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TIIE ECLECTIC PARADIGM OF INTERNATIONAL PRODUCTION:
A RESTATEMENT AND SOME POSSIBLE EXTENSIONS

John H. Dunning*
University oJ Reading and kttgers University

Abshact. This article reviews some of the criticisms directed towards
the eclectic paradigm of international production over the past decade,
and restates its main tenets. The second part of the article considers
a number of possible extensions of the paradigrn and concludes by
asserting that it remains "a robust general framework for explaining
and analysing not only the economic rationale of economic production
but many organisationat and impact issues in relation to MNE activity
as well."

INTRODUCTION

The concept of the eclectic paradigm of international productionr was first put
forward by the present author in 1976 at a presentation to a Nobel Symposium
in Stockholm on The International Allocation of Economic Activity.2 The intention
was to offer a holistic framework by which it was posible to identify and evaluate
the significance of the factors influencing both the initial act of foreign production
by enterprises and the growth of such production. The choice of the word eclectic
was an ambitious yet deliberate one. It was meant to convey the idea that a full
explanation of the transnational activities of enterprises needs to draw upon several
strands of economic theory; and that foreign direct investment is just one of a
number of possible channels of intemational economic involvemenf each of which
is determined by a number of common factors.

It is accepted that, precisely because of its generality, the eclectic paradigm has
only limited power to explain or predict particular kinds of intemational production;
and even less, the behaviour of individual entelprises3. But this dehciency, if it
is a deficiency, which some critics have albgi:q could no less be direcred at attempts
to formulate a general but operationally testable paradigm of intemational trade.
The classical and neoclassical theories of trade, for example, while still having
wide explanatory powers for most kinds of inter-industry trade are quite inadequate
to explain much of intra-industry tradea. Indeed it is perhaps worth emphasizing
that the point at which the Heckcher-Ohlin-Samuelson (H-O-S) theory of trade
fails is precisely that at which the modern paradigm of international production
starts, namely the point at which there are positive transaction costs in intermediate
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goods markets.s The difference between the neo-technology and other modern
theories of trade and those of international production is that, while the former
impticitly assume that all goods are exchanged between independent buyen and
sellen across national frontiers, the latter explicrtly postulate that the transfer of
intermediate products is undertaken within the same enterprises. In other words,
without international market failure, the raison d'etre for intemational production
disappears. But once it exists, explanations of trade and production may be thought
of as a part of a general'paradigm based upon the international disposition of
äctor endowments, and the costs of alternative modalities for transacting intermediate
products across national boundaries. This is the central theme of this paper.

CRITICISMS OF TIIE ECLECTIC PARADIGM

Are Competitive or Owturship Advantages Necessary to Explain
Inter national h o ductio n?

In its original form, the eclectic paradigm stated that the extent, form, and patlern

of international production was determined by the configuration of three sets of
advantages as perceived by enterprises.6 Fint, in order for firms of one nationality
to compete with those of another by producing in the latter'S o'ffn countries, they
must possess certain advantages specific to the nature and/or nationality of their
ownership. These advantages * sometimes called competitive or monopolistic
advantages - must be sufficient t0 compensat€ for the mss of setting up and
operating a foreign value-adding operation, in addition to those faced by indigenous
producers or potential producers.

In our 1976 paper we identified three types of ownenhip-specific advantages: (a)
those that stem from the exclusive privileged posession of or access to particular
income generating asets, (b) those that are normally enjoyed by a branch plant
compared with a de novo firm, and (c) those that are a consequence of geographical
diversification or multinationality per se.l In a lafer typology (Dunning 1983a,
1983b), we distinguished between the assel (Oa) and transaction (Ot) advantages
of multinational enterprises (MNB).8 While the former arise from the proprietary
ownenhip of specific asets by MNk vis-ä.vis those possesed by other enterprises
(i.e., of type (a) above, which can only occur in a situation of structural market
distortionsje, the latt"t minor the capacity of MNE hierarchies vis-ä-vis external
markets to citpture the transactional benefits (or lesen the transactional coss) arising
from the common governance of a network of these assets, located in different
countries.

The distinction between structural and transactional market imperfections is an
important one (Dunning and Rugman 1985). ClearlV the relevance of each in
determining the cnwnership advantages of MNEs will vary according to the
characteristics of firms, the producs they produce, the markets irl which they operate,
and whether the competitive process is viewed from a static or dynamic penpective.
Certainly earlier analpes of foreign direct investment * particularly those of the
Hymer (1960, 1976) tradition - tended to emphasize the former kind of imperfection;
but, similarly, so do contemporary economists working in the area of innovation
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THE ECLECTIC PARADIGM

and technological development (e.g., Pavitt 1987, Cantwell 1986); and business

analysß seeking to identify the systemic advantages of globally-oriented enterprises
(e.g., halahad and Doz 1987; Kogut 1983, 1985a). By contrast, the modern theory

of the MNE qua MNE (e.g., as summarized by Teece 1986 and Casson 1987)

tends to emphasize transactional market failure as the main raison d'etre for

international production. The two kinds of imperfection are, of coune, often

intenelated, particularly in a dynamic market situation;lo and there is a growing

consensus that the most successful MNEs are those that are best able to nurture

and exploit both asretand transactional ownership advantages.

The second condition for international production is that it must be in the best

interests of enterprises that possess ownenhip-specific advantages to transfer them

across national boundaries within theh own organizations rather than sell them,

or their right of use to foreign-based enterprises. This immediately suggests that

MNEs perceive that the international market place is not the best modality for

transacting intermediate goods or services. The reasons for the internalization of

markeh has been explored in considerable detail in the literature.ll Suffice to reiterate

here that three main kinds of market failure are usually identified as: (i) those

that arise from risk and uncertaintY as, for example, those succinctly analyzed

by Vernon (1983); (ü) those that stem from the ability of firms to exploit the

eionomies of large-scale production, but only in an imperfect market situation;

and (iii) those that occur where the transaction of a particular good or service
yields costs and benefits external to that transaction, but that are not reflected

in the terms agreed to by the transacting parties.r2 The desire by firms to integrate

different stages of the value-added chain, to engage in product diversification, or

to capture the economies of the use of complementary asseß (Ieece 1986)' originate

from the presence of one or other of these forms of transactional market failure
- even though the motives for internalization may be expresed rather differently
(e.g., to safeguard supplies of esential inputs, to ensure the quality of end products,

to guarant€e markeß, to prot€ct property righß, to allow price discrimination, to

spread the cosß of shared overheads and so on). The great€r the perceived costs

oltransactional market failure, the more MNEs are likely to exploit their competitive

advantages through international production rather than by contractual agreements
with foreign firms. By contrast, the higher the administrative costs of hierarchies

and/or the external diseconomies (or disbenefis) of operating a foreign venture
(e.g, as shown by the Bhopal disaster), the more probable the latter vehicle (or

at least a jointly shared equity stake) will be prefened-

In such cases where there is no ext€rnal market for the competitive advantages

of MNEs, the distinction between ownership and internalization advantages may

seem inelevanf Indeed some writers (notably Buckley and Cason 1985; and Casson

1987) have argued that the failure of international intermediate product markets

is both a necessary and sufficient condition to explain the existence of MNEs.

Yet we believe it is not only useful but logically conect to distinguish between

the capability of MNEs to intemalize markeh, and their willingness to do so. For

while the latter may explain why hierarchies rather than external markets are the

vehicle by which transactional ownership advantages (Ot) are transfened across

national boundaries, it is the former which explains why these advantages aremnovauon
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exploitedbyonegroupofMNEsratherthananother'orbyMNEsratherthan
äiä, i"Oigäno* L tie country of production.l3 This point has in fact been

acknowledged by Cason (1986a, p' 46)'

Certainly in the exploitation of specific intangible asets (Oa) (e'g.' a patent or

traAe märf;, nrms öten have a choice between using the external-market or not'

Here the distinction b.r*,,n asset generation' ot acqußition an{^ aset usage ß

"" i*p"*"t on,. w. *ould accep with Rugman (19s1) that, if an ownership

advantage is either ,,l*Juv o, b.ro*o the exclusive property of a particular

,""qptiJ., it has in *t t*. "intemalized" the market for is use;ra but we

believe this to ur . q"tttio"uurt extension of the interpretation of a term that

originally and quite,öänä[v was intended to convey a response to transactional

rather than structural market failure'r5

Locational Advantages: Sttuctural and Tiansactionnl Market Failure

The third strand of the eclectic paradigm is concerned with the "where" of production'

Enterprises ,in ,nga. i;r"är*" pioou.tion whenever they perceive it is in their

best interests to *ttiUint tputiuUy transferable intermediate producßr6 produced

in the home .oon w, *irn'at 1oot some immobile factor endowmenß or other

intermediateproducßinanothercountry'While'intheeclecticparadigm,the
advantages or disadvantages of particular locations are treated separately from the

ownership advanlages oi particular enterprises, and while the market for these

advantages are interoalired; the decision on where to site a mine, factory or office'

is not independ*n, oifu ownership of these asseß nor of the route by which

they or their rights are transacted. Similarly, the choice of location may be prompted

