.

To further simplify the equation of the free entry
condit}oon for an enterprise with political ties ¢, we denote

(e)zj'x"“dF (x) Since F(6) is an integral function of

~uG(9) f; |dF (8)+ T (407" —pG

6,

produgtivity distribution and ¢ > 1, V() can be interpreted
as the average value of enterprise productivity within a
given group.

Then the condition of free market entry for enterprises
with political ties ¢ can be simplified in the following way.

Ju= AV (0y) +nG (D)fF(0) —nG @)fy+
(N-1) {47 [V (0p) = V (0)] + AV (6) + (pf,— 1f) G()
F(O) + uG(9) [ F(0,) - pG (9) 1}

Obviously, after assessing the significance of his
political ties ¢ firm decides to enter the market and pay
input costs only when they are covered with the expected
profits. The right part of the equation is the expected profits
from domestic production, exports and FDI minus the
corresponding costs.

Let's integrate the above equation over political ties:

w AV(eB)+nG(¢)-fBF(eB)7nG(¢)fB
fo=[{ et r(e,) v(e)]var(e)  dz(6).(7)
+(pf,  Wi)G(9)F(6,)+nG(9)/,F(8,) pG(9)S}

Accordingly, for such functions of distribution of
political ties and productivity and functional form G(¢),
three types of fixed costs, three efficiency parameters 7, u,
p, and coefficients t and o, we can derive A using equation
(4), (5), (6) and (7). Then you can find three productivity
thresholds, i.e. 8, 0., 8,, for a firm with political ties ¢. An
additional assumption should be made about the financial
development of different countries so that A is the same
in all countries, because, as noted, the upper limit of G(¢)

! Given the assumption of symmetry between the economy, to meet the three conditions sufficient are 7 f, <uf, 7! <pf.
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when ¢ goes to zero depends on the financial development
and quality of the institutional environment of each
country. The higher the development of the financial
market and institutions, the lower the lower limit G(9) is,
which reflects the net interest rate that the firm pays for
external financing. Therefore, for simplicity, assume that
the development of the financial market and institutions in
all countries is the same.

Note that 8,, 6., 0, are functions of political ties, so
they can be integrated over political ties ¢ to obtain the
expected productivity thresholds in the country for given
functions of distribution of political ties and values of other
parameters. Let define expected performance thresholds as

5 05 67, which are independent from political ties and
set by A4 and other parameters defined by equations (4), (5),
(6) and (7).

The last step to build a model of general equilibrium

is to determine the number of players in the market

of each country. As noted, for each country c it is
a-E°

Jp ()" dv

differentiated goods available to consumers in country c,
produced by domestic enterprises, or imported from other
countries, or produced by subsidiaries of foreign MNEs
in country ¢; p(v) is the equilibrium price for the set of
varieties v (where it means the consolidated wage) and E°
is the total expenditure in the country c.

In equilibrium, the total costs equal total income,
respectively, E<= L¢ for every ¢, ¢ = 1, 2 ... N. Note that

A=B(w) "

determined by the productivity of sector 1 (which is used as
the price scale in the model), and set exogenously. Therefore,
since A is derived from the system of equations (4), (5), (6),
and (7), B can also be deduced from them, respectively, B is
the same for all countries. The number of available varieties
of differentiated goods n, depends on the size of the country
and the distribution of productivity and political ties.

Assuming that 0 is independently and evenly distributed
among enterprises, we obtain:

determined B‘ = where 7, is the number of

-y , where w is the country-wide wage

-

n,

v=1

dF (0)+ js(yﬂe] dF(e)}.

In this equation #j, is the number of domestic players
in the market of country ¢, and n} is the number of players
from country c in the market of country j, and j=c. 65,
05 and @ are the expected productivity thresholds for
domestic production, exports and FDI that are independent
of political ties. The left part of the equation is the total cost
of a differentiated product in this country, and the right part
is the disaggregated expected value of total revenue for a
given independent and evenly distributed 6. The equation
can be simplified to the following form:

n, -1 o1
J.p(v)HY dv=B[%j Ny -V(62)+B(%)
v=1 w

w

St {r ()¢ [ (02)-7 (o))

As noted, in the equilibrium the total soaring is
equal to the total income and a is the share of income
spent on the consumption of a differentiated product, i.e.

