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Abstract 

 This paper gives some of the criticisms directed towards the assorted model 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 model and concludes by asserting that it 

remains "a robust general framework for explaining and analyzing not only the economic 

rationale of economic production but many organizational and impact issues in relation to 

MNE activity as well." 

___________________________________________________________________________ 

1.1 Introduction 

The concept of the assorted model of international production' 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(1). The intention was to offer a holistic 

framework by which it was possible 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. 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 international 

economic involvement, each of which is determined by a number of common factors(2). It is 

accepted that, precisely because of its generality, the assorted model has only limited power to 

explain or predict particular kinds of international production; and even less, the behavior of 

individual enterprises(3). 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 trade4. Indeed it is perhaps worth emphasizing 

that the point at which the Heckscher-Ohlin-Samuelson (H-O-S) theory of trade fails is 

precisely that at which the modern model of international production starts, namely the point 

at which there are positive transaction costs in intermediate is collaborating with JSTOR to 

digitize, preserve, and extend access to goods markets(5). The difference between the neo-

technology and other modern theories of trade and those of international production is that, 
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while the former implicitly assume that all goods are exchanged between independent buyers 

and sellers across national frontiers, the latter explicitly postulate that the transfer of 

intermediate products is undertaken within the same enterprises.  

 

1.2 Criticisms of assorted model 

In its original form, the assorted model stated that the extent, form, and pattern of 

international production was determined by the configuration of three sets of advantages as 

perceived by enterprises.6 First, in order for firms of one nationality to compete with those of 

another by producing in the latter's own 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 to compensate for the costs 

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 ownership-specific advantages:   

1. Those that stem from the exclusive privileged possession of or access to particular income 

generating assets. 

2. Those that are normally enjoyed by a branch plant compared with a de novo firm. 

3. Those that are a consequence of geographical diversification or multi nationality per se.7 In 

a later typology (Dunning 1983a, 1983b), we distinguished between the asset (Oa) and 

transaction (Ot) advantages of multinational enterprises (MNEs).8 While the former arise 

from the proprietary ownership of specific assets by MNEs vis-a-vis those possessed by other 

enterprises (i.e., of type (a) above, which can only occur in a situation of structural market 

distortions)9, the latter mirror the capacity of MNE hierarchies vis-a-vis external markets to 

capture the transactional benefits (or lessen the transactional costs) arising from the common 

governance of a network of these assets, located in different countries. 

The two kinds of imperfection are, of course, often interrelated, particularly in a dynamic 

market situation, and there is a growing consensus that the most successful MNEs are those 

that are best able to nurture and exploit both asset and transactional ownership advantages. 

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

enterprises that possess ownership-specific advantages to transfer them across national 

boundaries within their 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 
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services. The reasons for the internalization of markets have been explored in considerable 

detail in the literature."I 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); (ii) those that stem from the ability of firms to exploit 

the economies 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.12 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 assets 

(Teece 1986), originate from the presence of one or other of these forms of transactional 

market failure even though the motives for internalization may be expressed rather differently 

(e.g., to safeguard supplies of essential inputs, to ensure the quality of end products, to 

guarantee markets, to protect property rights, to allow price discrimination, to spread the costs 

of shared overheads and so on). The greater the perceived costs of transactional 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 

disbenefits) 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 preferred. 

In such cases where there is no external market for the competitive advantages of MNEs, the 

distinction between ownership and internalization advantages may seem irrelevant. Indeed 

some writers (6) 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 correct to distinguish between the capability of MNEs to 

internalize markets, 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 transferred across national boundaries, it is the former which explains 

why these advantages are exploited by one group of MNEs rather than another, or by MNEs 

rather than firms indigenous to the country of production.'3 This point has in fact been 

acknowledged by Casson (7). 

