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Abstract

This paper revisits the issue of intra-industry foreign direct investment. This issue was
considered in Stephen Hymer’s early work, but was not subsequently developed, and was largely
ignored in the literature for some time. Using the example of the UK, this paper traces the
patterns of intra-industry FDI, both across countries and industries, for both the manufacturing
and service sectors. Despite the undoubted increase in the integration of goods and factor
markets since the time of Hymer's writing, the analysis presented here shows that the pattern has
changed little in the last forty years. The paper then goes on to discuss the motives for intra-
industry FDI, relating it to technology flows and factor cost differentials. Finally, we present
some analysis relating intra-industry FDI to uneven development, both between developed and
developing countries, and between regions of a developed country. It is clear that intra-industry
FDI is still very much a developed country phenomenon, as Hymer suggested, with both
developing countries and poorer regions of developed countries unlikely to reap any of the
benefits. In this context, one-way and two-way FDI must be seen as different phenomena within
the debate on globalisation.
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In recent years both academics and policy makers have expressed concern that increasing
globalisation, both in the form of foreign direct investment (FDI) and international trade, is
causing dramatic changes in labour demand in the developed world (see, for example, Wood
1994, 1998, and Anderton and Brenton 1999). Specifically, it has been suggested that demand
for unskilled workers in the US and Western Europe has been, and will continue to decline
dramatically, as the employers of unskilled workers face significant competition from the newly-
industrialising countries and other parts of the developing world. Allied to this are concerns that
many global industries are becoming dominated by a few firms which engage in large scale FDI

and control large proportions of both trade and investment in certain sectors.

These are not new concerns. In a series of classic works Stephen Hymer addressed the
determinants and likely causes of FDI, and so formed the basis of the modern discipline of
international business (Hymer 1960, 1976, 1971). From the outset Hymer considered the issue
of intra-industry foreign direct investment (IIFDI), a phenomenon which he regarded as being
not only entirely consistent with his international production approach to explaining FDI, but the
very archetype of it. Here was a form of international capital movement which, by definition,
could not be explained by interest rate differentials, and where some other more plausible
explanation had to be sought. Intra-industry FDI therefore formed a crucial part of Hymer’s
theoretical analysis. Although Hymer considered IIFDI be sufficiently common to be worthy of
study, he did not pursue the issue at length in his subsequent writings: indeed, the phenomenon
was largely ignored for many years, and was not reconsidered to any significant degree until
international business scholars and economists became interested in game theoretic approaches
to FDI in the 1980s following Graham (1978).

A re-evaluation of Hymer’s analysis is timely®. Although standard theoretical explanations of the
multinational enterprise are now well understood, following the seminal works such as Buckley

and Casson (1976) and Dunning (1979, 1988), theory has struggled to explain satisfactorily the

' We restrict the discussion to intra-industry FDI and uneven development. For a fuller evaluation of Hymer in the
context of modern developments in international business see Dunning and Pitelis (2004).



proliferation of intra-industry FDI. Early attempts (e.g. Dunning and Norman 1985, Graham
1985, and Rugman 1985) largely tried to explain the phenomenon within the confines of the
existing prevailing theory, notably Dunning’s OLI framework. While explanations of FDI based
mainly on firm-specific advantage do not fit well with the phenomenon of intra-industry FDI, of
perhaps more relevance are the more recent theoretical approaches to FDI, when considered
alongside the importance of location. These explanations of FDI have relied on the ‘new 10’
literature, based on game theory or rivalry action. Rowthorn (1992), for example, shows that FDI
will be dependent on market size. In addition, Rowthorn demonstrates that multinational firms
undertake FDI to protect their home markets, viewing FDI as an aggressive phenomenon within
a model of reciprocal investments. Firms from large countries may even seek to undertake FDI
with the aim of defeating the competition from host country firms, thus extending their
monopoly. Bhagwati et al. (1992), show that FDI occurs in order to facilitate tariff jumping.
This is particularly pertinent to cases where industries or governments are concerned with the

problem of ‘job exporting’.

In this paper we revisit Hymer’s approach to the issue of 1IFDI, and suggest a link between
Hymer’s work on intra-industry FDI and his later analysis of FDI as a generator of uneven
development (Hymer 1971). Using the UK as an example, we examine the pattern of inward and
outward FDI to examine the scale and scope of, and motivation for, intra-industry FDI across
countries and industries. We find patterns of IIFDI which suggest that Hymer’s interest in the
subject was well placed, but that he may have underestimated the extent and motivational
importance of it. We then use the pattern of motivational influences to generate hypotheses on
the possible effects of intra-industry and one-way FDI, and argue that this forms a link with
Hymer’s subsequent analysis of multinational enterprises as instruments of uneven development,
and with the current debate on globalisation. This analysis can be extended to differential effects
on regions of a large developed economy, as well as the more commonly considered distinctions

between rich and poor countries.



