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Abstract: For a harmonious development of the EU member states a series of structural funds have been 

initiated. Due to its belonging to the EU, Romania is directly interested in being introduced to these funds 

and using them efficiently. A major importance represents a good use of the structural instruments which 

provide the appliance of the EU politics of cohesion. 
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Politics of cohesion of the EU and Structural Funds  

1. General position 

According to the stipulations of the art.158 of the Treaty: 

“In order to promote the harmonious development on all her contents, the Community will initiate follow 

actions which will lead to and strengthen the economical and social cohesion. Particularly, the Community 

will follow the reduction of the disparities between the development levels of different regions and the 

falling behind of the less developed regions, or islands, including rural areas. 

The art.159 of the Treaty specifies that these actions are supported by the Structural Funds, the European 

Investment Bank and other existent financial tools. 

The differences between the regions of the member states of the EU are connected to: 

• infrastructure  

• the quality of the environment 

• the unemployment rate and the abilities of the working force which are relevant to the 

development 

• the size and diversity of the businesses  

• the level of innovation and the use of technology in business  

Politics of cohesion of the EU is destined to reduce these differences and economical difficulties which are 

generated in order to improve the functioning of the European Unique Market.  

Existent issues of the regional development of Romania  

• the increase of development disparities between the region Bucharest- Ilvof and the other 

regions 

• the unbalanced development between the East and the West, meaning the North –Eastern 

regions, South -East, South, South  -West  and the Western regions, North –West, Central 

• the chronicle  lack of development is focused in the North –Eastern region, at the border with 

Moldavia and the South region along the Danube 

• the existence of some important disparities between regions which reflect the mosaic 

structure of the economical development: inside the regions coexist both poorly developed 

areas as well as relatively developed ones  

• the massive decline of small and medium cities, especially mono industrial cities, generated 

by the industrial reorganization 

• the low rate of  appeal of most regions  
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• the social-economical decline of numerous urban centers and the diminution of their role in 

the development of adjacent areas. 

2. The basic principles of the reform  

• Concentration: financial aid in the regions and the domains which are in great need support – 

approximately 80% of the funds to the less developed areas  

• Simplification: the reduction in the number of rules; less objective – fewer funds; 

programming; unique fund programs; more flexible financial management; proportion 

concerning control, evaluation and monitoring; expense eligibility.  

• Decentralization: a more powerful role for the regions and the local actors.  

The principles of the politics of cohesion  

1. Additional: the credits from the funds cannot be used for public expenses or other structural 

expenses of the member state. 

• EU finance: the cohesion fund- max. 80% of the cost  

• Other costs- max. 75% of the cost  

2. Coordination: sector and regional politics must be synchronized with other implementation 

measures through PND non financed by structural funds. 

3. Partnership: important contribution of all organizations and relevant institutions  

3. Structural instruments 

The politics of cohesion of the EU is financed through structural instruments, these representing the second 

percent al length allowed from the budget of EU. 

The structural instruments include: 

• The European  Fund for Regional Development 

• The European Social Fund 

• The Cohesion Fund 

Between 2007-2013 Romania will receive through the structural instruments a sum 4 times larger than 

through the pre adhering instruments such as: PHARE, ISPA, and SAPARD. 

In Romania the investments which come from the structural instruments will be supplemented with the 

funds belonging to the United Agriculture Politics of the EU. 

Complementary   instruments: 

• The European Agriculture Fund for Rural Development 

• The European Fund for Fishing 

4. Objectives and intervention Domains 

• Convergence 

Regions with PIB (Public Internal Budget) / inhabitant below 75% from the EU average  

Member states with PIB / inhabitant lower than 90% from the EU-25 average; this objective will receive 

75% from the EU budget. 

• Regional competition and occupation of the working force 

Uncovered regions by the convergence objective- this objective is assigned 18% of the EU budget. 

• European Regional Cooperation  

Regions located at the border and regions involved in trans-national cooperation – this objective will 

receive 4% of the EU budget  

The European Regional Development Fund  

Supports productive investments that lead to new work places 
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Application domains: 

• infrastructure 

• local development initiatives and SME activities  

• development areas: transport, communication technology, energy, environment, research and 

innovation, social infrastructure, training, urban reconstruction and convergence of industrial 

areas, rural development, fishing industry, tourism, culture. 

The European Social Fund  

Prevents and fights unemployment, supports the development of human resources and promotes the 

integration on the labor market. 