Certainly in the exploitation of specific intangible assets (Oa) (e.g., a patent or trade mark), 

firms often have a choice between using the external market or not. Here the distinction 

between asset generation, or acquisition, and asset usage is an important one. We would 

accept with Rugman (1981) that, if an ownership advantage is either created by or becomes 
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the exclusive property of a particular enterprise, it has in some sense "internalized" the market 

for its use, but we believe this to be a questionable extension of the interpretation of a term 

that originally and quite specifically was intended to convey a response to transactional rather 

than structural market failure.  

1.2.1 Locational Advantages: Structural and Transactional Market Failure 

The third strand of the assorted model is concerned with the "where" of production. 

Enterprises will engage in foreign production whenever they perceive it is in their best 

interests to combine spatially transferable intermediate products' produced in the home 

country, with at least some immobile factor endowments or other intermediate products in 

another country. While, in the assorted model, the advantages or disadvantages of particular 

locations are treated separately from the ownership advantages of particular enterprises, and 

while the market for these advantages are internalized; the decision on where to site a mine, 

factory or office, is not independent of the ownership of these assets nor of the route by which 

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

spatial market failure: historically the imposition of trade barriers has led to a lot of foreign 

manufacturing investment by MNEs. At the same time a reduction in transport costs and the 

formation of customs unions or regional trading blocs (e.g., EEC and LAFTA) have prompted 

greater regional specialization of production by MNEs (8). 

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

imperfections that may influence the locational decisions of MNEs. Structural market 

distortions e.g., those arising from some (but not all) kinds of government intervention, which 

affect the costs and/or revenues of producing in different locations  may either encourage or 

discourage inward direct investment (9). On the other hand, even without such distortions 

MNE activity would still occur wherever there are transaction gains likely to result from the 

common governance of activities in different locations. Such advantages include enhanced 

arbitrage and leverage opportunities, the reduction of exchange risks and better coordination 

of financial decision taking, the protection afforded by a hedged marketing or multiple 

sourcing strategy, and the possibility of gains through transfer price manipulation, leads and 

lags in payments, and so on (5). 

The ability to generate and sustain such ownership advantages itself strengthens the 

competitive position of MNEs vis-a-vis uni-national firms. But because transactional market 

failure is sometimes country-specific, it has locational implications as well. To this extent, 

Rugman is on the right lines when he refers to the MNE as "internalizing exogenouspatial 

imperfections" (10); but his analysis better explains the common ownership of MNE 
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subsidiaries in different locations, rather than why particular subsidiaries are located where 

they are. 

1.2.2 Specific or General Theories of International 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 internalize the 

cross-border markets for these, and the attractions of a foreign location for production which 

is the gist of the assorted model of international production. 

But the identification and value of the specific ownership, location and internalization (OLI) 

parameters that will influence individual MNEs in any particular production decision will 

vary according to the motives underlying such production. The parameters 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 company in the United States; while those 

determining the pattern of rationalized production in the EEC by a large and geographically 

diversified US motor vehicles MNE will be different from an investment by a Korean 

construction management company in Kuwait. 

However, the assorted model does allow one to 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) and firm-

specific (Dunning (1981)). For example, the asset advantages (Oa) of particular MNEs may 

be expected to vary according 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 across national boundaries, does not 

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

country-specific and immobile endowments. To this extent, one is back to H-OS type trade 

theory, but with two differences. The first is that the goods and services traded are 

intermediate rather than final products; and the second is that the assorted model allows for 

the role of governments, in affecting, by the political systems they operate and the economic 

policies they pursue the real (as opposed to the potential) value of the resources contained 

within their jurisdictional areas. 

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

types of economic activity are more prone to internalization than others. Again the spatial 

disposition of resource downbeats and international transport costs are the key variables. If 

the capacity to create a particular asset is ubiquitous, and the right to its use can be 
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disseminated at zero cost, then international production is unlikely; it is also improbable 

where the competitive advantages of firms rest not in the exclusive possession of specific 

assets, but in the access to immobile but nonspecific factor endowments on favorable terms. 

