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			Prefaces

			Today’s world is more interconnected than ever before. There are impressive sources of growth in countries outside the European Union. OECD data show that developing and emerging markets are expected to account for 60% of world GDP by 2030. When we couple this with the current economic crisis that has hit Europe strongly, it is easy to understand the importance we must place on attaining a sustainable growth rate. That is why «Mission Growth» has become the motto of my services. SMEs are key players in this.
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			In Europe we have impressive capacities in terms of innovation, skilled employees and infrastructure and we should take advantage of all of these in promoting our SMEs both in the Single Market and in third countries.

			Therefore, I can only support the measures Belgium is taking to promote and support their own enterprises in the internationalisation process. The current document includes both a sound analysis of the internationalisation of the Belgian SMEs with their strengths and weaknesses, and a comprehensive presentation of the tools available to them in this process. I will only point out the prominent place Belgium gives to the financial aspects of internationalisation.

			The shortage of appropriate funding is one of the crucial factors preventing SMEs from exploring the potential of global markets. I would thus welcome and encourage every initiative that can improve access to finance at the European, national or regional levels. At a time when European enterprises, in particular start-ups and enterprises in an early growth phase, face unfavourable lending conditions, we need a concerted effort to establish financial instruments and a legal framework that would enable SMEs to expand beyond Europe’s Single Market.

			This study presents various aspects that are vital to successful internationalisation of SMEs and can serve as a practical guide for those who are willing to seize global opportunities.

			I sincerely hope that it will encourage many Belgian entrepreneurs to face the challenge of foreign markets for the sake of their companies and the whole European economy.
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			Vice-President of the European Commission

			Industry and Entrepreneurship

		

	
		
			Any publication on general public policy and strategy, whether European, national or regional puts forward that one of prime avenues to growth is expansion of international trade and attracting international investors. Both go hand in hand. Investors obviously create jobs and trading and exporting products and services create revenue streams which allow to pay for imports and inject wealth in a country. 
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			The current crisis in the eurozone demonstrates the extreme vulnerability of some countries, such as Greece and Spain, who failed to build a strong and competitive internationally oriented economic tissue. If a country wants to avoid getting into a negative spiral of getting poorer and becoming less and less creditworthy, it has to take care of its international business performance besides its fiscal discipline.

			So, do we have in Belgium a strategy to cope with this challenge? Yes and no. Yes, if we look at the numerous studies on the subject carried out by public authorities, at some specific tax measures and  at the improvement of the pro-activity of public support in this field. Yes, also, in view of the large regional budgets spent on innovation, infrastructure and support of foreign trade. No, because competences are too scattered for a real integrated strategy and no, also, because a critical piece of the puzzle is missing: politicians and social partners never reached a consensus on a roadmap to solve the problem of our cost competitiveness. A strategy for our country can only be credible if it includes a clear answer on that key obstacle for the international development of our SME’s.  It should not only address the issue of labor cost. Also our handicap in energy cost becomes a real threat for our industrial tissue.

			At the level of the individual enterprise we see that many young companies entering the international arena are driven by technology and science. We call them the “born globals”. They are condemned to go global because the domestic market is far too small for their highly specialized product portfolio. It may even happen, especially in the B to B environment, that the major players in their particular industry are all situated outside Belgium. In these circumstances the managers of the SME, often with a scientific or engineering background, will need to familiarize themselves with the particularities of doing business abroad.

			When SME’s embark on international activities, especially outside Europe, they will get in touch with many different instances and entities. They will have to operate in a multilayer support- and regulatory environment, sometimes with overlaps and some inefficiencies. This may be a bit complex, but in a very opportunistic way they should take benefit from the support the different levels and instances can offer. In this publication by CeFip, the SME’s will already find a lot of information and guidance on the challenges and risks of going international but also strategies and the solutions to cope with those risks. The authors deserve ample recognition and gratitude from the business community for their work. Their excellent initiative matches perfectly with the extensive training program on the same subject launched this fall by the Brussels based International Business Institute. I hope the SME’s will take advantage of all these initiatives in their international development. We should never forget that the Gevaert’s and the Solvay’s of this world all started in a garage or a small atelier before becoming world class enterprises. There is no reason why several of our fast growing SME’s could not reach that status in the years to come!

			Rudi Thomaes

			Secretary General of the ICC Belgium

			Former managing director of the FEB

		

	
		
			Introduction

			Globalisation or internationalization has become a commonly understood concept. From an economic point of view, the world is increasingly becoming a big village in which the economy of one country is more and more dependent on the situation in the rest of the world. There are many examples of the advance of globalisation. For example, the floods in Thailand resulted in a sharp price increase for computers all over the world. The German automotive industry is currently probably more dependent on demand and growth in China than on the economic situation back home. A crisis on the American housing market quickly led to a worldwide recession that probably hit Europe harder than the United States itself. And the result of an election in a small country like Greece has repercussions on share markets from London to Tokyo.