ü;;rtrl Inuik t aif*r' ttittoricalty the imposition of trade barriers has led to

a lot of foreign runfi*ing investment Uy tUNns. At the same time a reduction

in transport costs and the fo-rmation of customs unions or regional trading blocs

(e.g., EEC and Lnnia; have prompted greater regional specialization of production

by MNEs (Dunning 1987b)'

Once more a distinction needs to be drawn between the different kinds of market

imperfection, tttuto,n'lnfluence the_locational decisions of MNEs' Structural market

distortions _ €.g, tirose arising from some (but not "u) ki"s of government

intervention," which uff at 't"-toss andlor revenues of producing in different

locations - may rirho rn*orug, or discourage inward direct investment (Guisinger

l9S5). On the otte, tanO, eön without such distortions MNE activity would

still occur wherever there are transaction gains likely to result from the common

governance of activities in different locatiöns. Such advantages include enhanced

arbitrage ano teverage opportunities, the reduction of exchange risk and better

coordination or nna?ciai oecision oking, the protection 1trofed 
by a hedged

marketing or multiple sourcing strategy, *o ttt posibility o-f-sains through transfer

price manipulati* lrrd, and-lags irifaymens, and so on (Kogut 1985b, Dunning

1987a).

The ability to generate and sustain such ownership advantageJ itself strengthens

the competitive p"riri"" of MNEs vis-ä-vis uninational firms' But because

transactional *uitrl-Änor. is sometimes country-specific, it has locational

implicationsaswell.Tothisextent,Rugrnanisontherightl ineswhenherefers
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THE ECLECTIC PARADIGM

to the MNE as "internalising exogenous spatial imperfections" (Rugman 1981);

but his analysis better explains the common ownership of MNE subsidiaries in

different locations, rather than why particular subsidiaries are located where they

are.

Specific or General Theories of Internatianal Production?

It is then the juxtaposition of the ownership-specific advantages of firms contemplating

foreign production, or an increase in foreign production, the propensity to intemalize

the äois-border markets for these, and the attractions of a foreign location for

production which is the gist of the eclectic paradigm of international production.
-But 

the identification and value of the specific ownenhip,location and internalisation

(OLI) parameters that will influence individual MNEs in any particular production

decision will vary according to the motives underlying such production' The

paramet€rs influencing a MNE to invest in a copper mine in New Guinea are

unlikely to be the same as those influencing investment by a Japanese color television

.o*puoy in the United States; while those determining the pattern of rationalized

prodoAion in the EEC by a large and geographically diversified US motor vehicles

tUNg *ru be different from an investment by a Korean construction management

company in Kuwait.

However, the eclectic paradigm does allow one fo go a step further by relating

the OLI configuration facing MNEs to a number of structural or contextual variables.

We have previously identified the more important of these as country' industry

(or activity) andfirm-specifrc (Dunning (1981). For example, the asset advantages

(Oa) of particular MNEs may be expected to vary arcording to the factor endowments

and other characteristics of the countries from which they originate, and/or in

which they operate: and the technological and other features of the activities in

which they engage. The fact that such assets may be the exclusive property of

particular firms, and be mobile acros national boundaries, does not negate the

possibility that their source may be explained by the international disposition of

country-ipecific and immobile endowments. To this ext€nt, one is back to H-O-

S type tiade theory but with two differences. The first is that the goods and

r.tui.o traded are intermediate rather than final products; and the second is that

the eclectic paradigm allows for the role of governmenß, in affecting, by the political

systems they operate and the economic policies they punue the real (as opposed

tä the potential) value of the resources contained within their jurisdictional areas.rs

Severai writers, e.g., Franko (1976), Ergas (1984), Davidson (1976) and Pavitt

(1987), have demonstrated that the kind of innovatory advantages generated by

MNEs reflect the resource endowments, markets, culture, attitudes and institutional

framework of their home countries.re

It requires but a small modification of the factor endowment approach to explain

why iome types of economic activity are more prone to intemalization than others.

Again the spatial disposition of resource endowments and international transport

.Ätr ur. the key variables. If the capacity to create a particular asset is ubiquitous,

and the right to its use can be diseminated atzerocost, then international production

is unlikely; it is also improbable where the competitive advantages of firms rest

not in the exclusive posesion of specific asets, but in the access to immobile
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butnonspecificfactorendowmentsonfavorableterms.Thus,acombinationof
the resource requiremens of particular economic activities, their geographical

disposit ion,andtheta^te'cossoftheiroutput"helpstoexplainsomeofthe
operations of MNEs.

But only some! For example, it does l,tlt to explain the cros-hauling of investment

in the same industria uv tuNrs of different nationalities; or the fact that some

countries display similar'patterns of international production'.The explanation is

limited because it ignoirt'ttuosactional market failure, which itself varies between

;;i;" and types of econo*ic activities. Without such filure, but with an uneven

distribution of resource endowments, trade in inkrmediate products would be

conducted through .**ur markets. with an even distribution of resource

endowments, but with market failure, then the only advantage.which MNEs qua

MNEs possess is neir capability t9 b:tg overcome international transactional

il;;ä""s than their uninational rivals (Dunning 1986c)'

Does the Eclectic Paradigm Insufficientty Atlowlor Firm-specw

Behnvio ural Difference s ?

we now turn to consider a structwal variable, which some business analysts regard

as the most crucial of all in influencing the level and pattern of international

proJooion. This is the strategic response of decision taken within MNEs to a

set of economic ano ottrer "*i"uro; and the way the idosyncratic behaviour of

firms might influence and respond to cros-border market hilure'

A cursory review of the international profiles of the leading MNES identified by

Stopford(1982)revealsthatinSomesectors(e.g,consrrlrerelectronics,motor
vehicles,pharmaceuticals,etc'), thereareasmanydifferencesbetweenthe
characteristics of MNEs in the same sector as there are between MNES in different

sectors. Moreover, since these firms rarely supply identical prodycs or the same

range of products, or produce on the ru*r (öt srmila0 poina of the value-added

chain, or sell in ne äme markeß; and since they have differing capabilities for,

and a need or, internationat production; it follows that not only are they flced

with a different set oistrategic options, but that their evaluation of these options'

and the risks attached to tllem,-will vary. Indee'd" the risk diversification thesis

(Rog*un1979)asser ts thatd i f ferent f i rmsmayviewident ica l investment
of$rtoniti.s ofiered by a particular^:9untry differently' inter alia' according to

the distribution of ttt i, ,"lrUog portfolios and their attitudes towards uncertainty'

For thesg and other reasons iäentified in th€ business literature' firm-specific

characteristics may be a crucial determinant of the response by MNEs to any

particular OLI configuration'

While there have been some attempts to model the strategic behaviour of firms

towards trreir toreign operations,' they have not generally been incorporated into

ä.äär*irfu oiiot"äutional produttion theory. The exceptions are the product

cvcre, oligoporistic straregv and risk minimization models' The first two (vernon

r'gt+, ^,rJi.futuocker 1973) look upon much of foreign production as a süategy

by firms to protect-o;;tt an ownenhipspecific advantage vis-ä-vis their rivals;

it. irpU*tiin being that, in a more competitive and less risky environment' firms

would have less i*öttt; engage in international direct investment (Vernon 1983)'

(
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TI{E ECLECTIC PARADIGM 7

Evidence of such strategies of oligopolists include the bunching of the timing of
foreign investment in some sectors (Dunning 1986a; Knickerbocker 1973; Graham
1978, 1985; l-ake 1976a, and b). The risk minimization hypothesis argues that,
other things being equal, firms will prefer to diversify the geographical portfolio
of their investments. This concept may be extended to incorporate nonfinancial
portfolio behaviour. Clearly, whether or not a firm adopts a global product or
marketing strategy, or chooses to engage in multiple sourcing (Kogut 1983, 1985b),
reflects not only on its ability to do so (which inter alia will be function of ig
size, product structure and existing overseas commitments), but on its perceptions
of the resulting costs and benefis.

To what extent can differences in the behaviour of hrms be embraced by the
OLI framework? The answer is they can, insofar as it is possible to identify and
evaluate systematic patterns of such behavior. Purely random or idiosyncratic actions
by particular MNEs cannot be so easily incorporated. But no less is this true
if one was attempting a generalized theory of the uninational firm. Such theories
as abound in the literature are really theories of the behaviour of firms in the
sense that it is not the behaviour of any particular firm they are trying to predict
but that of a group of firms, or of a representative (or average) firm of that group.
They usually assume two things. First, that firms have broadly similar goals; and
second that they respond to economic signals to advance these goals in a rational
and consistent way. When neither condition exists, it is not posible to offer any
generalized explanations of behaviour; which, indeed, is exactly what some business
analysts would claim.

