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Abstract: 

 

A vast empirical literature has shown that multinational enterprises (MNEs) tend 

to be more productive than local firms. Moreover, the presence of foreign-owned firms 

may generate positive productivity spillover effects on local firms. Another recent strand 

of literature has shown that the localization choice of MNEs is influenced by host 

countries’ institutions, such as the level of corruption, the presence of red tape and overall 

regulatory quality. We verify that this productivity advantage of foreign firms does 

indeed exist in a panel of firm-level data for European countries between 2000 and 2008 

and examine the role of host and home country institutions and the related distance and 

difference. We show that good host country quality decreases foreign firms’ advantage, 

while governance distance and differences increase it. Home country institutions also 

play a significant role in magnifying the productivity advantage of foreign firms. 

Keywords: foreign ownership, institutional quality, institutional distance, TFP 

1. Introduction 

Foreign ownership is generally thought to be associated to higher 

productivity with respect to domestic firms. A vast empirical and theoretical 

literature supports this view, providing different explanations for this finding. One 

possibility is that foreign firms are intrinsically more productive, while another 

explanation lies in the fact that multinational enterprises (MNEs) tend to acquire 

the most productive domestic firms. Recent analyses have stressed the importance 

of the multinationality of the firm, irrespective of its foreign or domestic nature. 

The aim of the present paper is to shed light on this issue by examining the role of 

another element affecting the relationship between foreign ownership and 

productivity, which is represented by the institutional and regulatory framework 

of the home and host countries in which firms originate and operate. 

 

We use cross country comparable firm-level data and country-level 

information to investigate if and to what extent institutions affect the productivity 

of foreign-owned firms. Our firm level data is provided by the Bureau Van Dijk’s 
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Amadeus database. This database provides detailed balance- sheet and financial 

data and in depth information on firms’ ownership structure. At the country-level 

we use the QoG Social Policy Dataset which combines several indicators on 

institutional quality from different sources. 

The three main research questions we focus on in this paper are: 

1) Do home country institutions affect the productivity of MNEs’ 

subsidiaries? 

2) Do host country institutions affect the productivity of MNEs’ subsidiaries? 

The effect of institutions on foreign-owned firms’ performance is 

multifaceted and depends on the interaction between the institutional quality 

between the host and home country. Thus, institutional distance may have an 

impact on productivity of foreign subsidiaries, beyond that of the absolute level of 

institutions in the country of origin and destination. This leads us to our third 

research question, which further qualifies the impact of institutions on the 

productivity of foreign-owned firms: 

3) Does similarity between home and host country institution affect the 

productivity of MNEs’ subsidiaries? 

We exploit firm-level heterogeneity, institutional quality and geographic 

control variables to test whether an unfavourable institutional environment may 

have an impact on the productivity effects of foreign entry. 

2. Background and previous literature 

Our paper is related to three main strands of international economics and 

management literature and aims at providing evidence on the interrelations 

between foreign ownership and institutions in shaping firm-level productivity. 

 

Foreign-owned subsidiaries are in general thought to be associated with 

higher productivity levels and growth with respect to their domestic counterparts 

and this result is mainly obtained with firm-level analyses in single-country 

studies. Evidence is mainly based on firm-level data, and several explanations 

have been advanced to explain this positive linkage. MNEs may enter foreign 

markets by acquiring the most productive domestic firms (“cherry-picking”) or 

may act as a means of knowledge and technology transfer, making their 

subsidiaries more productive. 

By analyzing the productivity of foreign-owned plants in the UK, 

Criscuolo and Martin (2009) find that US affiliates are more productive than 

domestic plants and UK MNEs. However, it appears that domestic MNEs are not 

less productive with respect to foreign-owned subsidiaries from countries other 

than the US, highlighting the importance of the home country of the affiliate and 

the role of MNEs in general. The motivation behind the productivity advantage of 

foreign ownership is that MNEs tend to acquire the most productive domestic 

plants. Arnold and Javorcik (2009) show that foreign ownership leads to 
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productivity increases in the newly acquired plants in Indonesia, and that this 

effect lasts for several years. This result provides grounding to the idea that 

foreign firms not only tend to acquire more productive domestic firms, but they 

also act as a vehicle for knowledge and technology transfer and more efficient 

production processes. 