			One of the most visible signs of globalisation is the development of world trade. For decades now, world trade has increased far more quickly than worldwide economic growth, which points to an increasingly globalised world (see figure 1). 2009 was a particular exception, with international trade decreasing by more than 10 per cent (compared with a contraction in GDP of ’only’ 2 per cent). However, this fall was more than made up for the following year. So statistics show a picture in which international trade continues to increase in relative importance.

			Figure 1 Developments in world trade and production (GDP) 1950 – 2010 (annual averages)
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			Source: WTO 2011 (estimate)

			This progression in globalisation and the increasing importance of world trade has far-reaching consequences for both large and small companies. On the one hand, companies have to deal more and more with international competition, both in their own domestic markets and abroad. In some sectors, international competition has undoubtedly cost a great deal in terms of turnover and employment. On the other hand, it has also created enormous opportunities. It means that Belgian companies don’t have to focus solely on their domestic market of 11 million people. Imports make it possible for the business sector to reduce prices or bring better products to market. Foreign locations or cooperative links can give turnover a real boost and drive innovation.

			All of this very much applies to Belgium. It is vital for a small and open economy such as ours not to underestimate the importance of foreign trade. In fact Belgium is one of the most globalised countries in the world. Issues such as market deregulation, the deregulation of trading practices and increasing market links have meant that SMEs are also being confronted with the effects of internationalization. It is also no wonder that increasing numbers of SMEs are involved in exports and imports or are operating internationally in some other way. The available figures show that one-quarter of manufacturing SMEs have international operations. In fact, a survey by the European Commission even shows that one in three of the SMEs surveyed is involved in exporting, which is a good deal higher than the European average.

			Yet doing business internationally is no easy task. Expanding abroad not only brings all sorts of opportunities with it, but also involves a host of challenges in terms of organisation, finances and management. Research shows that many companies are not making the move to trade with other countries precisely because of these challenges. And this is holding back our country economically. A lack of knowledge plays a part in this, especially for SMEs. As a knowledge centre for the financing of SMEs, our aim is to make a contribution towards overcoming this obstacle by paying special attention to the funding aspect of the internationalization of SMEs.

			In part one of this book, we review the status of Belgian SMEs on the international stage. We begin by analysing the various forms that internationalization can take. Although the emphasis is often on exporting, SMEs can also internationalise by importing or by taking financial stakes in foreign groups, as well as by becoming involved in joint-ventures and the like. We then deal in turn with the strengths, weaknesses, opportunities and threats involved with the internationalization of Belgian SMEs. After that we look at the impact of the internationalization process on the business operations and management of an SME. Indeed, having an office abroad or implementing an export strategy or other form of internationalization requires a great deal of change to the company’s organisation, structure and management. This applies all the more to SMEs where the decision-making structures and management systems tend to be informal and not very developed.

			Part two takes a closer look at the financial aspects of SMEs becoming internationalised. Doing business abroad often involves heavy financial commitments. We discuss the most commonly used ways in which SMEs can fund themselves in order to free up the resources they need. We then deal with the main payment instruments and methods used for foreign trade and investments. Finally, this section also features an overview of the main ways in which SMEs can protect themselves against the risks that are inherent with doing business internationally.

			Part three looks at existing government measures. The European, Federal, Flemish, Walloon and Brussels authorities all have a wide array of measures for supporting the internationalization of SMEs. In view of the fact that studies show that there is not a sufficient level of knowledge about these measures, we provide an easy-to-understand list of the main support measures and organisations on offer. In doing so, we restrict ourselves to talking about the support measures that have been set up specifically to support internationalization. We conclude with an explanation of the main insights provided in this book.

		

	
		
			
Part 1 
SMEs facing internationalization

			As stated in the general introduction, this first section of the book highlights the various overall aspects involved with the internationalization of SMEs. Our analysis begins by focusing on the two main dimensions of internationalization: the financial side and the real side. Next, we look at the internationalization of SMEs in the context of a SWOT model, examining the strengths, weaknesses, opportunities and threats underlying the process. Then the book turns its attention to the various types of risk inherent to internationalization. Finally, with our attention mainly on management, we take a close look at the management systems best suited for an SME that decides to adopt an internationalization strategy.

		

	

		

			
Chapter 1 
The various forms of internationalization


			The internationalization of SMEs takes place on two levels. The first of these levels brings together an array of outward signs, whose combined data forms part of the current account balance of the economy: exports and imports of goods and services. The second level includes forms of internationalization which, on a macroeconomic scale, are included in the settlements balance for the economy: foreign direct investments and foreign portfolio investments. The components of the first level are usually considered as forming part of the real dimension of the internationalization of SMEs, while the components of the second level relate to the financial dimension of internationalization.