We do not accept that such a drastic course is either desirable or justifiable; indeed,
we believe that, for most firms, that part of busines conduct which is purely
idiosyncratic is probably very small. Horvever, we are persuaded that the interface
between the economic and behavioral theories of the firm does need more explicit
and systematic analysis. While there is general agreement about the main country
and inütstry characteristics likely to influence each of the main components of
the eclectic paradigm, much les attention has been given to identifying the key
attributes of firms * and especially those that might be identified as operational
or strategically based - that may affect their response to any particular configuration
of OLI parameters.

There are now signs of this happening. Some of the recent literature on global
dimensions of business2l is replete with attemps to identify the strategically-related
characteristics of firms most likely to be associated with a robust intemational
posture. These include their long-term goals and penpectives, the nature and scope
of their core assets, their attitude to innoration and change (are they leaders or
followers in their industry, are they innovators or imitators?), the range and segment
of critical markets served their attitude to risk and uncertainty, their operational
flexibility, their organizational and cultural ethos, the entrepreneurial initiative of
their chief decision takers and their willingness and capacity to conclude cros-
border alliances.

There has been little empirical research on these and other behavioral-related variables
in influencing the extent and pattern of international production. In 1972 Horst
concluded thal apart from size, he could identify no firm-specihc variable whi".-,1983).
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satisfactorily explained the degree of multinationality of US-owned firms across

industries and countries. Moie recently a study undertaken on the modes of

transferring technology between countries but within firms (Davidson and

McFeteridle tqg+, i-ggS) revealed that such variables as existing overseas

commitmÄt" research intensity, and degree of product diversification were positively

anA significanUy conelated with the eitent of a firm's internalization. Most recently

of all,-Porter (1-986) has developed a model that relat€s the extent to which different

types'of firmi seek to coordinaie their gos-border value-adding investments, with

tG propensity to centralise or decentralize the location of these investments' Porter

describes a globally or geocentrically-oriented MNE as one that operates an extensive

network oifor.rgn udliut"t, the activities of which are subject to a high degree

of centralized coordination. Such an MNE is to be distinguished from a multi-

domestic company, that, through i15 loosely organised overseas subsidiaries, pursues

a series of country centered strategres; or, indeed" from one that adopß a simple

strat€gy with a geographically concentrated configuration of activities.2z

In conclusion, it may well be that there are some behavioral-related variables of

firms that have not been successfully incorporaied into the eclectic paradigm' Insohr

* it It posible to identify those that might inftuenc€ the response of groups of

.* 'p*otoagivenol, lconfiguration,thereisnoreasonwhythiscouldnot
be done. But where no general syitematic or consistent response of firms to changes

in exogenous variables-can be discovered, any attempt to generalize about the

cu*o of int*ational production is thwarted from the start.

Ttp Atiber Theoty of Foreign Direct Investment

L,et us now briefly tum to Robert Aliber's (1933) dissatisfaction with the eclectic

paradigm an4 indeed, with all theories that take some measure of the foreign

activities of enterprises as their starting point of interest. This reflecs Aliber's view

that the key attribute of a MNE is nofthe fact that it engages in foreign production'

but that it finances at least part of this production in is home currency' He is,

then, primarily interested in the export of direct investment as a means of financing

foreign capitai expenditure rather than as a channel by which an enterprise transfers

nonfinanCial resources between countries, and controls the use of such resources

once transfened. He would appear to believe that the extraterritorial expansion

of hrms per se raises no issues not already addressed by the theory of the domestic

firm. Rather, the uniqueness of the MNE is iS ability to dominate its geographically

dispened assets in diförent cunencies, and by so doing, to take advantage of structural

or iransactional imperfections in international capital and foreign exchange markets'

Inasmuch as scholan are entitled to study subjects of interest to them, we have

no dispute with Aliber. We would, however, challenge his implicit asumption that

whf,e äifferen cs in kindexist between national and international financial markeß'

this is not the case for nonfinancial markets, such as these for technology and

management services. Moreover, it seems to us that Aliber restricts his consideration

of foägn direct investment to situations in which enterprises invest in different

.orr.n.! areas. While this may be usually the case, it is by no means univenally

so.
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THE ECLECTIC PARADIGM

In any event, we do not find Aliber's thesis incompatible with the eclectic paradigm.
The very fact that firms, by their presence overseas, may be able to denominate
their asets and goods in different cunencies, could give them a competitive or
an ownenhip-specific edge over uninational firms. This advantage will be the more
pronounced the greater the degree of structural or transactional failure in international
capital and/or exchange markets, and the better equipped MNEs are tro intemalize
these markets. Yet by themselves, these advantages are not sufficient to explain
either the amount or distribution of foreign direct investment. For example, expect€d
profits (other than those resulting from the internalization of imperfect hnancial
markets) are not independent of the locations in which investments are made,
nor of the ability of MNEs to appropriate economic rent by intemalizing nonfinancial
markets.
It is not our purpose to offer a detailed critique of the Aliber hypothesis,23 but
rather to suggest that, insofar as imperfections do exist in the markets in which
he is interested these may affect both the way in which capital expenditure by
MNEs is financed, and the geographical distribution of international production.
Similarly, the factors identified in the eclectic paradigm as influencing the foreign
activities of firms, may directly, by their impact on capital and exchange markets,
and/or, indirectly, by affecting the total capital expenditure by MNEs, have no
less a bearing on their financing of these activities. We would then assert that,
in supportof hisowntheory hofesorAliber musttakecognizanceofthe nonfinancial
aspects of the international operations of firms.

The Koj ima Hypothesis2a

As originally propounded (Kojima 1978,1982), Professor Kojima's theory of foreign
direct investment is an extension of the neoclassical theory of trade to embrace
cros-border transactions of intermediate products (e.g., technology, management
skills etc.). It is primarily a normative theory and views the MNE as an instrument
by which the comparative trading advantage of nation states may be better advanced.
Hence his prescription that a home country should invest abroad in sectors that
require intermediate (but internationally mobile) products that it is comparatively
well suited to supply; but that need to be combined with nontransferable inpus
in which the host country is relatively well endowed. In this case, foreign direct
investment acts both as a catalyst to trade and as an arbitrager for improving
the international allocation of economic activity.
Kojima criticizes the eclectic paradigm for being too micro- or business-oriented,
and claims it is of limit€d use for policy formation by home or host countries.
But, as we have sought to demonstrate from the penpective of the United Kingdom
(Dunning 1981, chap. 6), many of the normative implications of our paradigm
are entirely consistent with Kojima's recommendations. This is particularly the case
for resource-based and import substitution investment, where the export of
intermediate products by MNEs to countries best suited to engage in further value
added activities, either circumvents artificially imposed impedimens to trade, or
better promotes the dynamic comparative advantage of the participating countritx.
However, even as a prescriptive macroeconomic model, the Kojima approach is
deficient in two major respects. First, since it is neoclasical in its stance, it can
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neither explain, nor evaluate the welfare implications of those types of foreign

direct investment.prompted by the desire to rationalize international production

and to benefit from ttre common governance of cros-border activities (i'e', Ot

advantages). The eclectic paradigm can and does embrace such international

proOorti-on. Second, and related to the first, Kojima largely ignores the essential

iharacteristic of MNE activity - namely, the intemalization of intermediate product

markets; and where he does take ttris into account, he always seems to assume

that the resglting allocation of resources is les desirable to that which would have

been dictated Uy ttre market (Kojima 1978, chap. 9). This is because Kojima is

locked into a neoclassical paradigm of perfeg competition that negates the very

possibility of market hilure. In his scenario, the MNE cjin never be the most

äffiri.nt agent for transferring resources across national boundaries, simply because

its very .*irt"o.r implies a semnd-best transactional situation.

Again, this does not seem to be of much practical value to governments in their

toäniation of policy towards MNEs. Firms do not exist in a riskless or timeless

vacuum; many-individual transactions do give rise to externa|-costs or benefits;

ttte e*pioitatioo of economies of scale may not be posible without the presence

of some structural market distortion; some product differentiation may be desirable;

and some property rights may require, at least temporary protection against their

itt1ingr.r* är Oissifatioo, if tn y are to be supplied at all.r The question at

issue L surely that, gi;n the viable alternativa, and aver an appropriate time period,

can the resource allocation between countries be improved by foreign direct

investment or the operation of MNEs?

Empirically, the alleged dichotomy between the patterns of Japanese and U'S' direct

iouÄtmeni is a false one. As Mason (1980) has well argue4 such differences as

do exist reflect the different stages in the evolution of Japanese and American

MNg" as much as anything .1,,!. fn. eclectic paradigm wou{ suggest that" in

a world free of traOe rÄtriÄns, the initial act of foreign direct investment would

normally occur in those secton that use intermediate products in which the investing

country has a comparafive advantage. This act would be welfare-creating wherever

the price charged ior the intermediate output fairly reflected its social opportunity

cost, and the resources released within the home country are deployed in a way

consistent with the principle of comparative advantage. We would accept that most

Japanese foreign investment of the 1960s and '70s was of this kind' Howevet

as firms become more multinational and take a more global peßpective of their

foreign operations, their orvnership advantages become less based on the exclusive

porrärion of particular inAngible assets, which are country-specific in origin, and
^more 

on their uUitity O ro."ttJfu[y *ordinate and manage a network of geographical

activities. These transaction cosß-minimizing advantages - which tend to be firm-

rather than country-specific in origin * were largely the property of the larger

US and European fnfNn in the ß60s and 1970s; only now, in the later 1980s,

are they beginning to be exploited by their Japanese counterparß.