In a cross-sector study, Temouri et al. (2008), consider total factor 

productivity differences of German domestic firms and foreign MNEs. Once 

again, their results point toward the importance of multinationality, rather than 

foreignness per se, although they document that foreign MNEs (both from 

Germany and from abroad) are more productive that domestic firms. 

Benfratello and Sembenelli (2006) cast some doubts on the robustness of 

the relationship between foreign ownership and productivity due to unobserved 

heterogeneity, input simultaneity and measurement errors. However, their results 

are supportive of the idea that nationality of the foreign owner is important, once 

again confirming that US affiliates tend to be more productive. 

 

In general, a firm’s performance and productivity is influenced by the 

environment in which it operates, which can be identified as the institutional, 

regulatory and governance framework. To this respect, in countries with high 

degree of corruption, low institutional quality and rule of law, firms may face 

additional constraints, going beyond traditional production and technological 

issues, that hinder their ability to operate efficiently, thus influencing their 

performance and productivity. The pervasiveness of red tape, corruption of local 

agents and in the relationship with the government, poor property right protection, 

unstable political and macroeconomic environment, uncertainty regarding rule of 

law and law enforcement all (directly or indirectly) increase firms’ cost, thus 

harming efficiency. 

De Rosa et al. (2010) tackle this issue empirically, and provide compelling 

evidence of the negative effect corruption has on firm-level productivity. By 

focusing on micro-data from Central and Eastern Europe and the Commonwealth 

of Independent States, the authors unveil the implication of “bribe taxes” and the 

“time tax” imposed on firms by red tape issues. Their empirical results show that 

corruption has indeed negative implications for firm productivity, and that the 

impact of bribing depends on the overall institutional quality of the country. 

With a similar setting, Asiedu and Freeman (2009) focus on the effect of 

corruption on investment growth in transition countries, Sub-Saharan Africa and 

Latin America. While productivity is not explicitly considered, the authors use 

firm-level data and confirm the finding that corruption has differentiated effects 

on firm-level behaviour, depending on the macro-regions and countries 

considered, providing additional support to the idea set forth by De Rosa et al. that 

the overall institutional framework affects the negative impact of corruption. 

Yasar et al. (2009) examine the impact of institutional quality, in the sense of 

property rights enforcement, and bribery on firms’ performance in 52 countries in 
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the period 2000-2005, controlling for a set of firm characteristics.
1
 Both 

institutional factors have a negative and statistically significant effect on firm 

performance, providing evidence in favour of the hypothesis that higher quality 

institutions facilitate firms in making productivity-enhancing decisions. 

 

The attractiveness of a country to foreign investors is related to the 

perceived business and institutional environment, with lower levels of different 

institutional attributes deterring foreign direct investment and foreign acquisitions 

and mergers. Aggregate country-level studies, as well as firm-level analyses, have 

shown that political risk and poor institutional quality has a dampening effect on 

foreign capital inflows. Some authors have also stressed the possibility of reverse 

causality, showing that the presence of foreign investors and capital may have a 

positive effect on host countries’ institutional framework. 

While a complete review of the link between foreign capital and 

institutions is beyond the scope of the paper, we have selected a few studies that 

highlight the important features of this relationship. Kinda (2010) considers firm-

level evidence from developing countries and shows that, indeed, institutional 

problems and constraints have a dampening effect on foreign direct investment as 

a mode of entry in the host market. 

Du et al. (2008) focus on foreign entrants in China from the EU, US, Japan 

and Korea and show that strong public institutions (in the form of government 

intervention, property rights protection and corruption) are an important 

determinant of the location decision of foreign firms. An interesting study on 

corruption (Cuervo-Cazurra, 2008) qualifies its role on foreign direct investment 

by providing a distinction between pervasive and certain corruption and arbitrary 

and uncertain corruption. While the latter has no particular effect on location 

choices of foreign firms, as it becomes part of the uncertainty a firm faces when 

operating abroad, the former is a strong hindering factor since it increases the 

costs of operating in the host economy. Spencer and Gomez (forthcoming) 

provide an interesting analysis of the role of the institutional distance between 

home and host countries highlighting how firms from less corrupt countries tend 

to report lower pressures to engage in corruption in the host country, controlling 

for the institutional framework in the host economy. Chan et al. (2008) show that 

host country institutions matter for foreign affiliate performance, with low levels 

of an aggregate Institutional Development Index implying a negative impact on 

firms’ return on sales. In an interesting contribution on bank efficiency, Lensink et 

al. (2008) show that foreign ownership per se negatively affects banks’ efficiency, 

but this effect is less pronounced in host (and home) countries with good 

governance. 

