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ABSTRACT

Developed, maturing, and emerging market countries are making considerable
progress in the legal and institutional reforms necessary to allow and facilitate real
estate and tourism (specifically hotel) foreign direct investment (FDI). From a
political perspective, countries used to view real estate as one of the “crown jewels”
of an economy (Lynn, 2007). No longer does this view hold consistently across
countries as countries have recently recognised that real estate and hotel FDI is a
way to encourage fixed capital investment, create jobs, and to introduce best
practices from multinational corporations.

The purpose of this research is to identify the main determinants of foreign direct
investment (FDI) in the commercial real estate (CRE) as well as hotel sectors, in

selected Middle Eastern countries.

Utilising existing theories of FDI, a set of determinants (drivers and barriers) were
selected to be empirically tested, utilising Dunning's (Ownership-Location-
Internalisation-OLI) eclectic paradigm. As Dunning consider FDI for all industries
with a special focus on the manufacturing industry, this research enlarges the scope
by commercial real estate and hotels specific considerations. This research utilises

the Location dimension of Dunning framework as a basis to explain the determinants

of FD! in the CRE and hotel sectors.

The literature on both real estate and hotel FDI relies heavily on collecting primary
data through surveys; recently however, very few studies (including He & Zhu
(2010); He, Wang, & Cheng (2009); Anop (2010) and Rodriguez & Bustillo (2008))
have utilised the availability of data in real estate and started constructing
econometric models with the aim of testing set hypotheses. This research fills a gap
in the literature by utilising secondary data to develop and test different econometric

models, using data from various sources.
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The empirical work of this research therefore consists of two parts: the first is an
econometric analysis of FDI in commercial real estate for eight Middle Eastern and
North African (MENA) markets namely, Algeria, Egypt, Morocco, Qatar, Saudi
Arabia, Turkey, Tunisia and the UAE during 2003-2009; the second part is an
econometric analysis of FDI in hotels for the same countries for the same time
period. The econometric analysis is carried out using the pooled Tobit model

technique, for panel data, which uses both time-series and cross-sectional data.

The findings for the econometric analysis of FDI in commercial real estate shows that
country specific factors (i.e. economic health, standards of living and levels human
development as well as political stability and absence of violence) as well as real
estate sector-specific variables (size of institutional real estate market), are significant
variables and consistently support their hypotheses as explanations for commercial

real estate related FDI for the selected MENA countries.

The second part of the econometric analysis related to determinants of FDI in hotel
greenfield projects, reveals that country specific factors (i.e. taxation environment,
human development level and real growth of economy and political stability and
absence of violence and terrorism) as well as hotel sector-specific variables (i.e. real
visitor expenditure and level of investment freedom); are significant and consistently
support their hypotheses as explanations for hotel FDI. These indicators are found
to provide a good explanation of location decision-making in both commercial real

estate and hotel sectors.

ﬂiPagé



TABLE OF CONTENT

AABSTRACT ...cervrerirernererersssesssensisesssssmesessssessssssssessassessentosessssssssessnsssssssssssssssnessasssessassssenssssenssssnssns |
TABLE OF CONTENT ..ecerreeeereeereresaresssiessnsssanessnesssnesssacsssssssssssessssessessssssssssssanessssesnsessssersnssssssssnessses |
LIST OF TABLES «.vevevvernererereressesssessssesssessessasssssessossessensessnssssesssssssasassassasssssssssnssnsasssnssnsssnsnesnsasesssnnss |
LIST OF FIGURES..c.vcuveeaererersresseresessssesesesssssssnsisesesmssssessssssesessssssessasassssssssssassnsassssesssssnssssssssssessesnennss i
LIST OF ABBREVIATIONS .......coivrerernreencressesssnessssssesssssessssosessssssssssssessasssesesasssssssssnssssssssossasssssnsasesnss |
DECLARATION......oeieeereereeasssesesnssssesessesesssssssssssssssasssesssesssssssssssassssssssssssesessassasssssstssssssessssssssasnns |
ACKNOWLEDGMENTS ....ccerenerrrerresnsssssasssessssssssssasassssssasssssssessasssnssssssssssssssesessasesssssssssassssnssasnsssnass I
|.  CHAPTER ONE: INTRODUCTION ...ccoerereeersussensresesssessessssssssessssssessosssessasssssessssasssassesssssassssses |

|.]  INTRODUCTION TO THE RESEARCH....c0erererusreneresaesssssesssressssssenssassenssasassesssssssssssassesnes l

| .2 KEY DEFINITIONS.....cceruerrereraessessessessersssansesseessssessassessssasssasesstssessssssssssssassssessessassessasessses 2

|.3  AREA'AND AIM OF THE STUDY ....ccreereerensreenssnssessessrserssasssssesassessesssssssssssssasssssasssensessanses 4

.4 RESEARCH JUSTIFICATION AND CONTRIBUTION TO THE BODY OF KNOWLEDGE ..6

|.5  RESEARCH DESIGN.....cceevesrueraressessasssssssassssessassesassssasssessssssssssasssassesssssassssssasessassasssssssssasss 7
|.5.]  THEORETICAL FRAMEWORK ...ceeeueeraerrensesescssssssssasssansansassrassssssasssassasssssssssaasanessasaass 7
1.5.2  EMPIRICAL FRAMEWORK ..uveeeerreerernensuersersesnasnsessessessassaesassssssasssesasssasssssssssasssasaesanss 8

1.5.2.]1  EXPLORATORY DISCUSSIONS ..eeereeerrereesesasscssssasassessessssesassessessrssssssssssassssssnsence 8
1.5.2.2  INFERRING SECONDARY DATA ....ocecereererecriesrersertssssessssssssssssssssssessssssssassasseses 9

1.6 STRUCTURE OF THE THESIS ccvvereverserererorsenssersrerssssasssssssssssassssesesssssoseasossosssssassessssassssass 10
1.7 SUMMARY ... eeecneerensenssessssssssossassnsassesssssssessassssessansasasessessssessesesssssssssassssssssssssssnsssns ||

2.  CHAPTER‘TWO: LITERATURE REVIEW ON FDI IN CRE AND HOTEL SECTORS .....cvveonee. K

2.1 INTRODUCTION......coureereremseessecsssessssessssessesssssssssssssssssesssassssessessassosssssssasassssssssssssssasans |3

2.2 FOREIGN DIRECT INVESTMENT (FDI): A THEORETICAL BACKGROUND........ccoueu.. |4

2.3 FDI!IN COMMERCIAL REAL ESTATE GREENFIELD PROJECTS....cuccccreccsercesosesssesessossessans |7

2.3.1 FORMS OF EXPOSURE TO INTERNATIONAL COMMERCIAL REAL ESTATE CLUSTERS

17
2.3.2 INTERNATIONAL REAL ESTATE INVESTMENT DECISION-MAKING PROCESS.......... 19
2.3.3  THEORIES OF FOREIGN DIRECT INVESTMENT (FDI) IN REAL ESTATE .....ccceevrrnenrene 23
2.3.3.1  RISK DIVERSIFICATION THEORY ...uecverereerrsrenterssesssasssorsessransossassosssnsosassrsssoncs 24

2.3.3.2  THE APPLICATION OF DUNNING'S ECLECTIC OL! PARADIGM TO REAL
ESTATE 26

liﬁége



2.3.3.3  INTERNALISATION-SPECIFIC ADVANTAGE .....ccocerererecrerssecssesnessssssonsenssessesses 30
2.34 DETERMINANTS (DRIVERS AND BARRIERS) OF FDI IN REAL ESTATE ......covveveennen. 33
2.3.4.1  LOCATION DRIVERS TO FDI IN REAL ESTATE .....ccoveereereeresncssssssssneonensesenees 34
2.34.2 LOCATION BARRIERS TO FDI IN REAL ESTATE..c.covntrsenieneerecsocaesonseneseenens 40

24 FD!INHOTEL GREENFIELD PROJECTS. ... eeteeerecesseecssreessoncssssescssnsossesessssassssssassssacsesssssns 54
2.4.1 HOTELS, TOURISM AND THEIR FDI RELATED ACTIVITIES......ocooererecrersersearessasessone 54
2.4.2 MARKET ENTRY MODES IN THE HOTEL INDUSTRY ...ccvcerererecsnneraresnessensanasasssssassnse 55
24.2.1  FDI (EQUITY) MODES .....cucoerenrervenssessssasassssssassasssssssassassssssssssassassasassssrssaens 57
24.2.2  NON-EQUITY MODES ....c.eerurrrrrersserersessesesssssassessesssssessesssssesssanessssassssssesssssases 60
2.4.3 THE APPLICATION OF THE OL| PARADIGM TO HOTEL FDI ......cccovuerereernracracnnnes 64
244 DETERMINANTS OF FDI IN HOTELS...cccvereernereeerenserseesssssassssesssssassssossosssssnssnssssesnsens 67
24.4.1  DRIVERS TO FDIIN HOTELS..ccveererreerresnesscssesnnessesasseressessessesesassasssssssassessases 67
2442  BARRIERS TO FDI IN HOTELS ...covveevecreeersesacsnccasssessssseserasssssssrasassossassnsossasses 71

2.5 SUMMARY ...eieiecicneeecssrcsnessnessasssssesssessssnssssssnsesassstassassasssessesasesassaassassssssnsesserassssenassns 73

3. CHAPTER THREE: THE MENA REGION: AN OVERVIEW WITH SPECIAL FOCUS ON THE

EIGHT SELECTED MENA ECONOMIES....ccceeerseersersssessssssssesssssssssssasessssssassassessssessasassasasssssonsersos 75
3.1 THE MENA AND ITS FIT INTO THE GLOBAL CONTEXT ...cccreererereeressesesasssronsessrasassess 75
3.2 AN OVERVIEW OF THE SELECTED MENA ECONOMIES.........ccocrrerrrrernnrreeransuesasssnrenens 80
32,1 ALGERIA..........oceeeverecnrenerssssssasssssessessassssssssossnssnssssasssssstrasassasssssssessssessssensrssssssassssasss 8l
3.2.1.1  POUTICAL AND ECONOMICAL STRUCTURE IN ALGERIA .....coveerrrreenserecsenes 81
3.2.1.2  TAXINSTRUMENTS IN ALGERIA:....cccccerererreacrenseaereraesssseseserassasassssssassasssassases 82
3.2.1.3  MAIN INVESTMENT RISK IN ALGERIA ...cccceerereeerersrensaesensasasassesensssassssssassrasess 83
322 EGYPT ...eoeeeeeeveeesssssnsssssssasssssassessnssssssssssssssassssssssesssesessssansaesssssassassasassesssesesasesans 84
3.2.2.]  POLITICAL AND ECONOMICAL STRUCTURE IN EGYPT ....ccceeeerecrerracrecserannns 84
3.2.2.2  OVERVIEW ON INVESTMENT REGULATIONS.....ccoreisnrenrenscsssrsssassasscsansssonsens 86
3.2.2.3  TAXINSTRUMENTS IN EGYPT ...ccceerrecrereecressanesaesssssssarasnsessassnsssasssessasessessans 90
3.2.24  MAIN INVESTMENT RISKS IN EGYPT ....ecireirinrinnnseasecssnsnessssssssassssssesnesesanssasnaes 90
3.2.3  MOROGCCO......eceeereceensensessssssnesssssssssassssssnsssssssssssssssssessssssssessassanessssnsassassrassans 93
3.2.3.1 POLTICAL AND ECONOMICAL STRUCTURE IN MOROCCO ......ccovvuesrennee. 93
3.2.3.2  TAXINSTRUMENTS IN MOROCCO...ccucrmrrrnereerassesssssssssssssossssassacssasasossssssns 94
3.2.3.3  MAIN INVESTMENT RISKS IN MOROCCO ....cevrrernressmressessenersesassesssssosssassases 95