A RESTATEMENT OF THE ECLECTIC PARADIGM

So much for some of the criticisms of the eclectic paradigm' In consideration

of these, and on further reflection, we are now fully penuaded that any holistic
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THE ECLECTIC PARADIGM

theory of international production must draw upon two inter-related strands of
economic analysis. The first is the neoclassical theory of factor endowments, extended
to embrace intermediate products, and to allow for the posibility that some
endowments are mobile across national boundaries. Ceteris paribus, the more uneven
the geographical distribution of factor endowments, the more international production
is likely to take place. The nature of such production will resemble that of H-
O-S trade in that it is inter-industry in character. The second strand is the theory
of market failure, which is relevant to explaining not only the location of some
kinds of economic aaivity acros national boundaries, but also the division of
that activity between multinational and uninational firms.26 Ceteris paribus, the
higher the transaction costs of using the market as a transactional model, and
the greater the effrciency of MNEs as coordinaton of geographically dispersed
activities, the more international production is likely to take place. Such production
may be either inter- or intra-industry in character; but that based on Ot advantages
alone is more likely to be of the latter kind (Dunning and Norman 1985).

ln Figure 1, we set out the relationship betrveen these two intellectual strands
and the analytical constructs set out in this paper. We believe this figure is sell
explanatory and needs no further elaboration. Figure 2 illustrates the relevance
of these two basic elements of the eclectic paradigm in explaining the three main
kinds of international production. We also would reiterate an earlier observation,
that as an enterprise develops a network of foreign affiliates, which it treats as
part of a global system of activities, the relative importance of factor endowments
in explaining changes in international production is likely to decrease; and that
of market failure likely to increase.2T

SOME POSSIBLE EXTENSIONS OF TIIE ECLECTIC PARADIGM

It is our contention that the eclectic paradigm provides a rich and robust framework
not only for analyzing and explaining the determinants of international production
and how this varies between firms, industries, and countries, and over time; but
for our understanding of a wide variety of other MNE-related issues. In this paper,
we will illustrate six possible directions in which work on the paradigm might
be further developed.

A More Formal Modeling of the Paradigm

There is need for a more systematic and rigorous modeling of the explanation
of different types of international production by the use of specifically and
operationally testable OLI parameters.2s Given these types, the variations within
them may be explained by structural variables as identified by empirical research.2e
Some work by trade economists, notably Ethier (1986), i\tlarkussen (1984) and
Helpman (1984), is cunently proceeding in this direction. There is also need for
formal modeling of the MNE as an organizationai mechanism andlor choice of
modality of resource transfer. Again some pro$ess has been made by Grose (1985),
Casson (1985) and Horstman and Markusen (1986), but more work requires
to be done. Finally, there is need for a more syst€mic approach to examining
the strategic behavior of MNEs - using, for example, such tools as game theoretic
and network analysis.
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FIGURE 1
The Endowment/Market Failure Paradigm

of International Production
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FIGURE 2
lllustration of Use of Factor Endowment/Market Failure Paradigm in Explaining

Three Main Forms ol International Production
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Dyrnmic and Development Aspects of Intetnatianal Production

Some commentators (e.g., Vemon 1985) have alleged that the eclectic paradigm

is couched in static terms and is unable to explain the dynamics or the process

of change of intemational production. Dynamics can be interpreted and modeled

in variot ways; Vernon's particular concern is that the eclectic paradigm fails

to allow for the behavioral interaction between international oligopolists, which

both affect and is affected by their foreign activities. In other words, faced with

the same set of OLI parameters, not only would the response of MNEs vary

according to their strategic postures; but this response might triggrcr off reactions

on the putt of their competitors, that themselves may cause a change in one or

other of these parameters. In the real world of uncertainty about future markets,

the actions of govemment, the contluct of competiton, suppliers, consumers and

labor unions, fiims - and particularly those that are geographically or industrially

divenified - have a variety of strategic options, simply because they do not know

with certainty what is i15 best option. This is a very different scenario from the

on. *ru*.d by the neoclassical models, where, once the value of the relevant

parameters is known, the first best solution is both identifiable and assumed always

to be adopted by MMs.

The literature identifies various factors likely to influence the strategy of MNEs

towards their foreign operations. These include the structure of their existrng

investment portfolios and risk exposures, their competitive strengths and weaknesses,

their bargaining power with govemments, their product portfolios, their liquidity

position and so on. However, these are at best partial behavioral explanations.'The 
crucial question is whether a general theory of business strategy can be devised

that can be used alongside the eclectic paradigm to explain the actions of MNEs

in a dynamic situation. Perhaps the best hope for pro$ess here lies in some of

the concep6 in industrial organization theory e.g., that of dynamic market

contestability;3o and for the transactional model itself to embrace the type of market

failure inherent in interactive behavioral situations.

A somewhat different but nonetheless related interpreotion of dynamics might suggest

that the eclectic paradigm should embrace the economics of entrepreneunhip and

technological innovation and change. lvlark Casson (1986a) has forcibly argued

that any satisfactory explanation of the dynamics of ownership advantage must

rest on the reinstatement of the role of the entrepreneur to a central position in

the theory of the firm. Like Casson, Cantwell (1986) and Dunning and Cantwell

(1936) viiw the economy as an evolutionary syst€m, and, have applied the eclectic

paradigm to analyzing the way in which MNEs both generate and respond to

iechnoiogical change. Economic and business historians, too, are making a useful

contribution to our understanding of the growth of inßmational producton, using

especially a transaction cost approach (North 1985; Nicholas 1986)'

Viewing growth and development from the penpective of countries rather than

firmg more progress has been made, using mainly the tools of the development

economist. Herg the concept of an investment development path or cycle, as first

set out in Dunning (Ig7g),subsequently extended in Dunning (1986c), and modified

by Tolentino (1987) is especially relevant.3r

;
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THE ECLECTIC PARADIGM 15

The basic hypothesis of the investment development path or cycle is that a country's
propensity to engage in outward direct investment, or be invested in by foreign
firms, will vary according to (i) its stage of economic development, (ii) the structure
of its factor endowments and markes, (iü) its political and economic systems,
and (iv) the nature and extent of market failure in the transaction of intermediate
products across national boundaries. It suggests that, as a country's economic
development proceeds, is intfrnational direct investment position will pas through
a number of stages. In the first stagg there will be neither inward nor outward
MNE activity, partly because its markeg and factor endowmenß are insufficient
to attract either import sutstituting or resource-based inward investmenf, and partly,

because its political, commercial and technological infrastructure is unable to generate
the kind of support services required by foreign direct investors (or, for that matter,
by indigenous firms engaged in similar activities). fu the infrastructure improves,
then, depending on the economic structure of the country and government policy,
intermediate products will start to be imported however, because of the high
transaction costs of using external markets, these will tend to be internalized by
the foreign supplien. In this fißt stage of inward investment, the ownenhip advantages
of MNEs are more likely to derive from the posesion of individual intangible
assets (Oa) (visä-vis those of indigenous firms), rather than on the economies
of coordinating multiple activities (Ot); but this will partly depend on whether
the MNE already has related investment in other countries and the extent of its
intra-firm trade (Dunning 1986c).

The third stage of development is marked by the ability of a developing country's
firms to generate their own ownership-specific advantages, which, initially at least,
are likely to reflect the structure of the country's factor endowments. Depending
on the nature of these advantages, the relalive attractions of a foreign location,
and their strategic priorities, these firms may go abroad as market or resource-
seekers. However, whereas in their early ventures abroad industrialized countries
normally sought natural resources and low cost labor in which their home country
was disadvantagd those from developing countries are currently seeking to acquire
technology (i:e., the resource in which they are comparatively poorly endowed).32
Alternatively, developing countries may export the kind of intermediate products
that require endowments in which they have comparative advantage. In the case
of South Korea, Turkey and the Philippines, for example, this has sometimes involved
the export of unskilled labor services - notably of mnstruction worken - an
intermediate product, traditionally thought to be immobile across frontiers.