Thus, a combination of the resource requirements of particular economic activities, their 

geographical disposition, and the transfer costs of their output, helps to explain some of the 

operations of MNEs. 

But only some! For example, it does little to explain the cross-hauling of investment in the 

same industries by MNEs of different nationalities; or the fact that some countries display 

similar patterns of international production. The explanation is limited because it ignores 

transactional market failure, which itself varies between countries and types of economic 

activities. Without such failure, but with an uneven distribution of resource endowments, 

trade in intermediate products would be conducted through external markets. With an even 

distribution of resource endowments, but with market failure, then the only advantage which 

MNEs qua MNEs possess is their capability to better overcome international transactional 

imperfections than their uninational rivals (11). 

1.2.3 The Aliber Theory of Foreign Direct Investment 

Let us now briefly turn to Robert Aliber's (1983) dissatisfaction with the assorted model and, 

indeed, with all theories that take some measure of the foreign activities of enterprises as their 

starting point of interest. This reflects Aliber's view that the key attribute of a MNE is not the 

fact that it engages in foreign production, but that it finances at least part of this production in 

its home currency. He is, then, primarily interested in the export of direct investment as a 

means of financing foreign capital expenditure rather than as a channel by which an enterprise 

transfers nonfinancial resources between countries, and controls the use of such resources 

once transferred. He would appear to believe that the extraterritorial expansion of firms per se 

raises no issues not already addressed by the theory of the domestic firm. Rather, the 

uniqueness of the MNE is its ability to dominate its geographically dispersed assets in 

different currencies, and by so doing, to take advantage of structural or transactional 

imperfections in international capital and foreign exchange markets. Inasmuch as scholars are 

entitled to study subjects of interest to them, we have no dispute with Aliber. We would, 

however, challenge his implicit assumption that while differences in kind exist between 

national and international financial markets, 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 foreign direct investment to situations in which enterprises invest 
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in different currency areas. While this may be usually the case, it is by no means universally 

so.  

In any event, we do not find Aliber's thesis incompatible with the assorted model. The very 

fact that firms, by their presence overseas, may be able to denominate their assets and goods 

in different currencies, could give them a competitive or an ownership-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 to internalize these markets. Yet, by themselves, these advantages 

are not sufficient to explain either the amount or distribution of foreign direct investment. For 

example, expected profits (other than those resulting from the internalization of imperfect 

financial markets) are not independent of the locations, in which investments are made, nor of 

the ability of MNEs to appropriate economic rent by internalizing nonfinancial markets. 

It is not our purpose to offer a detailed critique of the Aliber hypothesis but rather to 

suggesthat, 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 assorted model 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 support of his own theory, Professor Aliber 

must take cognizance of the nonfinancial aspects of the international operations of firms. 

1.2.4 The Kojima Hypothesis 

As originally propounded (13), Professor Kojima's theory of foreign direct investment is an 

extension of the neoclassical theory of trade to embrace cross-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 

inputs in which the host country is relatively well endowed. In this case, foreign direct 

investment acts both as a catalysto trade and as an arbitrager for improving the international 

allocation of economic activity. Kojima criticizes the assorted model for beinig too micro- or 

business-oriented, and claims it is of limited use for policy formation by home or host 

countries. But, as we have sough to demonstrate from the perspective of the United Kingdom 
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(14), many of the normative implications of our model 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 impediments 

to trade, or better promotes the dynamic comparative advantage of the participating countries. 