			
1.1	Real dimension of the internationalization of SMEs


			
1.1.1	Exports of goods and services


			Exports represent all goods and services produced in the country, which companies then sell in a foreign market. Four main points determine the volume of the goods or services that a business exports to a market in another country.


			
1.1.1.1	The nature of the item being exported


			The first determining factor, i.e. the nature of the item being exported, consists of evaluating whether this export relates to goods or services. Goods have two main features that make them more suitable for exporting than services. First, because goods are tangible in nature, they are generally easier to transport than a service. Second, unlike most services, the majority of goods produced can be stored for a longer or shorter time between the date on which they are delivered and the date on which they are consumed. As a result, the majority of exports are for goods and not for services. The figure 2 shows that between the mid-1990s and the end of the 2000s, according to UNCTAD, the proportion of goods in exports from Belgium fluctuated beyond the 80% mark. Hence Belgian SMEs producing goods were more likely to export their production than Belgian SMEs specialising in services.


			Figure 2 Share of goods in exports (percentages)
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			Source: UNCTAD


			All of the other factors determining the volume of exports have been modelled by Tinbergen, among others, who in 1962 developed the ’gravity equations’ for international trade. These gravity equations were subsequently improved on and consider that the volume of exports from a country, sector or company will depend on three determining factors: the level of foreign demand for the goods or services in question; the geographical proximity of the foreign market; and the competitiveness of the company doing the exporting.


			
1.1.1.2	Foreign demand and geographical distance as determining factors for exports


			The fluctuations in demand on a specific foreign market are an essential determining factor for the capability of an SME to export. By way of example, the growing demand for a product or service in a foreign country enables a Belgian SME that is already exporting to that country to increase its volume of exports without having to adopt an aggressive marketing strategy that will help it to gain additional market share. In macroeconomic terms, the role played by foreign demand in total Belgian exports implies that the volume of exports to a foreign country depends on the size of the GDP in that country.


			Geographic distance, on the other hand, involves different factors that can have a major influence on determining an SME’s volume of exports. Indeed, a greater geographic distance between the manufacturer and the export market means incurring higher transport costs, because a significant proportion of these costs always depends on the distance to be covered. Also, a far-off market increases the probability of there being a lack of understanding on the part of the Belgian SME of the various mechanisms that govern that foreign market. This lack of understanding may be explained by the exporter not being familiar with the language used in the market it is aiming for, or by a lack of available information about the market caused, in particular, by a low level of bilateral cultural or economic relations between the SME’s country of origin and the country where the target market is located.1 This principle of a negative relationship between the volume of exports from an entity and the geographic distance separating that entity from its target market has been confirmed by numerous empirical academic studies, in particular on account of the rise in the cost of transport and poor knowledge about the mechanisms governing the target market.


			Stated macroeconomically, the table 1 shows the level of exports from Belgium in 2010 to its 20 leading export destinations. The table also indicates the distance for each of these destinations between the political capital of the country in question and Brussels, as well as the GDP in purchasing power parity for that country. Although German GDP was ranked fourth in the world in terms of size, behind the United States, China and Japan, Germany was the main destination in the world for Belgian exports in 2010. One of the main reasons for this result, which at first glance would appear to be counter-intuitive, is the geographic distance between Brussels and the capitals of the world’s three leading economies on the one hand, and the distance between Berlin and Brussels on the other. As previously analysed, Germany’s geographical proximity means that among other things, Belgian companies have a better knowledge of the mechanisms that govern how the German market operates.


			The importance of the impact that geographical distance has on the volume of exports is again illustrated with the Netherlands, which although it has a GDP 40 times smaller than the combined GDP of the world’s three main economic powers, it received 40% more exports from Belgium than did the United States, China and Japan combined.


			On the other hand, one economy may be located significantly further away from Belgium than another and yet, despite everything, absorb a greater proportion of Belgian exports than the second, closer, economy. This is when the determining factor of the size of GDP comes into its own, as is the case, for example, with China and Austria. Indeed, although the distance between Beijing and Brussels is over eight times greater than the distance between Vienna and Brussels, China takes 80% more exports from Belgium than Austria does. This difference in exports can be explained to a large extent by the size of China’s GDP, which is more than 26 times larger than Austria’s GDP.


			Table 1 Main destinations of Belgian exports (data for 2010; in billions of international dollars for exports and GDP, and in kilometres for the distance)
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			Source: IMF and UNCTAD


			*: the city chosen is the one where the head office of the European Central Bank is located, i.e. Frankfurt


			
1.1.1.3	The importance of competitiveness


			The final determining factor, competitiveness, also plays an essential role in the ability of an SME to export. The competitiveness of an SME relates above all to its ability to invoice the products it is exporting at a price that is equivalent to or lower than the price in effect on the foreign market being targeted. The two main determining factors for achieving this competitiveness are a) the SME’s ability to minimise its production costs as much as possible, and b) where different currencies are involved, for the SME to gain in competitiveness through the depreciation of the currency of the country where the SME is located.