It should be noted that the point at which a country reaches the third stage of
the investment development cycle - if indeed it is reached at all - resß largely
on the structure of its resource endowments, and the attitudm of its government
towards international economic involvement in general and inward and outward
direct investment in particular.33 A country such as India, with its sights set,on
industrial self+ufficiency, might well prefer to indigenize activities, initially undertaken
by foreign affiliates, rather than to participate in an international division of labor
in which its own firms become foreign invesüors. By mntras! economies such
as Singaporg Hong Kong, andTaiwan, wouldseem to favorbuilding up acomparative
advantage in the production of intermediate products, that, in part at least, may



1 6 J O U R N A L o F I N T E R N A T I O N A L B U S I N E S S S T U D I E S , S P R I N G 1 9 8 8

best be used in conjunction with immobile resources in other countries; while,

at the same time, they seek to foster inward investment in activities that require

immobile resources in which they are evolving (e'g', by way of appropriate education'

training and innovating policie$ a comparative advantage'

The fourth stage of the investment development cycle occurs w]len a country becomes

a net outward investor. Since by definition the outward capital stock or investment

florvs of all countries must equal the inward capital stock or investment flows

of all countries, it follows that, at a given moment of time, only some countries

can be nel outward investors. Therefore, any conelation between net outward

investment and economic development can only hold good when making cross-

country comparisons. Using time-series data, the conelation may be positive for

some countries but not foiothers. This problem, however, may be overcome by

normalizing the per capita income of particular countries by the average per capita

for all countries.

But how far can the eclectic paradigm predict which coantnes will become net

outward investors, and/or the point on the investment development cycle that

this will occur? And how far can it explain the reduction in the net outward

poririon of some high (and rising) income muntries (e.g., the u'S') in recent yean?

th. "nr*ro lie in the changing international distribution of factor endowments,

especially those that are transferable across national frontien; and in the changing

.fi*.y äf hierarchies and markets as transnational modes. As a general hypothesis,

the less evenly assets (which help produce mobile intermediate products) are

distributed uoo$ nutiooal boundaries, and the great€r the transactional failure of

markets in these products, the wider will be the dispersion of the net outward

investment position of countriesx (around a zero net outward investment position)'

The more ävenly resources are distributed" and the les the transactional market

frilure, the narrower the dispersion in the net outward investment position of countries

is likely to be.

The gradual convergence of per capita inmme levels and the economic structure

of th-e advanced industrializeä economies, together with some harmonization of

!ou..n*.n, policies, is making for more symmetrical trans-border direct investment

iatterns. This phenomena is associated with anotheE namely the growth of intra-

inO*t y production. Like intra-industry trade, such production reflec6 less the

disposiion of factor endowments and more the advantages of scale economies

in production and marketing, and differences in consumer tastes between countries;

afttough within some sectors (e.g., consumer electronics), there may continue to

be sorie international division of labor based on the distribution of country-specific

endowments.3s Like inter-industry production, it sometimes replaces trade (e.g.,

where it is prompted by import restrictions); and sometimes complements or changes

the pattern of trade (e.g., where there is specialization o{ products or production

proätto in different iocation$. Again in this latter case, the competitive advantages

äf tn participating firms are les those of the rent-seeking kind, and more those

that arise from the c6mmon oversight of complementary asets. The fact, too, that

intra-industry production is largely in tne naods of large and diversified multinational

oligopolisa adds further to this likelihood'
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The case of Japan is a particularly interesting application of the investment
development path, in spite of (or perhaps because of) the fact that government
intervention by the Japanese government deliberately curtailed the role of inward
investment for most of the second stage of the cycle. In terms of the OLI paradigm,

Japan initially disallowed the internalization of most intermediate products (especially

technology) markets by foreign MNEs; instead, it acquired these products in other
ways, or promoted their indigenous production. This process continued until the
Japanese economy had evolved a strong indigenous technological capability, and
its firms, distinctive ownenhip advantages in world markets. At the same time,
and partly as a consequence of this process, Japan's locational attractions began
to change. Rising real wages reduced the mmpetitive edge of its unit labor costs;
technology-intensive and material-saving activities became comparatively more
attractive. The net result of these changes was that Japan both needed to export
mobile resources and intermediate products tro help to relocate the kind of production

that required immobile resources in which her comparative advantage was declining,
while importing mobile resources and intermediate products that could be used
with immobile resources in which her comparative advantage was rising. But for
its own firms to become multinational, it also had to accept the presence of foreign
MNEs. Moreover, the type of mobile resources it required were not often forthcoming
via the non+quity route; in consequence, over the years Japanese policy towards
inward direct investment has been liberalized.

In the mid-1980s, Japan entered the fifth stage of development cycle.36 This point
is reached where two things happen. Fint the ownenhipspecifrc advantages of
a country's MNE5 bemme morcfirm-specific (i.e., of a transaction mst-minimizing
kind) and leu;.s country-specific (i.e., asset-based); and second, the locational decisions
by both foreign and domestic MNEs become less based on the comparative advantage
of factor endowments, and more on the strategies of competitors supplying regional
or global markets, the desire to fully exploit the economies of large-scale production,
the need to reduce market instabilities and uncertainty, and the incentive to reap
the gains from integrating related activities over spac€. To these features another
may be added, which rests less on the development stage of a country and more
on its economic position vis-ä-vis that of other countries. Here, the proposition
is that as countries converge in their income levels and economic structures, the
more symmetrical cross-investment flows are likely to be. The relatively faster growth
of European and Japanese direct investment in the U.S. than of U.S. direct investment
in Europe and Japan in the 1970s and the early 1980s lends support to this
proposition; while the dramatic improvement of U.S. economic performance in
the mid-1980s, the accelerated path of technological advance, and the realities of
global competition is causing a resurgence of foreign activrty by U.S. MNEs.

The fact that Japanese participation in European and U.S. manufacturing industry
is cunentlyrgrowing very quickly, and especially in those sectors (e.g., electronics
and motor vehicles) that tend to be dominated by MNEs; and that European
and U.S. firms in similar industries are forming alliances with the Japanese in
their home markets (Ohmae 1985) suggests that the structure of Japanese outward
direct investment is now increasingly resembling that of the U.S. and European
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countries. An4 indee4 it may be reasonably predicted that as the Japanese economy

becomes an increasingly high-wage and technology-intensive economy' yet more

internationally oriented,'thJthe character of Japanese MNEs will change in two

ways. Fint a irigher proportion of their investments will be directed to the developed

world and be within ,itilut secton to those invested in by foreign companies

in lupun. second, their competitive stren$trs will come to depend more on their

ability to operat€ successfully a global of intenelated activities than on

It, to*trO possession of particular assets. At the same time, while there is some

suggestion iOunning 1986u) that Japalese_ manufacturing MNEs are currently

coäcentrating their high-value activities in their home plants, a need to tap and

monitor the latest tJhnological advances in such sectors as biotechnology and

telematics is encouraging thä, ,u*. MNEs to set up (or share with local hrms)

research, development uid doign facilities in Europe and the U.S. (Ohmae 1985)'

ExplainingDilferentFormso!InternationalEconamiclnvolvement

The third direction in which the eclectic paradigm of international production might

be extended is for it to incorporate otheriorms of international busines transactions'

notably arms-length trade, Joint ventures and non+quity contractual agrcements'

To date, however, while iöme pro$ess has been made in embracing the latter

two subject areas3? - indeed, iome authors (e.g., Casson 1986d) would go so

far to argue that the contractual relationship, be it part of an equity or non-equity

form of busines association, is the key to our understanding of international busines

involvement - only timited headway has been made in unfying explanations

of trade and production.3s we suggest there are two main reiNons for this' The

fust is that the modem theory ollnternational production derives i1' analytical

framework from the theories ät tttt firm and industrial organization rather than

from the theory of international trade; and, implicitly, at least, all tradeable activities

are asumed to be conducted between independent buyers and sellers'3e secondly'

while the latter theory takes as its unit of interest the nation state, the focus of

interest of students of the MNE is the firm or goups of firms.

It is true that several of the modern theories of trade - particularly those designed

t explain intra-industry transactions - gxplicitly acknowledge the role of market

imperfections as determining factors; but the emphasis of interest-is strongly directed

to structural rather than traisactional imperfections (Krugman 1981, 1983)' Much

of neo-technology and monopolistic competitive trade 3ay be-explained by the

spatial distribution of resourcÄ that gave rise to ownership-specific advantages' but

*trirt, are used by firms in conjunction with immobile resources located in the

home country. When a firm goes abroad, it exports these intangible asseß or their

righS, and uses them in conJunction with foreign resources that it can obtain at

fo:*e, cort than at home. However, the implications of transactional market failure

that make for the common ownenhip of assets across national boundaries, and

which, in tum, may impinge on the trading competitiveness of firms' have been

largely neglected OyiraOe ttreorisg. tt is here that an inßgrated approach to production

anä tiade-otrers particular promise (Dunning and Norman 1985)'

i
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Historically, there are many parallels in the way in which the pattems of trade

and intemational production have evolved. To start with, most trade was intersectoral

and largely explainable by the international distribution of hctor endowments.

Likewisä, as we have already suggest€d, although an element of market failure

is necessary to explain the ownership of international production, its structure and

location initiatty follow the dictates of the H-O-S paradigm as applied to intermediate

products. Later as trade became more intrasectoral, new explanations were sought

and found (Grubel and Lloyd 1975, Tharakan 1984). Intrasectoral production also

possesses many of the attributes of intra-industry trade, but with additional market

imperfections (notably those which are unique to the common ownenhip of aseß

in different muntries and the internalization of trade in intermediate products).