However, even as a prescriptive macroeconomic model, the Kojima approach is deficient in 

two major respects. First, since it is neoclassical in its stance, it can 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 the common governance of 

cross-border activities (i.e., Ot advantages). The assorted model can and does embrace such 

international production. Second, and related to the first, Kojima largely ignores the essential 

characteristic of MNE activity - namely, the internalization of intermediate product markets; 

and where he does take this into account, he always seems to assume that the resulting 

allocation of resources is less desirable to that which would have been dictated by the market 

(15). This is because Kojima is locked into a neoclassical model of perfect competition that 

negates the very possibility of market failure. In his scenario, the MNE can never be the most 

efficient agent for transferring resources across national boundaries, simply because its very 

existence implies a second-best transactional situation. Again, this does not seem to be of 

much practical value to governments in their formulation of policy towards MNEs. Firms do 

not exist in a riskless or timeless vacuum; many individual transactions do give rise to 

external costs or benefits; the exploitation of economies of scale may not be possible 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 

infringement or dissipation, if they are to be supplied at all. The question at issue is surely 

that, given the viable alternatives, and over 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 

investment is a false one. As Mason (1980) has well argued, such differences as do exist 

reflect the different stages in the evolution of Japanese and American MNEs as much as 

anything else. The assorted model would suggest that, in a world free of trade restrictions, the 

initial act of foreign direct investment would normally occur in those sectors that use 

intermediate products in which the investing country has a comparative advantage. This act 

would be welfare-creating wherever the price charged for the intermediate output fairly 
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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. However, as 

firms become more multinational and take a more global perspective of their foreign 

operations, their ownership advantages become less based on the exclusive possession of 

particular intangible assets, which are country-specific in origin, and more on their ability to 

successfully coordinate and manage a network of geographical activities. These transaction 

costs-minimizing advantages - which tend to be firm rather than country-specific in origin - 

were largely the property of the larger US and European MNEs in the 1960s and 1970s; only 

now, in the later 1980s, are they beginning to be exploited by their Japanese counterparts. 

 

2.1 A RESTATEMENT OF THE ASSORTED MODEL 

In consideration of these, and on further reflection, we are now fully persuaded that any 

holistic 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 possibility 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 HO- 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 activity across 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 efficiency of MNEs as coordinators 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 (15). 

In Figure 1, we set out the relationship between these two intellectual strands and the 

analytical constructs set out in this paper. We believe this figure is self-explanatory and needs 

no further elaboration. 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. 
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Fig.1 The Endowment/Market Failure Paradigm of International Production 

 

3.1 SOME POSSIBLE EXTENSIONS OF THE ASSORTED MODEL 

It is our contention that the assorted model 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 model might be further developed. 

3.1.1 A More Formal Modeling of the Model 

There is need for a more systematic and rigorous modeling of the explanation of differentypes 

of international production by the use of specifically and operationally testable OLI 

parameters.Given these types, the variations within them may be explained by structural 

variables as identified by empirical research. Some work by trade economists, notably Ethier 

(1986), Markussen (1984) and Helpman (1984), is currently proceeding in this direction. 

There is also need for formal modeling of the MNE as an organizational mechanism and/or 

choice of modality of resource transfer. Again some progress has been made by Grosse 

(1985), Casson (1985) and Horstman and Markussen (1986), but more work requires to be 

done. Finally, there is need for a more systemic approach to examining the strategic behavior 

of MNEs - using, for example, such tools as game theoretic and network analysis. 
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3.1.2 Dynamic and Development Aspects of International Production 

Some commentators (16) have alleged that the assorted model is couched in static terms and 

is unable to explain the dynamics or the process of change of international production. 

Dynamics can be interpreted and modeled in various ways; Vernon's particular concern is that 

the assorted model 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 trigger off reactions on the part 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 government, the conduct of 

competitors, suppliers, consumers and labor unions, firms - and particularly those that are 

geographically or industrially diversified - have a variety of strategic options, simply because 

they do not know with certainty what is its best option. This is a very different scenario from 

the one assumed 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 

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

towards their foreign operations. These include the structure of their existing investment 

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

power with governments, 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 assorted model to 

explain the actions of MNEs in a dynamic situation. Perhaps the best hope for progress here 

lies in some of the concepts in industrial organization theory, e.g., that of dynamic market 