IP (V)Hx dv = Bal’, For any country ¢, wherec=1,2...N,
v=l

the above equation can be written as follows:

p ()i + Sy (07) 4 [V (03) v (0]} =

_N\o-1
:(Ej Lt
Y

We denote the expression V(e;’ ) +17° [V (6;’E ) -V (6}’ )J

as Vy,, and the expression V(@Z) as Vy, then ng,

c=1,2,... N are the solutions of a linear system
VBU V;}; v

1 1
Vie | | e L
4 o°, .
I/IE VB N

K :(E]“.a. r
Vie | ] Y :

Ve Vi Vi llng L
Vi Vi Vi
Vi Vg oo o

Let =V

: I/IZ- NxN>
Viprss Ve Vs
Then the inverse matrix will be
V= ! .
(Vi =V )V + (N =17 ]

which is a square matrix.

Vi +(N=2)V Vi oV
Vi Vi +(N-2)7;"
N
Vi e VoV H(N-2)V

As noted 7 (0)= [x""dF (x), so V'(0) = = 0'< 0,

6
and V’(0) = — (o — 1) 0 “2 < 0. Accordingly, V(0) is
descending and strictly concave. Then if 05 < 67 < 67,
for strictly concave function the terms
(1= )w(0y)+ v (05 ) <[ (1-7"7 )67 + 7705 [< v (65)

(1 =) V(0°) +1oV(0°) <V [(1 = T")0° + 7' 0°%] < V(%)
should be adhered. Accordingly Vg >V}, , so Nx N matrix
V is nondegenerate. So, the system has a single solution.

Hence, for any country ¢, the number of players in the
market is equal

—o-1

e = aw .
v (V=1 ]y

.{[V; s(N=2 ] L -V ‘ZL’}.

‘/'JtC

Since V; > Vs >0and 0 <y <1, w >0,a >0,
in order for the number of players in the country to be
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greater than zero, a condition [VB" +( N _Q)VIZJ I >
Vi 'ZLJ has to be met which can also be expressed as

Jj#c
L Vie
/ g Ve+(N=2)V,
Z_,'nL B +( - ) IE

is less than

. The right side of inequality

when the workload is the same, or

approximate in all countries, this condition is met and all
countries have their own domestic enterprises

From equations (4), (5) and (6) it is possible to take
derivatives on political ties of three threshold productivities
(in an exponential form). Since G(¢) is supposed to be
monotonically decreasing in political ties, the sign of all
three derivatives will be uniquely negative.

07w,

T G'(9) <0, ®)
007 Wit
6_4)_ 1 G((I))<O, (9)
007" Wi

% _A(l—rl"’) G'(9)<0,

as pf,> ufpand t> 1, 0> 1 (10).

Thus, all three productivity thresholds are descending
by political ties, which means that productivity and political
ties work as complementary elements in their impact on
the overall performance of the enterprise and decision-
making on both domestic production and penetration
to foreign markets. An enterprise with good political
connections remains in the market even if its productivity
is lower than that of its competitors, while an enterprise
with bad political connections in such a situation goes
bankrupt. Similarly, a company close to the government
will be more likely to export or invest in foreign countries
than companies without political contacts. Accordingly,
for further empirical proof, the following statement can be
made: companies with stronger political ties are more
likely to invest in foreign countries.

Next, from equation (6) we can deduce a few more
statements about the differences in threshold performance
in different countries. Equation (11) is a log-linearized form
of equation (6), where A can be an indicator of demand in
a potential foreign market, 7 is an indicator of trade costs,
/,1s an indicator of input costs for FDL.

ﬁ[ln(G(¢))+ In(pf, -1y ) -

—lnA—ln(l—r]’“)]. (11

Based on equation (11), we derive the following
hypothesis: the productivity margin for FDI is declining
in potential market demand of the recipient country,
increasing in input costs for FDI in the host country,
and declining in trading costs.

Moreover, if we define a specific functional form for the
distribution of performance as offer researchers M. Chen
and M. Moore [3], we can expect that the distribution
function for the performance of the MNEs in the countries
with the worst investment climate (expressed in terms
of lower market demand, higher entry costs or lower
trading costs) will stochastically dominate the productivity
distribution function in countries with a more favorable

102

In@, =

investment climate. Hence the hypothesis: companies
with higher productivity are more likely to implement
FDI and are more likely to invest in countries with
poorer investment conditions, such as a small market,
high market entry costs, lower trading costs.

