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Abstract. The main objective of this paper is to investigate the relation between the foreign
ownership and firm performance. The study was conducted for the companies listed on
Bucharest Stock Exchange, in the first, second and third categories. The financial companies and
the credit institutions were excluded from the sample. The final sample included 63 companies.
Return on Assets and Return on Equity are used for measuring the financial and economic
performance of the firm. The foreign ownership is measured by the percentage of shares held
by foreign investors. Econometric tools like linear regression analysis are used for analysis. The
results of the study suggest that there is no significant link between firm performance and the
existence of foreign capital.

Keywords: foreign ownership, performance, domestic ownership,

JEL classification: M 21

1. Introduction

The participation of foreign capital in Romanian companies has increased in the last ten years.
According to data provided by the National Trade Register Office in the period 2000-2010 the number of
companies with foreign capital participation in Romania increased by 2.3 times and the amount of capital
held by foreign investors increased more than 6 times (www.onrc.ro). Changes in capital structure of the
Romanian companies are perhaps more profound than any other country. The reasons for this
internationalization of the capital of Romanian companies are obvious: access to resources, Romanian
market opportunities, adapting products to specific customer preferences and needs of the Romanian
production and transaction costs lower.

Dramatic change of capital structure Romanian companies generated heated debates among
business people, researchers, politicians and general public. A series of questions appeared, such as: What
are the consequences of increasing the share of foreign capital? What happens when a large part of the
business is controlled from abroad? Are there any differences between foreign investors and investors?
Do foreign investors have different objectives from local investors? Are the foreign controlled companies
different? Is there any risk associated with the transfer of income or job knowledge? Examination of how
foreign capital affects firm performance has particularly important policy implications for governments
worldwide. These governments spend impressive sum of money and resources for programs aimed to
attract foreign investment with the hope of collecting the benefits of globalization (United Nations
Conference on Trade and Development, 2000).

According to legislation a firm with foreign participation is a foreign direct investment if at least
10% of equity is owned by a foreign business entity. This threshold is suggested and used for statistical
purposes by the IMF100, UNCTAD (2005), OECD, many OECD countries, including Romania and is common
in the literature (e.g. Griffith et al. 2004; Doms and Jensen 1998). The threshold of 10 per cent is
considered to represent a meaningful stake and effective voice in the management of the firm. The
nationality of a firm is determined by the ultimate parent’s country of ownership. All firms not meeting
this criterion are defined as German owned including firms without ownership information, which is
common practice for the database (Peri and Urban 2006). Subsidiary information, i.e. either name or
operating revenue of the subsidiary, is taken as evidence that a German firm is a MNE.

The main objective of this paper is to investigate if the foreign equity is associated with better
performance in the case of listed companies on Bucharest Stock Exchange.
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2. The theoretical framework and literature review

The literature suggests that firms with foreign capital have certain advantages over domestic
capital firms, leading to superior performance of firms with foreign capital (7) (8). Dunning suggests that
the superior performance of foreign-owned companies is the result of the ability of the foreign investors
to exploit economies of scale and superior system of governance. All these views on the superior
performance of foreign capital are based on arguments and assumptions of Hymer (12). He believe that
multinational companies have intangible productive assets such as know-how, superior system of
governance, quality relationships with trading partners, coordinated export business contacts that are
able to exploit them to gain competitive advantages. These things are available in developed countries. On
the other hand, in countries with transition economies or developing economies some empirical studies
contradict the hypothesis that foreign capital generates superior performance. For example Barbosa and
Lourie (5) in a comparative study conducted in Greece and Portugal have not found differences in terms of
return on assets between domestic and multinational companies. Similarly, Pfaffermayr and Bellak (17)
showed that differences in performance between companies with domestic capital and foreign capital are
not explained by foreign capital itself. There is a category of studies that examined the effect of foreign
capital origin on performance. Ford, Rorke and Elmslie (10) showed that country of origin of the capital
generates productivity differences between domestic firms and those owned by foreign capital. Bilyk
(2009) in Ukraine, has shown that differences in performance between domestic owned firms and foreign
owned are explained by origin of the capital. Capital from developed countries positively influences the
performance of companies and capital from less developed countries adversely affect firm’s performance.

3. General characteristics of Romanian capital market

Bucharest Stock Exchange (BSE) was first created in 1882 but was closed during the communist
regime. BSE was reopened on April 1, 1995, having as main activity the administration of financial market
activity. Currently, BSE has declared that its mission is to serve as capital market and to support
entrepreneurial activity in Romania. BSE manages three segments: regulated market (BSE) and RASDAQ
and ATS market. While RASDAQ offers general framework for trading shares and preferential rights,
regulated market - BSE provides the general framework for trading the five categories of financial
instruments: equities, bonds, shares and units of collective investment undertakings, structured products
and derivatives. Equity securities and debt securities listed on both BSE and RASDAQ are grouped into
three categories. In the case of BSE, the main regulated market, listing requirement for companies is to
assign a certain level of capitalization. There are three levels of capitalization, 1 million, 2 million and 30
million for the three categories of regulated market. In addition, the companies from the first category
must meet the dispersion requirement of shareholders (over 2,000 different shareholders), financial
performance requirements and strategic management requirements. Bucharest Stock Exchange is still far
away from its vision of becoming the best performing equity market in the region (www.bvb.ro). At the
end of 2010, BSE is ranked in 5th position out of 9 in the capital market in terms of market capitalization
region and in the 6th position in terms of turnover.