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

inherent in interactive behavioral situations. A somewhat different but nonetheless related 

interpretation of dynamics might suggest that the assorted model should embrace the 

economics of entrepreneurship and technological innovation and change. Mark 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 thefirm. Like Casson, Cantwell (1986) and Dunning and Cantwell (1986) view 

the economy as an evolutionary system, and, have applied the assorted model to analyzing the 

way in which MNEs both generate and respond to technological change. Economic and 

business historians, too, are making a useful contribution to our understanding of the growth 

of international producton, using especially a transaction cost approach (North 1985; Nicholas 
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1986). Viewing growth and development from the perspective of countries rather than firms,  

ore progress has been made, using mainly the tools of the development economist. Here, the 

concept of an investment development path or cycle, as first set out in Dunning (1979), 

subsequently extended in Dunning (1986c), and modified by Tolentino (1987) is especially 

relevant.3"  

The basic hypothesis of the investment development path or cycle is that a country's 

propensity to engage in outward directs 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 markets, (iii) 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, its international direct 

investment position will pass through a number of stages. In the first stage, there will be 

neither inward nor outward MNE activity, partly because its markets and factor endowments 

are insufficient to attract either import substituting or resource-based inward investment; 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). As 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 suppliers. In this first stage 

of inward investment, the ownership advantages of MNEs are more likely to derive from the 

possession of individual intangible assets (Oa) (vis-a-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 (17). 

 The third stage of development is marked by the ability of a developing country'sfirms 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 relative attractions of a foreign location, and their strategic priorities, these 

firms may go abroad as market or resourceseekers. However, whereas in their early ventures 

abroad, industrialized countries normally sought natural resources and low cost labor in which 

their home country was disadvantaged, those from developing countries are currently seeking 

to acquire technology (i.e., the resource in which they are comparatively poorly endowed). 
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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 construction workers – 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 - rests largely on the structure of its 

resourcendowments, and the attitudes of its government towards international economic 

involvement in general and inward and outward direct investment in particular.A country such 

as India, with its sights set on industrial self-sufficiency, 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 investors. By contrast, 

economies such as Singapore, Hong Kong, and Taiwan, would seem to favor building up a 

comparative advantage in the production of intermediate products, that, in part at least, may 

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 

policies) a comparative advantage. 

The fourth stage of the investment development cycle occurs when a country becomes a net 

outward investor. Since by definition the outward capital stock or investment flows 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 net outward investors. Therefore, 

any correlation between net outward investment and economic development can only hold 

good when making cross country comparisons. Using time-series data, the correlation may be 

positive for some countries but not for others. This problem, however, may be overcome by 

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

countries. 

3.1.3 Explaining Different Forms of International Economic Involvement 

The third direction in which the assorted model of international production might be extended 

is for it to incorporate other forms of international business transactions, notably arms-length 

trade, joint ventures and non-equity contractual agreements. To date, however, while some 

progress has been made in embracing the latter two subject areas indeed, some authors (13) 

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 business 
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involvement - only limited headway has been made in unifying explanations of trade and 

production.We suggest here are two main reasons for this. The first is that the modern theory 

of international production derives its analytical framework from the theories of the firm and 

industrial organization rather than from the theory of international trade; and, implicitly, at 

least, all tradeable activities are assumed to be conducted between independent buyers and 

sellers. 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 groups of firms. 

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

intra-industry transactions - explicitly acknowledge the role of market imperfections as 

determining factors; but the emphasis of interest is strongly directed to structural rather than 

transactional imperfections (6,15). Much of neo-technology and monopolistic competitive 

trade may be explained by the spatial distribution of resources that gave rise to ownership-

specific advantages, but which are used by firms in conjunction with immobile resources 

located in the home country. When a firm goes abroad, it exports these intangible assets or 

their rights, and uses them in conjunction with foreign resources that it can obtain at lower 

cost than at home. However, the implications of transactional market failure that make for the 

common ownership of assets across national boundaries, and which, in turn, may impinge on 

the trading competitiveness of firms, have been largely neglected by trade theorists. It is here 

that an integrated approach to production and trade offers particular promise (9,18).  