I. HYMER, INTRA-INDUSTRY FDI, AND UNEVEN DEVELOPMENT

For Hymer (1960, 1976), the existence of ‘cross investment’ — the tendency for direct investment
to flow simultaneously in both directions between two countries — was at the very heart of his
thesis highlighting the difference between direct and portfolio investment. In the opening chapter
of his thesis, Hymer stresses the importance of the intra-industry nature of such cross investment:
“Furthermore, and this is very important, cross investment often occurs within industries.” (p.
22). He compares two major oil companies, one American (Standard Oil) and one Dutch (Royal
Dutch Petroleum). Both companies invest and borrow in each other’s countries and elsewhere in
the world within the same industry, a phenomenon which is difficult to explain in terms of
interest rate differentials, but “... in the theory of direct investment that is proposed in this thesis,

the behavior is not at all strange but is in fact exactly what one would expect.” (p. 16)

From the outset, therefore, intra-industry investment was seen by Hymer as an integral part of
the theory of international production. The reason for this is simply because 1IFDI represented
the archetypical example of exactly the kind of phenomenon he was interested in highlighting.
For Hymer, it was impossible to explain 11FDI adequately using a theory of portfolio investment
based on interest rate differentials®; rather, Hymer sought to explain capital flows in terms of the
advantages and profitability of individual firms. This was of the essence for his theory of
international operations, a theory which depended not on the incentives for arbitrage and capital
movements provided by international interest rate differentials, but by the desire to control
productive assets in other countries. This is expressed in terms of either removing competition
between enterprises or appropriating fully the returns on certain skills and abilities in conditions
of imperfect product and factor markets. “The motivation for the investment is not the higher
interest rate abroad but the profits that are derived from controlling the foreign enterprise.” (p.
26). Here was a motivation for international (direct) investment which could explain the
existence of cross-investment, even within a single industry, and which appeared to fit with the

facts.

2 Although this, of course, is precisely what Aliber (1970) attempts to do. Significantly, however, Aliber’s theory
depends critically on imperfections in capital markets.



After developing the theory of international operations Hymer turns in chapter 4 of his thesis to
looking at the empirical evidence of international investment in manufacturing, and highlights
five issues which are compatible with his theory of direct investment:

i) Some US industries have more foreign investment than others.

i) A few firms in a few industries account for much of US FDI.

iii) Industries with a lot of foreign investment tend to be relatively highly concentrated.

iv) Most foreign investment is undertaken by large firms.

V) The existence of cross investment, and particularly intra-industry investment.
The last of these is given considerable prominence in supporting Hymer’s thesis:

“One of the most interesting aspects of international operations is that in many of the
industries where American firms have substantial foreign operations, one of the firms
operating in the United States is a foreign firm... The existence of cross investment is, it
seems to me, impressive and not at all contradictory to the theory of international operations
outlined earlier...It appears well worth further study. It occurs often enough to be important

yet not often enough to be a general rule.” (pp. 119-120)

Despite this importance of 1IFDI to Hymer’s central thesis, it is perhaps surprising that he did not
develop the issue in his subsequent writing®. Instead, his attention switched to the effects of FDI
and multinational enterprises, and especially the potentially detrimental impact of multinationals
on economic development. In ‘The Multinational Corporation and the Law of Uneven
Development” (Hymer 1971), he envisaged a global economy in which giant multinational firms
were so powerful that their scope and the spatial distribution of their managerial operations
would have a direct influence on uneven economic development between the nations and regions
of the world. Here, routine, day-to-day activities are spread around the world in search of
location economies and maximum market access opportunities. The coordination of these

routine activities is spatially more concentrated, as there is a need for the multinational enterprise

® There is a brief mention of cross-investment in Hymer (1972), but this goes little further than his 1960 PhD
dissertation.



to access more skilled workers and international communication systems, with the top
management responsible for strategic planning highly concentrated in a few major global cities.
Beneath them lesser cities are organised on a hierarchical basis ranging from regional
headquarters to offices dealing with routine operations. The limited opportunities for movement
of staff within this hierarchy, especially the indigenous staff in the lower-level offices, served to
perpetuate a hierarchy of uneven development and dependence, spatially determined by the

activities of the multinationals.

While Hymer’s analysis of uneven development had a considerable impact on the policies
towards FDI initiated by several Third World countries in the 1960s and 1970s*, it is often now
regarded as over-simplified, and at odds with the prevailing empirical evidence on the beneficial
effects of FDI, and with the majority of national and international policies which are geared
towards encouraging rather than restricting the flow of international capital. National and
regional governments have a long history of offering financial and other inducements to
multinational enterprises in order to encourage the establishment of local production facilities.
While this is done partly in order to benefit from expected direct and indirect employment
increases, there is a recognition among many agencies that the benefits of FDI may go far
beyond those of employment. From a welfare perspective, encouraging inward investment may
be justified if the social returns to FDI exceed the private returns. In practice, such an effect is
usually regarded as being most likely in terms of productivity spillovers: local firms derive some
benefit from gaining access to the firm-specific knowledge that accompanies inward FDI.
Numerous empirical studies during the 1990s indicated that such productivity spillovers from
FDI were real and substantial (for a review of this literature see Blomstrom and Kokko, 1998 and
Gorg and Greenaway, 2004), which undoubtedly further encouraged policy movements in favour

of promoting inward investment.