Application domains; 

• professional long-term integration of the unemployed people  

• professional integration of the young unemployed people 

• professional integration of people excluded from the labor market 

• promoting of equal opportunities concerning the access on the labor market through the 

EQUAL initiative 

• specific actions to improve women’s access on the labor market 

• improvements to the education and training systems 

• promoting specialized work force 

• the growth of human potential in the research and development area  

The Cohesion Fund  

Special fund formed to assist the member states whose PNB is lower than 90% of the EU average. 

Eligible member states: Greece, Spain, Portugal and other new 10 member states. After the integration, 

Romania and Bulgaria will also benefit of this fund. 

Interventions: 

• environment 

• transport infrastructure 

Complementary Funds: 

The European Agriculture Fund for Rural Development 

Supports the rural development and productivity growth in agriculture. 

Application domains: 

• investments in agriculture proprieties  

• the support of youth establishment  in the rural and training area 

• aid for early  retirement 

• compensation for less favored areas 

• measures for the environment protecting agriculture  

• the processing and marketing of agricultural products 

• the development and proper use of forest 

• the development of the rural area by promoting services, the support granted to the local 

economy, encouraging tourism and artizanal activities   

4. The European Fishing Fund  

Invests in: 

• reorganization of the fishing activity 

• improving fishing boats 
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• improving manufacturing and marketing of fish products 

• aquaculture  

• developing fishing farms 

• protection of sea areas  

• facilities in the fishing harbors 

5. The Co-finance principle 

• Structural instruments of the EU do not act alone, they are co-financed mainly out of public 

resources, although they can by involved in resources from the private sector 

• In the Convergence Objective the maxim rate of intervention will generally be of 75% from 

the total cost of each investment for ERDF, ESF, EARDF, EFF. 

• Concerning the Cohesion Fund, the maxim intervention rate will be of 85% of the total cost. 

6. Politics of Cohesion Impact 

• Growth: cohesion instruments rise public and private investments in the required areas  

• Convergence : the funds contribute to the PIB growth in the undeveloped areas 

• Work places: opening of new work places and maximizing the potential of human resources 

• The growth of human and physical capital 

• A better regional and local administration  

• Financial stability over 7 years        

Taken into consideration the above we realize the vast range of funds we can benefit from in order to 

reduce the differences in various domains between member states of EU.  
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There are two major types of international equity flows. In the literature there are only few publications 

focused on the bilateral correlation between Foreign Direct Investment (FDI) and Foreign Portfolio 

Investment (FPI) in a robust analytical framework. We consider Lipsey-Razin model to explain the 

dynamics of foreign investment option in Romania after European integration and the recent financial 

global crises, in the aftermath of subprime.   

There are two distinct aspects: the reallocation of investors between FDI and FPI after European 

integration in the context of euro macroeconomic cycle which leads welfare parameters an early 

withdrawal; the effects of financial contagion on FPI and Romanian stock exchange. 

 

Keywords: FDI (foreign direct investment), FPI (foreign portfolio investment), recession, European 

integration, global financial crisis. 

 

1. Introduction 

The dynamics of changing the main types of international equity flows in Romania after integration should 

be analyzed by considering the global evolution and future trends of financial flows, the liquidity aspects 

and the contagion effects on local markets. We use Lipsey-Razin model of a trade off between FDI/FPI 

which highlights the selection decision aspects. The costs associated to FDI are: the initial fixed costs 

(especially for Greenfield investments, terrain acquisition, building, training, could be considerable); the 

information-based costs, exogenous and resulting from the capacity to sell quickly their investments 

before maturity (in liquidity shocks, potential buyers will pay only a lower price because they suspect an 

asymmetrical information on the prospects of investments). 

These costs are also driven by the volatility and liquidity and depend on the macroeconomic context but also 

on the turbulences existing on international financial markets. The difficulty of FDI withdrawals may create a 

bias of less illiquidity-prone investors, such as big multinationals. Institutional investors, who are subject to 

frequent withdrawals, are biased in favor of FPI. By using Lipsey-Razin model we could analyze the trade-

off between management efficiency and liquidity which have strong empirical evidence; we also add the 

effect of asymmetric information for different types of control. The increasing of the control increases also 

the efficiency and value of the firm (Perez-Gonzalez, 2005). There is also a positive response on the capital 

market (Chari, Ouimet, Tesar, 2007).  