Historically, there are many parallels in the way in which the patterns of trade and 

international production have evolved. To start with, most trade was intersectional and largely 

explainable by the international distribution of factor endowments. Likewise, as we have 

already suggested, although an element of market failure is necessary to explain the 

ownership of international production, its structure and location initially follow the dictates of 

the H-0-S model as applied to intermediate products. Later as trade became more 

intrasectoral, new explanations were sought and found (19). 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 ownership of assets in different 

countries and the internalization of trade in intermediate products). Moreover, unlike intra-

industry trade, intra-industry production implies intra-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 specialized sourcing or transfer price manipulation). It is, 

then, not surprising that the more multinational a firm becomes, the more it is inclined to 

engage in internalized trade (20). 
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The economic theory of intra-firm trade and how it differs from inter-firm trade is now 

beginning to receive some attention in the literature; but again, mostly by scholars interested 

in the organization of transactions rather than the transactions per se. 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 means 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 extent, pattern, or terms, the country 

specific differences in the perceived gains which transfer pricing manipulation may encourage 

MNEs to locate production in countries in which the gains are thought to be most likely. On 

the other hand, MNEs may engage in intra-firm international trade for exactly the same reason 

as domestic firms may engage in intra-firm national trade, namely, to internalize the external 

economies of individual transactions. Whether this benefits or adversely 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 losses resulting from it are distributed. But there is no a 

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

international resource allocation than either inter-firm trade conducted in imperfectly 

competitive markets or intra-firm trade 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 matters such as the 

distribution of benefits over time, risk and government intervention 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 the transactions are at least contained in that country. In the case of trade 

within hierarchies across national boundaries, inter-country distributional questions cannot 

be ignored; just as governments may judge internal locative efficiency in terms of their own 

economic and social goals, so they will evaluate the impact of MNEs on the extent and pattern 

of trade flows.  

3.1.4 The of Decision-taking 

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

we believe the assorted model 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 managers located in the parent company? This 
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question may be broken down into the "where" and "who" aspects of decision-taking. The 

former is mainly an issue of locational economics, and concerns the price and efficiency of 

decisiontaking (including support) resources in different countries, and the costs of 

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

communication costs), 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 choose to internalize the market 

for the cross-border transfer of intermediate products? 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 transferred to foreign affiliates -either through the training of local managers or by 

exporting expatriates then the decision-taking resources will be located in the home country. 

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

related managerial assets, the more difficult it is to ensure an efficient use of them in a foreign 

affiliate. And the greater the advantages of scale economies or benefits of centralizedecision-

taking, that accrue to the MNE in to 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 efficient execution (e.g., with respecto 

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

they are to be decentralized. 

Using the OLI framework, then, it may be possible to construct an economic theory of the 

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

decision taker).4' The hypothesis is that decision-taking will be more centralized: (i) the 

greater the uniqueness, specificity and non-codifiable nature of decision-taking advantages 

emanating from the home country; (ii) the greater the likelihood of a conflict of interests 

between the parent company and the subsidiary, with respect especially to (a) risk perception 

and (b) externalities; and (iii) the more the locational costs of decision-taking resources favors 

the home country, which might reflect both difficulties in transferring management attitudes 

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

These elements will clearly vary according to 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 
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those relating to personnel matters and sourcing arrangements, 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. 