Table nr. 1 - 2010 rankings of Central and East European capital markets according to capitalization and turnover

Market
= capitalization = Turnover
3 Stock Exchange end of 2010 3 Stock Exchange end.of 2010
. mil. euro
mil. Euro
1. | Warsaw Stock Exchange 142.272 1. | Warsaw Stock Exchange 59.727
2. | Athens Exchange 50.379 2. | Athens Exchange 34.754
3. | CEESEG - Prague 31.922 3. | CEESEG - Budapest 20.002
4. | CEESEG - Budapest 20.624 4. CEESEG - Prague 15.391
5. | Bucharest Stock Exchange 8.402 5. Cyprus Stock Exchange 838
6. | CEESEG - Ljubljana 7.028 6. Bucharest Stock Exchange 704
7. | Cyprus Stock Exchange 5.094 7. CEESEG - Ljubljana 361
8. | Bulgarian Stock Exchange 5.498 8. Bulgarian Stock Exchange 281
9. | Bratislava Stock Exchange 3.380 9. Bratislava Stock Exchange 231

Source: Federation of European Securities Exchanges http://www.fese.be

The number of listed companies has increased continuously in the last years, but the market
capitalization has fluctuated under the influence of the evolution of world financial markets. Thus, after an
increase in 2007, market capitalization dropped more than 50% to 11.63 billion EUR in 2008, the peak of
the economic crisis. The value has increased in 2009 on the background of a slowly recovering economy
but showed a slight decrease in the first half of 2010 because of the worsening of the Romanian economic
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situation. The same pattern can be noticed for turnover velocity, the ratio between turnover and market
capitalization. Therefore, after the slump caused by the financial crisis, the exchange is still having trouble
recovering. Table number 2 presents the evolution of the exchange’s most important indicators.

Table nr. 2 - The evolution of most important BSE indicators

Number of Market

Year . e e Turnover
companies | capitalization

2006 53 18.858 1.269

2007 54 21.524 1.990

2008 64 6.474 1.051

2009 64 8.402 644

2010 69 9.777 704

Source: Federation of European Securities Exchanges http://www.fese.be

While the number of listed companies has increased continuously throughout the period, the
market capitalization has fluctuated under the influence of the evolution of world financial markets. Thus,
after an increase in 2007, market capitalization dropped more than 60% to 6,474 billion EUR in 2008, the
peak of the economic crisis. The value has slowly increased in 2009 and 2010 on the background of a
timid recovering economy.

Regarding the sectors of activity of listed companies, the biggest three sectors that dominate the
distribution, account together almost 95% of the market capitalization on the exchange. They are, in
order, financial intermediation, mining and quarrying and manufacturing.

4. Data and Methodology of research

The present paper tries to find whether foreign ownership is associated with better financial
performance for the companies listed on BSE during the financial crises.

Information used for empirical analysis of the relationship between the foreign capital and the
performance of listed companies concern only non-financial companies listed on BSE. In the present on
regulated sector of BSE are listed 76 companies. From this group I eliminated the financial companies
(financial investment companies, credit institutions and the insurances companies). Elimination of the
banks and financial investment companies has ensured that companies included in the sample follow the
same set of accounting regulations. Financial information was obtained from financial statements
prepared on 31 December 2010, available on BSE website. Information about capital structure in terms of
origin was collected from the Central Depository website, adjacent institution of BSE.

The result is therefore a sample of 63 firms observed in 2010 and 2006. Most of the companies
included in the sample belong to manufacturing industry, 44 companies representing 69.8% of the total.
The remaining companies included in the analysis belong to the construction industry (5 companies -
7.9%), retail (4 companies - 6.3%), hotels and restaurants, the extractive industry, transport and storage
of each of these areas being represented of three companies (4.8%) and a company of production and
supply of electricity and heat (1.6%).

The following model type has been constructed: Y =8, +B, X, +B,X, +B,X; +B,X, +¢,

5. Variables used and specifications

In order to estimate the relationship between foreign capital and business performance first is
necessary to establish the most appropriate performance indicators. The performance measures used in
most of the literature to compare the performance of foreign capital with the performance of domestic
capital are mostly indicators calculated on the basis of financial statement, such as return on equity,
return on assets and return on sales. Another measure frequently used in some literature is Tobin's q. This
is a ratio between company's market value (capitalization) and its book value. The indicator was
developed by James Tobin and the company's capitalization is calculated by dividing the replacement
value of its assets. In general, the literature considers that the assessment of performance based on
accounting information does not take into account the company's future prospects as the case of
indicators based on market values determined. However, the high volatility of the market gives us
sufficient reason to doubt the effectiveness of the Romanian capital market.