Moreover, unlike intra-industry trade, intra-industry production implies intta-firm

trade as well. Indeed" the ability of a firm to trade internally may itself afford

that firm certain advantages over its competitors (e.g., the possibility of gains from

specialüed sourcing or transfer price manipulation). It is, then, not surprising that

tirr ror. multinational afirmbecomes, themore itis inclinedto engage in intemalized

trade (Dunning and Pearce, 1985)'

The economic theory of intra-firm trade, and how it differs from inter-firm trade

is now begrnning to receive some attention in the literature; but again, mostly

by scholarsinterest€d in the organization of transactions rather than the transactions

pb, tt. Normatively, insofar as intra-firm trade is market replacing, it has been

viewed with some suspicion by welfare economists, and is commonly perceived

as a m€ans through which MNEs manipulate transfer prices in a way inimical

to the interests to one or other (or both) of the trading countries. Though the

organization of trade need not affect its exten! pattern, or terms, the country-

rpe"inc differences in the perceived gains which transfer pricing manipulation may

,n.o*ug. MNEs tro locate production in countries in which the gains are thought

to be möst ükely. On the other hand, MNEs may engage in intra-firm international

trade for exaaly the same reason as domestic firms may engage in intra-firm national

trade, namely, to internalize the external economies of individual transactions.

Whether this benefi$ or advenely affects the distribution of international economic

activity and/or the welfare of the participating countries, depends on the nature

of the- market failure being internalized, the consequences of such internalization,

and how the gains or loses resulting from it are distributed. But there is no a

priori reason to suppose that intra-firm trade in final goods products is les beneficial

io international resource allocalion than either inter-firm trade conducted in

imperfectly competitive markets ot intra-firmtrade in intermediate products.

The fact that an optimum solution (in the Pareto sense) is so difficult to identify

is that, because market failure exists, one is forced to compare a number of second

best alternatives. Once matt€rs such as the distribution of benefits over time, risk

and govemmentrintervention enter the equation, one's criteria for judging optimality

inevitably becomes multifaceted. While in principle, transactions between different

parts of a domestic firm pose identical problems, the gains or losses resulting from

ihe transactions are at least contained in that country In the case of trade within

hierarchies across national boundaries, inter-country distributional questions cannot



JOURNAL OF INTERNATIONAL BUSINESS STUDIES, SPRING 1988

be ignored; just as governments may judge internal allocative efüciency in t€rms

of their owrleconomic and social goals, so they will evaluate the impact of MNEs

on the extent and pattern of trade flows.

Before concluding this section, brief reference may be made to one of the fastest

gfowing forms of institutional anangements, namely, the cros-border non-equity

collaborative venture at a product or project level betrreen MNEs, and particularly

those operating in the OECD area. These have arisen for a variety of economic

and strategic teusons, but as several contributors to a recent symposium on the

subject (Öontractor and Lorange 1987) demonstrated, the exploitation of

complementary ownenhip advantages by horizontal or vertical integation, is not

only mnsistent with the premises of the eclectic paradigm, but points to a need

for broadening its scope to embrace quite specifrc, and perhaps t€mporary,

international alliances between enterprises, as part and parcel of their wider

international strategies.

The Lnus of Decffion'taking

One subject area, normally considered outside the domain of the economist but

one in *Li.h *r believe the eclectic paradigm offers a useful conceptual framework,

concerns the geographical locus of decision-taking within the MNE. Let us focus

on the question, Why and under what conditions are decisions on the way in

which resources are allocated by foreign affiliates of MNEs controlled or influenced

by managerso located in the parent company? This question Tuy be broken down

into ttre iwhere" and "who" ißpects of decision-taking' The former is mainly an

issue of locational economics, and concerns the price and efüciency of decision-

taking (including support) resources in different countries, and the costs of trans-

border'inter- and intra-firm transactions (e.g., especially administration and

communication cosß), in which managers are involved. Here a factor endowment

model may be the appropriate tool of analysis.

The "who" aspect may be divided into two components that parallel two questions

asked earlier in this paper: Why does a MNE undertake production in a foreign

country rather than an indigenous firm in that country?, and Why does a MNE

chooseto internalize the marketfor the cros-border transfer of intermediate producß?

The competitive advantage of centralized decision-taking rests in the capacity to

take (what are perceived to be) the right decisions for the MNE as a whole.

If, for one reason or another, such capacity cannot be efficiently transfened to

foreign affiliates - either through the training of local manag€rs or by exporting

r*puttiut* - then the decision-üaking resources will be located in the home country

Clearly, the more the specificity, idiosyncrasy, or non-codifiable nature of information

and related managerial asets, the more difficult it is to ensure an efficient use

of them in a foreign afüliate. And the $ealer the advantages of scale economies

or benefits of centralized decision-taking, that accrue to the MNE ,tx tato then

the less likely decision-taking is to be delegated. On the other hand" the more

decisions required to be customized to local needs, or depend on indigenous support

facilities and expertise for their efücient execution (e.g., with respect to penonnel

management, industrial relations, distribution and public relations), the more likely

thev are to be decentralized'
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THE ECLECTIC PARADIGM

But even assuming there is €pacity in the host country to assimilate the transfer

of ownership-specific advantages, unless there is a mutuality of interests between

managers ai headquarters and their agents in the afüliates, decision-taking may

still b€ centralized. When might this occur? Trvo possibilities arise. The fust is

wherever, as a consequence of the actions of an affiliate, there are costs and benefis

that accrue to the rt-r;t of. the organization of which it is part; and the second

is where there is a different perception of objectives and/ot risk by local and

central management. Take a simple example. Suppose a MNE operat€s two

manufacturing plants, one in the U.S. and the other in France. Asume the aim

of each is to mäximize local profis, and that each acts as an independent decision-

taking unit. Then as long as the locational advantages favor the siting of managerial

,.ro*c.s in France, and these resources are efüciently used, decisions will be

decentralized. Now suppose the parent plant adopts a new strategy aimed at

maximizing group profits. To do so it may need (and the situation is comparable

to a takeoveiby öne firm of another) to centralize decisions so as to both rationalize

resource allocation and capture any benefits external to either of the production

unis but internal to the organization as a whole. In this way, by centralizing decision-

taking, the MNE is undergoing an hierarchical process very similar to that of

the intemalization of intermediate product markets.

Using the OLI framework, then, it may be posible to construct an economic

theory of the locus of decision-taking (and as a variant of this, within a location,

the nätionality of the decision taker).ar The hypothesis is that decision-taking will

be more centralüed: (i) the gleater the uniquenes, specificity and non-codifiable

nature of decision-taking advantages emanating from the home country; (ü) the

geater the likelihood of a conflict of interests between the parent mmpany and

ihe subsidiary with respect especially to (a) risk perception and (b) externalities;

and (üi) the more the locational costs of decision-taking resources favors the home

roontry which might reflect both diffrculties in transferring management attitudes

and practices, and the price of management and management-related services.

These elements will clearly vary according tß country industry and firm-specific
factors, and also according to the decision-taking functions. The tendency to centralize

decisions relating to research and development, capital budgeting and accounting

methods. but to decentralize those relating to penonnel matters and sourcing

arrangemenß, might be explained in these terms. Some illustrations of the use

of this approach is contained in Dunning (1986b), which examines the locus of

decision-taking as between U.S. parent companies and their U.K. subsidiaries in

the 1950s and their Japanese counterparts in the 1980s'42

Divestmcnt bY MNEs

A fifth possible area for further study relates to our undentanding of divestment

or a reduction of foreign production by MNEs. Some progress along these lines

has been made by Boddewyn (1983) and Casson (1986d), but by and large, the

literature has so far treated divestrnent as a discrete act of asset disposal (i.e., the

reverse of acquisition) rather than part and parcel of a continual reappraisal of

the amount and disposition of the assets a firm wishes O hold. The process of

a reduction, or disintegration of foreign production, is different from an initial
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act of entry in two ways. Fint, it requires the absence of only one of the three

OLI variables; and second, there may be certrain baniers to exit that do not conespond

to barriers to entry.43

Using the "iMark 2'n version of the eclectic paradigm set out earlier in this paper,