However, recent developments suggest that Hymer’s analysis of the contribution of MNESs to
uneven development may not be entirely misplaced. First, recent empirical work in the

economics literature has begun to question the extent of (horizontal) productivity spillovers,



especially when the analysis is carried out at the level of the firm rather than the industry (Gorg
and Strobl 2001). Since much of the presumed (indirect) benefit of FDI depends on the
existence of such spillovers, this is an interesting development. In addition, there is now
evidence both that the motivation for FDI has an important effect on the existence and extent of
spillovers, and that spillovers do not run one way from foreign firms to their domestic
counterparts. Specifically, Driffield and Love (2002) show that only FDI motivated by the desire
to exploit the multinational’s ownership advantage leads to positive productivity spillovers,
while that motivated by the desire to access the superior technology of the host country actually
has a negative effect on domestic productivity, while Driffield and Love (2003) provide evidence
for ‘reverse spillovers’ i.e. that technology generated by the domestic sector spills over to foreign
MNEs, but that this effect is restricted to relatively R&D intensive sectors. In many ways, these
findings mirror the results reported for FDI spillovers in developing countries, which are rather
ambiguous. For example, Aitken and Harrison (1999) report a negative industry-level
relationship between FDI and productivity growth in the domestic sector for Venezuela, while
Kathuria (2000), Kokko et al (2001) and Kugler (2005) report ambiguous or conflicting results
for various developing countries.

Second, there is also significant evidence of heterogeneity in the motivation for FDI with
developed countries. One can point to the fact that MNEs clearly do seek to structure their
international operations in ways that exploit location economies, and so contribute to a spatial
hierarchy. For example, Young and Hood (1993) document the ways in which multinational
firms make use of research and consultancy advice on the optimal sites in which to locate
different activities across Europe, with centralised functions such as R&D frequently located in
the heart of Europe, while more peripheral areas are regarded as more attractive for assembly
operations. Third, the analysis so far has considered only inward FDI. In a study of FDI flows
between major industrialised countries over twenty years, van Pottelsberghe de la Potterie and
Lichtenberg (2001) find that outward FDI makes a positive contribution to domestic productivity
in the home country; by contrast, inward FDI has no such effect. The presumed mechanism for

this is that spillover effects are generated by accessing the foreign R&D capital stock in target

* Harry Johnson (1970) was particularly critical of work such as Hymer’s for encouraging the development of
policies by many national governments which sought to restrict inward direct investment, policies which Johnson



countries. They therefore conclude that FDI flows are predominantly technology sourcing in
nature, and that inward FDI in particular represents a ‘Trojan horse’, motivated principally by the
desire to take advantage of the technological base of host countries. This suggests that any
analysis of the impact of FDI on development must take account of inward and outward FDI, in

accord with Hymer’s emphasis on the role of cross-investment.

In the remainder of this paper we re-examine the issue of cross-investment to see whether
Hymer’s insights have stood the test of time. Using data at the sectoral level, by home and host
country, on inward and outward FDI for UK industry, we consider three issues:
1. Is intra-industry cross investment a significant element of total FDI, as Hymer
hypothesised?
2. s the motivation for intra-industry cross investment different from one-way FDI flows,
and what is the pattern of these motivational influences?
3. Is there any evidence of a link between intra-industry cross investment and uneven

economic development?

The first two questions are clearly directly linked to the issues raised by Hymer in his 1960
dissertation. The third is more speculative and tries to establish whether there is any connection
between Hymer’s earlier and later writings. It may be thought that the use of modern data is a
rather unfair test of Hymer’s hypotheses; both goods and factor markets are far more integrated
than they were forty years ago, and many more countries are engaged in outward FDI than was
the case when Hymer wrote his dissertation. Nevertheless, we will argue that Hymer's analysis is
still applicable today to a remarkable degree, and that the insights that he provided are still
relevant. Indeed, it may even be argued that the most striking result of our analysis is how little

the situation has changed since Hymer made his observations.

Il. THE PATTERN AND EXTENT OF INTRA-INDUSTRY FDI IN THE UK

The data employed in the analysis comprise inward and outward FDI flows to (from) the UK

from (to) 42 major investing countries for 23 2-digit manufacturing and service sectors from

saw as (at best) second-best in welfare terms and ultimately damaging to economic development.



1981 to 1996 (though only available annually from 1987 onwards)®. These data illustrate how
little the pattern of intra-industry FDI appears to have changed since Hymer first considered this
issue. Figure 1 illustrates that even as recently as 1996, 1IFDI still accounted for over 90% of all
FDI flows to and from the UK. While there has been some variation since 1981, the percentage
of FDI that is intra-industry is consistently high. The scale and scope of both inward and outward
FDI in the UK is well understood, so it is perhaps surprising that the relative importance of intra-
industry FDI has not diminished over the period. This is even more remarkable when one
considers the industrial and geographic patterns of intra-industry FDI over time. To do this we

use the standard measure of intra-industry FDI:

OFDI, + IFDI, —|OFDI, — IFDI,
OFDI, + IFDI,

IIFDI, =

where IFDI is inward FDI; OFDI is outward FDI; i= industries 1....n; j = countries 1....r. This
measure therefore takes the value 1 where inward and outward FDI are equal, and 0 where FDI is
all one way. It is analogous to the Grubel-Lloyd index of intra-industry trade (Grubel and Lloyd
1975), and is the standard measure in empirical analysis of intra-industry FDI (Greenaway et al
2001).