 

                                                 
1
 The firm-level data is from the Investment Climate Survey of the World Bank and is taken in one 

point in time.  



 5 

What has emerged from this very selective literature review provides the 

background against which our analysis is set. Our empirical investigation will 

shed light on the interrelations of foreign ownership and institutions on a firm’s 

productivity, stressing the different roles played by home and host country 

environment and the role of institutional distance. 

3. Data and empirical strategy 

To investigate the influence of institutions on productivity of foreign-

owned firms our empirical strategy consists in two stages: in the first step, proxies 

for firm-level productivity are derived; in the second stage of the analysis we 

analyze the effect of institutional quality and foreign ownership on firms’ 

productivity.  

In the empirical analysis we combine cross-country comparable balance-

sheet firm-level data for 19 EU countries
2
 to evaluate firm productivity and 

country-level data on the institutional environment.  

Firm-level data are extracted from the Amadeus database, maintained by 

the consultancy Bureau Van Dijk. This database collects balance-sheet data 

reported to national statistical offices by European companies; it contains 

financial information of over 7 million public and private companies which have 

to file accounts to national business registries. However, while potentially 

including all corporations active in EU countries and subject to compulsory 

publication of accounts, data coverage varies across countries according to 

national legislation and with the degree of compliance by firms.
3
  

Information on ownership is derived from the Bureau van Dijk’s 

Ownership Database. Information on shareholders is collected directly from the 

companies. Bureau van Dijk merges the ownership data it receives from all its 

information providers, publishing information about nationality of ownership and 

type of shareholder.  

We restrict our analysis to the manufacturing sector and we consider firms 

for which data on shareholders are reported. We drop firms not publishing data on 

the number of employees, on intermediate inputs and tangible fixed assets and 

observations with key-punch errors, such as negative values for variables defined 

as positive. We obtain an unbalanced panel of 237.523 European manufacturing 

firms from 2000 to 2008.  

 

In the first stage of our analysis we estimate firm-level total factory 

productivity. We use different procedures to obtain a proxy for the TFP in order to 

test robustness of our second stage results to the methodology applied for 

estimating productivity. 

                                                 
2
 The sample of European countries reduces to 19 members due to data availability problems. 

3
 The lack of reporting is particular relevant in Germany, Austria and Portugal. However, lack of 

information mainly affects smaller enterprises, which are not considered in our analysis. 
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The first proxy for TFP is obtained through the estimation of log 

transformation of the simple Cobb-Douglas production function, adding country 

and industry dummies: 

itjcitMitKitLit mklq   0)1(
 

where q is firm output, in our data represented by operating revenues, l is 

the number of employees, k is capital, proxied by tangible fixed assets, m is 

intermediate inputs, proxied by material costs, i represent the firm, t is the time 

index, c stands for the country and j for the industry, at the 3-digit level of 

disaggregation of the NACE Rev. 2 classification. 

The main advantage of the estimation of a Cobb-Douglas production 

function is its simplicity and thriftiness; however it imposes too restrictive 

assumptions. In particular, it assumes constant returns to scale, a unitary elasticity 

of substitution between factors and it does not consider complementarities and 

substitutability among production factors. 

To address this issue we obtain a second proxy for the firm-level TFP 

estimating a more general translog production function: 

itjcititKMititLMititLK
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While the translog formulation overcomes the restraints imposed by the 

Cobb-Douglas formulation, still a problem may arise. In particular, input levels 

may be correlated with unobserved firm-specific productivity shocks. For 

example, firms experimenting large positive productivity shocks will choose to 

employ more inputs. Thus, OLS estimation of the production function returns 

biased coefficients and, as a consequence, biased TFP estimates (simultaneity 

bias).  

Levinshon and Petrin(2003) propose an estimation methodology using 

intermediate inputs as an instrument to solve the simultaneity problem. 

Intermediate inputs are expressed as a function of capital and productivity: 

),( itittit kmm   

where ω is productivity. If the monotonicity condition is met and 

intermediate inputs are an increasing function of productivity, then the function 

can be inverted and unobserved productivity can be express as a function of 

observable variables: 

),( itittit mks  

Thus, the production function can be rewritten as: 

ititittitMitLitKit umksmlky  ),(0  .  

