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Foreign Direct Investment: The OLI Framework

The“OLI” or “eclectic” approach to the study of foreign direct investment (FDI) was
developed by John Dunning. (See, for example, Dunning (1977).) It has proved an
extremely fruitful way of thinking about multinational enterprises (MNESs) and has
inspired agreat deal of applied work in economics and international business. In itself it
does not constitute aformal theory that can be confronted with datain a scientific way,
but it nevertheless provides a helpful framework for categorizing much (though not all)
recent analytical and empirical research on FDI. This survey first summarizes the OLI
paradigm and then uses it as alens through which to review some of the highlights of this

research, while aso noting some important issues that it neglects.

“OL1” stands for Ownership, Location, and Internalization, three potential sources
of advantage that may underlie afirm’'s decision to become a multinational. Ownership
advantages address the question of why some firms but not others go abroad, and suggest
that a successful MNE has some firm-specific advantages which allow it to overcome the
costs of operating in aforeign country. Location advantages focus on the question of
where an MNE chooses to locate. Finally, internalization advantages influence how a
firm chooses to operate in aforeign country, trading off the savings in transactions, hold-
up and monitoring costs of awholly-owned subsidiary, against the advantages of other
entry modes such as exports, licensing, or joint venture. A key feature of this approach is
that it focuses on the incentives facing individual firms. Thisis now standard in
mainstream international trade theory, but was not at all so in the 1970s, when FDI was
typically seen through a Heckscher-Ohlin lens as an international movement of physical

capital in search of higher returns. (See for example Mundell (1956).)
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Owner ship

Ownership advantages are key to explaining the existence of MNESs. A key ideaisthat
firms are collections of assets, and that candidate MNES possess higher-than-average
levels of assets having the character of internal public goods. These assets can be applied
to production at different locations without reducing their effectiveness. Examples
include product devel opment, managerial structures, patents, and marketing skills, all of
which are encompassed by the catch-all term of Helpman (1984) “headquarter services”’.
Whilethisis clearly amulti-dimensional factor, it iscommon to model it in terms of a
singleindex of firm productivity. The most sophisticated treatment along these linesis
found in recent work on heterogeneous firms by Helpman, Melitz and Y eaple (2004),
which combines the ssmplest version of the horizontal motive for FDI (to be discussed
below) with the assumption that firms differ in their productivities. A potential firm must
pay asunk cost to determine its productivity, and, when thisisreveaed, active firms sort
themselves into different modes of production. Low-productivity firms produce only for
the home market; medium-productivity firms choose to pay the fixed costs of exporting;
but only the most productive firms choose to pay the higher fixed costs of engaging in
FDI. These predictions are consistent with the evidence. As afurther contribution, the
paper derives from the model the prediction that industries with greater firm
heterogeneity will have relatively more firms engaged in FDI, and shows that this
prediction is confirmed by the data. However, thiswork (and otherslikeit) do not

explore why firm productivities differ in the first place. Prior investment in R& D (both
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process and product) and in marketing presumably account for the disproportionately

greater productivity of most MNEs.

Location

While international trade theory has tended to take ownership advantages for granted or
else to model them in fairly obvious ways, rather more attention has been devoted to
exploring aternative motives for MNEs to locate abroad. A key issue that has attracted
much attention is the distinction between “horizontal” and “vertical” FDI. Horizontal FDI
occurs when afirm locates a plant abroad in order to improve its market access to foreign
consumers. In its purest form, this simply replicates its domestic production facilities at a
foreign location. Vertical FDI, by contrast, is not primarily or even necessarily aimed at
production for sale in the foreign market, but rather seeks to avail of lower production
costs there. Since in almost all cases the parent firm retains its headquarters in the home
country, and the firm-specific or ownership advantages can be seen as generating a flow
of “headquarter services’ to the host-country plant, thereisasensein which al FDI is
vertical. Neverthel ess the distinction between market-access and cost motives for FDI is

an important one.

The horizontal motive for FDI reflects what Brainard (1997) has called a
“proximity-concentration trade-off”: building alocal plant saves on trade costs and so has

the advantage of proximity; but it loses the benefits of concentrating production in the

firm'shome plant. Let 7z° (t) denote the operating profits which a potential MNE can

earn from selling in aforeign market subject to per unit trade costs t* (which can include
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both tariffs and transportation costs). These operating profits are decreasing in t*: higher

trade costs reduce operating profits. Constructing alocal plant avoids the trade costs,
leading to higher operating profits of 7*(0) ; however, it requires an additional fixed
cost f . Hence the trade-cost-jumping gain, the difference between the total profits from

FDI, I1° , and those from exporting, T1* , equals:

P, )= -1 =2°(0) - f -7'(t) &)

Thus FDI is encouraged relative to exports by proximity (lower trade costs t*) but

discouraged by the benefits of concentration (higher fixed costs f ).

