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Abstract

When making a decision on capital investment, a domestic or foreign investor first of all assesses the level
of return on investment and the likelihood of the risk of loss of investment. In addition to traditional
approaches to the analysis of investments attractiveness, assessment of planned investment return, investors
are increasingly considering the regional institutional environment in which capital allocation will take
place. The institutional environment can be understood as a set of policy measures, the purpose of which is
to create favorable and comfortable conditions for the allocation of capital. In the case of a reduction in the
number of large foreign investors in the regional economy, one can talk about lowering investment ratings
and deterioration in the institutional environment, since foreign enterprises consider and study the behavior
of local enterprises. The final decision on investing money by non-resident investor depends on the number
of local enterprises and their sustainable development. Since, after launching production and termination
of tax benefits and various preferences, the representations of foreign market participants may become
branches of foreign divisions. And this turns them into full-fledged participants in the regional economy in
terms of tax payments and full compliance with local legislation. When deciding on final production
location abroad, non-residents pay significant attention to the business confidence index, which is an
excellent source of information about the state of the institutional environment of the future capital
allocation, as it is an aggregate indicator compiled from sociological surveys and the performance of key

financial indicators.
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1. Introduction

Recently, there has been a lot of research carried out regarding the reasons for the decline in the
import of foreign capital into the Russian economy. Among others, many authors highlight increased
transaction costs, red tape, sanctions, and declining growth in consumer demand and income. We analyzed
the reasons for the outflow and reduction in the growth rate of foreign capital investments in the real sector
of the economy using the example of the Samara region of the Russian Federation, proving the decisive
impact of the institutional environment on the behavior of investors, both internal and external. The study
considers the level of business risk in the regional economy, as a most important indicator reflecting the

current institutional environment.

2. Problem Statement

The main purpose of the study is to identify undeniable influence of the institutional cycle on the
performance of economic indicators in the region’s economy. Institutional transformations undoubtedly
affect the economic cycle, the change of its phases, and also justify the multidirectional movement of
institutional and economic cycles. We have decided to more deeply analyze the state of the institutional
environment in the Samara region, to emphasize indicators that can study the performance of the
institutional regional, and also the impact of variable institutional variables on the inflow and outflow of
foreign capital into the economy of the Samara region and on sustainable economic development as a whole.

To this end, an approach to determine the state of the institutional environment and its impact on
macroeconomic indicators has been developed. In our opinion, foreign investors (first of all, we are talking
about those participants in the capital movement who invest in job creation, creation and expansion of
production), making decisions on investing projects abroad, primarily consider the activity of local
(domestic) investors. And one of the main indicators of such activity is the size of investments in fixed
assets, as an indicator of expansion, re-equipment of production capacities. If the positive dynamics of this
indicator for the period under consideration is insignificant, then there is concern regarding the development
of the regional production potential, which is considered by a foreign investor. Since the withdrawal of
local producers from the domestic market or the reduction of their production potential indicates an

“unfriendly” institutional environment (Makhmudov, Konovalova, Kuzmina, & Persteneva, 2018).

3. Research Questions

The key research questions of this study were determining the quality of the regional institutional
environment, identifying the reasons for the decision of non-resident investors to invest in the Russian
economy, and calculating the rate of return on invested capital. By providing a credit resource to a small
business entity that is part of a group of companies, a bank can, without knowing it, redeem troubled debt

from one of the group's enterprises.
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4. Purpose of the Study

The purpose of the study is to determine the reasons for high volatility of macroeconomic
development indicators of the Samara region as a whole and the volume of direct foreign investment
received in the region in particular. The existing institutional environment in the financial sector of the
Russian economy, which is formed by regulatory legal acts and forms of control of the Central Bank of the

Russian Federation.

5. Research Methods

The main method used in the study was design-constructive used in compiling the calculated values
of the rate of return on invested capital. The comparison method was used when comparing various

indicators characterizing the institutional environment of the Samara region.

6. Findings

The period of tax preferences and credit accommodation in terms of deregulation to a foreign
investor at some point will end and the foreign enterprise will be in the same conditions as local
manufacturers. Of course, in order to attract foreign capital, it is necessary to develop a legislative
framework, in particular, to develop regulatory legal acts protecting a foreign investor. The existing
institutional environment in the financial sector of the Russian economy, which is formed by regulatory
legal acts and forms of control of the Central Bank of the Russian Federation, provides for the bank’s
financing model for losses, which, in our opinion, can lead to a significant reduction in credit resources by
the banking system.

We suggest to an analyze enterprises’ activity in the Samara region in order to determine the level
of risk that is taken by regional enterprises in production activities and which foreign investors consider
when deciding on investing capital. The level of this risk directly depends on the state of the regional
institutional environment. We have conducted a study of business risk in foreign literature (Du & Rousse,
2018). The enterprise always has a certain degree of risk inherent in its operating activities, increasing in
proportion to the amount of external borrowing. We define business risk as the rate of return on capital
invested in the enterprise. For this we will use the indicator ROIC: return on investment ratio, which is

determined as follows:

NP
InvCap

ROIC =

*100%,

where NP - net operating profit (net of taxes, interest on loans and borrowings, depreciation);

InvCap - invested capital (mainly borrowed capital) in the main activities of the enterprise.

We deliberately calculate the ROIC indicator using the amount of operating borrowed funds of the
enterprise, since the volume of external loans indicates the state of the regional institutional environment.
For calculations, we have selected enterprises that have a cyclical nature of production: manufacturing and
extractive enterprises (their cyclical nature of production is due to the influence of the level of demand for

products, primarily from counterparty enterprises, as well as the dependence of the new production cycle
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on the amount of external borrowing), and agricultural producers, whose cyclical nature of production is
determined, first of all, by the criterion of seasonality.