			Controlling production costs enables the SME to be more competitive vis-à-vis its competitors in foreign markets and therefore to maintain a profitable margin. The ability of the SME to increase its productivity and limit increases in wages and the cost of supplies is essential in this regard.


			Certainly the depreciation of the national currency would also enable the competitiveness of Belgian SMEs to be boosted; however, the Belgian economy no longer has the direct ability to make its currency rise or fall, because these decisions are taken by the Central European Bank in partnership with all of the other members of the eurozone. Also, any depreciation would only support a minority of Belgian businesses, because approximately 60% of Belgian exports go to other economies within the eurozone. This means that for the majority of Belgian SMEs, the priority is to control their production costs to meet the competition of other SMEs in the eurozone.


			
1.1.1.4	A heterogeneous ability to export accross sectors


			Looking at the sector-based dimension of the Belgian economy, the figure 3 shows that in 2005, companies classified as being in the manufacturing industry contributed almost 70% of total Belgian exports, whereas service businesses, despite generating a significantly higher share in Belgian GDP at constant prices in the same year, contributed less than one-quarter of exports. The main reason for this domination by companies in the manufacturing industry is associated with the first determining factor mentioned above, i.e. the nature of the item being exported. Indeed, manufacturing companies, unlike their service counterparts, mainly produce tangible goods and as such are more likely to export. The nature of their production also implies, assuming the free exchange of production, that these manufacturing companies are exposed to international competition within their own territory. As a result, under the pressure of international competition, these companies achieve average productivity gains that are significantly superior to those generated by service companies. This implies that companies in the manufacturing industry are generally more competitive than companies in the services sector, which means they find it easier to internationalise by exporting.


			Figure 3 Contribution of each sector to total Belgian exports (in percentages of the total)
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			Source: Calculation based on the input-output matrix for 2005 – Planning Bureau


			A greater likelihood of companies in the manufacturing industry to export is confirmed by the table 2, which shows the rate of exports, i.e. the proportion of production that was exported in 2005, for each sector and each branch. Hence the average rate of export for companies in the manufacturing sector was 48%, whereas it was only 13% for the services sector. Although this rate shows a certain heterogeneity in terms of the various branches that make up the manufacturing industry and services sectors, the highest rate among the various branches in the services sector, i.e. trade, was significantly lower than the rate for the weakest branch in the manufacturing industry, i.e. food and tobacco. Also, three out of the ten branches that make up the manufacturing sector exported over half of their production in 2005. These branches were textiles, clothing and leather; chemicals and plastic; and, finally, the transport industry.


			Table 2 Proportion of production exported from the various sectors and branches of the Belgian economy (in percentages of the total production of each sector)
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			Source: Calculation based on the input-output matrix for 2005 – Planning Bureau


			Without precise details of the role played by SMEs in each of these branches, it is difficult to assess the proportion of these companies’ production destined for export. However, it can be legitimately admitted that service SMEs are less likely to export than SMEs in the manufacturing industry. This is because these latter companies generally have a greater ability to minimise their production costs than service SMEs.


			
1.1.2	Imports of goods and services


			Imports are all goods and services produced abroad and purchased by local businesses. The total cost of imports is incorporated directly into the SME’s intermediary consumption. The determining factors for the volume of imports of goods and services are identical to those for exports, although the impact of these factors is reversed.


			The SME’s ability to minimise the average cost of imports is essential for enabling it to remain competitive when it sells its products on the local market or abroad. In fact, a sudden and unexpected increase in the average cost of the SME’s imported intermediary items of consumption could directly affect the invoicing price of its end-product (output), assuming that the SME wishes to maintain its margins.


			There may be two essential reasons for the increase in price required by the foreign supplier. The first relates to the competitiveness of the supplier: it may be that for various reasons the supplier is no longer able to control its production costs and, as a result, it passes on this increase directly as part of its invoicing prices. The second cause comes into play when the foreign supplier is based in an economy that has a different currency. Any depreciation in the currency used by the Belgian SME will certainly enable that SME to be more competitive in terms of its exports. However, any imports coming from the supplier located in the economy where the currency has appreciated as a result of the depreciation in Belgium are likely to cost the SME more, meaning that it will lose the benefits from the depreciation of its currency. Whatever the cause of the rise in the average price of its imports, the Belgian SME will quickly need to find a substitute for its imports if it is not to lose its long-term competitiveness.


			Taken theoretically and on a macroeconomic scale, a depreciation of the euro would benefit the Belgian economy if the Marshall Lerner condition is adhered to. This condition states that a depreciation of the euro will only benefit Belgium if, following this depreciation, the effects of volume dominate the effects of price. Put another way, the reduction in the quantities imported and the rise in the quantities exported are sufficient to counterbalance the increase in the average cost of imports and the reduction in the average price of exports abroad2. This condition requires, among other things, that Belgian companies exporting to markets that do not use the euro benefit fully from the depreciation of the euro to increase their export volumes, and that Belgian companies importing products from countries that are not members of the eurozone are able to find substitutes for the products they import. Assuming this condition is met, the Belgian economy will improve its trading balance with economies that do not use the euro as their national currency.