The vertical motive for FDI implies a very different view of the determinants and
implications of FDI. Now the focusis on how afirm can serve its home market: either by
producing at home, or by vertically disintegrating and moving its production facilities to
a cheaper foreign location. Assuming for simplicity that each unit of output requires a
single unit of labor, we can write the operating profits of serving the home-country
market as 7(c) , where ¢ includes both factor costs and trade costs. If the firm remains
adomestic firm and supplies its home market from its parent plant, where w isthe local
wage rate, it incurs no trade costs so its profits T1° will equal 7z(w) . Alternatively, it
can engage in FDI and locate a new plant in the host country, exporting all its output back
to the source country and incurring atrade cost of t . Inthat case, it incurs a plant-

specific fixed cost f asin the case of horizontal FDI, and earns operating profits of

ﬂ(w* + t) , Where w" isthe host-country wage. The relative profitability of FDI is

therefore:
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7 -T1° = (W' +t,w) — f where: g(W" +t,w) =7z(W" +1) - 77(w) 2

Now the decision to engage in FDI depends on the trade-off between the benefits

of concentration on the one hand and the cost savings from offshoring on the other, where

the latter are denoted by theterm u(w" +t,w) . This offshoring gain depends negatively

on the host-country wage w" and positively on the source-country wage w : the
vertical motive for FDI attaches great importance to comparative costs of production. In
addition, the gain is decreasing in the source-country trade costs t, implying plausibly

that trade liberalization will encourage FDI.

Empirical studies of FDI have until recently tended to favor the horizontal over
the vertical motive. For example, many case studies have shown that “tariff-jumping” has
been important in many historical episodes. It has also been noted that the bulk of FDI is
between high-income countries with relatively similar wage costs (though much of thisis
likely to be neither vertical nor horizontal FDI, but rather cross-border mergers and
acquisitions, to be discussed further below). More formal econometric studies have
shown that the horizontal motive provides a good explanation for FDI. (See, for example,
Brainard (1997) and Markusen (2002).) On the other hand, there is no clear evidence that
FDI falsinimportance with distance, as the horizontal model implies. In addition, more
recent empirical work by Y eaple (2003b) and others, based on data at the level of
individual firms, suggests that both motives are important. It is easy to see why this might
be so even in the simple two-country case discussed above. If the foreign market is
sizeable, then the total gain from FDI as opposed to producing at home (in each case

serving both domestic and foreign customers from a single plant) is given by the sum of
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(1) and (2) above: both trade-cost-jumping and offshoring gains have to be taken into
account. More generally, with many countries there are additional reasons for FDI, and
the two motives are likely to interact in complicated ways. For example, even for
vertically integrated firms, proximity and concentration are not in conflict where serving
agroup of foreign countriesis concerned. The reduction of trade costs between European
countries in the 1990s encouraged American and Asian firms serving European markets
to concentrate their production in European plants and so engage in “ export-platform”
FDI. Similarly, Y eaple (2003a) has shown that the horizontal and vertical motives may
reinforce each other if a parent firm wishes both to serve foreign markets in similar high-
income countries and to avail of lower production costsin low-income countries. In
generadl, therefore, the pattern of location of foreign plantsislikely to reflect the
“complex integration strategies’ of firms facing both vertical and horizontal motives for

engaging in FDI.

I nternalization

Internalization, the third strand of Dunning’ s taxonomy, is often seen as the most
important; in the words of Ethier (1986), “Internalization appears to be emerging as the
Caesar of the OLI triumvirate.” Explaining why some activities are carried on within
firms and others through arms-length transactions is a major research topic for
microeconomics as awhole, not just for the economics of FDI. A pioneering 1937 paper
by Ronald Coase argued that the optimal scale of the firm, or the optimal degree of

internalization, reflects a balance between the transactions costs of using the market and
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the organizational costs of running afirm. In recent decades economists working in
information economics have tried to endogenize these two sources of costs, emphasizing
the inability of agentsto write complete contracts. An early application of this approach
to FDI was by Ethier (1986). In his model production requires prior research, the results
of which can either be carried out within a vertically integrated firm (in the MNE case) or
sold to downstream users. However, the end user must agree to purchase the research
before its outcome is known. Ethier shows that a greater degree of uncertainty about the
likely success of research efforts makes it more costly for the upstream and downstream
firms to write a contract, which because of the complexity of the research process must
necessarily be independent of the outcome. Hence more uncertainty raises the likelihood
that production will be vertically integrated through MNEs. Moreover, the emergence of
MNESs does not require international differencesin factor prices, unlike other models of

vertical FDI.