The hypothesis about the marginal value of political ties
can be derived similarly to the previous case. The above
analysis of the production decision showed that companies
will prefer FDI to export if FDI profits are higher than
export profits. This condition can be expressed as follows:

A= pf, G(p) = A — 107~ uf, G(§).
Accordingly, in FDI, the marginal value of political ties
¢, must satisfy the following equation
467 (1-1)

G B

(%) of; Wy (12)
Enterprise i chooses FDI rather than exports, if
G(9,) < G(¢,), ceteris paribus. Recall that G(¢) drop down

for ¢, therefore, a necessary condition for FDI is ¢, > ¢,.
Equation (12) allows us to derive another hypothesis.
The derivative of the marginal value of political ties, taking
into account the characteristics of the country is as follows:

o, _ 09, 0G(¢,)_ 1 07 (1-77)
04 0G(d,) o4 G'(d,) pf,—Ws
06, _ 0, 0G(¢)_ 1 A67'(1-7")

<0

Y =— = >0;
of, 6G(¢1) o, G (¢1) (Pf1 _HfE)

8, _ 9, 9G(9,) _ 1 46°'17 (o-1) -0
o 0G(,) o G(4)  of -1, ’

It should be noted that t> 1, 6> 1, and 1 —7-°> 0.

Based on the above inequalities, the hypothesis of
the impact of country characteristics on the threshold of
political ties is as follows: the threshold of political ties
for FDI is declining in potential demand of the recipient
country, increasing in terms of market entry costs and
declining in trade costs.

We now apply the comparative statics of the number
of players in the market to analyze how the impact of
political ties changes depending on the development of the
financial sector in different countries. As noted by a given
distribution and expected performance limiting values, the
number of players on the market in the country ¢ defined
by supply of labor. However, different countries may have
different distributions of political ties ¢, which leads to
changes in expected productivity limits, despite the fact that
the integral distribution function ¢ is considered given and
identical in different countries with a general equilibrium.

To analyze the impact of political ties in different
countries with different levels of financial sector
development, we abstract from the differences in political
ties between enterprises and use the average value of
political ties in equations (4), (5) and (6). Assume also
that countries differ in this average level of political ties.
As shown in equation (8), (9) and (10) the three thresholds
of performance 0, 0., 0, is decreasing on ¢, that
accordingly under equilibrium conditions may affect the
number of players in any country, and therefore affect the
amount of domestic varieties of goods in this country.

Now let's replace the expected productivity thresholds

in nS with 6,, 0,,and 0,, then nS depend on the average
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level of political ties ¢ in the country. Before taking a
partial derivative nj by ¢, one should take a derivative
of V(9 ), V(O ) and V(O ) by <|) Let mark V(B ),
V(G ) and V(e ) as v, 17 I7ln these equations. From
equations (4), (5), (6) and the deﬁnition of V(6) we obtain:

@_‘MB'G'($)'Q .
o0 A(c-1) ’

ov, —(pf,—w:)-G'($)-6,
o A(c-1)(1-7)
From the results of the general equilibrium, the number
of players in the market can be defined as

avt [V +(N-2)V - L=V 3,1 _
AR
YC

-w._,
VA

> 0Y=[Vy+ (N=2)V,,] - L=V Y, L,
|:V + (N 2) :| Vie ZL]

jiL‘

> 0.

c

ngp =

—oc-1

where W = awil
Y

and z= VT )Ta v (N7 ] (e
V=V, 47 (7, = 7,) ¥y =V, 477 (V, = V,).
o, 9y
Accordingly, ony. —W. o o
o0 z?
The sign ony depends on or Z—a—ZYc As noted,
o o 09

Z > 0, because V,> V> 0. And it was also noted that
according to the assumptions, the difference in employment
is small, i.e. countries have similar employment, so
Y>0foranyc, c =1, 2,... N, therefore, any country has a
positive number of players in the market.