3.24  QATAR......rierenteresriassserseresssssssaessissessessesssstssessassessassessessessanssssssssestsssssessentoses 97

3.24.1 POLITICAL AND ECONOMICAL STRUCTURE IN QATAR .....ccccerurrrrarerensnenen. 97
3.24.2  OVERVIEW ON INVESTMENT REGULATIONS......ccoveerrrrerceraesnerecssaesassessseens 99
3.24.3  TAXINSTRUMENTS IN QATAR.....ccorvrirrerermsnsssseneseressessssessssssssesssssssssasensens 102
3.24.4  MAIN INVESTMENT RISKS IN QATAR ...ccorerrerseensecsrencssessrersessnensessnssasensenns 102
3.2.5  SAUDIARABIA .......cceeereecanrrseressansssessssssssssassssssssssosssonssstssssssesssssssssssserssssenes 105
3.25.1  POLITICAL AND ECONOMICAL STRUCTURE IN KSA ........coeerreeranreranne 105
3.2.5.2  OVERVIEW ON INVESTMENT REGULATIONS. ....cccecrvrnsuisenisancsaesasssnesanssasens 106
3.2.5.3  TAXINSTRUMENTS IN KSA.....eoceerreeeerncssassoncrossnsossonsossossansarsssssssssssssases 108
3.2.5.4  MAIN INVESTMENT RISKS IN KSA ...ocoiirereenrcrenrcessenssssssssisssssssssssesssssssssses 109
3.2.6  TUNISIA......coovirrrerersscsisesessssssssasasssssssssessressssssssssssstsssssssssssssssssssasssessssessasssessassas 111
3.2.6.1 POLITICAL AND ECONOMICAL STRUCTURE IN TUNISIA .....ccorrerreecrcnsans | 1]
3.2.6.2  TAXINSTRUMENTS IN TUNISIA......ooeeerecrseecsnsenenasesasssssasssasssssssssoresssssses R
3.2.6.3  MAIN INVESTMENT RISKS IN TUNISIA ..c.oerveeerensesonssssssassssesssssssasassesassosesess 112
3,27 TURKEY ....oeeeeeeeeeeenesssensssssssesessesesesssssssssssassssessssssssssssssssssnssssssssssssssssssastesssasnses 113
3.2.7.1  POLTICAL AND ECONOMICAL STRUCTURE IN TURKEY ....cccecvrureerrccsen. |13
3.2.7.2  OVERVIEW ON INVESTMENT REGULATIONS....cccerurursrsussnecsesasnsnsacsessesesens 115
3.2.7.3  TAXINSTRUMENTS IN TURKEY ...ccccerurerisccstnsssasassssssssssassnsssssesssssssassassasssses 117
3.2.7.4  MAIN INVESTMENT RISKS IN TURKEY .ccceccerssccrscsassennesssssssssonssasessssssnsonsoses 118
3.2.8 UNITED ARAB EMIRATIS .....covieeccisrnnnnsnssnsscssssnsseossessassasstssassssssssessassasssess 118
3.2.8.] POUTICAL AND ECONOMICAL STRUCTURE IN UAE.........ererereenenes 119
3.2.8.2  QOVERVIEW ON INVESTMENT REGULATIONS ....cesnsassassessesassassassasassassssassass 121
3.28:3  TAXINSTRUMENTS IN UAE. ... ininnnnnsansissnissesnensasanssnsnsassssess 125
3.2.84  MAININVESTMENT RISKS IN UAE......ereecnncsennencsnsssssnsansensssans 125
3.3 SUMMARY ....ooeereiseesescssessessosssnesssssnsssssnerassssssssssssasssesssssasssassassassassrassssesssssssssessassasssssans 126
4. CHAPTER FOUR: RESEARCH METHODOLOGY ..ccrecrresecsessacssssasssssasessssassssssassssssssssssossnses 127
4.1  INTRODUCTION ..cccerrrereecsrersressssassssssssssssssssssisssssssssassssessessasssssessssssssssssnessarssnsssssssssss 127
4.2 RESEARCH METHODS ..uvcourreerersarnsarsnsssassossensonsossssssssrssasssssasssssassssssssssssasassnsssssasasssssss 127
4.3 RESEARCH STRATEGY ADOPTED - QUANTITATIVE RESEARCH- ECONOMETRIC
IMODELLING ....oectvrererereesnessaessosessssssesssssssssssssssssessessessasssssstssssssssssasssssssatssssssssssassssssassssssnssase |28
4.3.]1 MULTIPLE REGRESSION ANALYSIS ....ucereereeraerersansacsassssssssssssesassssssesssssssssassssssessse 133

- i|;| Pa g?;



4.3.2 RESEARCH OBJECTIVES AND THE USE OF MULTIPLE REGRESSION ....coveveevenenen. 134
4.3.3 APPROACHES TO THE SELECTION OF EXPLANATORY VARIABLES ........cccenveee |35
4.4 TYPES OF DATA ...ooerverernrenresesessssssessessssssssssesssessessassssssssssssssssesssesssssasssessnssssesasssasssess |36
44,1 TIME SERIES DATA .....coereeicerneresennreseesesmssssessssonessssassssssosssssssassassessessasessasssasesses 136
442 CROSS-SECTIONAL DATA ......ootreeeererrneressnesnissessessesssssessesasssssaensssassossosaossasassen |37
4.4.3  PANEL DATA....ooeeererererirsesssesnsssssssisessassssssssssssssssssssessssssssesssasasssssesaasssssssssessssns 137
45 FORMS OF PANEL DATA ECONOMETRICS....cccvusserrrresnsassssssrasessesassssssessensasssssenssssanses 137
4.5.1 CENSORED PANEL DATA MODEL.......ueeecrrrcnncrenniecsnessnensesssessssssesssesssessasans 139
4.6 STATISTICAL PACKAGE......cocererevererrererssassesssorssessssesesssesassssassessssssesssssssssresasssnesssssncss 139
4.7  THE SOURCES OF DATA .....ceeererererersesarerassesassensssssesesssassasesssssssassssssrssasnssassessnsssssssss 140
4.8  SUMMARY ...cvevreerneisrerseerssissnssesssssssssssssssssessassasassessasssasssssnassnsessesssasssssssssnsessssstossssssssess | 44
5. CHAPTER FIVE: DATA PRESENTATION, ANALYSIS AND DISCUSSION ...ccoverurerrerssonssessess 145
5.1 INTRODUCTION .u.ceceererrsrennesessessessssnssssnssssssssssssensassssssssnsssssessasnsesssssssosssnsossansassnsens 145
5.2 EXPLORATORY DISCUSSIONS ..covvverererasesssseressssssssasasassesassssssssssssssasassassasssssasssassssasess 145
5.2.1 INVESTMENT STRATEGIES IN EMERGING MARKETS.....ccoceerueeruersncssscsossasssnsonsans |47
522 CROSS-BORDER BARRIERS TO MENA REAL ESTATE MARKETS ...ccccersencenssacenss |48

5.2.3 POTENTIAL OF MENA REAL ESTATE MARKETS AS AN INVESTABLE MARKETS |53

5.3 CHARACTERISTICS OF FDIs IN CRE AND HOTELS FOR THE SELECTED MENA
COUNT RIES oo eeetiteeeeeeeessesssssosssssssssssssnssssssnsasssssesssssssssssssssssssssssssssssssssssssesnssssssasssessssessssssssssns |55

B3] A BIRD S EYE VIEW cooeeeeeeeeeessssseossessssssssssssssessessasssssssessssssssssssssnnssnsnssssssssssssssssssses |55
5.3.2  FDIINFLOWS IN THE SELECTED MENA COUNTRIES IN CRE AND HOTELS. 158

5.3.3  SOURCE COUNTRY ANALYSIS...ccovererererasrssssssssssssasssssssssssassresssnsasssssssensasssssaassses 162
3.4 DETERMINANTS OF FDI IN COMMERCIAL REAL ESTATE FOR SELECTED MENA
ECONOMIES.....oeeeeeeeeeeeesessssssssmssssssssessssssassasesssssassssassssssnsssssasasssssssssssssssasasssensessssssassassssssases 166

B4l OVERVIEW ..uccuiceerssrcssssssessansassossesssessssrsssssassnssssssssssssssssssasssssssssssonsssssesnesnasssssassss 166

54.2 MODEL SPECIFICATION AND METHODOLOGY ....ccccerercasissussescencssassoscsnssascsnen 167

5.4.2.1  DEPENDANT VARIABLE ......ccoveeesencssnsonssssscrassssssssassssssssssssssssnsssssessossassssassans |72
5.4.2.2  INDEPENDENT VARIABLES......ccosererseesresasacsasasrassessssssasasassssassassensessassessacsens 173
5.4.3  PANEL UNIT ROOT TESTS ..ccoreeerrereeerresesnacssessassssesssssssrasesssssassasssassasssasssassassaes 190
544 PANEL DATA ANALYSIS FOR COMMERCIAL REAL ESTATE FDl.........ucovvvuenenn. 192
5.4.4.1  ESTIMATION OF PANEL MODELS......ccoereeeesueccneseesesseessesassessassessasassasssasassos 192
5.4.4.2  RESULTS AND INTERPRETATION ....creerurseesessnrrasrassessassassasaessassessesnonsosassssnes 201



54.5 TESTS FOR ASSUMPTION VALIDITY OF ESTIMATED MODELS FOR COMMERCIAL

REAL ESTATE FD..ovieioiiiicetinnneenennerensinnireiesssesssnisssssenssssnssssessessassssssssssnssssnssesssensases 206
5.5 DETERMINANTS OF FDI IN HOTELS FOR SELECTED MENA ECONOMIES ............ 209
5.5.1  OVERVIEW.....cuccuieniisnisnnnnnnnenssssnssssssssssssresssssssasssssessssssssosssssssssssnsesassensassensssasaos 209
5.5.2 MODEL SPECIFICATION AND METHODOLOGY ...verererieceecereeresenesrassessssssssssenes 209
5.5.2.1  DEPENDANT VARIABLE .........ccevererrmrrensersersseserosssnesssssssosssssssrssnsassssssessssnsass 213
5.5.2.2  INDEPENDENT VARIABLES.........cocerrrerraererassesesssseseassesesesessssssssesssssssonsassens 213
5.5.2.3  PANEL UNIT ROOT TESTS..ccuvererrnerrvnnnnssssesesnsssessesssssesssssssssscnnsessessnsans 219
5.5.3 HOTELS PANEL DATA ESTIMATION ....cceeeerrrreernrnrressernesssasseressessssessssessasensossnsons 220
5.5.3.1  PANEL MODEL ESTIMATION.......cccecereererersnesssessesssserassesssasssssesessossssnessonsons 220
5.5.3.2  RESULTS AND INTERPRETATION ....ccecerursrnrrersernsnssessesesrssssessesesessnssssnsessnses 227
5.5.3.3  TESTS FOR ASSUMPTION VALIDITY OF ESTIMATED MODELS FOR HOTEL
FDI 232
3.6 SUMMARY ....c.cvvrrrraeriaransnsasssesasssssssssssssasssssssasnsessarssssessssssesssessssssssssssssssssssssssossesenssoss 233

235

O.1  INTRODUCTION......cctreerreneerinsersessessossessissasssssssssssassssssasasssssssesassasessssarssssnessasssasssases 235
6.2 CONCLUDING REMARKS ON FDI IN REAL ESTATE.....cocereererurcncaressssssssnsonsssessssansenss 237
6.3 CONCLUDING REMARKS ON FDI IN HOTELS ..cocvverieverrsnncessersesersassssessronsassssssassssess 239
6.4 LIMITATIONS ..uvvreerrererrneseesssesessssesesessssessesessasssessssssensassassssssssosesossessasssssssssasssssensnsassas 243
6.5 RECOMMENDATIONS FOR FUTURE RESEARCH......cooeeeeererersnsnseressscsssessansossessensasaseess 244
7. REFERENCES ..u.vuceeeereecnesecssescssemsessssssssssssssssssssssssasssssssassssssssssssesssssssssssssssassssssssssansenssnssssens 246
8. APPENDICES..........ooeeeenrecesssssmessosssssssssessessssssasssssassssssssssessesessasssssssssnssssssssnsesssnsassassasosses 261
8.1 APPENDIX |: KEY DEFINITIONS....ceruecrcssnsssersssonssasssrsansarssssssssnssssssessssessessssassasseses 261
8.2 APPENDIX 2: FACTORS INFLUENCING INTERNATIONAL REAL ESTATE INVESTMENT
263
8.3 APPENDIX 3: RECENT STUDIES ON MARKET MATURITY PARADIGM .....ccoeveueesernenne 267
84 APPENDIX 4: SUMMARY OF INFLUENCING VARIABLES ON INTERNATIONAL REAL
ESTATE INVESTMENT DECISION=-MAKING.......cccerreereecseesenssnsersessassassascssassesssasssnessasssesssasasssns 268
8.5 APPENDIX 5: REAL ESTATE DATA PROVIDERS IN THE MENA: ......ceeevereeecenennennes 270
8.6 APPENDIX 6: QUALITATIVE DATA ANALYSIS RESULTS cvesrsssesrsrsscarcssssnsecssssensnasnns 272
PART 1: INVESTMENT STRATEGIES IN EMERGING MARKETS ..veereererersasssssssssensesesssssesnsans 272




PART 2: CROSS-BORDER BARRIERS TO MENA REAL ESTATE MARKETS...ccccerereerrsassenses 273

PART 3: ALLOCATION SYSTEM uuccirceceneecsreesessnssesasessssessessssassassassasssssssssssssssssssasaassasses 2735

PART 4: THE SCORING MODEL ..uuucvecerreeressvessessesansesesssssasesessassasssssssesassssssssssssssssssssssess 275
8.7 APPENDIX 7: TESTS FOR ASSUMPTION VALIDITY OF ESTIMATED MODELS............. 276
8.7.1  TESTS FOR ASSUMPTION VALIDITY OF ESTIMATED MODELS FOR COMMERCIAL
REAL ESTATE FD I coeeeeeecenecesesseseseesssesesssesssssssssessssssesssssassenssssssssassssasssnsassentessassosssesessases 276