And we can define the following function: 
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),(),( 0 itittitKitit mkskmk   . 

The estimation is in two steps. In the first step consistent coefficients for 

labor and materials are obtained through the OLS estimation of the following 

equation: 

ititititLitKit umklky  ),(0  . 

To recover the coefficient of capital, information on firm dynamics is 

exploited and productivity is assumed to follow a Markov process, s.t. 

),|( 11  itititE   where   is a survival indicator.  

To obtain consistent coefficient for capital, we estimate by using Non-

Linear Least Squares the following equation: 

111110111 ),|(   ititititititKitMitLit uEkmly  . 

 

Once obtained different estimates for firm-level productivity, in the second 

step of our empirical strategy we investigate the influence of foreign ownership 

and institutions on productivity.  

 

Indicator Quality of 

Government 

Corruption 

Perception 

Index 

Rule of Law Regulatory 

Quality 

Country/Source ICRG 

Transparency 

International World Bank World Bank 

Austria 0.944 8.1 1.886 1.618 

Belgium 0.806 7.1 1.482 1.480 

Bulgaria 0.417 4.1 -0.142 0.607 

Czech Republic 0.667 5.2 0.764 0.968 

Germany 0.889 7.8 1.735 1.504 

Estonia 0.597 6.5 1.001 1.493 

Spain 0.75 6.7 1.088 1.146 

Finland 1.00 9.4 1.893 1.667 

France 0.771 7.3 1.348 1.154 

Hungary 0.639 5.3 0.772 1.154 

Italy 0.569 5.2 0.410 0.812 

Latvia 0.597 4.8 0.591 1.058 

Netherlands 0.945 9 1.741 1.805 

Poland 0.639 4.2 0.305 0.718 

Portugal 0.750 6.5 0.947 1.049 

Romania 0.445 3.7 -0.169 0.491 

Sweden 0.945 9.3 1.930 1.64 

Slovenia 0.667 6.6 0.832 0.812 

Slovakia 0.611 4.9 0.349 0.977 

 

Table 1: Institutions in 2007 

Source: QoG dataset; authors’ elaboration 
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Data on institutional quality are retrieved from The QoG Social Policy 

Dataset (Samanni et al. 2010), which collects institutional data from several freely 

available data sources in a unique dataset. We focus on the section concerned with 

quality of government variables. In order to test the robustness of our results, we 

introduce in our analysis several indicators of governance and institutional quality 

from different sources. Summary statistics by country are given in Table 1.  

The first variable we use is the Quality of Government indicator, provided 

by ICRG, which is a composite index based on three sub-indices, namely 

corruption, law and order and bureaucracy quality. Higher values indicate higher 

quality of institutions and the index varies between 0 and 1. Higher values (and 

thus better institutional quality) are found in the Netherlands, Austria and Finland, 

while lower values are in Bulgaria, Romania and Italy. 

The Corruption Perception Index, provided by Transparency International, 

focuses on corruption in the public sector and defines corruption as the abuse of 

public office for private gain. The surveys used in compiling the CPI tend to ask 

questions in line with the misuse of public power for private benefit, with a focus, 

for example, on bribe-taking by public officials in public procurement. The 

sources do not distinguish between administrative and political corruption. The 

index ranges from 0 (highly corrupt) to 10 (highly clean). High corruption is 

perceived in Romania, Bulgaria and Poland, while the countries where corruption 

does not appear to be a problem are the Netherlands, Sweden and Finland. 

Finally, the last two variables are taken from the World Bank Governance 

Indicators. The governance estimates are normally distributed with a mean of zero 

and a standard deviation of one each year of measurement. This implies that 

virtually all scores lie between –2.5 and 2.5, with higher scores corresponding to 

better outcomes. 

The first, Rule of Law, includes several indicators which measure the 

extent to which agents have confidence in and abide by the rules of society. These 

include perceptions of the incidence of crime, the effectiveness and predictability 

of the judiciary, and the enforceability of contracts. The countries where fair and 

predictable rules form the basis for economic and social interactions are Austria, 

Finland and Sweden, while in Romania, Bulgaria and Poland the institutional 

environment is more problematic. The second, Regulatory Quality, includes 

measures of the incidence of market-unfriendly policies such as price controls or 

inadequate bank supervision, as well as perceptions of the burdens imposed by 

excessive regulation in areas such as foreign trade and business development. 