Tables 1 and 2 present the average values of the measure of intra-industry FDI flowing to/from
the UK for industries and countries respectively. Thus in Table 1 IIFDI; is averaged across
countries at the 2-digit level, while in Table 2 1IFDI;; is averaged across sectors. What is striking
in both tables is how concentrated intra-industry FDI is, even as late as 1996. Table 1 shows that
intra-industry FDI is concentrated in perhaps seven of the 23 sectors, largely those that are seen
as being ‘globalised” such as financial services, transport equipment, paper and printing and
mechanical and electrical engineering. The table also illustrates that certain sectors traditionally
thought of as having high levels of intra-industry FDI, such as chemicals, food and drink or
textiles, have seen dramatic reductions in the scale of intra-industry FDI, largely because of the

increase in the geographical spread of outward FDI from the UK, while inward FDI into the UK

® Table A1 in the appendix lists these countries and sectors in full. Figure 1 is compiled using the measure of 1IFDI
discussed in the text.



has if anything become more concentrated in terms of source countries. It is also noticeable that
certain sectors such as rubber have high levels of intra-industry FDI, largely because FDI to and
from the UK is concentrated in just a few countries. Finally, the data also show that intra-
industry FDI is high in sectors such as services and distribution, perhaps suggesting that MNEs

enter each other’s markets through distribution or services rather than manufacturing.

The country-specific averages of IIFDI intensity are perhaps more informative (Table 2)°. These
suggest that intra-industry FDI is concentrated in just a few countries, notably the EU states and
North America. The figures for these countries are largely stable over time, as are the number of
industries with either one-way or two-way FDI in each country. One country that shows a large
increase in intra-industry FDI with the UK is Japan, largely as a result of a twelve-fold increase
in UK outward FDI to Japan over the period. These is some evidence of intra-industry FDI
becoming less important in some of the smaller countries such as Holland, Belgium and Finland,
as increased integration appears to have reduced FDI flows from the UK to these countries. This
confirms the likely relationship between FDI, market size and transport costs suggested by
Rowthorn (1992) in a formal re-statement of Hymer and Rowthorn (1970). This suggests that
market size is an important determinant of intra-industry FDI, and that as artificial trade costs are
reduced then intra-industry trade will increase as intra-industry FDI becomes less attractive. It is
also clear, confirming what Hymer wrote nearly forty years ago, that not only is intra-industry
FDI a function of country size, but also strongly related to the levels of development. South
Korea and Russia, for example developed their manufacturing and trading sectors relatively
rapidly in the latter part of the period, leading to outward FDI. Interestingly, there is no intra-
industry FDI with China in this period, as the data show no outward FDI from China to the UK.

Clearly, therefore, Hymer was correct in his assertion that IIFDI was an important phenomenon;
indeed he may have significantly underestimated the extent of intra-industry FDI. Forty years
after his analysis was undertaken, the vast majority of FDI flowing from and to the UK is of this
type, and it demonstrates a geographical and sectoral pattern consistent with Hymer’s analysis.

We now turn to the motivation for, and possible effects of, intra-industry FDI.

® For reasons of space, countries with no intra-industry FDI with the UK are omitted from the table.



I1l. THE MOTIVATION FOR (INTRA-INDUSTRY) FDI

Conceptual taxonomy

We begin by developing a simple taxonomy of motivation for FDI, building on the theoretical
and empirical literature, and extending the analysis of Love (2003) and Driffield and Love
(2002) on technology sourcing versus technology exploiting as a motivation for FDI. This

taxonomy allows for both ownership and locational influences on FDI flows (Figure 2).

The classic ‘ownership’ advantage involves some form of technological superiority; thus where a
company has some competitive advantage over its rivals, and where for reasons of property
rights protection licensing is unsafe, a company will set up production facilities in a foreign
country through FDI, as long as there are specific advantages in the host country which make
FDI preferable to exporting. This traditional analysis of why a firm seeks to undertake FDI is
articulated by Buckley and Casson (1976) and Dunning (1979, 1988, 1993). The necessary
condition within this framework for a firm to undertake FDI is that it owns an asset that provides
some essential advantage for the inward investor over host country firms. More recent literature,
based on Cantwell (1989, 1991) or Pearce (1999) has characterised such advantages being
generated through R&D, and linked to the exploitation of economies of scale. Indeed, recent
applied work in this area attempting to characterise ownership advantages in a given location
suggests that new technology and quality of the capital stock are key variables (see, for example,
Oulton 2001, Griffith 1999, Griffith and Simpson 2001 and Criscuolo and Martin 2004).