872 TESTS FOR ASSUMPTION VALIDITY OF ESTIMATED MODELS FOR HOTEL FDI.... 290

v(l?‘ ag &



LIST OF TABLES

Table I: Constraints to direct international property iNVeStMeNnt..........ccoeceeeueeecsesonsen. 40
Table 2: FDI is concentrated in a subset of tourism activities........ccveverenneeeeeressssessenens 33
Table 3: Legislation applied to the toUriSmM SUDSECLON .........ceueeverersenserernnnessesssesssensesssesesenes 88
Table 4: Investment incentives in the tOUrSM INAUSIY .......coueererereneerreriessesessssssenessssssasssssessens 89
Table 5: Information embedded in fDi Intelligence database............uuvrvrvrrrereenenenee. 141
Table 6: main sources of data for variables selected in this study..........ccererrerrrenunene.. 142
Table 7: Example of coding of an interview Statement.........cceveeeererensessseessenessarene 146
Table 8: Defining broad Categories........ . ieicircenennnreresssesaesnisesssssssasssssesssssssssess 148
Table 9: Cross-border barriers to MENA real estate markets (Tree and Children) 149
Table 10: Transparency of MENA mMarkets ........ccenecnnenenneesssnssessssessessasssns |51
Table | |: World's most improved Markets .............cocoreneenseennrernnenessssseesssssssssssssssnns 151
Table 12: Key factors influencing international real estate investments: ........cccccee.... 154
Table 13: Total CRE FDI inflows in selected MENA M@ArKELs .....ocovveeverresssesnsresesssessssssens 156
Table 14: Total hotel FDI inflows in selected MENA MArkets ......uuevevenererssassreessnesesencsenns 157
Table 15: Description of Commercial real estate FDI variables........ccoerervreseeeenesenes 169
Table 16: Panel unit root tests results and CONCIUSIONS........coueveerrreareresnsaeneseresereasessasens 19)
Table 17: Descriptive statistics for variables employed in the commercial real estate
FDI PANELaeiinieeeeeenessesssesessesesssssssssnesessssresssessssssosssessasssssssssssnsasssssssessasasssossssssassees 193
Table 18: Correlation matrix for dependant, independent and control variables for
commercial real estate FDI panel ... ecvenneccnnnnnennneniesssssessssaessrssssssssens 194
Table 19: correlation analysis dependant vs. independent variables for commercial
A @SLALE FD et sneaessenssasanesetessasasssseasasssssssssssssssosssorsssrassssesess 196
Table 20: Determinants of commercial real estate FDI (Pooled Tobit) ........ceeueeveenes 199
Table 21: Summary of hypotheses and control Variables ........ceoereeeeeeeessesesesesesenens 202
Table 22: Summary of validity and robustness tests of CRE FDI models.................... 208
Table 23: Description of hotel FDI related variables ........cecnnenrerecnseceesesensoseracsenes 211
Table 24: Unit root test results of variables .........cceeeeeererrernneersenenieesesnsescesssssresssssenes 220

Table 25: Descriptive statistics for variables employed in the hotel FDI panel......... 221
Table 26: Correlation matrix for dependant, independent and control variables for

hOtel FDI PAN@] e erereraennnnneecsncnsassesssnsarsssssnssnssssneresensansaessasens 222
Table 27: Correlation matrix (dependant vs. all independent variables) for hotel FDI

PANE| cucrerireeicetitiiieiisietsnesaniisnsnssssssassasassissssssssassssssssssassssassiassssessssasasassas st snssenannas 223
Table 28: Determinants of hotel FDI (Pooled Tobit).......ccccceireincicenrencsenennessonsasesesss 225
Table 29: Summary of hypotheses and control variables ....c.uinincnncennnnncsnnsenne, 229
Table 30: Summary of validity and robustness tests of hotel FDI modeils................... 233
Table 31: Findings of modelling FDI in CRE and hotel greenfield projects................. 242



LIST OF FIGURES

Figure |: Structure of the Thesis in relation to research key objectives.............uu..... 12
Figure 2: Real estate four quadrant model ... einncnmennninsissisisesssssssssssssesens 17
Figure 3: Comparison of stylised national investment decision-making heuristics with
NOrMAtIVE MOAE] ...t sssisnssaissssseassessessmsstssssssessessesssasssassssossane 21
Figure 4: Decision-making process of international property investors ... 21
Figure 5: the OLI Paradigm with relation to FDI in commercial real estate
EVEIOPIMENTS c.eirrireiiriiiensessiniesisasssssnsisiseissisesssssessessssstsstsssssssstsessssessssrasssssssssssssssssesassssssssess 32
Figure 6: The institutional hierarchy of property markets..........iivncrsnissensesnenens 37
Figure 7: Drivers to FDI in real estate.......inennnniniinininnicnnnininennensnenecesn, 39
Figure 8:-Barriers to FDI in real estate.......nvnncncicneninnninennnnsnenssennseseeessessens 53
Figure 9: Relationship between control and ownership in the hotel industry............... 56
Figure 10: level of control in hotel operations in relation to entry modes................ 57
Figure |1: reasons for choosing modes of operation (average ranking in order of
IMPOTTANCE) «ecuvereererarreenrsseansssseseesessasessessessassssessssssnssessensrssasessstsssstossssssssassssssssssssssassessessosssassasaess 63
Figure 12: the application of OLI paradigm to the hotel sector .......einvcrcercnnnee 66
Figure 13: drivers to FDI in hOtels ... erieneecnisnnrcercsnsnsasessessssssssssessssssssssssssasssesassns 71
Figure 14: barriers to FDI in ROtels ... ieneincnnneccninecsnrsncsssnssnnsassessssssssassasssssssasessssens 74
Figure 15: Classification of WOrld COUNLII@S ... iceecirercctrcereeneeeesssesnesssssssssesnsens 76
Figure 16: The eight MENA selected Markets .....ceieveerennnreceesensessessesssssssessessssssssseses 80
Figure 17: anatomy of econometric Modelling ... vincnireinneensercrecrrensensecanecssecssanes 129
Figure 18: CRE FDI PEr €aPita (USD) ..u..oceeeseeeseresssessssmsessssssssasesseseessmmssssssmemmesssssssssssssses 156
Figure 19 Hotel FDI per Capita (USD).....ceeicecrisessesnesccnsaissssssssesnnessessssssasssssesssaessessosssssses 157
Figure 20: FDI in CRE in cities of the selected MENA countries USD millions (Q|
2003-Q2 2010) e.eeiirieniiiiniennnernerncsneresnsressssssasssssssssssssssssssssssssssssssssassssasassesassssssssassassessrssses 160
Figure 21: FDI in Hotels in cities of the selected MENA countries USD millions (Ql
2003-Q2 2010) vevrvenriacanasansersassensasssssasasasasasssasssssosasssssassossasasasssassssssssssssssassassasasarassessassassasasns 161
Figure 22: Source country FDI in CRE Projects in Morocco USD miillions (2003-2010) .... 162
Figure 23: Source country FDI in CRE projects in Qatar USD millions (2003-2010,)......... 162
Figure 24: Source country FDI in CRE projects in Algeria USD millions (2003-2010) ....... 163
Figure 25: Source country FDI in Hotel projects in Algeria USD millions (2003-2010) ..... 1 64
Figure 26: Source country FDI in Hotel projects in KSA USD millions (2003-2010).......... | 64
Figure 27: Source country FDI in Hotel projects in Tunisia USD millions (2003-2010)..... 165
Figure 28: Roadmap of sections 5.2 and 5.3 ....evnnnseninsinnnninnssnnnsnnnsssissscassessnsnes | 66
Figure 29: Commercial real estate FDI (%GDP) (2003-2009) ..coveververenrreresescscnsacsnens 172
Figure 30: Real GDP growth rate (76) ......ccccninnnrnsnnsenncssnensesenenesessssssssssssessasnes 173
Figure 31: Size of institutional grade commercial real estate market (logged)........... 175
Figure 32: Level of human development ........ciennescnnennnnsennesenssninsssnccne, 175



Figure 33: quality of overall infrastructure (logged).......cvrcsrnerensrrerernnnenneecsennnne. 176

Figure 34: total tax rate (%of profit) before all taxes borne..........ccovrvurervrernnnnnnn..... 177
Figure 35: growth rate of unemployment (76) .....ccviciiiecncsicisisnsnnnsenssnnnnasessessssssens 178
Figure 36: level of investMent fre@dOm .. irrceseennencnssnnnnsensesnssssessssessessssssees 179
Figure 37: level of voice and accountability ... 182
Figure 38: level of political stability and absence of violence.........cceeevevenernnvennncnne, 182
Figure 39: level of government effectiveness...........iccnensnisisnnnnncnensenesnnnessesssesssenen. 183
Figure 40: level of regulatory qUality.....iiniiinescsessssisnessesnsssessn 184
Figure 41: level of rule of [aw .......ceiimnnnncecscsiessaseesnasseessssssssssesesens 184
Figure 42: level of contro! of COrrUPLION .. cceeccrreeecaeasseneesseresssesen 185
Figure 43: strength of iNVeStor ProteCtion ... 186
Figure 44+ enforcement of property rights ... 187
Figure 45: existence of Real Estate Investment Trusts (REIT'S)..cc.ocveeeereceneccrnenennne 188
Figure 46: level of transparency of real estate markets ......ceevvenescsnnscseinisncscesesseneas 188
Figure 47: Source country CRE FDI into Egypt (2003-2010) .......ccccremeuerrecmrivensccnnnrenens 205
Figure 48: Source country of CRE FDI to Saudi Arabia (2003-2010)........cccceereerrueene. 205
Figure 49: Real visitor expenditure (%GDP) ... iecinnincensereresnsnnsssssssssesssssssasssorsenes 214
Figure 50: Tourism arrival growth Fate ....eicccinenccnnescssnnsnsessssnesmsmassssssssssessesesss 216

 dijPage



LIST OF ABBREVIATIONS

Abbreviation

CBD
CPI
CRE
EIU
FDI
FE
FPI

GAY
GCC

GDP

GRET index
HDR

ICRG

IMF

IPD

JLL

1\

LIM

MENA.
MNC’s/ MNEs
MPT

M&A’s

OLl
framework
OLS

OPLI

framework

Definition

Central Business District

International Corruption Perception Index
Commercial real estate

Economist Intelligence Unit

Foreign direct investment

Fixed effects regression

Foreign portfolio investment

Gross Asset Value

Cooperation Council for the Arab States of the Gulf

Gross Domestic Product

Global Real Estate Transparency Index
Human Development Report

The international country risk guide
The International Monetary Fund

Investment Property Databank
Jones Lang LaSalle

Joint venture

LaSalle Investment Managers
Middle East and North Africa

Multi-national Companies/ Enterprises

Modern Portfolio Theory

Mergers and Acquisitions

Dunning’s (Ownership-Location-Internalisation) Electic Paradigm

Ordinary least square

Ownership-Portfolio-Location-Internalisation framework

~ ijPage



POLS

PR index
PRS Group
RE

REITs

REP index
SSS

UAE
UNCTAD
UNDP
VAT
WEF
WGI

WO
WTO
WTTC

Pooled ordinary least square
Property Rights index
Political Risk Services Group
Random effects regression
Real Estate Investment Trusts
Real Estate Potential index
Sand, sun and sky.

United Arab Emirates

The United Nations Conference on Trade and Development

United Nations Development Programme
Value At Tax

World Economic Forum

The Worldwide Governance Indicators

Wholly-owned company
World Trade Organisation

The World Travel and Tourism Council

N +iI|Pa"g~e



DECLARATION

This is to certify that;

|. This thesis embodies the author's research.

2. The originality (and contribution to knowledge) rests solely with the author.

Cix

Date....... ’QHj”“ﬂl ..... 2 Y0 1

Signature of candidate....

i|Page



ACKNOWLEDGMENTS

| take this opportunity with joy and fulfilment to thank the people who have
contributed to the successful completion of this thesis at Liverpool John Moores
University. | could not have been able to finish this work without the help of many
scholars and institutions in the UK and outside. | would like to express the deepest

appreciation and gratitude to everyone helped and supported me during my three
PhD years.

| owe considerably to the director of my PhD program Dr. Andrew Ross to whom |
express my deepest gratitude. | consider myself extremely privileged and fortunate
to have had the opportunity to work under the guidance of a gentleman, and a

scholar. Your expertise, intellect, persistence and motivation have provided me with
the foundations with which to build my skills as a researcher. Your supervision has
not only equipped me with the necessary academic skills, but your integrity, honesty

and sense of fair play and justice have guided me morally throughout my

postgraduate training.

| would like to extend my gratitude to Dr. Karima Saci, Dr. Raymond Abdulai (L]MU)
and Dr. Richard Kirkham (University of Manchester) for their support that made me

better accomplishments.

| am deeply grateful to Professor Andrew Baum (the University of Reading) that

encouraged every step of this experience which would have not has started without

his guidance. Your great support and guidance has been invaluable throughout my

research. | learned so much from you. Thank you Prof. Andrew.

| am also deeply grateful to Dr. Gianluigi Giorgioni (Liverpool Business School), for
his great support in quantitative methods and econometric modelling. Your

mathematical understanding and econometric expertise is tremendous and inspired

WijPage



me a lot. My work has greatly benefited from your instructions and suggestions and

kind encouragement throughout my thesis.
Special thanks to Mr. David Morley that encouraged every step of this experience

which would have not have started without his guidance. Your great humour,

capacity to motivate and help was invaluable.

| am grateful to LJMU (School of the Built Environment), for providing full PhD
scholarship. | would like to thank the secretarial and IT staff for all their assistance.

| am also indebted for Cityscapelntelligence.com and specifically Mrs. Moira

Robertson (project director), for granting me a free access to their rich database,

which has contributed greatly to this research.

| am deeply grateful to my family for the constant support and sacrifice and would

like to dedicate this thesis to every single one of them. Firstly, to my mother Olfat,
who has shown me the true meaning of love, loyalty and commitment to the ones
she cares for most. Her steadfastness and resolution in the face of such adversity
have made her into a truly remarkable person, and one whom is looked upon with
the greatest of respect and admiration, not only by family, and myself but also by her
friends and colleagues. Without your support and providence, this research would
never have been completed. | dedicate this PhD thesis to you.