			The internationalization of SMEs can also be achieved based on a financial dimension. The SME then has the option either to make a foreign direct investment, or to make a foreign portfolio investment.


			
1.2	Financial dimension of internationalization


			
1.2.1	Foreign direct investments


			The OECD defines a foreign direct investment (FDI) as an international movement of capital designed to create, develop or maintain a subsidiary abroad, or to exercise significant or total control over the management of a foreign company. An international investment is considered to be an FDI when it enables the investor to own at least 10% direct control. Below this threshold, it is a portfolio investment.


			
1.2.1.1	Typology


			FDIs can be classified according to their form, in other words the way in which the FDIs are made, their logic, i.e. the type of strategy adopted by the SME when it makes the FDI, and the type of financial instrument used to make the FDI.


			
1.	Form


			On the topic of form, the Belgian SME is allowed to develop a network of subsidiaries by way of four methods. First of all, the FDI may take the form of a “greenfield investment”: the SME creates an entirely new foreign subsidiary and the FDI involves the implementation of new production resources and the recruitment of new staff.


			Next, the Belgian SME has the option of acquiring an entity that already exists. In this case, the FDI comes into being through a transfer of ownership of the securities in the subsidiary being acquired. This category, sometimes called a “brownfield investment”, includes cross-border mergers and acquisitions.


			The Belgian SME can also make expansion FDIs by transferring a certain number of funds aimed at increasing the production capacity of a foreign subsidiary that already exists.


			Finally, the Belgian SME can make financial restructuring FDIs designed to support the business of a foreign subsidiary in financial difficulty.


			
2.	Logic


			With regard to the logic of FDIs, Markusen (1995) introduced a typology of FDIs based on the logic that underlines the decision to create or acquire subsidiaries in other countries. The decision by an SME to invest abroad for the purpose of acquiring or creating a subsidiary may be in response to two opposite views taken by a company’s strategy on internationalization.


			The initial logic here consists of making a horizontal FDI in which the Belgian SME creates or acquires a subsidiary producing goods or services that are identical to those produced by the SME in Belgium. This approach to the FDI enables the SME to go into a new foreign market with a view to future development. It also enables it to deal with certain obstacles, such as shipping costs or customs charges. In this way, the SME decides to set up entities in other countries that replicate, as they are in Belgium, all of the stages into the production process in order to service the local market.


			The second view relates to vertical FDIs: by establishing one or more new subsidiaries, the Belgian SME is able to break up the various stages required to develop its goods or services. Each of the subsidiaries is then responsible for one or more stages in the SME’s production process: design, production or marketing and sales. The implicit aim of this type of investment is to take advantage of the differences in cost of the various factors between different countries. In this case, the foreign business complements the business of the parent company. Hence a vertical FDI is mainly all about the issues of relocation or international subcontracting.


			
3.	Types of financial instruments


			Finally, according to the OECD, FDIs can be made from two main types of financial instruments: equity securities or debt securities.


			Equity securities encompass both ordinary stock and preferred stock, reserves, contributions to capital and reinvested profits. Reinvested profits are that part of the subsidiary’s profits that is not distributed in the form of dividends to the parent company and which is effectively reinvested in the foreign subsidiary.


			Debt securities include negotiable tangible assets, such as bonds, guaranteed or not, commercial paper, promissory notes, preferred stock with fixed dividend and other negotiable tangible assets non-representative of capital. Debt securities also include loans, deposits, commercial loans and other receivables or accounts payable.


			
1.2.1.2	The determining factors of foreign direct investments


			Since, academically speaking, the determining factors of FDIs are the subject of a rich and varied literature, there are various theoretical contexts for explaining these causes. However, given in particular the heterogeneous nature of FDIs, empirical studies have generally struggled to confirm the hypotheses and results of the theoretical models.


			All of the theoretical determining factors of the FDIs made by SMEs can be grouped into two main categories: microeconomic, and macroeconomic and institutional.


			
1.	Microeconomic determining factors


			Microeconomically speaking, the first determining factor of the volume of the FDIs made by a company is the size of that company. All of the surveys conducted in Europe show clearly that the rate of companies investing abroad increases with the size of those companies. The proportion of micro-enterprises making FDIs is generally very small. The level of small businesses concerned is considerably higher, but still remains at relatively low levels. By contrast, a significant proportion of medium-sized and large companies make FDIs.


			The main reason that makes it difficult for micro-enterprises and small businesses in Belgium to invest directly abroad is the lack of capital available to this type of business. As a result, these enterprises can only obtain funding for these sorts of investments if they are already performing well within their own branches on the Belgian market. Any penetration of foreign markets by SMEs that are performing less well in their sectors in Belgium can be achieved more by an export strategy than by foreign direct investments.