This is the technology exploiting motivation. However, recent theoretical work has given
renewed impetus to something long recognised in the literature, that a possible motive for FDI is
not to exploit proprietary technology, but to access it: thus technology sourcing may be the
motive for FDI. Typically, research in this area is founded in the ‘new 10’ literature, based on
game theory or oligopolistic interaction. Rowthorn (1992), for example, shows that multinational
firms undertake FDI to protect their home markets, while Bhagwati et al. (1992) show that FDI
occurs in order to facilitate tariff jumping. Fosfuri and Motta (1999) question the need for firm-

specific advantages to give rise to multinational activity, and provide a formal model of FDI in

10



which the motivation is not to exploit existing technological advantages in a foreign country, but
to access such technology and transfer it from the host economy to the investing multinational
corporation via spillover effects. In a related analysis, Kuemmerle (1999) distinguishes between
‘home-base exploiting’ (HBE) FDI and ‘home-base augmenting’ (HBA) FDI. The former is
undertaken in order to exploit firm-specific advantages abroad, while the latter is FDI undertaken
to access unique resources and capture externalities created locally’. This possibility has had
some policy influence in the United States and Europe, with concerns that the technological base
of these economies may be at risk through the technology sourcing activities of Japanese and US
corporations respectively (Kogut and Chang 1991; Neven and Siotis 1996)°.

The focus on technology in explaining flows of FDI, however, ignores the second pillar of
Dunning’s (1979) analysis of FDI, location advantage. We therefore extend the analysis of the
technology exploitation/sourcing motivation by allowing for the key element of locational
influence. The analysis here concerns the benefit conferred on the organisation by its decision to
operate in a particular host location. This is generally related to country specific phenomena, or,
within the international economics literature, the factor endowments of a particular country or
region. The importance of location advantage within the context of FDI and development is
discussed by Narula and Dunning (2000): they focus on the heterogeneity of location in the
context of factors that act to attract FDI, though largely from the perspective of the ability of
policy makers to attract FDI in developing countries. The analysis of Narula and Dunning does,
however, highlight the distinction between ‘efficiency seeking’ and ‘market seeking’ FDI
attracted to developing countries. Our analysis aims to extend this, by combing this with the
technology sourcing/ technology exploiting distinction outlined above, acknowledging that in
terms expressed by Narula and Dunning (2000) ‘ownership’ and ‘location” phenomena may not

be discussed separately when considering heterogeneity in FDI.

The economics literature consistently shows empirically that factor cost differentials, and in

particular unit labour cost differentials (wages adjusted for productivity differences), are an

" A similar idea is evident in the “strategic asset seeking behaviour’ identified by Dunning and Narula (1995).
® However, in a detailed analysis of US direct investment flows, Love (2003) finds little evidence of technology
sourcing as a motivation for FDI.
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important determinant of FDI flows. This is evident even in FDI between advanced
industrialised economies (Pain, 1993; Bajo-Rubio and Sosvilla-Rivero, 1994; Barrell and Pain,
1996; Love and Lage-Hidalgo, 2000; Love, 2003). Thus, we have a simple model illustrating the
alternative motivations for FDI, based on technology differences and factor cost differences
(Figure 2). Crucially, this is at the sectoral level within countries, not merely at the national level.
Technology is measured by R&D intensity (RDI) differentials®, while costs are measured in

terms of unit labour costs.

The quadrants on the top row both have some technology sourcing element. The top-left
quadrant is where the host economy is more R&D intensive and has lower unit labour costs than
the source investor (at the industry level). This implies inward investment which is technology
sourcing and has the additional advantage of exploiting the host’s locational advantage (lower
unit labour costs). The top-right quadrant is ‘pure’ technology sourcing investment, attracted by
the host’s higher R&D intensity despite its higher unit labour costs. The quadrants on the
bottom row of Figure 2 both have technology exploitation, that is the traditional ownership
advantage, as the key motivational element. The bottom-left quadrant has the additional
advantage of lower host unit labour costs, suggesting an ‘efficiency seeking” motivation
(Dunning, 1998).  The final quadrant is the ‘pure’ ownership advantage motivation, where
source-country R&D intensity is greater than that of the corresponding host sector and FDI

occurs despite the host sector having higher labour costs™.

The motivational pattern of FDI for the UK

The analysis now turns to a sub-sample of the data used earlier, largely manufacturing, and
covering the main FDI partners of the UK. Data on unit labour costs and R&D intensities for
non-OECD countries are scarce, and so our analysis is limited to those OECD countries with

which the UK has significant FDI flows. The data employed in the analysis comprises inward

® There are numerous measures of R&D intensity, such as the share of total national R&D, or the share of worldwide
industry level R&D. However, as we wish to compare international R&D intensities at the sectoral level, we use
R&D as a proportion of value added, in order to remove simple size effects.

1% We recognise, of course that labour costs not the only possible locational advantage, and accept that this simple
taxonomy appears to ignore so-called ‘resource seeking’ FDI. However, the availability of natural resources will be
strongly related to efficiency, and so this effect should be captured in Figure 2.
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and outward FDI flows to (from) the UK from (to) 13 major investing countries for 11
manufacturing sectors and 9 years (1987-95). These countries include all of the major direct
investors into and out of the UK and collectively account for over 90% of the total overseas
direct investment flows to and from the UK over the relevant period. The manufacturing sectors
are at the two digit level, the lowest level of aggregation compatible with combining Office for
National Statistics (ONS) and OECD data for the relevant countries. The data on FDI outflows
and inflows were provided by ONS; data on international sector-specific R&D intensities were
derived from the OECD’s ANBERD and STAN databases, for R&D expenditure and value
added respectively; unit labour cost data were also provided by the OECD. Details of the

countries and sectors in the sub-sample can be found in the Appendix (Table Al).