Big FDI investors can achieve effective control by holding a block that is much smaller than the 

majority, but the value of the firm may increase at similar rates. The sale of big blocks by control holders 

(Rasdaq companies after increasing their capital in the summer of 2007) generates a larger price impact 

than a sale by other investors, because of a bigger downward effect on the price (Mikkelson, Partch, 1985; 

Holthausen, Leftwich, 1990; Chan, Lakonishok, 1995). The global price impact of sale in the presence of 

control can be obtained by analyzing what happens after the firm sells a part of its own shares in the 

asymmetric information environment (Flamingo, Armax Gaz Medias, Albalact, Prospectiuni, Ceramica Iasi). 

An interesting implication of the trade-off between efficiency and liquidity is that investors with high/ vs. 

low expected liquidity needs are more likely to choose less/ vs. more control. The mechanism is based on 

the fact that investors with high expected liquidity needs are affected more by the low sale price associated 

with control, whereas those with low expected liquidity needs are affected more by the efficiency in 
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management. In this case, the assets under control are less likely to be liquidated prematurely (Hennart, 

Kim, Zeng, 1998). Big investors are much more likely to exit from joint ventures than from fully owned 

investments with more control. FDI exhibit more control than FPI which expected to be liquidated less 

often, in the global context of international portfolio management. The instruments of FPI could be: a 

direct investment in local stock exchange (blue chips, Investment Financial Companies- with balanced 

portfolio, IPO hunting) or by using a special vehicle of investment like open end investment funds/ close 

/end investment funds managed by  financial intermediaries.  

2. The selection from the existing models in the literature 

Albuquerque model explain the differences between the volatility of FDI versus the volatility of FPI, but is 

not considered the effect of liquidity and the macroeconomic facts or the international financial 

environment. Albuquerque is focused on the expropriation risks and the inalienability of direct investments, 

and thus is different from the information-based mechanism. 

In other papers related to FDI, it is used the asymmetric information hypothesis (Froot, Stein, 1992; Klein, 

Rosengren, 1994; Klein, Peek, 2002). The authors use the hypothesis that FDI is information intensive, and 

thus FDI investors, who know more about their investments than outsiders do, face a problem in raising 

resources for their investments. Gordon, Bovenberg (1996) use the asymmetric information between 

domestic investors and foreign investors to explain the home bias phenomenon. Razin, Sadka, Yuen 

(1998) explain the pecking order of international capital flows with a model of asymmetric information. A 

new model of Razin and Sadka (2005) analyze the gains from FDI when investors have superior 

information on the fundamentals, relative to FPI investors. All these analyze could not consider the effects 

of asymmetric information on the liquidity of FDI and FPI, which is a very important aspect.   

In  Lipsey-Razin model there is a small economy faced by a continuum [0, 1] of foreign risk neutral (the 

optimality is to maximize ex ante expected payoff) investors with the opportunity to invest in one 

investment project, FDI (in this case he acts as a manager)/FPI . The timing (0, 1, 2) is the following: in 

period 0, each investor select the type of investment (FDI/FPI); in period 1, after the realization of the 

productivity shock, the manager of the project observes � and chooses K, so as to maximize the net cash 

flow; in period 2, the project matures.  

The net cash flow from the project is R(K, �), where � is a random productivity factor that is independently 

realized for each project in period 1, and K is the level of capital input invested in the project in period 1, 

after the realization of s. For tractability we assume that R(K, �) takes the special form 

( ) ( ) 2
BK

2

1
K1,KR −ε+=ε .                           (1) 

We assume the cumulative distribution between (–1, 1) and a density function ( ) ( )⋅=⋅ 'Gg ; E(�) = 

0; B, is the production cost parameter and reflects higher production costs and lower productivity gaps.  

 

3.1 A better management and efficiency for FDI 

In period 1, the chosen level of K to optimize the net cash flow is denoted by K*(�) 

( )
B

1
K

* ε+
=ε .         (2) 

Thus, the ex-ante expected net cash flow from FDI held until maturity, is given by 
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In the case of FPI, the owner is not the manager, does not observe � and follows earlier 

instructions as for the level of K. A possible rationale behind this sequence of firm decisions, whereby 

the level of capital input K is determined ex ante, has to do with a potential agency problem between the 

owner and the manager to maximize the ex-ante expected payoff 
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.       (4) 
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It results a higher payoff in FDI but we must consider the costs: the fixed initial costs (FDI cost) 

and the information-based cost, derived endogenously in the model from the possibility of liquidity 

shocks occurring in period 1. 