A different approach to endogenizing the internalization decision, though also
relying on incomplete contracts, is taken by Antras and Helpman (2004). Following the
Grossman-Hart-Moore property-rights approach to the problem of bargaining between a
firm owner and a potential supplier/employee, ex post efficiency is greater when residual
ownership rights are allocated to the party which contributes more to the final output.
Embedded in amodel of product differentiation and trade, thisimplies that more efficient
firms and firms for which headquarter services are more important should exhibit
internalization (the owner contracts with the supplier, who becomes an employee) while
less efficient firms should exhibit arm’ s-length trade (the supplier remains a separate

legal entity). In addition the model assumes that final-goods producers are located only in
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one country, the North of atwo-country North-South model. Such producers are assumed
to have atwo-fold choice: on the one hand they have to choose between vertical
integration, which solves the hold-up problem but at the cost of reducing incentivesto the
provider of the input, and an arm’ s-length relationship; on the other hand they could
locate their production in either country, trading off higher wages in the North against
lower contract protection in the South. The full range of potential outcomesis shown in
Table 1, and the paper shows how heterogeneous firms will sort into these different
modes, based on their productivity, on the share of headquarter servicesin the value of

output, and on the differences in costs between home and foreign locations.

Location
Home Abroad
Internal Integrated National Firm FDI
External Outsourcing Offshoring

Table 1: Taxonomy of Location-Internalization Modes

Cross-Border Mergers

Both the OLI framework and the bulk of academic work on FDI until very recently have
concentrated on the “ greenfield” mode of FDI, where the parent firm constructs a new
plant in the host country. Yet in reality the bulk of FDI, especially between devel oped
countries, takes the form of cross-border mergers and acquisitions (M&As), in which the
parent firm acquires a controlling interest in an existing host-country firm. (UNCTAD

estimates suggest that M& As accounted for over 80% of worldwide FDI in the 1990s.)
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The distinction matters, since recent research suggests that the determinants and

implications of cross-border M& As are very different from those of greenfield FDI.

Domestic M& As have been extensively studied by scholarsin finance and
industrial organisation, and these literatures suggest two principal motives for them. A
“synergy” motive arisesin any market where an acquired firm has assets which are
complementary to those of the acquirer; while a*“ strategic” motive arisesin oligopolistic
markets (i.e., one where the number of competitorsis small), since afirm gains from

absorbing arival and so increasing its own market power.

Post-merger synergies can arise from many sources, including cost savings via
internal technology transfer, reductions of overhead and other fixed costs, and the
integration of pricing and marketing decisions on differentiated products. In an open-
economy context, a particularly plausible kind of synergy is between the“O” and “L”
advantages of different firms: the superior productivity and international networks of an
acquiring MNE on the one hand, combined with the local knowledge and distribution
network of a potential target firm on the other. Nocke and Y eaple (forthcoming) develop
amodel which captures this kind of synergy: a competitive international market for
corporate assets allows firms to match with suitable affiliates. Their model predicts that
efficient matching occurs. more efficient parent firms acquire more efficient targets.
However, they also show that the most efficient firms engage in greenfield FDI rather

than in cross-border M& As, a result consistent with the evidence.

Mergers driven by synergies may be expected to raise world welfare, provided the

synergies are realized in practice. By contrast, mergers driven by strategic considerations
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might be expected to reduce welfare since they increase concentration. However, Neary
(2007) shows that thisintuition isincomplete for two reasons. First, in the absence of
synergies, the only mergers which will occur in equilibrium are those in which the
acquirer can afford to buy out the target firm. Thisimplies that the target firm must be
considerably smaller, and so eliminating it is likely to enhance global efficiency. Second,
in general equilibrium, the expansion of more efficient acquiring firms and the
elimination of less efficient target firms puts downward pressure on wages, So
encouraging increased output and lower pricesin all sectors. Hence mergers are likely to
raise overall welfare, although income distribution shiftsin favor of profits at the expense
of wages. His model also makes the positive prediction that mergers take place in the
same direction as trade and so they are encouraged rather than (as in the horizontal model
of greenfield FDI) discouraged by fallsin trade costs. In line with empirical evidence,
cross-border mergers thus serve as “instruments of comparative advantage,” encouraging

more specialization and trade along comparative advantage lines.

Conclusion

In conclusion, the OLI framework does not directly address one of the key issues that has
dominated economists’ thinking about FDI, the distinction between horizontal and
vertical motives for locating production facilitiesin foreign countries. Nor does it address
the increasingly important distinction between greenfield and M& A modes of engaging
in FDI. Nevertheless it remains a helpful way of organizing thinking about one of the

most important features of the world economy.
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