Taking the UK as the host economy for inward FDI, Figure 3a is identical to Figure 2. Figure 3b
shows the same four-quadrant diagram, but this time taking the UK as the source country (i.e.
FDI flows from the UK). Here the motivations listed in each quadrant are of course the reverse
of 3a, because the UK is now the home country. The patterns of inward and outward investment
show some marked differences. Only 27% of investment flowing into the UK is from counties
with higher sectoral unit labour costs. By contrast, over 80% of outward FDI goes to
destinations with lower unit labour costs than the UK, with the majority of it (50% of total
outward FDI) going to countries with higher R&D intensity than the equivalent UK industry.
The main destinations for this investment is the United States, France and Germany; the fact that
these relatively high-wage economies have lower unit labour costs than the UK in certain
industries suggests a productivity difference motivation for FDI from the UK.  This in turn
suggests potential difficulties for UK unskilled workers: they face competition not only from low
wage economies, but also from high-wage economies with higher productivity. Figures 3a and
3b also indicate that technology sourcing is also a major motivating factor for outward FDI
(61%) but not for inward FDI (24%), perhaps giving dome credence to the argument of van
Pottelsberghe and Lichtenberg (2001) that much outward FDI is undertaken with a view to

receiving beneficial spillovers resulting from the accessing of foreign R&D stocks.

Figure 4 shows the same four-quadrant diagram, but this time separately for intra-industry FDI

and one-way FDI. Given the dominance of intra-industry FDI in overall UK FDI, one might
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expect the motivational patterns of IIFDI and one-way FDI to be identical. For inward
investment, the 1IFDI and one-way FDI patterns are indeed virtually identical, and therefore very
similar to the overall investment pattern. However, there are marked differences between the
IIFDI and one-way investment patterns for outward investment flows. Both IIFDI and one-way
FDI display the tendency to flow predominantly to destinations with lower unit labour costs than
the UK, but 75% of IIFDI derives from technology sourcing and/or locational advantage
motivations while only 14% of one-way FDI is motivated by these influences. The vast majority
(77%) of outward one-way FDI is motivated by ownership advantage/efficiency seeking
influences i.e. takes place in sectors in which the UK has both higher R&D intensity and higher
unit labour costs than the host economy: less than one-fifth of 1IFDI flows from the UK displays
this pattern. This undoubtedly reflects the industry and country pattern of UK FDI revealed in
Tables 1 and 2, with UK companies investing in low-wage sectors/economies which do not

themselves invest in the UK.

This analysis of FDI motivation illustrates three key issues. The first is the importance of the
ownership advantage for FDI into the UK. More than three-quarters of total inward FDI is
motivated by some ownership advantage, and 60% of this occurs despite the UK having some
unit labour cost disadvantage compared with the source economy. Second, low unit labour costs
are a crucial determinant of FDI flowing from the UK. Finally, and most germane to the present
discussion, is the motivational pattern of intra-industry FDI. Despite the predominance of IIFDI
in total UK foreign direct investment, there is clear evidence of a different motivational pattern

between intra-industry and one-way investment out of (but not into) the UK.

IV. INTRA-INDUSTRY FDI AND UNEVEN DEVELOPMENT

Starting with the motivational taxonomy, one can demonstrate, following Driffield and Love

(2002), that FDI motivated by different factors will have different impacts on both host and

source countries. In Figure 3a for example (inward investment into the UK), the beneficial

11t should be noted that due to the lack of comparable R&D data, several potential host countries for one-way
outward FDI are excluded from our analysis, notably China, Vietnam and Malaysia. It is reasonable to assume that
all the FDI from the UK to such locations is in the R&Dyk > R&Dy, ULCyk > ULCy category, so if anything the
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effects of inward investment are likely to be limited to sectors in the bottom right quadrant. Here,
inward FDI introduces superior technology into the UK, and into relatively high wage industries.
Such industries would be expected to be able to assimilate any new technology, thus maximising
technological externalities, as well as experiencing growth effects and possibly efficiency
effects. There is a large literature on externalities from inward FDI and the importance of
absorptive capacity, catching up, and the ability to assimilate externalities; see for example
Blomstrom et al (2001) for a summary, or more recently Keller (2004). In the context of inward
investment into the UK, this suggests that investment into the South East of England will have
the greatest technology transfer effect, with the region gaining from spillovers and the creation of
skilled employment.