Sweden, Finland and the Netherlands have good regulatory quality, while 

Romania, Bulgaria and Poland have the lowest scores. 

The indicators are highly correlated among each other and this result is 

statistically significant (results available upon request) suggesting that they are 

capturing various aspects of the general level of institutional quality in a country. 

From Table 1, where we report average values for host countries in Europe, it 

appears that, in general, the New Member States (NMS) tend to have lower 
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institutional quality which might affect the performance of firms operating in 

those markets.  

4. Results and discussion 

In the second stage of our research, we use the different estimated TFP values as a 

dependent variable, and verify the role of foreign ownership and institutional 

factors, both in the home and host countries and in terms of absolute values and 

distances.  

 

We thus estimate 4 models: 

(model 1) 0 1 1 1_ _ *it itTFP foreign host inst host inst foreign u         

(model 2) 0 1 1 1home _ home _ *it iTFP foreign inst inst foreign u         

(model 3) itit uforeigndistinstforeignTFP  *_210   

(model 4) itit uforeigndifferenceinstforeignTFP  *_210   

 

In all four models we first want to verify whether foreign-owned firms are more 

or less productive with respect to domestic firms. Then we examine the role of 

institutions in detail. In model 1 we want to test whether host country institutions 

have an effect on productivity and if they modify the relationship between 

foreignness and productivity. Model (2) mirrors model (1) by considering home 

country institutions. With models (3) and (4) we examine the effect of the 

magnitude of institutional distance in absolute value and the role that institutional 

difference (computed as the difference between home country institutions and 

host country institutions) play in shaping the connection between productivity and 

foreign ownership. In model (4) we create a dummy variable which takes on value 

1 when home country institutions are greater than host country institutions. 

 

All models are estimated with robust OLS, and time, country and sector (NACE 3 

digit) fixed effects are included. The constant term is included in the models but 

not reported (always statistically significant, results available upon request). 

 

Our main results are shown in Tables 2 through 4, using TFP as the residual from 

a Cobb-Douglas production function (Table 2), a translog production function 

(Table 3) and using the Levinshon and Petrin procedure (Table 4).  

The use of the Levinshon and Petrin estimator provides a noticeable increase in 

the goodness of fit of the model with respect to the other two measures of TFP, 

but main results are qualitatively similar across specifications. We therefore 

comment more extensively on results presented in Table 2, since the main 

conclusions are unaltered when we move on to the other TFP measures. 

 

From a general overview of all models and specifications, it is clear that foreign-

owned firms are on average more productive than domestic firms in our European 

sample. This result is robust and in line with previous findings in the literature.  
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Dep Var: TFP (Cobb-

Douglas) 

Quality of 

Government 

Corruption 

Perception 

Index Rule of Law 

Regulatory 

Quality 

Model (1)     

Foreign 0.65*** 0.57*** 0.52*** 0.51*** 

 0.115 0.007 0.004 0.006 

Host Institutions 0.34*** 0.08*** 0.45*** 0.54*** 

 0.013 0.002 0.006 0.006 

Host Institutions*Foreign  - 0.32***  - 0.02***  - 0.09***  - 0.07*** 

 0.016 0.001 0.004 0.006 

R
2
 0.46 0.46 0.46 0.46 

N° Obs. 1071309 1071309 982876 982876 

Model (2)     

Foreign 0.50*** 0.51*** 0.48*** 0.57*** 

 0.015 0.012 0.007 0.009 

Home Institutions 0.36*** 0.04*** 0.19*** 0.29*** 

 0.011 0.001 0.003 0.005 

Home Institutions*Foreign  - 0.13***  - 0.020***  -0.10***  - 0.17*** 

 0.019 0.002 0.005 0.007 

R
2
 0.46 0.46 0.46 0.46 

N° Obs. 1070730 1070540 982585 982585 

Model (3)     

Foreign 0.38*** 0.41*** 0.39*** 0.42*** 

 0.003 0.003 0.003 0.003 

Inst. Distance*Foreign 0.31*** 0.02*** 0.07*** 0.04*** 

 0.018 0.001 0.004 0.006 

R
2
 0.46 0.46 0.46 0.46 

N° Obs. 1070730 1070540 982585 982578 

Model (4)     