*. ägnt predict that MNEs would wish to reduce their presence in a particular

*ont ! or sector under two circumstances. Fißt, where a change in the distribution

of factor endowments (or the efficiency with which these are used) (r) weakens

their competitive advantäges, relative to those of firms in host countries, or (ü)

causes thetn to switch production from the host to home (or indeed' other host

countries).{ Second where the net transactional benefis (costs) or using the external

markets ior the exploitation of these competitive advantages increase (fall) relntive

to those offered administered hierarchies-as

As a starting point for an integrated approach to an undentanding of changes

in intemational production, let us assume that once a firm is established abroad,

i15 sequential investment decisions are organically related to the size and pattern

of its existing investments, and to its views about (a) its existing and likely future

competitive itrengttrs and weakneses, (b) its expectations about technological and

market oppottunities, and (c) its perception of iS competiton' reactions to (a)

and (b). In a dynamic situation, this is likely to result in a continual reassessment,

relocation and reorganization of activities. As a firm's competitive position changes;

as new core skills replace existing ones; ils new management strategies evolve;

as new markets open up and othen die; and as the balance of advantage between

using internal and extemal markets shifu, so will the level and structure of its

international production. Although in some cases, this may lead to a divestment

of the entire foreign assets of a firm, more often, it will result in a restructuring

of ia portfoliq with a sale of assets in some countries or secton helping to finance

an increase of assets in others. Integration and disintegration within MNEs often

go hand in hand with each other, just as do the birth and death of firms.46

The realignment of the OLI advantages of leading international investon in the

last two decades provides ample confirmation of the relevance of the factor

endowment model component of the eclectic paradigm. The emergence of Japan

as a significant international investor has resulted in a fall of the share of U.S.

and European MNEs in several industrial sectors, notably automobiles and consumer

electronics. The grcnrth of offshore manufacturing in some developing countries

in the 1970s to take advantage of an apparently changing international division

of labor helped accelerate the decline of labor-intensive domestic sectoß (both

of multinational and uninational companies) in developed countries. However, recent

technological advances, while placing a premium on skilled labor, have at the same

time reduced the significance of labor costs in many manufacturing processes. This

has resulted in a return home of some of these activities.aT Within some of the

more rapidly developing idustrializing developing countries (e.g., South Korea,

Taiwan änd Singapore), one has also seen divestment in low value-added and

new investment in high value-added activities. In some primary sestors, mainly

at the insistence of host govemments, one has witnesed a marked decline in inward

investment; in othen, and particulaÜ in some service industries, domestic and/
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or intemational vertical integration has sharply increased. Just as the volume and

pattern of trade of a firm ät .ountty is affected by changes in the distribution

;f factor endowments, so will that of international production.

The question of the changing ownership of assets in particular countries is perhaps

more interesting. Why snould MNES sell assets and acquire others? Clearly, when

there are chanfes in the relative transaction costs of individual capital and foreign

exchange marliets (not least due to uncertainties about interest and exchange rat€s)'

trrtNns-wiU reappraise their international financial portfolios. But wlat about long-

term real forces? The answer must be that, where incentives for the direct investment

are reduced or advantrages of common governance disappear, so divestment will

occur, providing that thi exit costs (which themselves involve transaction costs)

Oo noi ougeüh the savings of using the market. The transaction costs of exit

require further study, but anything that reduces the risk and uncertainty of external

markets, lessens thi importance of scale economies in production, or reduces the

externalities of particular transactions will make for divestment.a8

This shifting of the balance of advantages of hierarchies and external markets for

international transactions, together with the emergence of new contractual

arrangemenß which posses some of the characteristics of each (Oman 1984, Casson

1986;), has led to friquent realignments of the functions and boundaries of MNEs'

While, vertical integration has noticeably increased in some sectors (e'g', vehicles

and electronia) anä fa[en in othen (e.g., hotels and shipping)f the general trend

has been towards new collaborative anangements built around a $oup of core

technologies. This has elsewhere been termed quasi-integration (Contractor and

Lorange1987). At the same time, technological and organizational advances have

increaiingly linked investment in services with investment in goods; the information

industry 
-is 

a classic example. In secondary industry new alliances between firms

along ihe value-added Chuin huue been fostered, to exploit complementary

technologies and to link computer-aided design of components with that of laßr

manufaciuring processes (I{ayes and Wheelright 1984). On the other hand" the

sizeable ulTloot ts of capital involved and the danger of an integrated firm being

locked into one particular source of supply increases the risk of intemalization'so

Similarly, the raison d'etre of horizontal integration may change as the importance

of synergistic ownenhip advantages shifls with advances in technology and

information. The exte* of cross-hauling of hierarchical or quasi-hierarchical

arrangements in the technologrcally advanced secton between the U'S' and Japan

is tesimony of this. Indeed the growth of global industries, characterized by a

substantial amount of intra-industry and intra-firm production and an interlocking

network of cross-border alliances is a feature that industrial organization economists

and strategists are only just starting to get to glips with. But here too, an organic

approach 
-to 

both divestment and investment by MNEs is required.

The Corcequerces oiMNE ActivitY

One final area in which the eclectic paradigm can be a useful framework for

analysis is in examining the impact of MNE activity on home and host country

economic goals. Let us illustrate from the viewpoint of a host countryand/
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The argument runs something like this. lnrpard direct investment is welcomed

for the-resources and/or u...Jr to markeß it brings to the recipient country and

the way it may promot€ the upgrading and beJtel deployment of existing indigenous

endowments. The conce* o*t thir particular vehicle of importing intermediate

p.O".o is two-fold. First, that becausi of its strong bargaining pow9r, the investing

firm is able to capture an undesirably high share of the value added or created

Uf io *UriOiu.y in the host country; and second that decisions taken about the

amount and kind of resources transfened, and about the use of these resources'

may yield les benefit to the recipient country than that which might arise from

some other patt€rn of resource allocation'

In the one case, the MNE is regarded as an organizational meghanism by which

intermediate products, which are unavailable or costly to produce in the host country

are effrciently acquired and used; in the other, as a vehicle of economic rationalization

and economic power, which it uses to promote its global goals in a way which

distorts or inhibis the desired disposition of resources by the host country'

The debate over the impact of inward direct investment on host countries is now

entering a new phase as markets and production become increasingly

internationalized. Moreover, not only areMNEs taking a globalview of their strategies

- and view the locational attributes of countries from this perspective - but

countries also are beginning to recognize thattheir industrial strategies and competitive

postures must take on an-international dimension. Since the industries which most

countries view as strategically desirable are largely dominated by MNEs, it follows

that conflict between m-ultinational oligopolies pursuing global economic strategies

and countries pursuing domestic politiäi strategies - and both.within a changing

and increasingly comietitive international environment - is inevitable, and in

pu.,, irr..onciuUf.. h ttre tqS0s and'60s, the interest centered largely on whether

the types of resources provided by MNEs. were appropriate to needs of recipient

*ont io; and if, comiared with altemative routes of acquiring these resources,

their benefiS exceeded^ their costs. The debate in the 1980s has much more to

do with the way in which MNEs use their worldwide assets to achieve their long-

term economic goals; and whether the resulting allocation of activity is consistent

with that which the countries in which they operate are seeking to achieve' As

a framework for analyzing these questions' we believe that the eclectic paradigm

has a great deal to offer.

CONOUSIONS

This paper has sought to demonstrate that, a decade after its inception, the eclectic

purodigrn r..ains a-useful and robust general framework for explaining and analyzing

not only the economic rationale of international production but many organizational

and imiact issues relating to MNE activity as well. Conceptually, there are close

parallels between the mäin tenets of the paradigm and that of modern theory

ofbusinessstrategy;jlthoughneitherapproachissufficienttoexplaintheinternational
profile of any particular 

-MNE. 
It i; ükely, however, that new theorizing in the

next decade will take a different form to that of the last ten years, if for no other

reason than the character and organization of international production is itself

undergoing fundamental change. More especially, we foresee a more systematic
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effort by trade economists to model transactional market failure into more general

theories of international economic involvemen! while industrial and business

economists are likely to become more interested in the dynamics of the OLI

configuration, and iS impact on the strategy of individual firms, th,rough such

techriiques as game theoretic analysis and network models (Johanson and lr4attson

1987). We expect more attention to be paid to the determinants and effects of

collaborative ventures now being formed between MNEs from advanced countries

(Contrator and Lorange 1987), and between MNEs and their customers and suppliers'

We foresee a renewed interest in identifying and evaluating the ownershipspecifrc

advantages of firms, with particular focus on entrepreneurship, the ability of

managÄent to identify and coordinate a range of core skills and assets thlough

a variäty of organizational routes, and to promot€ operational flexibility in a volatile

wodd önvironment; global marketing networks; the creation and use made of

computer-related information and communications technology; and a variety of

cross-cultural management-related issues. Finally, we would perceive a gradual

interweaving of the approaches of the economist, business analyst and organizational

theorist to our undeÄtanding of international production, although within these

and related disciplines, theorizing and empirical work will become both more

technically sophisticated and more policy oriented'
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NOTES

l. Defined as production financed by foreign direct investment and undertaken by multinational enterprises'

2. The proceeds of which were published under the edilonhip of ohlin et al. (1977).

3. But s€e our remark in the second section of this paper.

4. For a recent review of the literature on intra-industry trade, see Tharakan (1984).

5. For an elaboration of this thesis see Dunning and Norman (1985)'

6. A full account of the eclectic paradigm is given in Dunning (1981). See also Dunning (1983a and 1986d)'

Dunning and McQueen (1981), Dunning and Mrman (1985), and Norman, Flanagan and Seymour (1985)

for some extensions and applications of the concept.