Secondly, to my father Mahmoud, who has shown the qualities, which many
endeavour for, and very few possess. Your intuition and unending desire to provide
support and guidance in all | strive for has been a constant source of inspiration to
me. | for one, feel privileged to be able to refer to him as “my dad”.

Thirdly, to my younger brother Ahmed and younger sister Nadine who have
impressed me with their maturity, intellect and loyalty to their family.

Finally, | would like to thank my best friend and my wife Sana for her enduring
support, patience, guidance and inspiration and for sacrificing three years of her life
just to get me through this project. | tremendously appreciate your love and help
during both, the uplifting moments, as well as the difficult times over the past three

years. Without you | would be a very different person today.

iijPage



F—_— — — - gt e — oy —

{Page



. CHAPTER ONE: INTRODUCTION

1.1 INTRODUCTION TO THE RESEARCH

Developed, maturing, and emerging market countries are making tremendous
progress in the legal and institutional reforms necessary to allow and facilitate real
estate and tourism (specifically hotel) foreign direct investment (FDI). From a
political perspective, countries used to view real estate as one of the “crown jewels”
of an economy (Lynn, 2007). No longer does this view hold consistently across
countries as countries have recently recognised that real estate and hotel FDI is a

way to encourage fixed capital investment, create jobs, and introduce best practices

from multinational corporations.

Thus far, mainstream theories of FDI in relation to ‘real estate’ are inadequate and
fail to explain whether foreign real estate investments are considered as FDI. Until
recently, Dunning & Lundan (2008, p.76) believe that there is not much that the
academic scholars can do about it, as they point out that although the investment is
‘classified’ as direct, the motives of the purchases have the attributes of portfolio

investment.

They clarify this by describing direct real estate investments as ‘passive’ investments
and that they are primarily financially motivated, through expectations of future land
and property values, and they argue that the ‘foreignness’ impact on the use of these
assets are limited. However, it must be noted that investing in ‘greenfield’
developments entails fixed capital investment, create jobs, and introduces best
practices from multinational corporations (D’Arcy, 2009). And therefore, this
research will mainly focus on greenfield projects for both commercial real estate
(hereafter, CRE) and hotel developments, as they can be considered as FDI and

hence mainstream theories can explain their attributes and determinants.
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Using existing theories of FDI, a set of determinants were selected to be empirically
tested, utilising Dunning’s Eclectic Paradigm. As Dunning consider FDI for all
industries with a special focus on the manufacturing industry, this research enlarges

the scope by CRE and hotels specific considerations.

Many research methods can be employed to achieve the main aim of the research,
including interviews, questionnaires as well as utilising secondary data to build
econometric models, with the aim of testing set of hypotheses.

The literature on both real estate and hotel FDI relies heavily on collecting primary
data through surveys; recently however, very few studies (including He & Zhu

(2010); Anop (2010) and Rodriguez & Bustillo (2008)) have utilised the availability of

data in real estate and started building econometric models with the aim of testing

set hypotheses. This research fills a gap in the literature by utilising secondary data to
develop and test different econometric models, using data from various sources. As
this research intends to investigate both CRE and hotels FDI's made for specific (and
longest) period of time (i.e. from 2003-2009). The research employs different
dependant and independent variables for both CRE and hotel investments.

The following section presents the key definitions for terms used in this research.

1.2 KEY DEFINITIONS

There are several definitional issues related to key terms referenced and used within
the research. For instance, what is property, what types are included in the research!?
What is foreign direct investment (hereafter FDI) in the context of real estate and

hotel sectors? What defines a foreign capital flow, why focus on Middle Eastern

economies, are several matters that require further clarification.

The main motive for choosing the MENA real estate and hotel sectors was the
scarcity of empirical work in this region. Very limited academic literature in the body

of knowledge, and they are mainly related to aggregate FDI determinants. Further,
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responses to the exploratory study have shown enthusiasm about investing in certain

MENA countries. Another influential factor was essentially the availability of data in

the selected countries.

The study separates CRE (only office and retail) from hotel sectors. Primarily, the
real estate sector is divided into four asset classes - office, retail, residential and
industrial. Hotels however, have not been regarded as commercial real estate asset
class for a variety of reasons (Newell & Seabrook, 2006): the lack of understanding of
the industry by investors; very volatile when compared to other property asset
classes, resulting from unstable cash-flows; and difficulty in having a quick exit
strategy.

Another reason for this separation is the fact that CRE and hotel investors have
different motives and barriers when venturing into these sectors (see Chapter two
for details of the many determinants of investing in both sectors). For instance, hotel
investors are more concerned with tourism demand and the development of the
tourism industry, while CRE investors could be more concerned with population
growth and levels of employment. The separation therefore is crucial to
understanding the behaviour of both types of investors.

The study however, does not examine the other two sectors (i.e. residential and
industrial), as the main source of data (fDi Intelligence only covers office and retail
related projects). There is only one exception where ‘residential’ properties may be

included, and this where they are under the ‘mixed-used’ project category.

Within this research, ‘property’ or ‘real estate’ is defined and limited to non-
residential and non-industrial fixed assets of office, retail and mixed-used buildings.
This definition generically applies throughout the thesis. As all the discussion
throughout the thesis as well as for the primary database is restricted to CRE and
hotel buildings to be constructed and/or to be renovated and owned (partially or in
full) by foreign entities, in the period (Q1-2003 to Q4-2009), for all Algeria, Egypt,

Morocco, Qatar, Tunisia, Turkey, Saudi Arabia and United Arab Emirates.
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In this research property investment is used in the real sense of a physical structure
being constructed. It is not ‘investment’ in the sense used in property finance (Ball,
Lizieri, & MacGregor, 1998). A property market is also defined here as the economic
agents involved in the creation and operation of commercial real estate, which
includes developers, contractors, brokers, property managers, and also
environmental, legal, regulatory and financial factors that have a direct and indirect

relationship with the evolution and maturity of the property market (Ball, Lizieri, &

MacGregor, 1998) .

There are many definitions of FDI in the current body of knowledge. However,
because this study is more concerned with ‘sectoral FDI, a tailored definition has to
be considered, and therefore, this research defines FDIl as ‘the direct investment
announced and committed by foreign commercial real estate and hotel investors in a
host country, which will result in creating a new asset or expanding of an existing
asset which will entail capital investment and create jobs.’

In this research, only greenfield (new assets) and expansions of existing projects are
considered where additional investment and jobs are created. Joint ventures are also
included in the research where they lead to a new physical (greenfield) operation.
Mergers & acquisitions (M&A) and other equity investments are not included as part
of this research. Appendix 8.1 summarises the key definitions that will be used

throughout the research.

1.3 AREA AND AIM OF THE STUDY

This work is being driven because of the lack of understanding in theoretical and
practical terms about determinants (drivers and barriers) of FDI in sectors such as
real estate and hotels (D'Arcy, 2009) and (Baum & Murray, 2010). This research tries
to fill this gap by identifying and explaining the factors that influence FDI in CRE and

hotel sectors in selected Middle Eastern and North African (MENA) countries.
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Among the many factors, market openness, maturity and transparency which are

believed to be some of the obstructing issues. In this vein, the international real

estate investment and hotel FDI literature have revealed several arguments claiming
that foreign investors are more attracted to mature markets and avoid less
developed and opaque markets (Lee, 2005) and (Baum, 2008). If we accept this
argument, the question that led to this research is easily answered. We could then
hold market immaturity and/ or opacity responsible to explain the inflow of FDI into
CRE and hotels into MENA countries (see Chapter 5.3 for details about FDI inflows).
However, it was believed that the existing determinants must be empirically
investigated, tested and justified. Therefore, econometric models are developed to
explain the determinants of FDI in the MENA countries in both CRE and hotels

sectors.

This study therefore aims at examining the determinants (drivers and barriers) that
explain foreign capital flows into eight selected MENA markets in both sectors (i.e.
commercial real estate sector and the hotel sector).

In order to achieve the research aim, the following broad objectives are devised:

Objective#l. To develop theoretical frameworks considering the key

determinants (drivers and barriers) to FDI in commercial real estate as well as
FDI in hotels.

a. To critically assess the theoretical underpinnings to international real
estate and hotel investments.

b. To thoroughly review the literature on determinants of foreign direct
investments in both the CRE and hotel sectors.

Objective#2.  To provide an overview on the selected MENA countries

a. To position the MENA region in relation to other continents in the
globe.

b. To assess the overall investment environment for the selected
countries, covering political, economical, demographical structures as

well as taxation and foreign investment regimes.



Objective##3.  To use the theoretical frameworks as a basis for constructing

the research models (i.e. the econometric models).
a. To construct the econometric models based on the available literature

and by referring to other similar studies in the existing body of

knowledge.
Objective#4.  To estimate the models and test hypotheses.

a. To use the best available tools and techniques when estimating the

econometric models.
b. To develop the research hypotheses based on the reviewed literature
and intuition.
Objective#5.  To validate the models.

a. To use the most cited validity and robustness tests for testing the

estimated models.

14 RESEARCH JUSTIFICATION AND CONTRIBUTION TO THE BODY OF
KNOWLEDGE

This study contributes to the body of knowledge in many ways. Firstly, the research
aims at developing econometric models (using both conventional and unique set of
variables), to be generalised and applied to any developed or emerging market. The

models are comprehensive and utilised the key themes emerged from the literature,

covering economic, political, socio cultural as well as sectors specific variables. These
variables can be examined in future studies within different regions.

Secondly, the research studies eight selected MENA real estate and hotel markets
from (2003-2009), a timeframe and geography not studied by previous empirical
work on hotel and commercial real estate investments. The study applies the most
appropriate techniques in estimating the models, including the pooled Tobit model.
Thirdly, the research provides a multi-dimensional discussion on the influence of key
variables on FDI in CRE and hotel sectors in theory and practice. The research also

applies the Location (L) dimension of Dunning’s OLI paradigm as a theoretical



explanation to CRE and hotel foreign investors’ behaviour towards the selected

MENA markets.

Because government are always planning for growing their economies, and one
channel to achieve certain levels of growth is to attract FDI, governments are always
seeking attracting capital so they design policies that will improve the overall
investment environment and encourage FDI. This study tries to assist governments
of understanding the main barriers to sectoral related FDI in these markets and help
governments reconsider their policies towards these sectoral FDls, by providing
certain recommendations to foreign investment policy-makers in the selected MENA
markets, as the main findings are more relevant to policy related variables such as

regulatory environment, taxation, political and economic factors.

1.5 RESEARCH DESIGN

In order to achieve the research aim set above in the previous sections, this research

is designed as follows.

|.5.1 THEORETICAL FRAMEWORK

The research will include an extensive literature review to construct a basis for the
research by providing a conceptual framework for the study of the determinants of
foreign direct investment in both CRE and hotel sectors.

The theoretical framework of the determinants of FDI is based on Dunning electic
framework. The framework considers many possible motives to FDI, including

economic, institutional and other motives. These determinants will be discussed

separately for both sectors (i.e. CRE and hotels) and will be econometrically

estimated.

The econometric models were informed and inspired by the recent researches in

this arena..For instance, He, Wang, & Cheng (2009), who constructed econometric.
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models to explain the flow of FDI into Chinese real estate developments. They used
macro-level variables as well as real estate market specific variables to explain the
determinants of FDI in this region. They also used the pooled Tobit model technique
to estimate their regression models, as the dependant variables had zero

observations. Other studies also have influenced the development of our

econometric models (will be discussed in details in Chapters two and three).

|.5.2 EMPIRICAL FRAMEWORK

[.5.2.1 EXPLORATORY DISCUSSIONS

In order to develop a better understanding of the determinants of FDI in real estate,

an exploratory study was carried out with real estate investment professionals (four
in total), in order to help scope a richer picture of international property
investments as well as main determinants of investing in the MENA real estate
market.

The data was collected and analysed using NVivo version 2. The analysis reveals that
global investors’ decision to invest in the Middle Eastern region is affected by various
factors such as lack of transparency, difficulties associated with finding appropriate
local partners and lack of knowledge about the potential of Middle Eastern markets.
However, respondents believe that the MENA region has the potential to appeal
investors, and that they are determined to invest in different attractive parts of the
region particularly, Turkey, Saudi Arabia and Egypt.

As they point out that MENA markets have excellent demographics, high population
growth, good GDP growth and huge need for residential, retail & office real estate
that are good reasons for institutional investors to invest and diversify their
portfolios into the region. However, they think that the immaturity of MENA
property markets are the most ineffectual hurdle to further attract global funds into
the region, and suggest that further research may assist to develop a better

understanding of those interesting Middle Eastern property markets.
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1.5.2.2 INFERRING SECONDARY DATA

As the results of the interviews were not enough to achieve the research aim and
objectives, secondary data were consulted. The most important source of data was
from a private organisation (fDi Intelligence part of Financial Times Ltd.), as they
provide (at a cost) details of greenfield real estate related projects undertaken by
foreign investors globally. The data collected was for Algeria, Egypt, Morocco,
Qatar, Tunisia, Turkey, The Kingdom of Saudi Arabia and United Arab Emirates. The
choice of host countries was determined by the availability of data as well as
responses to the interviews from the exploratory study, as potential good location of
investments within the MENA region (will be discussed in details in Chapter five).