The main variables used are described in the following:
- Dependent variables - in this study is considered as dependent variables the return on equity (ROE)
and Return on Assets (ROA). The returns were calculated based on financial statements of 2010;
- Independent variable - the main independent variable is the percent of foreign equity in total equity of
the company (X1).
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- Control variables - are other factors besides the foreign origin of capital that can affect the performance
of a company and whose effect we want to control. To take into account the influence of these factors in
the analysis I introduced a set of control variables. Thus it can be checked the certainty of the relationship
between the dependent variable and independent variable. The most important control variables found in
the literature and used in this study are: growth of sales (X3), company size (X3 - measured as logarithm of
total assets), and degree of indebtedness (X4 - debt /equity).

6. Results and interpretation

In table no. 3 are presented the results of regression for the dependent variable, return on equity
for 2010. Coefficients for control variables are presented in table no. 3. As we see in Table 3, the null
hypothesis is accepted, Sig t represents the probability that the null hypothesis is accepted.

Tabel nr. 3 - the results of regression for return on equity
Coefficients®

Unstandardized Standardized
Model Coefficients Coefficients t Sig.

B | Std. Error Beta
Dependent variable - return on equity
(Constant) ,288 ,634 ,454 ,652
Foreign capital -,103 ,137 -,061 -,755 ,454
Growth rate of sales ,186 ,138 ,105 1,352 ,182
Degree of indebtedness -,195 ,019 -,812 -10,225 ,000
Size of the company -,018 ,077 -,018 -,228 ,821
Dependent Variable: return on assets
(Constant) ,076 ,123 ,616 ,540
foreign_capital ,003 ,026 ,014 ,118 ,907
growth_rate_of _sales ,069 ,027 ,291 2,603 ,012
grad_de_indatorare -,017 ,004 -,530 -4,644 ,000
log#_total_activ -,007 ,015 -,052 -,459 ,648

Analyzing data from the table we see that the explanatory variables are not positively and
significantly correlated with the measure of financial performance when the other variables are constant.
This does not mean that domestic capital firms perform better. For testing the significance of multiple

linear regressions model [ used Fisher statistic. The table no. 4 shows the results for modeling.

Table nr. 4 - The results of the regression

ANOVA b
Dependent Variable: return on equity
Model Sum of Squares Df Mean Square F Sig.
1 Regression 15,489 4 3,872 28,585 ,000a|
Residual 7,857 58 0,135]
Total 23,346 62
Dependent Variable: rentabilitate_economica
2 Regression ,129] 4 ,032) 6,402 ,00043
Residual ,293 58 ,005
Total 423 62
a. Predictors: (Constant), size of the company, degree of indebtedness, growth rate of sales, foreign_capital

The results show us that there is a probability of 95% percent that the models are statistically
significant. The dependent variable “return on equity” and “return on assets” are significant influenced by
the simultaneously variation of independent variables: foreign capital, size of the company, degree of
indebtedness, growth rate of sales.

Estimated value of the determinative factor is 0.663 which means that 66.3% of variation of
return on equity is explained by simultaneously variation of four dependent variables. In the case of ROA
estimated value of the determinative factor is 0.306 which means that 30,6% of variation of return on
assets is explained by simultaneously variation of four dependent variables.

7. Concluding remarks

Companies with foreign capital participation are the main form of foreign direct investment in the
country. They are generally perceived as a source of development, modernization and growth. Numerous
research studies in the literature converge to the idea of “higher productivity of foreign-owned firms,
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compared to domestic owned firms”. The benefits of foreign capital for the host country, summarized in
the literature consist in attracting innovative technology, human capital formation, international trade
integration, creating a competitive business environment.

In the study I analyzed the financial performance of companies in Romania, listed on a regulated
market, BSE, in correspondence with foreign capital participation. The aim was to test the effects of
foreign capital on the financial performance. The results suggest that there is no positive and direct link
between the two variables. This finding should be interpreted in the current economic situation. The
analysis was performed for 2010, a year of recession, characterized by poor performance for most listed
companies, regardless of capital. On the other hand, most firms in the sample belong to manufacturing
industry, one of the areas worst affected by the crisis. This period was marked by a global collapse in
corporate profits and therefore reinvested profits. For Romania, this meant the decline of the demand due
to weaker industrial production, with direct effects on performance indicators, regardless of capital. Also
most of the foreign capital before 2007, was not directed to those sectors of the economy that produce
sustainable economic growth, but the speculative sectors such as retail and real estate, two areas affected
by the crisis.

Romanian capital market is far from being a barometer of the Romanian economy, taking into
account the small number of companies listed on stock exchange. So the sample used for this study could
not be representative for Romanian business environment. In conclusion, in terms of economic crisis, the
positive effect of foreign capital and direct the performance indicators is not felt.
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