7. Dunning (1981) Page27.
g. Teece (1983) uses a rather different terminology, namely produclion and transaction advantages.

9. For example, as identified by Bain (1956) as monopoly power, product differentiation, absolute cost barriers

and government intervention.

10. See, for example, an interesting paper by Buckley (1986) presented to the London meeting of the Academy

of International Business in November 1986.

ll. See apecially Casson (1979), Buckley and Casson (1985), Teece (1981) and (1985)' Hennart (1986)'

and Rugman (1986). The word "üilure" is an unfortunale one as it implies that there is an altemative transactional

mechanism which is superior to the market. This is not necessarily the case'

12. As, for example, occurs in the case of "natural monopolies" and in industries with high sunk or developmental

costs.

13. For example, in the U.K., Japanese affiliates dominate the color TV sector partly because their parent

companies pr.fo tnir route of entry rather than licensing their competitive advanlages to U.K. producers; but

purrty toq because they are more successful at internalizing intermediare product EFnsactions, than, for example

are their U.S. count€rparts.

14. In that what might be (or was) exogenousthe firm is (or now becomes) endogenous.

15. We would also accept with Hennart (1932, 1986) that a privileged access to technology or capital may

enable a firm to internalize cros-border intermediate product markets. We would, however, suggest that the

privileged access per se arises because of an operational rather than tn organizational failure of that market,

in the sense that it discriminates in favor of particular groups of transacton, rather than it fails as a transactional

mode, c.f. some other mode, e.g., a firm.
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16. For a useful distinction between transferable and nontransferable intermediate products' see Lall (1980)'

17. It is posible for govemment intewention to be directed to counteracting or alleviating the afecs of market

failure as well as distorting the patt€rn of resource allocation to meet its social and strategic goals' See especially

page I 13, Table 5.2 in Dunning (1981).

18. The concept of induced' or'managed'comparative advantage is gaining strength in the literature' (See

for example Scott and todge 1985, Teece 1987) It suggests that" at a given moment of time' a country's

productive assets conslst not only of the natural fesources then available (defined in the H-O-S sense) but

the accumulated manmade nsrs of the past; the way in which these are organized; and the utitudes of its

fiople towards wealth creation and economic securiry and towards the rest of the world' The literature further

suggests that govemment may and does play a major role in hshioning the strategy for resource allocation

and income distribution; the transaction cosS of markets; and 9f the ideological, cultural and work ethic of

its population.

lg. Sometimes referred to as the environment, systems and policy (EsP) paradigm. See Koopman and Montias

(1971) and Dunning (1981). See also a paper by Boddewyn (1986)'

20. See, for example, Robock and Simmonds (1983) and Rugman' Lecraw and Booth (1985)'

21. See particularly Porter (1985) and (1986), Hamel and Prahalad (1987) Lahdepaa and Ansofr (1987)'

The difference between the tirm+pecific variables identified by these scholan and those of their predecesors

is that the latter concentrated on the stuctural characteristics of lirms, e'g', size' age' product composition'

etc., while the former focused on operational, i.e., strategic-related characteristics' such as those identified by

above.

22. It is one of the more initating characteristics of academic researchen (and the present author is no exception!)

for them to invent therr own noÄnclature for concepts that are familiar under different names io other researchen'

Thus Porter's concept of configuration is for all intents and purposes the same as out location advanBges;

while his coordination dimension is similar to those aspecß of int€malization that relah to the mmmon governance

of value-adding activities. ninatty norters competitive advantrges make up a major part of our concept of

ownenhip advantages. The only differenaa, * ful. as I cln see, is that our conc€pt of ownenhip advantages

io7 inctoO. aUriUJta of firms that more accurately reflect their monopolistic power than their competitive

prow€ss.

23. Some of these were identified by the author when Alibet's thcis (Aliber (1970) was fint put forward

(Dunning(1971)).SeealsomorerecentcriticismsbyGray(1982)andTeece(1986).

24. For amore ext€nded analysis of the differences and similarities benreen the Kojima and the eclectic and

internalization paradigm, see Buckley (1983) and (1985) and Gray (1985)'

25. Unless the aset is sold outright in the fi$t place'

26. This suggests that economists interested in explaining the international allocation of activiry both by firms

and countries needed to be vened in modem trade and location theory industrial organization theory and

the theory of the tirm, and on the way in which each interacts with the other' Both Casson (1985a)' and

Norman and Dunning (1984) take up and illustrate this point. See also page 27-31 of this paper.

2?. See Ibgut (1983). At the same time, the extent and pattem of market failure may iSelf be country-specific'

Compare, io, .*".plr, the organizational structues and sub-contracting relationships of U.S. and Japanese

firms (Imai 1985; Sullivan and Nonaka 1986).

28. A 6rst attempt to do this by use of cluster analpis was made in chapter 5 of Dunning (1981).

29. For example, while it may be posible to identify the major variables influencing all import substitution

FDI, there may be additional facors specific to (say) swedish investment in the Thai car industry'

30. sep, for example, some work on these lines by Graham (1986) and Johanson and Manson (1987)'

31. For a full explanation, see chapter 5 of Dunning (1981 and 1986c). The term "cycle" was used in that

it was predicared that a country both started as a zero net outward and" at a later stage in its development,

,.tu*.d o that position when its inward direct investment stake was balanced by its (growing) outward direct

investment stake. In retrospect" tbe term 'path" might have treen a better word to describe the process of

change in a counhy's intemational direct iqvestment position'

32. Hence the acquisition or part acquisition of European and U.S. high technology firms (particularly those

in difficult financial sfiaib) by, e.g., Indian' Middle Eastem, and Chinese firms'

33. The role of govemment is one of the most idiosyncratic to evaluate. In the '70s and '80s, for example,

there have been quite dramatic swings in the policia of individual countries to inward investmen! according

to the government in power. Insofar as it is poesible to generalize, the more right (left) wing a government

is in reiation O iS predecessor, the more (l€ss) liberal its attitude is likely O be Owards inward and outward

foreiga direct investment and indeed o private enterprise as a whole'
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34. Most countries are in äct negative net outward investors, i.e., net inward investon.

35. For example, MNB may continue to concentrate their high-value (e.g., research and development) aaivities
in countries that have a mmparative advantage in the supply of highly trained manpower, while locating the

low-value-added activities in countries that have a comparative ad ntage in the supply of low- or semiskilled
labor.

36. Not considered in the original venion of the theory. For an elaboration see Dunning (1986c).

37. For a review of the lit€rature see Oman (1984) and Buckley and Cason (1985).

38. With some noticeable exceptions, e.g., the work of Hinch (1976), Gray (1982), Ethier (1986) and Markusen
(1e86).

39. And no distinction appeaß to be made between multi-activity and single-activity trading firms.

40. Using managers as a generic term for decision trkers.

41. For example, why are most Japanese manufacturing subsidiaries in the U.K. headed by a Japanese expatriate
whereas most U.S. subsidiaries have a U.K. national as chiefexecutive?

42. See also some interesting work on the structure of decision-taking in U.K. sutnidiaries in the 1970s by

Young, Hood and t{amill (1985).

43. Porter (1980) identifies six of these, namely the presence of specialized assets, fixed costs, strat€gic exit

barrien, information constraints, managerial emotions and pride, and government-related barriers.

42. The question of a reduction in foreign production in toto and that in a particular country and/or sector

needs more careful distinction than it has been given up to now.

45. We use the term net benefis and costs because there are often msts and benefis of using both routes

for transacting goods and services.

46. It is interesting that there is abundant literature on the theory of the growth of the firm (which, in practice,

oflen occun as a result of the expansion of pan of a firm's activities), but very little on the decline of the

firm. Ye! particularly in times of rapid technological changg growth and decline are handmaidens to each

other.

47. Ohmae (1985) suggas that while labor costs in many developing countries are only one-third of those

in developed countries, the direct labor costs in the major competitive manufacturing companic represent less

than l0% of total costs. The savings on costs in producing in developing countries is often more than outweighed
by the transport costs between developing and developed countries. Moreover, as real wage costs rise in developing

countries, these savings are likely to hll.

48. It is worth emphasizing at this point that internalization is not without is costs and multinationality may

bring diseconomies, extemal to particular affiliates and internal to the MNE.

49. See Dunning and McQueen (1981) and Cason (1986b). In both these latter cases, contractual agrcements
of one kind or another have enabled the contractor to gain many of the benefis of integration without the
costs.

50. For a summary of some interesting work on the integration of information systems in manufacturing see
DeMeyer and Ferdows (1984). For a general view of changing corporat€ strat€gies in a time of technological
change, see Ergas (1985) and Dunning (1986c).

51. As, for example, set out by Porter (1980, 1985 and 1986) and Kogut (1985a). The expresion "competitive

advantage" may be interpreted as ownenhipspecific advantage, while the comparative advantage of countries
appears synonymous with our location advantage. While the business strategy approach gives more emphasis
to the positioning of firms in the sectors in which they mmp€E, the eclectic paradigm places more stress
on the organizational form of transactional relationships.
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