However, Figure 3a also suggests that a large proportion (over 25%) of inward investment into
the UK is into sectors where labour costs are lower in the UK than they are in the source country.
This is indicative of the types of inward investment projects that most often receive media
coverage, often greenfield investment in regions of high unemployment. While such investment
generates employment, it is far less likely to generate further social returns in the form of
technology spillover or upskilling effects. This is discussed in some detail in Driffield and Taylor
(2000), and in the context of regional disparities in Bailey and Driffield (2003). Figure 3a also
illustrates that 22% of inward FDI may be considered technology-sourcing FDI, in the sense that
R&D intensities are lower in the source country than in the UK. More than half of this is in
industries where UK labour costs are above those of the source country at the industry level, so
efficiency seeking cannot be the motivation for entry into the UK. This gives support to the
arguments of Coe and Helpman (1995) and van Pottelsberghe and Lichtenberg (2001) that FDI
acts as a vehicle for international technology transfer. It would appear, however, that this is a
phenomenon limited to transfers between developed countries. This provides significant support
not only for Hymer’s hypothesis that FDI in general is associated with increased disparities
between rich and poor countries, but that intra-industry FDI in particular is associated with this
process. The data presented in Table 2 suggest that certain countries, such as the Czech Republic

or Russia have reached the stage of development where intra-industry FDI becomes feasible, but

estimate of 77% in table 4f may be an underestimate. As the data indicate that there is no inward FDI from these
countries, the other tables are unaffected.
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the number of countries that have generated intra-industry FDI from a base of zero over the

period is limited to those two.

Turning now to the importance of outward FDI, Figure 3b suggests that over 80% of outward
FDI from the UK is targeted at locations with lower unit labour costs than the UK. This suggests
that the beneficial effects to the host country are likely to be limited to employment and export
generation, and some limited exposure to relatively low level imported technology. The
relatively well-publicised relocations of Dyson to Malaysia and Dr Martens to China are perhaps
good examples of this type of outward FDI. While it is likely that such FDI is beneficial to the
competitiveness of UK firms overall, in the traditional mode of R&D being done at home with
low value activities transferred abroad, this is again suggestive of the uneven development
hypothesis suggested by Hymer. Such efficiency-seeking FDI is probably beneficial to the
owners of capital, and to skilled labour in developed countries, while it has a detrimental effect
on the returns to unskilled labour in developed countries. Regions of the UK suffering from
structural unemployment are likely therefore to be the main losers in this process, such that both
outward and inward FDI act to increase inequalities between regions, and between occupational

groups, even within a developed, industrialised economy.

Does intra-industry FDI exacerbate uneven development?

One reason for focussing here on intra-industry FDI as a distinct phenomenon is that the
distribution of one-way and intra-industry FDI is very different across the quadrants of Figure 2.
Intra-industry FDI is very much a developed world phenomenon, and so is relatively unlikely to
impact on the demand for unskilled workers. Figure 4 illustrates this: the proportion of outward
FDI from the UK going to countries with lower labour costs is higher for one-way than for intra-
industry FDI. Figure 4 particularly demonstrates that one-way FDI conforms far more closely to
the standard explanations of FDI than does intra-industry FDI. This may well explain why there
has been so little focus on intra-industry FDI within the international business literature. Many
explanations for intra-industry FDI are based on the analysis of intra-industry trade and the
concept of vertical differentiation — the developed world carrying out high value-added activities

with the developing world focussing on labour-intensive technology. The data presented here
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suggest that FDI contributes to this developmental process, but that the impacts of IIFDI and
one-way FDI are probably very different. One-way outward FDI from the UK is far more
focussed towards those host locations that are both cheaper and less technologically intensive
than the UK. Indeed this quadrant accounts for 77% of one-way outward FDI, while only 19% of
outward intra-industry FDI is of this type. This suggests that intra-industry FDI is explained by
oligopolistic interaction between developed world multinationals, while one-way FDI out of the
UK appears to be attracted to locations with low wage costs. As such, the uneven development
concerns of intra-industry FDI are related to the extent to which this represents technology
transfer between developed countries, with developing countries unable to access these flows of
technology. One-way outward FDI from the UK represents UK multinationals seeking lower

cost locations, with correspondingly limited flows of technology to the developing world.

Hymer foresaw a situation where low-level day-to-day activities would seek the lowest possible
costs, while intra-industry FDI would represent an essential aspect of competition between
leading firms. The analysis presented here suggests that in, Hymer’s terms, intra-industry FDI
represents competition between firms seeking to access each other’s home markets by seeking to
locate in global and regional centres. This is a potential explanation for why intra-industry FDI in
the service, banking and distribution sectors has been high for the past twenty years, and appears
to be growing. By contrast, one-way FDI spreads around the world in search of low costs and
market access. To quote Hymer, global cities would become the “major centers of high-level
strategic planning” (1971: 124) whilst lesser cities would be organised on a hierarchical basis
ranging from bases for regional headquarters down to sites dealing with merely day-to-day
operations. The data presented and discussed here are consistent with this, as sectors associated
with high levels of technological competition through R&D demonstrate high levels of intra-
industry FDI. Such sectors include electrical engineering, transport and instrument manufacture.
Hymer emphasised how FDI would perpetuate the system of ‘trickle-down’, where only basic
technology is transferred to lower cost centres. This is illustrated by the reduced importance of
intra-industry FDI in sectors such as chemicals and food; as technology becomes more
standardised, FDI becomes efficiency seeking rather than technology sourcing. Further,

traditional industries that are often thought of as being low technology sectors, such as textiles
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and paper, printing and publishing, have also seen a shift from intra-industry FDI to one-way

outward FDI from the UK, towards lower cost locations.