And as the intention of this research is to investigate both FDI in CRE as well as FDI
in the hotel industry, data were collected for both sectors for the eight MENA

countries.

This work therefore, consists of two part: the first is an econometric analysis of FDI
in CRE for the eight MENA markets namely, Algeria, Egypt, Morocco, Qatar, Saudi
Arabia, Turkey, Tunisia and the UAE during 2003-2009; the second part is an
econometric analysis of FDI in hotels for the same countries for the same time

period.

The econometric analysis is carried out using the pooled Tobit model technique, for

panel data, which uses both time-series and cross-sectional data.

The Tobit model is a censored regression model, censoring zero observations in the
dependant variables, so to avoid any inconsistency and biasness can arise from using
the ordinary least square (OLS) (Gujarati, 2004). This technique is characterised by
the use of all available information in estimating the coefficients model, and this is a
method of estimating the full information in comparison to other models that rely

only on the time series or cross-sectional data.
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Pooling eight countries increases the number of observations significantly, thus giving
more information and more degrees of freedom, making the regressions more
efficient. Panel data analysis is also better at detecting issues that are undetectable if
the time-series or cross-sectional data alone is used. Furthermore, panel data is
capable in controlling for country heterogeneity (Baltagi, 2005). Another reason for
the practical use of this technique is that it addresses the problem of non-availability
of long time—series on foreign direct investment in the MENA region. Therefore,
panel data is used to address the problem of data through a combination of time-
series and cross-sectional data to increase the number of observations and thus

achieving a higher degree of efficiency in the analysis.

1.6 STRUCTURE OF THE THESIS

This thesis is made up of three parts, comprising six chapters in total (Figure 1):

Part One

Chapter one gives a brief background to the study and the reasons for carrying out
this research. It also introduces the research aim, research questions, and describes
the structure of the thesis.

Chapters Two reviews the determinants of FDI in real estate and hotels sectors as
well as maturity issue, empirical modelling, and institutional assessment issues to
investing in those sectors. In doing so, these chapters identified a clear gap in existing
research on MENA markets, which provides direction for the research design and
methodology for the thesis. Chapter Three is concerned with MENA economies and

its fit in the global context.

Part Two

Chapter Four explains the research methodology and provide justifications to

choices made in selecting best approaches and techniques.
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Chapter Five is divided into three sections, starting with the exploratory study and
its impact on the research, followed by the quantitative empirical analysis of the
determinants of FDI in CRE in the eight MENA markets based on the results of
econometric modelling. This section tests a series of macroeconomic, political, as
well as social factors, based on Dunning's Locational dimension, in order to find out
the drivers and barriers to FDI in the CRE sector in the selected MENA economies.

The third section presents the empirical results from assessments of determinants of

FDI in hotels in the selected MENA economies, based on the OLI! framework.

Part Three

Chapter Six summarises the findings and conclusions and sheds some light on the

main limitations and provides directions for further research.

1.7 SUMMARY

This chapter introduced the research in terms of aims and objectives and as well as
the design of this research. The next two chapters are concerned with the literature
review, where the next chapter explains FDI in the context of real estate, as well as
providing a comprehensive review to the literature in terms of the determinants of

FDI in real estate.
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2. CHAPTER TWO: LITERATURE REVIEW ON FDI IN CRE AND
HOTEL SECTORS

2.1 INTRODUCTION

In understanding foreign direct investment (FDI) flows, it is important to recognise
the fundamental motivation for an investor or a MNC when investing in another
country, rather than using other source of internalisation such as licensing or

franchising their services to the foreign country’s firms to perform the business on its

behalf.

The first section of this chapter presents a summary of the relevant theories that
contribute to the understanding and fundamental motivation of FDI. A study of these
theories will assist in selecting appropriate paradigm which applies most to our

sectoral FDI of real estate and hotels.

The second section reviews the key themes related to international real estate
investment. The section is divided into subsections, where it starts with an overview
on forms of investment in commercial real estate (four quadrant model), and then
present a review of the relevant literature related to the decision-making process of
investing in international real estate. This is followed by the application of the most
suitable paradigm (i.e. Dunning's Ownership-Locational-Internalisation (OLI)
framework to real estate. Towards the end of the section, a comprehensive review

of the many factors influencing international real estate investments is discussed.

The third section of this chapter also reviews the main themes related to foreign
direct investment in hotels. The section is also divided into main subsections, where
it starts by linking tourism to the hotel industry, and then present the most common
market entry strategies of hotel MNC’s including both FDI and non-equity forms of

exposure. This is followed by a discussion on the application of the OLI framework

i firlar—r —
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to the hotel industry. Towards the end of this section, a review of the main factors

influencing internationalisation of hotel MNC'’s is discussed.

2.2 FOREIGN DIRECT INVESTMENT (FDI): A THEORETICAL
BACKGROUND

Dunning & Lundan (2008) trace FDI theories and hypotheses as back as 1930’s, and
they argue that until 1960’s, there was no established theory of FDI, as most
hypotheses focussed only on explaining particular types of FDI in a positivistic
manner (rather than using integrated approaches). Prior the 1960’s, attempts to

explain the activities of firms outside their national boundaries represented a blend
of (Dunning & Lundan, 2008):

|. A fairly well-formalised theory of (portfolio) capital movements;
2. A number of empirical and largely country-specific studies on the factors

influencing the location of FDI;

3. A recognition by some economists that the internationalisation of some
industries required a modification to neoclassical theories of trade;

4. An appreciation that the common ownership of the cross-border activities of
firms could not only be considered as a substitute for the international cartels
and combines, but could also be explained, in part at least, by the perceived
gains of vertical or horizontal integration; and.

5. An extension of the extant theory of international capital movements to

embrace the role of entrepreneurship and business competence.

The 1960’s however saw the introduction of more holistic theories or paradigms of
FDI, but partial explanations continued to develop. In the latter part of the 1980s and

1990s more attention was given by trade economists to incorporating variables of

foreign-owned production into their models. During this period, renewed interest in
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FDI as a financial phenomenon and its relationship with foreign portfolio investment

developed (Dunning & Lundan, 2008).

Razin (2003) divided FDI theories into two categories, namely micro (or industrial)
and macro theories (finance or cost of capital theories). He describes
microeconomic theories as the ones that principally focus on market imperfections

and on the desire of MNC'’s to expand their market power.

Dunning & Lundan (2008) state that Hymer (1960) was the first to systematically
analyse issues related to the advantages of MNCs, market imperfections and control
in foreign markets with the successful competition between domestic producers and
foreign firms. The theory states that firms constantly seek market opportunities and
their decision to invest overseas is explained as a strategy to capitalise on certain
capabilities not shared by competitors in foreign countries (Morgan & Katsikeas,
1997). Nonetheless, market imperfections theory did not explain why foreign
production is considered the most desirable means of harnessing the firm’s

advantage. Dunning (1980) and Fayerweather (1982) (cited in Dunning & Lundan

(2008)) have addressed this issue and developed a macroeconomic theory which can

be described as international production theory.

According to Morgan & Katsikeas (1997), international production theory suggests
that the propensity of a firm to initiate foreign production will depend on the specific
attractions of its home country compared with resource implications and advantages
of locating in another country. A related aspect of this foreign investment theory is

the concept of internalisation which has been investigated by Buckley (1982, 1988)
and Buckley and Casson (1976, 1985) (cited in (Dunning & Lundan, 2008)).

Internalisation theory suggests that firms aim to develop their own internal markets
whenever transactions can be made at lower cost within that firm. Accordingly,
internalisation involves bringing new operations and activities, formerly carried out
by intermediate markets, under the ownership and governance of the firm (Dunning
& Lundan, 2008). Dunning & Lundan (2008) state that macroeconomic theories on

FDI concentrate on comparative advantages as well as environmental dimensions,
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and how the latter may affect comparative advantages. These theories mainly deal

with the question of where MNCs will locate their operations.

A more recent blended FDI theory (i.e. micro as well as macro aspects), which
essentially aimed at answering the locational questions related to FDI, is the eclectic
theory of Dunning (Dunning & Lundan, 2008). According to Moon & Roehl, (1993),
none of the general theories of FDI, except Dunning’s eclectic theory, which is based
on the OLI (ownership, location and internationalisation advantages) paradigm,

succeeded in satisfactorily explaining the international activities of firms.

Indeed, for more than two decades, the eclectic paradigm has remained the
dominant analytical tool for accommodating a variety of operationally testable
economic theories of the determinants of foreign direct investment (FDI) and the

foreign activities of multinational enterprises (MNEs) (Dunning & Lundan, 2008).

The paradigm states that the extent, geography, and industrial composition of foreign
production undertaken by MNEs are determined by the interaction of three sets of
interdependent variables: ownership, location, and internalisation advantages,
hereafter referred to as OLI. The OLI framework was an attempt to explain why
companies decide to go for FDI instead of other possible forms of foreign

investment, such as licensing, strategic alliances, joint ventures or exporting (Dunning

& Lundan, 2008).

Dunning (1993) summarises the debate between pure services and pure production,

as most of the above discussed theories were product-oriented explaining MNC's
activities in the manufacturing industry. He argues that the eclectic paradigm can also

be applied to service-oriented FDI. Indeed, this is also been conformed and
supported by (Holsapple, Ozawa, & Olienyk, 2006) and (Laposa, 2006). As a result,

Dunning OLI paradigm is sought to best explain our sectoral, service-oriented FDI

(i.e. real estate and hotels FDI), and will be discussed in more details in the following

sections, in relation to both real estate FD] as well as hotel FDI.
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The following section covers the key themes related international real estate
investing as well as the main theories explaining international investments (including

the OLI paradigm).

2.3 FDIIN COMMERCIAL REAL ESTATE GREENFIELD PROJECTS

2.3.] FORMS OF EXPOSURE TO INTERNATIONAL COMMERCIAL REAL ESTATE
CLUSTERS

In general, the structure of all property investment products can fit into four
property investment quadrants - private equity, public equity, private debt and public
debt (Hudson-Wilson, et al, 2005). Figure 2 below shows these forms as they are
almost available in every developed property market.

In the context of international investments, direct investment refers to direct partial
or complete ownership of the property. Indirect investment, on the other hand,
refers to the ownership of securities that represent real property or mortgage
ownership such as shares in a real estate investment trust or mortgage-backed

securities (Hines, 2001).

Figure 2: Real estate four quadrant model

Equity

*Traditional Real Estate
Investment Trust REIT's)
*Listed Real Estate Operating
Companies (REOC's)

*Direct property investment.
*Indirect investment vehicles

(e g Non-listed real estate
funds)

Public
Market

Private
Market

*Participating loans
*Convertible loans

*Traditional mortgage
lending.

Commercial Mortgage-
Backed Securities (CMBS)

Debt
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Sources: Hudson-Wilson, et al (2005) & Hoesli & Lekander (2008)

To initiate direct investment as an entry into international property market,
investors have several options as suggested by Hines (2001): (1) purchase income
producing existing properties that need no or minor renovation; (2) purchase of
existing properties that need some or major renovation and redevelopment; (3)
purchase of existing properties that will be demolished and replaced by new land
development; and (4) development of the land and construction of buildings. The
least amount of risk and possibly the lowest investment return are usually associated
with the first option. The highest amount of risk and the possibility of the highest

investment returns are usually associated with all other options (Hines, 2001).

Often investors who seek to own international real estate wish to invest with local
partners who may be more knowledgeable about their domestic market, the
economy and its trends, the political system and trends, the laws affecting the real
estate investment, taxation, and any other important information. When the
investment requires a large sum, investors may wish to spread their monies to more
than one real property in the same and other countries, and selects partners to
share in the financial obligation (Hines, 2001).

According to Hoesli & Lekander (2008), there are many forms of business
organisational that prospective investors may choose from, for instance, sole and
joint legal ownership forms. The joint ownership forms include a variety of
partnership forms and a variety of corporate legal forms. Investment in a joint
venture (JV) makes it possible to align the interests of a local partner with those of
an international investor. JV structures, however, are not easy to access and are not
harmonised, leading to difficulties in initiating and managing these exposures (Hoesli
& Lekander, 2008). Another possibility to exposure is the private fund market, i.e.
dedicated investment vehicles set up for the sole purpose of placing investor capital

in the property market (Hoesli & Lekander, 2008).
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The selection of a business organisational form usually depends on the investor’s
need for limited legal liability, limited financial liability, fund-raising capability, time
span of the investment, active management of the property, the risk associated with
the investment, the investment restraints imposed by the foreign government, the
cost of the proposed acquisitions, tax situation, and current need for funds (Hines,
2001).

As mentioned earlier, the intention of this research is to focus on commercial real
estate and hotel FDI developments in the selected MENA markets, and therefore, it
is rational to identify the main forms of exposure international developers have in

both clusters, and observe how investors approach each type of investment.

2.3.2 INTERNATIONAL REAL ESTATE INVESTMENT DECISION-MAKING

PROCESS

According to Roberts and Henneberry (2007), researchers approach the property
investment decision making process as a normative model, as they deal with it as an
exercise of rational analysis which also depends on the use of tools such as Modern
Portfolio Theory (MPT) to inform decision making. They as well as Parker (2009)
argue that the current treatment of property investment decision-making is
inadequate as it does not present a real-world view of the process of decision-
making, and that a better appreciation of the nature and character of the decision-
making process is required. Indeed, there is not much known about investors’
decision-making process when deciding to invest internationally, as what factors they

look at? And how do political, economical, socio-cultural factors impact their

decision to invest internationally?