			Apart from their size and performance on the Belgian market, the microeconomic determining factors of the volume of FDIs made by Belgian SMEs are the ownership of “strategic” assets and the presence of a special resource in the market being targeted. A ’“strategic” asset’ is defined as an asset capable of being used profitably on a relatively broad scale. Among these, the holding of certain intangible assets such as patents, copyright, skills or brand names, may play a key role in the internationalization of an SME. Generally speaking, SMEs with specific technologies that are capable of innovating regularly from a technological point of view are the most likely to make FDIs.


			In terms of special resources, the reason for making an FDI may be the use of a factor for which the cost is lower than in the SME’s country. This approach relates in particular to vertical FDIs, the logic of which is to spread the SME’s various areas of activity between the countries, based on the comparative benefits offered by each of these countries.


			
2.	Macroeconomic and institutional determining factors


			As for macroeconomic determining factors, these include the size and potential growth of the foreign market, the openness of that market and the variations in the exchange rate of the economy where that market is located. Most theoretical models show that a large market with strong potential growth encourages companies to make FDIs in that market. The essential reason for preferring larger foreign markets is that these markets enable Belgian SMEs to reduce their average production costs through economies of scale.


			The extent to which a market is open, i.e. the proportion of goods produced in that market and exported from it, or produced abroad and imported into it, is at first glance an ambiguous determining factor for the overall volume of an FDI. However, by dividing up FDIs based on their logic, it would seem that a low level of openness in the market that is explained, among other things, by relatively high customs tariffs, generally works in favour more of horizontal FDIs. In fact, in this context, the company will seek to produce directly in the foreign market in order to avoid various obstacles to exports. Taken the other way round, a relatively high level of openness that generates significant flows of goods and services, would be more likely to result in a growth in vertical FDIs since the company can then easily transfer its intermediary production from one market to the other.


			Finally, the value of the real exchange rate can also influence the decision of a Belgian company to make an FDI. Indeed, a weak real exchange rate in an economy with a different currency enables the Belgian company to benefit from the lower price of intermediary consumption in that country. The Belgian company then has every interest to increase its volume of FDIs in that economy.


			Institutional determining factors mainly incorporate the institutional quality of the economy where the company wishes to make an FDI. First of all, in most cases good governance is associated with more sustained economic growth and as a result should attract more FDIs. Second, unstable institutions that promote corruption tend to increase the investment costs and, as a result, reduce profits. Third, if the institutions in place are of poor quality, this is more likely to cause political instability. Yet, as FDIs are generally costs that cannot be recovered, they are even more sensitive to the political instability of a country than exports.


			The impact that the quality of institutions in a foreign market has on company FDIs has been taken into account successfully in various academic theoretical models. Nevertheless, mainly on account of the difficulty involved with measuring this issue, few empirical studies have been able to study their impact clearly and accurately on the volume of FDIs.


			
1.2.1.3	Stock of FDIs by business sector


			Although, unlike data on export volumes, data relating to stocks of FDIs is relatively difficult to access in Belgium, some data is available by sector type. Hence the graphic below shows the stocks of Belgian outgoing and incoming FDIs for 2005, by sector and business branch.


			As the graphic shows, the share of the services sector in incoming and outgoing FDIs is significantly greater than that sector’s share in exports. However, taking account of the contribution of each sector’s contribution to Belgian GDP at constant prices, the manufacturing industry should have a significantly greater intensity in terms of outgoing and incoming FDIs than the services sector.


			Despite everything, it would appear on examining this data that service companies still have the ability to internationalise despite the nature of their production and that this ability is based on a financial internationalization strategy rather than a real one. Put another way, the internationalization of service companies happens more through FDIs than by exports. In view of the difficulty in exchanging services between different countries, it appears reasonable to state the hypothesis that most of the FDIs made by Belgian service companies are horizontal, with the creation or acquisition of a subsidiary abroad producing or selling directly services in that foreign market that are identical to the services produced in Belgium. As a result, the Belgian company need no longer take account of the difficulties relative to the transport and storage of its production of services.


			Figure 4 Stocks of incoming and outgoing FDIs by business sector in Belgium, 2005 (as a percentage of the total stock of FDIs)


			[image: 59951.png]


			Source: NBB


			
1.2.2	Foreign portfolio investments


			Should a Belgian SME wish to invest abroad without becoming involved in the control and management of a foreign entity, it can make a foreign portfolio investment (FPI). This process of financial internationalization offers the main advantage of liquidity: the SME is able to disengage itself much more quickly in an FPI than in an FDI. One of the main reasons for this greater liquidity is that unlike most FDIs, an FPI does not involve the transfer of non-financial assets such as technology or intellectual property. As a result, this is more in line with a short-term investment logic.