O = LWy + (=W + 70N = 2T = Tl -
7 + 7o (W =T ) 1
j#c
e (N = 2)[(pf; — 1fe)G'(P)0; + ufpG' ($)0] + 1fsG' ($)65
A(oc—1)
+ (ofi — HfE)GI;(((i)f_Il")' 1fzG'($)6 Z L

j#c

oz _ .
% 2VpV5 + (N = 2)Vp[V/ + 7277 (Vg — V)] +

(N =2)V[V; + 7177 (Vp = V)] - 2(N = 1)

7+ (7 = T, + 1 T~ 7] = o
{[ZVB + (N - 2)‘71E]77f3_9_3 +[lpfi — #_fE)H_I + MfEéE]}
[N = 2075 — 2N ~ 17

A sufficient condition for 6_% >0 is

0
(N - 2)173 > Z(N - 1) Vo tﬁerefore, the curvature of
the function 7(0) satisfies 12V > Ny

" N-2
If we continue to assume that countries have the same

employment, i.e. [° =] for any country ¢, c =1, 2,... N,
then

oy ,

T L0 (O (o ~we )8, +(0: =8, ), ] <0,

c

Accordingly 6 £ <0 when countries have the same

employment and the curvature of the function V() satisfies
VB _VIE

Vie

The negative impact of the average level of political
ties in the country on the number of domestic players in
the market shows that the number of varieties of goods pro-
duced by domestic producers in different countries will be
different. In countries with underdeveloped financial sec-
tors and weak institutions, political ties are more impor-
tant than in countries with better financial and institutional
environments. Accordingly, the overall political ties of
enterprises from developing countries should be greater
than those in developed countries, due to the widespread
political rent and the active efforts of enterprises in estab-
lishing political ties. It follows that the model assumes less
diversity of domestic production in countries with under-
developed financial sector and weak institutions, where
political ties mean more.

The negative impact of political ties on the number of
domestic enterprises is important in policy making. While
a country's financial sector is largely underdeveloped and
government policies lack transparency and fairness, the
average ¢ is generally higher. In other words, political
ties are typical of enterprises in these countries, as they
can survive and participate in international economic
activity only with the help of "allies" in government
[17]. In this situation, fewer companies appear on the
domestic market, and accordingly, for consumers there
are fewer varieties of goods from domestic producers. If
the government's goal is to support domestic production,
then it is worth trying to increase the transparency of
government and competition in the financial market,
which should become more profit-oriented and less
politically engaged. Reforms of some political and
financial institutions aimed at eliminating or minimizing
the search for "political rent" will also be useful, and thus
reduce the efficiency and desirability of political ties,
which in turn will reduce the average level and increase
the number of domestic producers.

Conclusions and prospects for further research.
We have developed a theoretical model based on the
study of E.Helpman, which focuses on the influence of
political relations of the enterprise on FDI decisions and
the relationship of political relations and productivity in
management decisions.

To take into account the peculiarities of enterprises
with poorly developed financial structures and institutional
environment, the theory included liquidity constraints at the
enterprise level and also added (along with productivity)
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another characteristic of enterprises — political ties.
Political ties are a specific asset of an enterprise that can
weaken liquidity constraints and thus, depending on the
proximity to the government, each enterprise has its own
level of financial constraints.

Several hypotheses follow from the theory that
requires empirical testing. First, the growth of political ties
and productivity growth increase the likelihood of FDI.
In addition, the thresholds for political ties and productivity
required for FDI increase as the recipient countries
investment climate deteriorates (expressed in terms of
three indicators: lower demand, higher entry costs and
lower trade costs).

The hypothesis about the role of political ties is
consistent with studies of MNEs from developing
countries in that political ties contribute to the investment
activities of the enterprise. With an underdeveloped
financial market and weak institutions, political rents
are prevalent in developing countries. In the absence
of political ties, manufacturing companies that could
enter foreign markets are unable to find the necessary

financing to cover additional start-up costs and lose the
opportunity to increase their profits through international
economic activity. On the other hand, companies with
strong political connections easily compensate for their
lower efficiency and invest in foreign countries. After
all, foreign subsidiaries run by less efficient companies
are unprofitable instead of profitable. This situation with
developing countries' inefficient subsidiaries in foreign
countries is not uncommon. Therefore, the results of
the developed theoretical model provide important
conclusions on the development of the financial sector
and the improvement of the institutional environment
of the country. Healthy and developed financial markets
and strong institutions can help increase the efficiency
of foreign subsidiaries and increase the country's
competitiveness in general.

Hypotheses derived from the developed theory are
based on the assumption that the purpose of the enterprise is
to maximize profits. The results of the general equilibrium
may be different if the purpose of the enterprise does not
include profit maximization.
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JI. A. Ykpaineun, I. B. Iepnax, Jlveiccoxuti nayionanonuii ynicepcumem imeni leana @panxa. Jlemepminanmu npamux
iHO3eMHux ineecmuuiil 3 KpaiH, w0 po3euUsalOmMsvCs: Poib NOJIMUYHUX 368 A3KIE.