 

3.2 The effect of liquidity shocks  

Let X the probability of liquidity shocks that could forced early withdrawals. Let a community with 

two types of investors, ½ with high expected liquidity needs (type H), and ½ with low liquidity needs (type 

L). We assume for the probabilities associated 0
2

1
1 LH >λ>λ> ,  1LH =λ+λ . Investors know their 

type ex ante, but this is private information.  

There is also a possibility to liquidate the project in period 1 even if there is no liquidity shock 

which generates another cost associated to FDI. The price of resale in period 1 is equal to the expected 

value of the project from the point of view of the potential buyer. We denote the maximum level of �, under 

which the FDI investor is selling by Dε . We denote by Dλ  the probability that an FDI investor gets a liquidity 

shock. Both Dε  and Dλ  will be endogenously determined in equilibrium. Given that FDI owner is selling, 

the buyer thinks that with probability ( ) ( )DD G1 ελ−  the owner is doing so due to a low realization of �, 

and with probability Dλ  that she is selling the projects because of a liquidity shock. Using Bayes's rule, the 

period 1 price that the direct investor gets for the project is given by 

( ) ( ) ( ) ( )
( ) ( ) DDD

1

1 A2
21

D1 A2

1
D

D,1
G1

dgdg1
P

D
2

λ+ελ−

εε�λ+εε�λ−
= −

ε+ε
−

ε+

.     (5) 

The initial owner sets the threshold level Dε , such that, given D,1P  while observing Dε : 

( )
B2

1
P

2
D

D,1

ε+
= .         (6) 

From (5), (6) we determine Dε  and D,1P  as functions of the market-perceived probability Dλ , 

denoted by ( )DD λε  and ( )DD,1P λ  which are increasing in Dλ  (when Dλ  is high, the buyer thinks that 

the probability for early sale results from a liquidity shock and not from a bad realization of the 

productivity parameter and  the resale price is high). A consequence is that investors have a greater incentive 

to choose FDI in period 0, when the market participants think that investors with high liquidity needs 

choose FDI. 

When a FPI investor sells in period 1, everybody knows that is due to a liquidity shock. The price is 

given by 

( )
B2

1
dg

B2

21
P

1

1
D,1 =ε� ε

ε+
=

−

.       (7) 

In this case, the resale price in period 1 of FDI is always lower than the resale price of FPI, and this 

is also a consequence of the liquidity. 

 

3. Ex-Ante Choice between FDI and FPI 

 

3.1 Expected Value of FDI 

With ( )L,Hii =λ probability, a type i investor gets a liquidity shock and sells the project in period 

1 at the market price: 

( )
( )( )
B2

1
P

2
DD

DD,1

λε+
=λ . 
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With probability i1 λ− , the investor does not get a liquidity shock. The investor sells if the 

realization of e is below ( )DD λε  according to equations (5), (6). The expected payoff in the state of no 

liquidity shock is 

( )( )( )
( ) ( )

( )
( ) εε�
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+εε�
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−

dg
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1 1 2
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In addition, FDI investor has to incur a fixed cost of C and the ex-ante expected net cash flow is: 
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3.2 The expected value of FPI investments 

When the investor holds the FPI with probability iλ , in a liquidity shock with resale in period 

1 the price is: 

B2

1
P P,1 = . 

With probability i1 λ−  the investor does not receive a liquidity shock and the expected net cash 

flow is: 

( )
B2

1

B2

21E
=

ε+
. 

The ex-ante expected net cash flow from a portfolio investment is given by  

( )
B2

1
BEVPortofolio = .        (9) 

 

3.3 The differences between the expected value of FDI and FPI 

This difference between the two expected values is: 

( ) ( ) ( )BEVB,,EVB,,Diff PortofolioDiDirectDi −λλ=λλ     (10) 

and the choice  FDI vs. FPI is governed by the parameters B and C. Investor i is more likely to choose FDI 

when: the FDI cost C is lower; the productivity cost B is lower; the probability of a liquidity shock Xt is lower, the 

market-perceived probability Dλ  of a liquidity shock for FDI investors is higher. 