			There are many determining factors for the volume of FPIs made by SMEs. The first of these, which is microeconomic in nature, is the size of the company that can invest. As is the case with FDIs, the level of companies making FPIs increases with their size. Micro-enterprises and small businesses have greater difficulty in making FPIs than medium-sized and large companies because they usually have little in the way of liquid assets to make such an investment, nor do they have the resources in terms of logistics and staff to deal with monitoring the performance of their portfolios abroad.


			The other determining factors of FPIs are usually modelled, like exports and imports, by ’gravity models’. Anderson (1979) was the first to adapt the theoretical gravity model to FPIs. This model shows that the volume of FPIs for an economy, sector or company depends on different variables relative to the market where the FPI is to be made. Each of these variables may have an impact on one or more features of the portfolio of foreign assets and, consequently, will encourage Belgian SMEs to make an FPI or not.


			First of all, the liquidity level of the portfolio may depend significantly on the development of the local financial sector. A Belgian SME wishing to have a portfolio that is as liquid as possible is then very aware of the processing times required for buy and sell orders in the financial sector of the country being considered.


			The transaction costs can also have a significant effect on the yield of the portfolio3. This yield may also depend on the potential economical growth of the country where the Belgian SME wishes to hold a portfolio financial asset. However, an analysis of the potential growth is more relevant when it is sector-based.


			On the subject of portfolio risk, this can be influenced by a number of variables that are different to those that relate to the intrinsic financial performance of the company in which the FPI is being made: geographical distance, the legal protection of investors in the country in question and the quality of the accounting practised in the country where the FPI is to be made. These three variables may prompt the Belgian SME to require a significantly higher risk premium on the financial assets that it wishes to acquire in the foreign country. Should it not be able to obtain the required risk premium, it is likely not to make the FPI.


			The impact that geographical distance has on the flows of FPIs is the subject of much academic literature, both theoretical and empirical. Usually, the greater the geographical distance, the lower the level of knowledge of the local culture. This lack of knowledge includes in particular a partial or total inability to understand the local language, which may cause a problem if the institutional differences there with the SME’s country of origin are relatively large. As a result, the Belgian SME finds it more difficult to understand the mechanisms of the local financial sector, all the more so if a lack of economic relations between the SME’s country and the target country means, among other things, an absence of known bank branches in that foreign country. As a result, the Belgian SME may find itself in a situation of significant information imbalance, which is to its disadvantage. However, a Belgian SME looking to diversify its portfolio as much as possible will not tend systematically to exclude investments in the financial markets of countries about which it has little knowledge and as a result it may not consider distance as a drawback.


			Legal protection and accounting quality are two other elements that may increase the risk and prompt the Belgian SME to require a higher risk premium. A low level of legal protection for investors in the country under consideration may in fact, should legal action be taken, incur relatively high costs. Poor accounting quality or accounting practices that are different to those in Belgium may result in a lack of understanding or incorrect interpretation of the financial statements provided by the foreign company in which the FPI is being made, which also increases the risk.


			

				

					

				

				

					

							

							Box 1 Comparative advantages and benefits from exchanges


							The attractions associated with exchange and specialisation were first conceptualised in an organised manner by the British economist, David Ricardo (1772-1823), at the beginning of the 19th century. The basic premise is that, all things being equal, it is in the interests of the various agents of one economy to conduct exchanges with the agents of other economies by specialising in the production of items, even where they have an absolute or even relative comparative advantage over their counterparts in the other economy. This principle can be demonstrated using a numerical example.


							a) Markets where there is no exchange and specialisation


							Taking the markets for beer and gingerbread, the table 3 shows the amount of labour required for a Belgian SME and a German SME to produce one litre of beer and one kilo of gingerbread. To simplify the reasoning, the underlying hypothesis of the model is that the goods in question are homogeneous. In other words, the quality of a litre of Belgian beer is considered in the marketplace to be the equivalent of a litre of German beer. There is the same equivalence in the market for gingerbread. This model also assumes that, on the one hand, the German SME and the Belgian SME only manufacture and consume these two types of merchandise and, on the other, that they each have a total of 60 units of labour available for production on these two markets where they each have a national monopoly.


							Table 3 Production opportunities for the Belgian SME and the German SME


							

								

									

									

									

								

								

									

											

											


										

											

											1 kg of gingerbread


										

											

											1 litre of beer


										

									


								

								

									

											

											Belgian SME


										

											

											6 units of labour


										

											

											5 units of labour


										

									


									

											

											German SME


										

											

											2 units of labour


										

											

											4 units of labour


										

									


								

							


							


						

					


					

							

							Figure 5 Production and consumption of the German SME and the Belgian SME, assuming a lack of exchanges
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							The data in table 3 and the assumptions stated previously enable the production possibility frontier of the SMEs in figure 5 to be developed, knowing that each of these SMEs is unable to produce in excess of this frontier. In the total absence of exchange, the model makes the assumption that the Belgian SME produces and consumes the quantities indicated in point A, while the German SME at point B. Hence the German SME produces and consumes 15 kg of gingerbread and 7.5 litres of beer, while the Belgian SME is happy with 5 kg of gingerbread and 6 litres of beer.