Anomauia. Ceimosa ekoHoMiKa nepedysac Ha cmadii pecmpykmypuzayii, noe'a3aHoi 3 nepexo0om Ha HOBUI eman MexHoI0-
2IUH020 PO3BUMKY, WO 003605 MPAHCHOpMYsamu 2n100aibHi 8UpoOHUYI Mepedxci bacamonayionanvrux nionpuemcms (bHII),
JAHYIOIICKU CIBOPEHHSL 6APMOCIMI, 3MIHU NONUNTY HA PI3HI 2pynu NPOOYKmie, 3MIHU HAYIOHAbHUX CIMpame2iil eKOHOMIYHOZO,
NPOMUCTOB020, HAYKOBO-MEXHIUHO20 po36umKy. Lli npoyecu eniuearoms Ha iHBeCMUYIlHI pieH s, Ha OCHOBI AKUX (POpMYIOmb-
¢l 2106anbHI NOMOKU npsiMux iHozemHux ingecmuyiti (T111) ma ix ceoepaiunuti po3noodin mixc Kpainamu ma pe2ionamu ceimy.
IIpomszom ocmanHix 060X 0ecAmuNimy psao Kpait, wjo po3eueamucs, Oyau 6Ka04UeHi 00 CRUCKY MIJCHAPOOHUX THEeCmOopIs.
Taxum uunom, Memoio cmammi € po3pooKa Ho8oi meopemuynoi Mooeni, sika O ananizyeana XapakmepucmuKky 306HIUHIX Npsi-
MUX THO3eMHUX iH6ecmuyitl y neHoMy (iHaHcosomy ma iHcmumyyitinomy cepedoguwyi. Memoouka docaioxcenns. Mu pos3po-
ounu meopemuury Mooenb Ha OCHO8I Mooeli I entnMana, sSIKa 30CepeoHcyEmvcs Ha 6NIUGT NOITMUYHUX 8IOHOCUH NIONPUEMCMEA
Ha piwenns wjooo Il ma 63a€m038 93Ky NOMIMUYHUX BIOHOCUH MA NPOOYKMUBHOCI Y NPUUHAMMI YAPAGIIHCOKUX DillleHb.
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1LJo6 epaxysamu ocobausocmi istibHOCMI NIONPUEMCME NPU CAAOO PO3GUHEHUX (DIHAHCOBUX CMPYKMYpPAX ma iHCmumyyiti-
HOMY cepedosuyi, y meopiro Oy 6KIUEH] 0OMeNHCeHHs TIKGIOHOCMI HA PIGHI NIONPUEMCMEBA | MAKodC 000aHa (Nopsod 3 npo-
OYKMUBHICTIO) e 0OHA XAPAKMEePUCIUKA NIONPUEMCME — NOATMUYHL 36 's3Kku. Tlonimuuni 36 ’s13ku — ye cneyuiunutl akmue
niONpUEMCMEa, AKULL ModiCce NOCIAOUMU 0OMENCEHH S IIKGIOHOCTI 1, MAKUM YUHOM, 3AJLENHCHO 8I0 OIUILKOCII 00 61A0U KOJHCHE
nionpueEMcmeo Mae ceill pisens inancosux oomedsxcenv. Pesynomamu. 3 meopii euniusace Kinoka 2inomes, sKi 6UMazaroms em-
nipuurozo eunpooysanns. Ilo-nepute, nocunenns norimuyHux 36's13xie Gipmu ma 3pocmanis it RPOOYKMUSHOCMI 30LTbULYIOMb
umogipricms I, Kpim moeo, nopo2osi sHauenHs 0si NOIMUYHUX 36'93Ki6 ma npoOyKmueHocmi, HeoOXiOHI OJisl BUHUKHEHHS
111, 3pocmaroms y mipy nocipuienis iHGeCmMuyiiiHO20 KAIMamy Kpaii-00epiicysayis (6Upajicacmscs y mpbox NOKAZHUKAX: HUC-
il nonum, UYL BUMPAMU HA 6XI0 Mma HUMCYi eumpamu Ha mopeienio). I'inomesa wo0o poni NOTIMUYHUX 368 S3KI8 V3200H4CY-
embcs 3 0ocnioncennamu BHII 3 kpain, wo possusaromscs, 6 momy, wjo norimuyHi 36 A3KU CHpUAIOMs iHeCmMuyitiHill OiaibHOC-
mi nionpuemcmea. Ilpu nedocmamHubo po3suHeHomy PIHAHCOBOMY PUHKY | CAAOKUX iHcmumyyisx 6 Kumai € po3noecrodicenoio
nonimuyna penma. 3a 6i0cymHocmi RONIMUYHUX 36 A3KI6 BUPOOHUYI NIONPUEMCMEA, SKI MO2IU O GUUMU HA 308HIWHI PUHKU,
He Marmeb 3MO2U 3HAUMU HeoOXiOHe (iHaHCY8anHs, Wob NOKpUmMU 000amKo8i NOYAmKo8i sumpamuy i 6mpavams MONCIU-
8icmb 30IbUUMU C80T NPUOYMKU 3a PAXYHOK MIHCHAPOOHOI eKOHOMIYHOI Oisinbrocmi. IIpakmuyuna 3nauyuicms pe3yiomamie
odocnioxcennn. Bukopucmanns 3anponoHo8anux meopemuyHux ma nPUKIaOHUX nioxooie niosuwums eekmueHicmy iHozem-
HUX iHgeCmuYitl 3 KpaiH, wjo po3eusaiomucs.