3.1.5 Divestment by MNEs 

A fifth possible area for further study relates to our understanding 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 

divestment 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 

to hold. The process of a reduction, or disintegration of foreign production, is different from 

an initial act of entry in two ways. First, it requires the absence of only one of the three OLI 

variables; and second, there may be certain barriers to exit that do not correspond to barriers 

to entry. Using the "Mark 2" version of the assorted model set out earlier in this paper, we 

might predicthat MNEs would wish to reduce their presence in a particular country or sector 

under two circumstances. First, where a change in the distribution of factor endowments (or 

the efficiency with which these are used)  (i) weakens their competitive advantages, relative to 

those of firms in host countries, or (ii) causes them to switch production from the host to 

home (or indeed, other host countries). Second, where the net transactional benefits (costs) or 

using the external markets for the exploitation of these competitive advantages increase (fall) 

relative to those offered administered hierarchies. As a starting point for an integrated 

approach to an understanding of changes in international production, let us assume that once a 

firm is established abroad, its 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 strengths and weaknesses, (b) its expectations about technological and 

market opportunities, and (c) its perception of its competitors' 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; as new management strategies evolve; as new markets open up and 

others die; and as the balance of advantage between using internal and external market shifts, 

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 its portfolio, with a sale of assets in some countries or sectors helping to 

finance an increase of assets in others. Integration and disintegration within MNEs often go 
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hand in hand with each other, just as do the birth and death of firms. The realignment of the 

OLI advantages of leading international investors in the last two decades provides ample 

confirmation of the relevance of the factor endowment model component of the assorted 

model. 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 growth 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 sectors (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. Within some of the more rapidly developing industrializing developing 

countries (e.g., South Korea, Taiwan and Singapore), one has also seen divestment in low 

value-added and new investment in high value-added activities. In some primary sectors, 

mainly at the insistence of host governments, one has witnessed a marked decline in inward 

investment; in others, and particularly in some service industries, domestic and/ or 

international vertical integration has sharply increased. Just as the volume and pattern of trade 

of a firm or country is affected by changes in the distribution of factor endowments, so will 

that of international production. 

3.1.6 The Consequences of MNE Activity 

One final area in which the assorted model 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 country. The argument runs something like this. Inward 

direct investment is welcomed for the resources and/or access to markets it brings to the 

recipient country, and the way it may promote the upgrading and better deployment of 

existing indigenous endowments. The concern over this particular vehicle of importing 

intermediate products is two-fold. First, that because of its strong bargaining power, the 

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

subsidiary in the host country; and second, that decisions taken about the amount and kind of 

resources transferred, and about the use of these resources, may yield less benefit to the 

recipient country than that which might arise from some other pattern of resource allocation. 

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

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

acquired and used; in the other, as a vehicle of economic rationalization and economic power, 
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which it uses to promote its global goals in a way which distorts or inhibits 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 are MNEs taking a global view of their 

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

also are beginning to recognize that their 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 

multinational oligopolies pursuing global economic strategies and countries pursuing 

domestic political strategies - and both within a changing and increasingly competitive 

international environment - is inevitable, and, in part, irreconcilable. In the 1950s and '60s, the 

interest centered largely on whether the types of resources provided by MNEs were 

appropriate to needs of recipient countries; and if, compared with alternative routes of 

acquiring these resources, their benefits 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 assorted model has a great deal to offer.  

 

 

4.1 CONCLUSIONS 

This paper has sought to demonstrate that, a decade after its inception; the assorted model 

remains a useful and robust general framework for explaining and analyzing not only the 

economic rationale of international production but many organizational and impact issues 

relating to MNE activity as well. Conceptually, there are close parallels between the main 

tenets of the model and that of modern theory of business strategy; though neither approach is 

sufficient to explain the international profile of any particular MNE. It is likely, 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 effort by 

trade economists to model transactional market failure into more general theories of 

international economic involvement, while industrial and business economists are likely to 

become more interested in the dynamics of the OLI configuration, and its impact on the 
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strategy of individual firms, through such techniques as game theoretic analysis and network 

models (5, 10, 14). We foresee a renewed interest in identifying and evaluating the 

ownership-specific advantages of firms, with particular focus on entrepreneurship, the ability 

of management to identify and coordinate a range of core skills and assets through a variety of 

organizational routes, and to promote operational flexibility in a volatile world environment; 

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 understanding 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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