It is therefore, worthwhile to consider how investors invest internationally, and the

main stages they encounter when deciding on an investment in property.
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Roberts and Henneberry (2007) propose a ten stage composite model of the
property investment decision making process, based on their analysis of combination
of various normative models proposed in the: literature (see Figure 3). They have
mapped those ten stage normative model against the decision-making processes of
investors in three market contexts, France, Germany and the UK. They found that
there is a simplification of the ten-stage- normative model produced from the
literature. The ten-stage normative model was reduced to five stages in the context
of French and German investment decision-making and six stages in the context of

UK investment decision-making (see Figure 3).

It must be noted though that their study are concerned with domestic property
investment decision making process, however, in the context of international

property investment, the decision making process gets more multifaceted.

According to Tschabold (2003), the approaches to international real estate
investment decisions can be defined as the logical process that can be followed in a
bottom-up or top-down approaches or both, which depend on the investment style
of the decision maker. Where, a bottom-up approach consider investment
opportunities that brought to the investor or fund manager and then only after the
investment meets the initial objectives (e.g. risk and return characteristics) and

criteria of the fund, the investment could be considered (Tschabold, 2003).

In contrast, a decision is considered as top-down, when an investment is strategically
made to add international property to a portfolio and then solicited to conform to

target allocations between countries and sectors. This entails the analysis of a set of

economic indicators and a number of factors reflecting the relative maturity of real
estate markets (Tschabold, 2003) & (Mueller & Ball, 2006) & (Doorn, 2003).

Fuchs & Scharmanski (2009), in their recent study also assert that the international
property investment ‘rational’ decision-making process consists of a multilevel
process of filtering starting with ‘screening’ ending with ‘acquisition’, where the
particular investment represents the last link in a long decision ¢hain which mainly

runs top-down (see Figure 4).
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Figure 3: Comparison of stylised national investment decision-making heuristics with

normative model

Source: Roberts and Henneberry (2007)

Figure 4: Decision-making process of international property investors

Source: Fuchs & Scharmanski (2009)
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Their findings demonstrate that global investors introduce a procedure of rational
decision making. Although they try to overcome path dependencies (the authors
identified three path dependencies i.e. increasing returns; organisational proximity
and community opinion), which most investors stick to them when deciding on an
international market. The result therefore, is a combination of rational and path-
dependent decision making.

In Figure 4, the first stage in the top-down approach is the ‘screening’ stage, whereby
investors start ‘screening’ worldwide countries using specific criteria and scoring
models. Indeed, an interviewee (in the exploratory study), assured that this stage is
vital and that they usually use scoring models to make comparisons between

countries (See Appendix 6 part 4).

Lee (2005) also consider this stage an important one, and having a robust
methodology to determine the potential of each country’s real estate in general is
key to understanding the similarities and differences between the countries, further
he develops a systematic methodology (i.e. the Real Estate Potential REP index) that
consists of four key dimensions that determines the investment potential of
international markets; the index is constructed using four key variables (1) country’s
expected growth, (2) country risk, (3) transparency, and (4) real estate market
specific risk. Each of which looks at the countries from the macro level, as he argues

that investing internationally require undertaking the following analysis stages:

|. Nationwide analysis, (screening stage) where the REP index can be employed

2. Sector wide analysis (e.g. retail, office, etc)

3. The investment process itself. (E.g. joint venture, direct, etc.)

It is noticeable that countries like Egypt for instance, rarely pass the first ‘screening’
test, and this could be due to specific factors such as lack of transparency or other
influential factors that did not meet investors’ risk-return objectives.

This research therefore has to focus at the first ‘screening-macro-stage’ and identify

those factors that influence international investors at the national level, as it is

—— — - - - - - —_ - - = — - - - Sk T i —+
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hypothesised that major national level factors do affect international investors’

attractiveness to the MENA region.

2.3.3 THEORIES OF FOREIGN DIRECT INVESTMENT (FDI) IN REAL ESTATE

As mentioned earlier, the literature available on the subject of FDI is many.
However, most of the empirical and theoretical work has been investigating the
manufacturing and production of FDIl. Research on FDI in the real estate sector is
very much lacking. This view is supported by Laposa (2006) and Holsapple, et al
(2006). Even the theories on FDI and Multi-national Companies MNC’s were
developed to explain FDI in manufacturing sector and only lately the application is
being extended into the real estate sector by researches undertaken by He, Wang, &
Cheng (2009), Rodriguez & Bustillo (2008), Laposa (2006) and Holsapple, et al,

(2006). As such it is imperative that more emphasis is given to FDI research in real

estate sector since the scarcity of the empirical works in this area.

As the theory of foreign investment involving international real estate investment is
underdeveloped (Holsapple, et al, 2006) & (Dunning & Lundan, 2008). Dunning &
Lundan (2008, p. 76) believe though that there is not much that the academic

scholars can do about it, as they point out that although the investment is classified

as direct, the motives of the purchases have the attributes of portfolio investment.

Dunning & Lundan (2008) clarify this by describing direct real estate investments as
‘passive’ investments and that they are primarily financially motivated, through

expectations of future land and property values, and they argue that the ‘foreignness’
impact on the use of these assets are limited. However, it must be noted that
investing in greenfield developments entails fixed capital investment, create jobs, and

introduces best practices from multinational corporations.
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As mentioned earlier, understanding FDI! in real estate might entail utilising the
comprehensive framework which was developed and used in the manufacturing
industry, which is Dunning’s Eclectic Paradigm (Dunning, 1980). He integrated three
key dimensions; the (O) ownership, (l) internalisation and (L) location advantages or

factors to form a single theoretical framework known as the OLI (Ownership,

Location and Internalisation advantage) paradigm.

The following sections therefore, starts by explaining the risk diversification theory in
the context of real estate, as it is also practically related to international real estate
investing, and its role in motivating global investors to invest outside their domestic
markets. This is followed by a synthesis to Dunning’'s OLl framework and its

application to real estate.

2.3.3.1 RISK DIVERSIFICATION THEORY

Markowitz (1952) mean-variance (MV) efficiency is the classic paradigm of modern
finance for efficiently allocating capital among risky assets (Richard & Robert, 2009).
The theory provided an answer to the fundamental question: How should an
investor allocate funds among the possible investment choices! Markowitz suggested
that investors should consider risk and return together and determine the allocation
of funds among investment alternatives on the basis of the trade-off between them
(Fabozzi, et al, 2007). Bodie, Kane, & Marcus (2002) state that, according to

Markowitz, the variance of the rate of return (on an asset), is a significant measure of

portfolio risk under a reasonable set of assumptions.

So why do investors invest and diversify their portfolios internationally? Two main
factors explain their attractiveness to diversifying internationally. First, the
correlation between the returns of the assets or securities that makes up a portfolio
which is crucial in determining the associated level of risk. In general, the lower the

correlation between assets, the lower the portfolio risk, and risk-averse investors
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tend to choose assets with low correlation (Markowitz, 1952). Second, the
correlation between domestic and foreign returns is expected to be lower than

between purely domestic assets or securities. This is due to the monetary, fiscal and
industrial policies varying from country to country, which add up to differing

industrial composition (Hauss, 2004).

According to Keng (2004), when economies are not completely integrated, so
property returns in different countries will not move together, and therefore risk
reduction can be achieved through international diversification.

Studies by ((Webb et al (1988), Stevenson (1999), Steinert and Crowe (2001), and
Conover et al (2002), citied in (Keng, 2004)), confirmed the significance of
international property in efficient mixed-asset portfolios. Even though investing in
overseas property would assume additional risks, additional portfolio diversification
was also achieved (Newell & Webb, 1996). However, Cheng, et al (1999) found that
international property was unlikely to produce significant diversification benefits and
suggested that investors should not allocate more than 10% in international property,

and 5% or less for investors with a low risk tolerance.

Gordon, et al (1998) and Maurer & Reiner (2002) also observed significant
diversification benefits for including international property securities in the mixed-
asset portfolio and the diversification benefit was even more significant for low to
medium risk portfolios. The source of diversification gains was mainly in risk

reduction. Liu & Mei (1998) also found that international property-related securities
provided incremental diversification benefits over and above that associated with
international stocks. These benefits were relatively more obvious at lower risk-
return levels of the optimal portfolios and were present regardless of whether

currency risks were hedged.
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2.3.3.2 THE APPLICATION OF DUNNING’S ECLECTIC OLI PARADIGM TO REAL
ESTATE

As the objective of this section is to realise the behaviour of international real estate
developers in developing countries, the OLI paradigm needs to be discussed in a real
estate context. It must be noted though that there are very few studies that consider
the application of the paradigm to the real estate industry. Therefore, the following
sections will discuss the OLI dimensions and their theoretical foundation, and their

relevance to property markets and especially FDI in greenfield real estate projects.

2.3.3.2.1 Ownership-specific advantage

In the manufacturing industry, many books, journal papers, and other sources explain
clearly how the OLI can be applied to MNE's when deciding on undertaking
manufacturing related FDI. In contrast, there are very few studies which try to
illustrate the OLI paradigm in a real estate context.

In real estate, D’Arcy (2009) describes the OLI framework as the process of
transferring both tangible and intangible assets by market actors across countries.

Whereby, Ownership advantages (Oa) include property rights or intangible assets.

Depending on the nature of national and regional property right laws and legislations,

domestic firms generally posses Oa advantages over foreign firms, or at least a
comparative advantage over foreign firms on issues such as government approval
processes for development (Laposa, 2006) and (D’Arcy, 2009). Accordingly, it is
reasonable to expect that foreign property firms interested in acquiring or
developing property in the MENA region engaged domestic firms that possessed
domestic property rights (Oa) or who understood the local political environment to
secure property development rights.

Moreover, other competitive advantages might include Intangible assets (see Figure

5), which could comprise project management and delivery skills, marketing,



knowledge and know-how of delivering world class developments, knowledge of
international markets, negotiation strengths, learning ability as well as human capital
experiences (D'Arcy, 2009). Indeed, D’Arcy (2009) asserts that these ownership
advantages can have an impact on the overall competitive edge of international

market actors over local actors.

D’Arcy (2009) also explains how the (Oa) can impact the level of internationalisation;
he illustrates this by an example of both investment and development activities, as
the investment activities has always high levels of internalisation than the
development activities which can be described by the ownership advantages of each
approach. Indeed, this observation is confirmed in this research, as the number of
greenfield real estate (development) projects is considered very low (e.g. 51 projects
in Egypt), which might be considered low when compared to the level of investment
in standing properties, for instance.

Holsapple, Ozawa, & Olienyk (2006), extended Dunning’s OLI framework into the
context of international real estate investments. They argue that in international real
estate investments, there are hybrids of direct (FDI) and portfolio investments (FPI).

And subsequently they have extended Dunning's OLI framework to include the

portfolio ‘P’ sub-paradigm in the framework (i.e. OPLI instead of OLI), in order to
allow the disadvantage of being foreign in a foreign environment to be explicitly

incorporated in this sub-paradigm.

It is required here to illustrate the dynamics of this framework (hereafter OPLI), and
the main thrusts underling it.

The framework divides Dunning’s ‘O’ advantages dimension (in the OLI paradigm)
into two sub-paradigms, thus ‘O’ (in the OLI) is equivalent to (O & P) in the OPLI
framework, where P is the portfolio advantages. Holsapple, et al (2006) asserts that

investors must evaluate both O and P advantages when deciding on an investment in

a foreign country.




They explain the O advantages as the advantages that held by firms operating in their
home countries and are transferable into foreign countries including both tangible
and intangible assets. They divide the O advantages into two specific advantages (Oa)
and (Ot); where, (Oa) is about intra-firm specific advantages, (e.g. asset specific
advantages and firm specific advantages such as marketing and specific technologies).
The (Ot) is inter-firm asset specific advantages, that stem from coordinating the Oa,
(e.g. management skills, multinational network, and access to financing). Also, they

assert that (O*) must be taken into account, whereby, (O*) is the advantages held by

local firms operating in the host country.

Also they argue that in order to operate profitably in a foreign market, global
investors need to take into consideration the fixed costs (f) of operating in a foreign
environment, and these are Location specific costs that needs to be taken into
consideration. And as they argue that for a necessary condition for FDI, deducting
the fixed costs (f) from the O advantages must be greater than the (O*) (i.e. the

advantages held by local firms in their domestic markets).

Embedded in the ‘O’ dimension is the ‘P’ sub-paradigm, whereby, investors are
advised to realise any portfolio specific advantages. Holsapple, et al (2006) divides
this sub-paradigm into (Pe) and (Pd) advantages. They describe (Pe) as the process of
evaluating foreign exchange risk, portfolio arbitrage opportunities, existence of
capital market imperfections and debt denomination consideration, from the home
country perspective. They also describe the (Pd) as the advantages directly related to
portfolio diversification when measured by the covariance of predicted returns with
other multinational activities. Here, they argue that as a necessary condition for FPI
decision, Pe+Pd must be greater than zero, so the firm can improve the overall

portfolio return and/ or diversification through undertaking the FPI.