						

					


					

							

							b) Markets with exchanges and specialisations


							The source of the differences in production and consumption between the two SMEs is to be found in the data shown in table 3. According to this table, the German SME has an absolute comparative advantage over the Belgian SME in the production of both types of goods. Put another way, the German SME is more productive on each market because it requires fewer units of labour than the Belgian SME to produce each item. However, the Belgian SME has a relative comparative advantage in the production of beer: the opportunity cost of the production of a litre of beer is approximately 0.83 kg of gingerbread for the Belgian SME, whereas that same cost is 2 kg of gingerbread for the German SME. By contrast, the German SME has a relative comparative advantage in the production of gingerbread: it costs the German SME 0.5 litres of beer to produce 1 kg of gingerbread, whereas the Belgian SME has an opportunity cost of 1.2 litres of beer for every 1 kg of gingerbread produced.


							Table 4 The opportunity cost of gingerbread and beer
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							By specialising in the production of beer, the Belgian SME wins out because it can buy the gingerbread from the German SME at a better price. Specialising in gingerbread is profitable for the German SME because it can obtain beer from the Belgian SME at a better price. By devoting all of its production capacity to making beer, the Belgian SME will produce 12 litres of beer and no gingerbread. The German SME, though, still has the capacity to produce the two goods items because it has an absolute advantage in the production of each one; however, it profits from making a significant reduction in its production of the item where it does not have the relative comparative advantage, i.e. beer, in favour of increasing production of the item where it holds this relative comparative advantage, i.e. gingerbread.


							In numerical terms, two conditions have to be met for this specialisation and the exchange that flows from it to be beneficial for both companies: on the one hand, a combined condition relative to total production and, on the other, an individual condition relative to the final consumption of each SME. The first of these conditions implies that the total production and hence the total consumption of each item becomes greater with specialisation. As a result, knowing that the Belgian SME will only produce beer, the German SME needs to produce strictly more than 20 kg of gingerbread and strictly more than 1.5 litres of beer. The possible production combinations on the German side are therefore strictly included between 1.5 and 5 litres of beer, and between 20 and 27 kg of gingerbread. As shown by the figure 6, the condition for a higher total production of each item is met if the Belgian SME produces 12 litres of beer and, for example, the German SME produces 3 litres of beer and 24 kg of gingerbread.


						

					


					

							

							Figure 6 Production and consumption of the German SME and the Belgian SME, assuming there are exchanges
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							The second condition enabling specialisation and exchanges to be profitable to both SMEs is that each SME is able to consume more of each type of goods after the exchange. Based on the choice of production made by the two companies, the German SME can then export strictly less than 9 kg of gingerbread, while the Belgian SME can export strictly less than 6 litres of beer. If both SMEs reach an agreement, for example, on exchanging 7 kg of gingerbread for 5.5 litres of beer, then the two companies both win out win the deal: the Belgian SME buys gingerbread at a price lower than it would cost if it produced the gingerbread itself, because it is exchanging a litre of beer for 1.27 kg of gingerbread instead of 0.83 kg; the German SME on the other hand has to pay 1.27 kg of gingerbread to import 1 litre of beer, whereas it cost it 2 kg before the exchange.


							In total then, the Belgian SME consumes 7 kg of gingerbread instead of 5 kg before the exchange and 6.5 litres of beer instead of 6. As for the German SME, its consumption with the exchange rises from 15 to 17 kg of gingerbread and from 7.5 to 8.5 litres of beer.


							This theory of comparative advantage and the gains on exchange that result from it apply to all scenarios except the one where the opportunity cost to produce one unit of one type of goods is equal to one unit of the other goods. In fact, in all situations where the opportunity cost is not unitary for one company, the value of the opportunity cost to produce one type of goods has to be the opposite of the value of the opportunity cost to produce the other type of goods. As a result, assuming non-unitary opportunity costs, each of the two companies producing two types of goods automatically has a relative comparative advantage over the other company and hence can increase both its production and consumption thanks to specialisation and exchange.


						

					


				

			


			


			

				


				

					1. Countries that are relatively close geographically speaking are generally better known to the exporter as the result of direct contacts, such as business relationships and tourism, as well as indirect contacts, such as media coverage of the other country. 


				


				

					2. In mathematical terms, the Marshall Lerner condition states that a depreciation of the euro is beneficial for the Belgian economy if the sum of the price elasticity of its exports and its imports, with the latter expressed in absolute values only, with economies outside the eurozone, is strictly greater than one.


				


				

					3. In addition, high transaction costs may result in the portfolio becoming inert to some extent because the holder is discouraged from disposing of assets in the short term. 
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