We have analyzed the indicators of profit and borrowed capital of enterprises in the extractive and
manufacturing industries of the Samara region, as well as agricultural enterprises. According to our
calculations, the largest return on invested capital can be obtained in manufacturing enterprises. However,
enterprises in this sector are also characterized by the greatest risks of loss, reflected in negative ROIC
values. Agricultural enterprises demonstrate sound return on invested capital. There are several reasons for
this. Firstly, the borrowings of this segment of enterprises, for the most part, are internal corporate loans of
enterprises of a group of related parties, as well as a stricter bank policy when lending to these enterprises,
which are characterized by seasonality in doing business.

Figure 01 shows the dynamics of the average ROIC for each of the studied economic sectors, and

Figure 02 shows the business confidence index of enterprises in extractive and manufacturing industries.
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Figure 01. Dynamics of ROIC by industry, %

As can be seen from the graphs, the dynamics of the institutional environment, expressed through
the business confidence index, accompanies the dynamics of economic indicators, in some periods slightly

ahead of them.
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Figure 02. Dynamics of business confidence index, %
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“According to managers' answers about the forecast of production, stocks and demand for it, this
indicator allows characterizing the economic activities of “Extractive”, “Manufacturing” organizations and
provides proactive information on changes in economic variables” (Wang, 2019, p.76).

It should be noted that business risk depends on a number of factors, among which are: variability
of demand, variability of selling prices, variability of the cost of resources, the ability to regulate selling
prices, the ability to develop new types of goods, services, other products, and technological innovations in
a timely and cost-effective manner.

Speaking about indicators involved in calculating the rate of return on investment, it is necessary to
consider the indicator of corporate debt financing. By providing a credit resource to a small business entity
that is part of a group of companies, a bank can, without knowing it, redeem troubled debt from one of the
group's enterprises. The redistribution of funds within a group of companies to pay off one of its members'
troubled debts does not contribute to the creation of new added value or expansion of production
(Cauwenberge, Vancauteren, Braekers, & Vandemaele, 2019). As a result, enterprises that received the
loan will not have the money to pay off the main debt and interest on it. Troubled debts in the economy
will increase, output will decrease and the quality of the loan portfolio of the country's banking sector will
deteriorate. Moreover, the lack of funds to pay off the main debt and the amount of interest will make banks
implement a strategy to combat troubled debts: withdraw the pledged item from fixed or current assets of
enterprises, which may lead to enterprise bankruptcy and further worsen the economic situation in the
country, the protracted recession of the economic cycle (Chen, Yu, & Zhang, 2019).

We fundamentally disagree with the statement of IMF experts, who indicate that banks are
restructuring existing debts of enterprises as a reason for productivity growth in the economy, which will
facilitate access to credit and stimulate investment in tangible and intangible capital. In our opinion, debt
restructuring in realities of the Russian economy may provoke the withdrawal of capital goods from
business, redistribution of funds within a group of companies, as well as an increase in the value of
borrowed funds from banks, which will reduce their ability to lend, including the real sector. In this case,
there is no expansion of lending and production.

The regional institutional environment can be characterized by the business confidence index and,
as we believe, by enterprise bankruptcies. This indicator is proactive, that is, its dynamics can predict the
dynamics of future output in production and the volumes of future lending to enterprises, since banks can,
when analyzing loan applications, introduce an industry coefficient in their models of financial assessment
of enterprises, which reflects the dynamics of liquidation, reorganization and bankruptcy of organizations
(Hsieh, Boarelli, & Vu, 2019).

The decision of foreign enterprises to invest in the region’s economy can be significantly affected
by the growth of regional unemployment and the dynamics of price levels. Studying cyclic processes, we
should consider the model of the political cycle of W. Nordhaus, trying to explain the influence of the
institutional environment on the economic cycle (Alesina, 1989). The rate of inflation and unemployment
rate, both before and after the election campaign, depend on the actions of political parties and executive
bodies, for whom an election campaign will soon begin. Accordingly, foreign investors make a decision on

investing based on prevailing conditions in the labor market and price level dynamics.
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An important point characterizing the state of the regional institutional environment is the interaction
of executive authorities with entrepreneurs in terms of explaining business development prospects. There
are frequent cases when entrepreneurs are inferiorly aware of existing programs for the development and

support of entrepreneurship (Figure 03).

120
100
80
60
40
20
0 T T T T T :

Samara Tolyatti Novokuybyshevsk Chapaevsk, Kinel =~ Pokhvistnevo Rural areas:

Bogatovsky,

Elkhovsky,

Krasnoyarsk

m Knows at least one of the existing areas of support m Doesn't know a single existing area of support

Source: authors.

Figure 03. Awareness of entrepreneurs on measures of state support for business, % of the
number of respondents in 2018

7. Conclusion

Thus, the most significant factors restraining investment activity are uncertainty of the economic
situation, insufficient demand in the domestic market associated with a reduction in real incomes of the
population. Factors that can have a positive impact on the industrial development are a decrease in the
propensity to save. The government needs to develop a program to promote economic growth through the
development of medium-term action plans that offer practical solutions to urgent priorities and help restore
investor confidence. According to a number of researchers (Azur, 2017), five levers will be of decisive
importance: sound fiscal policy, wide access to financial services, reform of the labor market and education

system, improvement of management and business environment.
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