They also argue that when the O and/ or P advantages exist, investors can then look

at the Location (L) and Internationalisation (l) advantages, and that the sequence of

deciding on FDI, FPI or another form foreign engagement (e.g. franchise, contract for

— _— — - - —_—- - —_— —_—— - - - —_— —_ — 'y —a w_mmm _—

JE—

28|Page



fee, etc.), follows a logical sequence of questions (i.e. What!, Where?, and How?),
whereby, the ‘What' question tries to answer whether any O or P advantages exist,

and the Where question tries to evaluate the Location advantages exist in a foreign
market. The How question is the last and tries to answer what investment mode and

structure is best to internalise.

It must be noted though, and as discussed earlier, global investors follow a
combination of rational and path-dependent decision making, when deciding on an
international real estate investment. For instance, and as discussed earlier, investors
go through a process as they start by ‘screening’ countries worldwide (i.e. employing
the L dimension), looking at national and macro level factors, only then and after
filtering and deciding on specific countries, they focus on the sectoral level analysis
(i.e. office, retail etc.), and only when they find the appropriate opportunity in a
specific sector (either a development or acquisition opportunity), they can evaluate
the O, P and | advantages, so in fact the paradigm should have the ordering of ‘LOPI,
instead of OPLI. This is a key point in understanding and employing the paradigm, as
L specific factors (Where question), will influence the (Oa), (Ot), (O%), (f), (Pe), (Pd)

and (l) variables, and must be followed by the ‘What’ and ‘How’ questions.

2.3.3.2.2 Location-specific advantage

Location considerations are important for FDI in real estate, since they have the
capacity to foster or hinder its flow. FDI in real estate developments may be
attributable to market size, market need or to financial gains, as well as other
competitive advantages, which may include a unique source of demand, geographical
location, a large domestic market, high liquidity, high purchasing power, tax policies,

or lower levels of political risk in the host country.

D’Arcy (2009) explains how real estate actors get attracted to certain countries and

how the Location advantages depend to a large degree on the type of barriers both
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direct and indirect which market actors encounter in host countries. He asserts that
the institutional environment, regulatory barriers and business culture are important

influences when formulating strategies for internationalisation (see Figure 5).

As an example, Saudi Arabia’s location is potentially very attractive for the
hydrocarbons industries, oil refineries, petrochemicals and plastics. Entry into the
property sector may also be very attractive because of the good growth in
population, persistent at over 3 per cent per annum, of whom 65 per cent are under
25 years old, and a sound infrastructure are also among the location-specific
advantages of Saudi Arabia (Cityscape, 2009). However, there might be other
location specific factors that hinder FDI into the property market including culture
proximity and other factors that will be explained in the following sections.

In Holsapple, et al (2006) OPLI extended framework, location advantages require
investors to ask the “Where’ question, which look at factors such as host country
political risk, regulations and laws, and fiscal and monetary policies.

Holsapple, et al (2006) state that location advantages must be measured against
recurring costs of being foreign (other than exchange risk), such as operating a long

distance from the investment or differential treatment in the host country.

They argue that if firms relying only on Portfolio advantages, they can simply acquire
passive interest in existing real estate assets in the host country, and the Location

factor is not so effective.

For the purpose of this research, it is hypothesised that only greenfield development
real estate FDI will be considered and therefore those key ‘Location’ factors are

considered vital in understanding drivers and barriers to investing in Middle Eastern

property markets.

2.3.3.2.3 Internalisation-specific advantage
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The internalisation advantage can be considered as the view of exploiting the
ownership advantage (Oa) discussed earlier, by not contracting out of the associated

activity, but by purposely pursuing it and retaining control over it.

By means of internalisation in the manufacturing industry, a firm might carry out
transactions within its wholly- or partially-owned facilities in the host country rather

than relying on external markets (Dunning & Lundan, 2008). By doing so, a foreign

firm will be able to overcome some of the difficulties and risks and might improve its
performance. Internalisation gains arise from avoiding market imperfections
(uncertainty, economies of scale, problems of control, the undesirability of providing
full information to a prospective purchaser, limited business support services
'secondary markets' and so on) (Dunning, 1980). The existence of internalisation
advantages obviously depends to some extent on the existence of ownership

advantages.

Internalisation of real estate activities however, as explained by D’Arcy (2009), is the
process which determines the organisational mode by which actors choose to

transfer intangible assets and/ or capital across boundaries. Those intangible assets

might include management and human expertise, knowledge, and the reputation of
the internationalising firm (D’Arcy, 2009). The transfer of capital could be originated
and provided either from debt or equity positions, along with the financial structure

associated with its proposed transfer (D’Arcy, 2009).

In regards to the ‘How' question, which is related to Internationalisation ‘I,
Holsapple, et al (2006) suggest that when L advantages exist, it will be more
beneficial for firms having O advantages to own the investment itself rather than sell,

lease, or franchise the advantage to foreign firms located in the host country (see

Figure ).
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2.3.4 DETERMINANTS (DRIVERS AND BARRIERS) OF FDI IN REAL ESTATE

Given the scarcity of theoretical frameworks for real estate FDI, particularly
macroeconomic ones, the empirical analysis is also very limited and has mostly
adopted a non structural approach. The lack of macroeconomic theories on real

estate FDI explains the scarcity of the empirical analysis in this area.

To bridge this gap, the following sections present the main themes emerged from the
empirical literature on the determinants of general FDI, together with the few
specific studies on real estate FDI.

If one takes the theoretical literature on general FDI, there are a number of
macroeconomic drivers, which may explain a decision to invest abroad. This is hardly
the case for real estate FDI, where exiting theories mainly focus on microeconomic

aspects of supply and demand.

It is the intention of this research to focus on the national (or macro) level factors
that impact international real estate developers’ decisions in emerging and developing

markets.

For the purpose of this research, a thorough review of the literature has been
carried out on the theoretical and empirical studies that examined factors and/ or

variables related to international real estate investment.

The factors/ variables considered here are related to the OLI framework and more
specifically the Location ‘L’ factors, this is because those factors are mainly
concerned with the ‘country level’ variables that investors look at in the ‘screening/
initial' stage which covered earlier in the literature. Some of the key variables

covered either theoretically or empirically tested, are listed in Appendices 2 & 4.

From the researcher’s point of view, among the many variables covered and tested,

few themes emerged from the literature covering many variables related to

international real estate investment. The themes can be grouped into both drivers
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and barriers. Therefore, the first section provides an overview on the drivers to

international real estate investment, followed by the barriers to such investments.

2.3.4.1 LOCATION DRIVERSTO FDI IN REAL ESTATE

There has been much discussion in the literature about the drivers to investing in
international and emerging markets. Gordon (2003) identifies the key drivers for
international investments. The drivers are ranked based on importance to various

sources of institutional capital from all over the world:

o Higher Return: acquiring higher returns as the most cited driver.

e Diversification: this can be achieved through portfolio risk reduction.

o Cross-border service: having higher standard of cross-border service through
investment managers operating in many regions around the globe.

e Rising Transparency: the cross-border investors’ analysis of new markets raises the

level of transparency as well as raising the level of financial/market reporting.

The next sections present the main factors that are believed to be of importance on
deciding on an international potential market for investment (for a summary of the

drivers see Figure 7).

2.3.4.1.1 The Importance of market size and economic health

Market attractiveness or market size can be measured by examining country’s GDP,
population, growth of GDP and GDP per capita (see Appendices 2 & 4 for other
variables examined in the literature). Empirical evidence investigating market size in
potential investable countries as variables influencing international real estate
investments has shown same results as most findings support the theoretical view

that large real estate markets attract international investors.
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Baum (2008) in his recent work on number of unlisted property funds targeting
particular countries; he finds a strong relationship between population and GDP per
capita (as independent variables) with the number of funds targeting particular
countries (dependant variable).

One recent study by Rodriguez & Bustillo (2008) on FDI in Spanish housing
acquisitions, finds GDP per capita to be a significant determinant of Spanish housing
acquisitions by foreigners mainly tourists. In contrary, He, Wang, & Cheng (2009),

finds GDP per capita insignificant as a determinant to FDI in real estate in China.

Anop (2010) uses other proxies to market size, including real GDP growth, and
GDP. She finds real GDP growth to be insignificant, while GDP is a significant
determinant to FDI in real estate in selected European countries.

Lim, McGreal, & Webb (2006) found from their survey on the perception of US and

European investors on real estate investment opportunities in Central South

America and Africa, that sound economic policies and market orientated reforms in
foreign countries, are important reasons for holding foreign property. They also find
that the healthier the economic state and the better track record of macroeconomic

policies, the more attractive is the location.

Chin, Dent and Roberts (2006) also found similar results from their survey on South
East Asia cities, as they conclude that a sound economic structure coupled with a

strong and stable macroeconomic environment are the most significant factors in the

ability of the region to attract foreign real estate investments.

Chen and Hobbs (2003) constructed the Global Real Estate Risk index, which is
based on three components: country, structural and cyclical real estate risks. They
found that the size of a country’s economy positively affects investment activity, and
argue that larger economies are usually more capable of surviving external economic
shocks and are therefore more stable than smaller economies. They also argue that
inflation, the unemployment rate, and change in the unemployment rate are

important proxies for measuring the economic situation in their index.
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It is evident that host countries with larger market size, faster economic growth and
higher degree of economic development will provide more and better opportunities
for investors to exploit their ownership advantages and, therefore, will attract more
real estate FDI. The intuition is that these factors can be significant for FDI in real

estate sector.

2.3.4.1.2 The importance of the institutional framework

According to Ali, Fiess, & MacDonald (2010), the institutional framework of a
country “consists of all kinds of humanly devised constraints that shape the human
interactions, including economic exchange”.

This research adopts a well known definition of institutions on the work of North
(1990) who has been able to explain institutions at the macro level. North (1990)
defines institutions as formal rules (for instance, constitutions, laws and regulations)
and informal constraints (norms of behaviour, conventions and self-imposed codes of
conduct). Institutions (and their enforcement mechanisms) set the ‘rules of the
game’, which organisations, in pursuit of their own learning and resource allocative

goals, must follow.

As the empirical evidence review shows, there is strong evidence that good
institutions play an important role in attracting FDI. The institutional determinants of
aggregate FDI are related to the characteristics of the host country’s investment

environment that are designed and regulated by government’s policies and other

political and social factors as well as the level of economic, political and social risks,
political stability, democratic accountability, the degree of openness of the economy
and trade regime, functioning bureaucracy, reliable and transparent regulatory
framework covering FDI policies and tax system, effective property rights protection,

the rule of law, enforcement of contracts, efficiency of justice and the lack of
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corruption and the type of privatisation process (Dumludag, Saridogan, & Kurt,

2007).

In the context of institutions that are directly related to property markets, Keogh &
Darcy (1999) illustrate a three-level hierarchy for institutions involved within
property markets (see Figure 6). At the top level, the institutional environment is
constrained by the political, social, economic and legal rules and conventions by
which the market is organised. As mentioned above, at this level, institutions play a
crucial role in attracting or deterring FDI into property markets.

At the next level, the property market is considered as an institution in itself with a
range of characteristics which determine its structure, scope and function. At the
bottom level, the main organisations which operate in the property market can be

considered in terms of the way they are structured and the way they change (Keogh

& D'Arcy, 1999).

Figure 6: The institutional hierarchy of property markets

Source: Keogh & D’ Arcy (1999)
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2.3.4.1.3 The importance of infrastructure

The infrastructure of a particular country is also an important factor for FDI in real
estate. A recent study by Anop (2010), finds ‘road infrastructure’ to be a significant
determinant to FDI in real estate in European countries. Lieser & Groh (2010) after
analysis of a composite index of real estate markets attractiveness for 66 countries

concluded that infrastructure should become an integral part of the strategy to
attract international real estate investments.

At the aggregate FDIl, Loree & Guisinger (1995) found that a developed
transportation infrastructure has a positive influence on inward FDI flows. Wheeler
& Mody (1992) also concluded that, for developing countries, infrastructure is one of

the dominating determinants for FDI decisions.

2.3.4.1.4 The importance of market liquidity

Real estate is a relatively small investment market and the limited number of ‘liquid’
investment markets further exacerbates impacts resulting in a concentration of
investment in the larger more liquid markets.

Connor and Liang (2000) argue that public sources of equity capital, primarily as
REITs (Real Estate Investment Trusts), are particularly important for a vivid real
estate investment activity due to the potential to securitises financial claims and to
raise capital in the public market at relatively low cost. D’Argensio & Laurin (2009)
also argue that the existence of REIT operators should enhance the liquidity of the

real estate market, as they have used this variable in their study on cap rates

movements.

On the other hand, Baum & Murray (2010) argue that the lack of liquidity is
considered as a key risk facing global investors. They found that the majority of
investors responded to their survey found lack of liquidity as a high barrier to

entering into an emerging market, especially during the recent economic crisis
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(2008), and found that institutional investors are keen to withdraw from less liquid
emerging markets.

Another point raised by Baum & Murray (2010) is that for opportunity funds, who
find liquidity is key for them to acquire and sell in short period of time, to maximise
return and performance fees, which is not the case in most emerging markets, and
especially the MENA markets, where only few countries like Turkey, Saudi Arabia
and the UAE, have the liquidity and operating REIT's in their property markets.