Foreign 0.37*** 0.38*** 0.33*** 0.39*** 

 0.004 0.004 0.005 0.005 

Inst. Difference*Foreign  0.08*** 0.08*** 0.13*** 0.06*** 

 0.005 0.005 0.006 0.005 

R
2
 0.46 0.46 0.46 0.46 

N° Obs. 1071309 1071309 1071309 1071309 

 

Table 2: Productivity and institutions: Cobb-Douglas TFP 

Notes: p-values associated with robust estimation in italics  

*** p<0.01, ** p<0.05, * p<0.1. Time, sector and country fixed effects included. 

Source: Authors’ elaboration of Amadeus and QoG data 

 

Considering model (1), in the top panel of each Table, we can see that the 

institutional environment in host countries is relevant for firm-level productivity, 

and countries with better government quality (column 1), lower perceived 

corruption (column 2), higher quality rule of law (column3) and a more 
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favourable regulatory environment (column 4) presents a productivity advantage 

for all firms operating in that market. Focusing on the interaction effect, the 

estimated coefficient is negative and statistically significant. This results indicates 

that the productivity advantage of foreign firms is reduced in countries with a 

good institutions. Higher institutional quality is related to economic and social 

development, and countries with high scores in the institutional indicators are 

more likely to be in general characterized by well-functioning and highly 

productive firms, thus making the gap between foreign and domestic-owned 

narrower. This interaction effect is particularly relevant when we consider the 

Quality of Government, Regulatory Quality and Rule of Law. 

 

In the second panel, we estimate model (2), where home country institutions are 

considered. Foreign firms are once again more productive than their domestic 

counterparts, but this effect is mitigated by the quality of the firm’s country of 

origin institutional framework. The level of home country institutions is 

productivity-enhancing, but the interaction term is negative. A possible 

explanation may be that firms that are based in countries with a favourable 

business environment, with good protection of property rights, low corruption and 

in general good governance may decide to operate in their home country and 

access and interact with foreign markets indirectly, without having to acquire 

foreign subsidiaries. 

 

In the third panel (model 3), we focus on institutional distance between countries 

of origin and destination. The main result, aside form the usual productivity 

advantage of foreign firms, is that this effect is greater the wider the distance 

between host and home countries in terms of institutional environment. Foreign 

firms tend to be disproportionately more productive that domestic firms when the 

governance and regulatory quality of home and host countries differ considerably.  

 

Finally, in model 4, in the bottom panel of each Table, we evaluate the effect of 

the direction and sign of this institutional distance. By creating a categorical value 

that takes value 1 when home country institutional indices are greater than in the 

host country (signalling an institutional advantage for the country of origin), we 

interact this with foreign ownership. The main result is that a foreign firm enjoys 

a greater productivity advantage if its home country has a significantly higher 

quality institutional framework than the destination country. 
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Dep Var: TFP (Translog) 

Quality of 

Government 

Corruption 

Perception 

Index Rule of Law 

Regulatory 

Quality 

Model (1)     

Foreign 0.50*** 0.42*** 0.33*** 0.37*** 

 0.009 0.006 0.004 0.006 

Host Institutions 0.22*** 0.08*** 0.37*** 0.49*** 

 0.01 0.002 0.005 0.005 

Host Institutions*Foreign  - 0.40***  - 0.03***  - 0.11**  - 0.13*** 

 0.013 0.001 0.003 0.005 

R
2
 0.49 0.49 0.49 0.49 

N° Obs. 1071309 1071309 982876 982876 

Model (2)     

Foreign 0.38*** 0.43*** 0.32*** 0.44*** 

 0.012 0.011 0.006 0.007 

Home Institutions 0.32*** 0.05*** 0.18*** 0.29*** 

 0.008 0.001 0.003 0.004 

Home Institutions*Foreign  - 0.24***  - 0.037***  -0.13***  - 0.23*** 

 0.015 0.001 0.004 0.006 

R
2
 0.49 0.49 0.49 0.49 

N° Obs. 1070730 1070540 982585 982578 

Model (3)     