Knrouogi cnoea: npsami inosemmi ineecmuyii, Kpainu, wo po3eusaomscs, Mooens I ennmana, 3a2anvHa pienosazd, NOaimudHi
36 S13KU, NPOOYKMUGHICMb.

JI. A. Ykpauneu, H. B. Iepnax, JIvcosckuii nayuonanvisiii ynusepcumem umenu Meana @panxo. Jlemepmunanmot npamolx
UHOCMPAHHBIX UHEECMUUNIL PA3GUSAIOWAUXCA CINPAH: POIb NOTUMUYECKUX CAA3EIL.

Annomavus. Llenvio cmamou s61aemcs paspadomya HOB0U meopemudeckol Mooenu, Komopas 0bl aHaIu3uposana xa-
PAKMEPUCTIUKU BHEUHUX NPAMbIX UHOCMPAHHBIX UHEECIMUYULL 6 ONPeOeleHHOU (QPUHAHCOBOT U UHCMUMYYUOHALLHOU Cpeoe.
Memoouka uccnedosanus. Mol paspabomanu meopemuyeckyro MoOelb Ha 0OCHoge Mooenu Xeinmana, Komopas cocpeooma-
YUBACMCSl HA 8030CUCMBUU NOTUMUYECKUX OMHOWEHUT NPeOnpusmust Ha pewenus ¢ omuowenuu ITHU u e3aumocessu nonu-
MUYECKUX OMHOWEHU U NPOU3BOOUMENbHOCIU 8 NPUHAMUU YNpaesleHyeckux pewenui. Pesynomamot. H3 meopuu ciedyem
HECKONbKO 2Unomes, KOmopble mpedyiom dMRupuieckol nposepku. Bo-nepewix, ycunenue nonumuyeckux cesazel Qoupmol u pocm
ee npouzgooumenvHocmu yseruyusaiom eeposmuocmo [IHU. Kpome mozo, nopoeosvie 3nauenus O NOAUMUUECKUX C83€il
U NPou3B0OUMENbHOCIU, HeOOX00UMble 05l 803HUKHOSeHus TIMH, pacmym no mepe yxyouwlenus: UHBeCMUYUOHHO20 KAUMAMa
cmpan-noxyuameneti (8blpax3caemcsi 8 mpex nNOKA3amesix: HU3KUil CRpoc, 8blCOKUE 3aAMpamyl HA 6X00 U HU3KUE 3ampambl Ha
mopeosnio). Ilpakmuueckas 3HaUUMOCHb Pe3YIbMAMOE Uccaed08anus. Vcnoniv3068anie npeoiojtceHHbIX Meopemuieckux u
NPUKIAOHBIX HOOX0O08 NOGBICUM P PHEKMUBHOCTIL UHOCMPAHHBIX UHBECMUYULL U3 PA3GUSAIOUUXCSL CINPAH.

Knrouesvie cnosa: npsmvie UHOCMPAHHBLE UHBECMUYUL, PA3GUBAIOWUECS CIPAHbL, MOOeIb XeInMana, obujee pagHosecue,
noIUMuYecKue cesa3u, NPOU3B0OUMeIbHOCMb.
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