Figure 7: Drivers to FDI in real estate

Institutional real
estate market size

. Real estate
market

Market maturity and
transparency

Market liquidity

Economic output

- and growth
Economic size and
health -
Inflation and interest
Drivers to FDl in . rates
real estate 2. Economic and
demographic
factors
Population growth
3. Infrastructure Population

quality

Employment growth

Governance

4. Institutional
indicators

factors

5. Socio-cultural Cultural proximity (e.g. level of
factors human development and language)

Source: developed for this study
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2.3.4.2 LOCATION BARRIERS TO FDI IN REAL ESTATE

International investors face markets composed of many different factors for example,
different economies, different cultures and different regulations, from their common
domestic markets. In order to cope with these significant factors and to make
profitable investment decision on global market level, investors assess the risks of the

investment taking into consideration all these key factors while deciding on an

investment opportunity (Hines, 2001).

Table | below shows the key constraints to direct property investment in an

international context (Morell, 2003).

Table I: Constraints to direct international property investment

According to Tschabold (2003), other common problems often used to justify

avoiding international real estate in an investment portfolio include:

e~ Management and operation once investment is made;

o~ Lack of local expertise; and

o. Potential for misunderstands due to cultural or language difficulties.
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Moreover, Lee (2001) categorises the key constraints for international real estate
investment that hinder cross-border investment under four key headings (in view of

the Asian market): investment risk; political risk; currency risk and institutional risk.

As can be seen, there is no universally accepted taxonomy of FDI barriers in the real
estate sector. However, a recent study by Baum & Murray (2010) categorised the
barriers to formal (direct) and informal (indirect) barriers.

The direct barriers are those that affect the ability of foreign investors to invest in
emerging markets, for example in the form of taxes and foreign ownership; indirect
barriers are those that affect investor’s willingness to invest, mainly due to
reservations regarding language, cultural or political issues, which may entail more
transaction costs (D’Arcy, 2009) & (Baum & Murray, 2010). Some countries try to
lessen or even eliminate the impact of those barriers that are most likely to segment

the local market from the global capital market (Baum, 2009).

2.3.4.2.1.1 Direct barriers

Direct barriers may include formal legal barriers related to taxation and ownership,

as well as restrictions to capital accounts (Baum & Murray, 2010) and (D’Arcy, 2009).
From the researcher’s point of view, among the variables covered and tested, the

following factors are considered as the chief variables related to direct barriers to

FDI in real estate for the region under investigation (see Figure 8).

2.3.4.2.1.2 Investment freedom

A distinctive characteristic of FDI is that once an investment has been made, a
foreign investor cannot prevent the government in the host country from changing
the environment in which the investment decision was made. The investment climate

therefore, is an important determinant to international real estate investors. Two
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forms of restrictions can be faced by international investors: a) ownership

restrictions and 2) expropriation of investments.

Restrictions on foreign ownership in general, can limit the possibility of acquiring a
bundle of rights in a particular country if investors are not citizens of that country.
Guert & Jaffe (1996) have examined restrictions on foreign ownership which
indicates the managerial control that investors can exercise over companies in the

host country, and found it to be a significant risk to international real estate

investment.

On the other hand, expropriation which takes different forms (direct and indirect),
where, a direct act of expropriation involves nationalisation of foreign-owned
corporations, in which the government simply takes control of the capital stock.
There are also indirect forms of expropriation that multinational corporations face.
Examples include excessive taxation, capital controls, manipulation of exchange rates,

and bribes and permits demanded by government officials.

In real estate, capital controls affect the ability of investors to repatriate their
investment. If domestic savings are scarce in the host country, it is likely that capital
account transactions will be restricted. A common direct restriction could be the
imposition of a minimum period of investment (Bekaert, 1995). It follows from this

that restrictions on international financial flows are less prevalent in high-income

countries with large domestic savings (Eichengreen, 2001). Baum & Murray (2010)

find that real estate investors are likely to consider restriction to capital accounts a
high barrier to investing in emerging markets.
Therefore, the intuition is that the more open a country is, the more it may attract

real estate related FDI.

2.3.4.2.1.3 Taxation
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Taxes affect the incentives of agents and firms in all areas of economic activity, and
FDI is no different. Unfortunately, there is a scarcity in the empirical work in regard
to taxation and its impact on FDI in real estate. This can be attributed to the
complexity nature of taxation in real estate (see chapter 3, for a summery on tax

instruments used in the selected MENA countries).

Baum (2009) explains the different forms of taxation that can be faced by
international investors. One example is the case of a real estate fund that is
domiciled outside the fund’s country of origin; taxes to that investor in the fund can
include withholding tax, and taxes on capital gains (Baum, 2009). Taxes also may be
applied to the investor in the funds that home domicile (for instance, income tax,

taxes on capital gains) (Baum, 2009).

At the property level, taxes may be applied to the investor in the domicile of the
property (Baum, 2009); he gives an example of such tax, which is applied in France
and is 3%. Taxes may also be applied to the holding entity in the domicile of the
property (local taxes); or the domicile of the fund (corporate taxes, withholding tax).
Taxes may be applied to the entity in the domicile of the entity (corporate taxes).
Taxes can be applied to the property in the domicile of the property (VAT, stamp
duty and other transfer taxes) (Baum, 2009).

Therefore, and as a proxy of tax effects, this research examines the total tax rate of

the target country. All else being equal, it is expected that a country with a lower
total tax rate would attract investment. However, this measure does not address tax
credits, multinational-specific taxes, or the issue of double taxation. Therefore,
results using this tax rate measure must not be treated as definitive.

A second line of argument, one subject to less ambiguity in measurement problems,
is to examine the effect of tax treaties between two countries. Unfortunately, it is

difficult to find internationally comparable measures of after tax returns to capital.
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2.3.4.2.2 Indirect barriers

Indirect barriers relate to country specific risks which might include governance risk,
market/ liquidity risk, economic policy risk and, macroeconomic instability, and real
estate market transparency (Baum & Murray, 2010) and (D’Arcy, 2009).

Among the many factors and variables covered in the literature, the following

indirect barriers are believed to be of importance to the region under investigation.

2.3.4.2.2.1 Governance (country) risk

Actions by government affect real estate investment decisions almost everywhere
(Lee, 2005). Governance is defined as the traditions and institutions by which
authority in a country is exercised(WGI, 2010). This includes the process by which
governments are selected, monitored and replaced; the capacity of the government

to effectively formulate and implement sound policies; and the respect of citizens and

the state for the institutions that govern economic and social interactions among

them (Kaufmann, Kraay, & Mastruzzi, 2009).

According to Lee (2005) very little has been done to examine the effects of
governance and country risks on international portfolio investment. He states that
country risk is a broad concept that is not simply political risk and this is why little or
no work has been done to examine country risk in developed countries. He argues

that country risk is a combination economic conditions; discriminatory tax
regulations; limitations on foreign ownership; lack of information; capital controls;
and transactions costs. In his recent work developing the Real Estate Potential (REP)

index, he assigns country risk as one key dimension in his index, which consists of

four-dimensions.

He uses the Euromoney Country Risk index which is a combination of subjective and

objective assessment. However, this study breaks down country (governance) risks
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into six key dimensions that measure voice and accountability; political stability and
absence of violence; government effectiveness; regulatory quality; rule of law; and
control of corruption. It is believed that these dimensions cover key indirect barriers

faced by foreign investors.

2.3.4.2.2.1.1 Political stability and absence of violence

As discussed in section 2.5.1.2, political stability is a key institutional determinant and
it is very important to investors to be operating in a politically stable environment.
This view is supported by Azzimonti & Sarte (2007), as they draw attention to the
importance of political instability. They focus on the propensity of some governments
to expropriate assets (nationalisation) or indirectly (through changes to tax codes
and exchange rates, capital controls, bribery, and licensing). The authors claim that
poor institutional quality, expropriation in its many forms, and a lack of policy

commitment are negatively related to FDI.

In a real estate context, Keogh and D’Arcy (1999) argue that countries’ national
property markets are defined by their socio-cultural and political environment. The
socio-political risk comprises social risk and government policy risk and is an
indicator of institutional problems in a country’s public sector.

Lim, McGreal and Webb (2006) as well as Chin, Dent and Roberts (2006) found

political stability to be the most important factor underpinning international

investors’ country choices when entering emerging or transition economies.

Lee (2001) notes that the level of perceived corruption faced by business within a
country can prove a major impediment to the successful implementation of an
investment strategy. Geurts and Jaffe (1996) also argue that a country’s socio-cultural
framework is closely related to its political environment influencing the overall

investment climate.
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2.3.4.2.2.1.2 Government effectiveness

Government effectiveness can be defined as the quality level of public services, civil
service and the degree of its independence from political pressures, the policy
formulation and implementation, and the credibility of the government’'s commitment
to such policies (Kaufmann, Kraay, & Mastruzzi, 2009).

Unfortunately, no previous empirical work for this specific dimension however the
intuition is that the better the government effectiveness the more FDI the country

will attract.

2.3.4.2.2.1.3 Voice and accountability

Voice and accountability can be defined as the extent to which a country's citizens
are able to participate in selecting their government, as well as freedom of

expression, freedom of association, and a free media (Kaufmann, Kraay, & Mastruzzi,
2009).

Again no previous empirical work in regard to FDI in real estate can be reported
here, so the intuition is that countries with better voice and accountability

environment will be able to attract more FDI in real estate.

2.3.4.2.2.1.4 Rule of law

The rule of law can be defined as the extent to which agents have confidence in and

abide by the rules of society, and in particular the quality of contract enforcement,
property rights, the police, and the courts, as well as the likelihood of crime and

violence.

It is well known that the more respect for the rule of law naturally leads to less
corruption, less risk of government expropriation and strong coercion of contract.

That what is found by Liao & Mei (1999), when trying to relate the rule of law to real
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estate returns, they found rule of law variable to be positively correlated with other
risk variables, and concluded that rule of law and economic freedom may reduce

property variance risk so enhancing property returns.

2.3.4.2.2.1.5 Regulatory quality

Regulatory quality is defined as the ability of the government to formulate and
implement sound policies and regulations that permit and promote private sector

development (Kaufmann, Kraay, & Mastruzzi, 2009).

D’Arcy and Keogh (1998) argue that each country’s real estate market is
conditioned, amongst other things, by landlord and tenant law, planning law, and
urban policy. The burden of doing real estate business and taxation are considered to

directly affect the operational efficiencies of any kind of business.

Worzala (1994) and Adair et al. (1999) note that this affects foreign investors at a
large extent at three times: when investing, operating or exiting a market.

Keivani, Parsa, McGreal (2001) argue that regulatory limitations, exchange controls
and the repatriation of capital restrain international capital flows and hence, provoke
a major source of concern for investors. Chin, Dent, & Roberts, (2006) found that

the more restrictions & regulations imposed on foreign investors, the less attracted

investors are to that country.

2.3.4.2.2.1.6 Corruption (control of corruption)

Control of corruption can be defined as the extent to which public power is
exercised for private gain, including both petty and grand forms of corruption, as well

as "capture” of the state by elites and private interests (Kaufmann, Kraay, &

Mastruzzi, 2009).
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Lee (2004) (cited in Lee, (2005)) finds a significant correlation of 0.91 between the
level of corruption in a country, as measured by the 2004 Transparency International
Corruption Perception (CPl) Index and the level of real estate transparency, as
measured by the 2004 Global Real Estate Transparency (GRET) Index produced by
Jones Lang LaSalle (JLL), and concludes that corruption prospers on a lack of
transparency, and suggests that corruption is likely to be a problem in implementing

any international diversification strategy, in both developed or developing countries.

Geurts & Jaffe (1996) also used the corruption variable in their study, as they used it
as a signal for weak legal framework. They hypothesised that countries that have
weak private property rights protection and corruption, are likely to be higher than
in those countries with stronger legal protection. And they conclude that corruption

is likely to hinder economic activity by raising transaction costs for investors.

As well as the six dimensions of governance indicators discussed above, there are
other indirect barriers that could be influencing foreign investors in the region under

investigation. These can be summarised as follows.

2.3.4.2.2.2 Security of property rights

Guert and Jaffe (1996) state that security captures the level of confidence amongst
investors and that their persons and property will be protected. They categorised

this variable under property rights as they believe that the higher the level of

confidence that investors’ property will be protected, the lower the required return

should be on their investments.

Chin, Dent, & Roberts, (2006) and Lim, McGreal, & Webb (2006) found that

standardisation of property rights and market practice is important determinant to
attract foreign investors. Lee (2005) also have used this variable in his Real Estate

Potential (REP) index, as he wanted to measure the security of property rights and
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the effectiveness of contracts and leasers, and therefore, he used Property Rights

(PR) index to achieve this purpose.

2.3.4.2.2.3 Real estate market maturity and transparency

Understanding specific property market requires considering the nature of that
market and its evolution, as well as economic conditions. Property market analysts
usually look at national and regional levels and urban economics when analysing
economic conditions (Chen & Dent, 2005). However, they tend to ignore the

cultural and institutional framework dimensions and concentrate on the demand and

supply conditions in the three sub-markets: user, investment and development

(Keogh, 1991).

Keogh (1991) suggests that the determination of capital values and yields may be only
partly explained in terms of the decision-making rules of investing institutions or the
social symbolism of property as an asset. Opportunities in both the user and investor
markets will be constrained by the legal system of property rights and the quality of
professional advice available to those transacting property interests, with obvious

implications for property rights (Chin, 2002) and (Laposa, 2007).

Keogh and D’Arcy (1994) proposed a paradigm of property market performance,
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