Foreign 0.17*** 0.19*** 0.17*** 0.20*** 

 0.003 0.003 0.003 0.003 

Inst. Distance*Foreign 0.30*** 0.02*** 0.08*** 0.06*** 

 0.015 0.001 0.003 0.005 

R
2
 0.49 0.49 0.49 0.49 

N° Obs. 1070730 1070540 982585 982578 

Model (4)     

Foreign 0.17*** 0.17*** 0.15*** 0.20*** 

 0.003 0.003 0.004 0.004 

Inst. Difference*Foreign  0.07*** 0.07*** 0.10*** 0.04*** 

 0.003 0.004 0.004 0.004 

R
2
 0.49 0.49 0.49 0.49 

N° Obs. 1071309 1071309 1071309 1071309 

 

Table 3 Productivity and institutions: Translog TFP 

Notes: p-values associated with robust estimation in italics  

*** p<0.01, ** p<0.05, * p<0.1. Time, sector and country fixed effects included. 

Source: Authors’ elaboration of Amadeus and QoG data 

 

Results for the TFP computed as a residual of a Cobb-Douglas and translog 

production function are qualitatively and quantitatively very similar. The 

Levinshon and Petrin approach yields a TFP measures that corroborates our main 
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conclusions, while providing a better fit of the data and indicating a higher, on 

average, productivity advantage of foreign firms.  

 

Dep Var: TFP (Lev-Pet) 

Quality of 

Government 

Corruption 

Perception 

Index Rule of Law 

Regulatory 

Quality 

Model (1)     

Foreign 0.87*** 0.74*** 0.69*** 0.69*** 

 0.017 0.012 0.007 0.009 

Host Institutions 0.41*** 0.08*** 0.51*** 0.56*** 

 0.019 0.003 0.009 0.009 

Host Institutions*Foreign  - 0.38***  - 0.02***  - 0.10***  - 0.09*** 

 0.024 0.002 0.006 0.009 

R
2
 0.83 0.83 0.84 0.84 

N° Obs. 1070968 1070968 982570 982570 

Model (2)     

Foreign 0.69*** 0.68*** 0.64*** 0.71*** 

 0.022 0.018 0.01 0.013 

Home Institutions 0.42*** 0.04*** 0.21*** 0.31*** 

 0.016 0.001 0.005 0.007 

Home Institutions*Foreign  - 0.18***  - 0.019***  -0.11***  - 0.17*** 

 0.027 0.002 0.007 0.009 

R
2
 0.84 0.84 0.84 0.84 

N° Obs. 1070389 1070199 982279 982272 

Model (3)     

Foreign 0.54*** 0.57*** 0.55*** 0.59*** 

 0.006 0.006 0.006 0.006 

Inst. Distance*Foreign 0.34*** 0.02*** 0.07*** 0.026*** 

 0.027 0.002 0.006 0.009 

R
2
 0.84 0.84 0.84 0.84 

N° Obs. 1070389 1070199 982279 982272 

Model (4)     

Foreign 0.52*** 0.53*** 0.47*** 0.54*** 

 0.007 0.007 0.008 0.007 

Inst. Difference*Foreign  0.10*** 0.09*** 0.15*** 0.07*** 

 0.008 0.008 0.009 0.008 

R
2
 0.84 0.84 0.84 0.84 

N° Obs. 1070968 1070968 1070968 1070968 

 

Table 4: Productivity and institutions: Levinshon-Petrin TFP 

Notes: p-values associated with robust estimation in italics  

*** p<0.01, ** p<0.05, * p<0.1. Time, sector and country fixed effects included. 

Source: Authors’ elaboration of Amadeus and QoG data 
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5. Conclusions 

In this paper we have examined the role that institutions, both in host and home 

countries, have in shaping the relationship between foreign ownership and firm-

level productivity. Our results confirm the existence of a strong and significant 

advantage of foreign versus domestic firms in terms of TFP, measured with 

different methodologies. We also show that institutional quality and governance 

have a non trivial role in this interplay, both in levels for home and host countries, 

as well as in terms of institutional distance. Weaker host country institutions 

contribute in widening the gap between domestic and foreign-owned firms, 

indicating that improving a country’s general business environment my help 

increase the productivity level of domestic firms. On the other hand, foreign firms 

are also influenced by their home country’s institutions, and benefit, even when 

abroad, from less corruption, good governance and rule of law. The greater the 

wedge (in terms of absolute value distance and difference) between home and host 

country institutions, the stronger the productivity advantage of foreign firms is. 
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