 

4. The allocation of investors between FDI/FPI 

 

To describe the equilibrium, it is necessary to specify Dλ . If Dλ  is in line with the equilibrium 

choice of investors between FDI/FPI: 

FDI,LFDI,H

FDI,LLFDI,HH
D

,,

λ+λ

λλ+λλ
=λ .       (11) 

where FDI,Hλ is the proportion of Hλ  investors who choose FDI in equilibrium and FDI,Lλ  is the 

proportion of Lλ  investors who choose FDI in equilibrium. There are five cases at equilibrium: all  Hλ and 

Lλ  investors choose FDI.; all Lλ  investors choose FDI and Hλ  investors split between FDI and FPI; all Lλ  
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investors choose FDI and all Hλ  investors choose FPI.; Lλ  investors split between FDI and FPI and all Hλ  investors 

choose FPI.; all Hλ  and Lλ  investors choose FPI.. In real economies FDI and FPI coexist. The differences 

between expected liquidity needs for a representative FDI investor and those for a representative FPI 

investor depends on volatility, liquidity, macroeconomic situation and international financial picture. In Figure 1 

is presented a full characterization of the equilibrium allocation of investors as a function of Hλ  the 

probability that investors with high expected liquidity needs will get a liquidity shock, and B. 

 

 

Figure 1 – The allocation of investors between FDI and FPU 

 

 

5. Conclusions 

FDI investors are more informed about the fundamentals of their projects and this information enables 

them to manage their projects more efficiently. It results also an asymmetric-information problem in case 

they need to sell their projects permanently, and reduces the price they can get in that case. As a result, 

investors who know they are more likely to get an idiosyncratic liquidity shock that forces them to sell early 

are more likely to choose FPI, whereas investors who know they are less likely to get a liquidity shock are 

more likely to choose FDI. The model generates several results that are consistent with empirical evidence 

in Romanian economy which attracted larger shares of FPI after EU integration. Romania supplies a lower 

labor costs that make high added value business more profitable. After integration, the high transparency 

of the capital market makes FPI more efficient, in the context of reducing FDI after BCR privatization. The 

model can account for the high observed withdrawal rates of FPI relative to FDI, which also contribute to a 

high volatility of the former relative to the latter. It is also observed that increasing transparency implied 

smaller differences between the withdrawal ratios of FPI vs. FDI. It is interesting to remark the behavior of 

Romanian capital market after subprime crisis in US. The capacity to attract more investors with low expected 

liquidity needs to FPI is in danger now and it could also result a separation between investors with low 

expected liquidity needs and those with high expected liquidity needs. The main conclusions are: a) The 

expected liquidity needs of FDI investors are lower. Liquidity shocks are more common among FPI than 

among FDI investors. Investors with high expected liquidity needs and speculators are not interested about 

the long-term efficiency of FDI, and care more about the short-term price, having a higher tendency to 

invest in FPI. Investors with low expected liquidity needs prefer FDI. FPI investors are more vulnerable to 

liquidity shocks. This result contributes to the high withdrawal ratio of FPI relative to FDI, which can 

account for the empirically observed higher volatility of net FPI inflows; b) As B, the production cost 

parameter increases, there will be more FPI and less FDI at equilibrium. As the level of B, the cost of 

Case 1 

Case 1, 2, 3 

Case 3 

Case 5 

Case 4 

( )B***
Hλ  ( )B**

Hλ  

( )B*
Hλ  

1/2 B* B 

Hλ  
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production in the host country, increases, equilibrium outcomes changes in a gradually preference for 

more FPI and less FDI. Since B represents the cost of production, we expect developed countries to have 

higher levels of B; c) When FDI investors acquire a firm in a developing country, it transfers TFP in the 

source country to the new firm, reducing the productivity cost B which strengthens the relative attractivity 

of developing countries for FDI; d) As the liquidity need heterogeneity among investor’s increases, a 

separating equilibrium – with a large difference between the withdrawal rate of FPI and the withdrawal rate 

of FDI – becomes more likely. When B < B*, an increase in Hλ  shifts the equilibrium outcome e) There 

is a domain of the fundamentals (B, Hλ , C) with multiple equilibria. Multiple equilibria exist when B < B* 

and ( ) ( )BB
**

HH

*

H λ<λ<λ . In this region, Cases 1, 2, and 3 are possible equilibria. The reason for the 

multiplicity is the existence of externalities among Hλ  investors. This multiplicity may generate severe 

jumps from equilibrium with a lot of direct investments to equilibrium with significantly fewer direct 

investments. This may explain why some countries have more direct investments than other countries with 

similar characteristics, and why some periods of time are characterized by more direct investments than 

others. The existence of multiple equilibria also generates interesting welfare implications. 
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