V. CONCLUSIONS

The work of Stephen Hymer foreshadowed much of the modern debate on globalisation.
Hymer’s initial concern was to show that intra-industry FDI was a form of international
investment which could not be explained by interest rate differentials, which had its own
motivational patterns, and which was commonplace. In this he succeeded admirably. But what
Hymer never did in any explicit sense was to link the issue of intra-industry FDI per se directly
to his subsequent work on multinationals and uneven development. This paper represents an
attempt both to place one aspect Hymer’s work in a modern context, and to make a link between

intra-industry FDI, uneven development and the globalisation debate.

The data presented above illustrate that intra-industry FDI is at least as important now as it was
when Hymer presented his analysis more than forty years ago. It is therefore clear that Hymer
was correct in his belief that intra-industry FDI was important both as a proportion of total global
direct investment, but also because of its motivational influences. But the data also suggest that
a link can indeed be made between intra-industry FDI and uneven development. It is evident
that intra-industry FDI remains a developed world phenomenon, and so is strongly related with
the ‘top tier’ of locations in Hymer's later analysis. There is some evidence of countries being
able to make the leap to benefit from these two-way flows, but this seems limited to isolated
industries in one or two countries. Intra-industry FDI in the UK is associated with technology.
Inward intra-industry FDI largely follows that standard pattern of FDI described by Hymer and
by Dunning (1958); it is associated with firms seeking to exploit their technological advantages
over host country firms. Outward intra-industry FDI from the UK is largely associated with UK
firms seeking to exploit the locational advantages offered by countries and sectors with higher
R&D intensities but lower labour costs than the UK, traditionally a high wage country. This
pattern is suggestive, as the data bear out, of inward investment FDI representing flows between

the EU and North America, and more recently Japan.
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Thus, in Hymer’s terms, intra-industry FDI does appear likely to foster further uneven
development. European, North American and Japanese firms clearly engage in FDI in order to
compete in each other’s markets, and also to coordinate activities between global and regional
centres. While this may be argued to be merely a symptom of uneven development rather than a
cause, it is clear that increased flows of technologically motivated FDI between the so called
‘triad’ locations are limiting the exposure to new technology that other countries can have.
Equally, one-way outward FDI from these developed countries is growing in scale and scope,
seeking more efficient locations for low value-added activity. There is also evidence that the
number of industries now seeking to do this is increasing, with call centres from the UK moving
to India for example. This pattern of intra-industry FDI has implications for the less developed
regions within developed countries, as multinational activity becomes more concentrated in ‘high

level’ or strategic locations, and low production facilities is relocated abroad.

The arguments concerning the impacts of FDI in both host and source countries are discussed in
many general texts on globalisation. Of particular relevance here are the arguments concerning
the impact that capital flows have on the relative returns to skilled and unskilled labour (as well
as capital) in both host and source countries. The analysis presented here suggests that intra-
industry FDI is very much a ‘developed world” phenomenon, with countries such as Russia and
The Czech Republic appearing in the intra-industry FDI data once they have reached a given
level of development. As such, in the terms expressed by Bhagwati (2004), for example, intra-
industry FDI is unlikely to have an immiserising effect on either developing country workers, or
unskilled workers in developed countries. It is more likely to lead to agglomerations of activity
in certain sectors, in the way suggested by Hymer, with limited ‘trickle down’ development for
developing countries. One-way outward FDI from developed countries may well have an
immiserising effect on unskilled workers in developed countries, in the way outlined in the
famous paper by Feenstra and Hanson (1999); but it is clear that in this context one-way and

two-way FDI must be seen as different phenomena within the debate on globalisation.
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Figure 1: Intra-industry FDI as a proportion of total UK FDI
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Table 1: Industrial patterns of UK intra-industry FDI.

1981 1984 1987
Agriculture, forestry &
fishing 0.010 0 0
number of countries 1 0 0
Chemicals 0.167 0.150 0.150
number of countries 9 5 5
Construction 0.321 0.123 0.061
number of countries 7 2 2
Distribution 0.267 0.348 0.333
number of countries 15 14 14
Electrical engineering 0.222 0.191 0.148
number of countries 11 6 5
Energy - 0 0
number of countries 0 0 0
Food, drink, tobacco 0.202 0.087 0.122
number of countries 9 2 2
Hotels/Catering & property 0.065 0.091 0.003
number of countries 5 2 1
Insurance Companies - 0.062 0.188
number of countries 0 3 5
Mechanical and instrument
manufacturing 0.262 0.198 0.256
number of countries 10 4 7
Metal manufacturing 0.176 0.229 0.108
number of countries 6 1 1
Other financial institutions 0.258 0 0.153
number of countries 7 0 3
Other manufacturing 0.296 0.292 0.150
number of countries 11 7 4
Other services 0.178 0.121 0.254
number of countries 11 5 7
Paper, printing and
publishing 0.308 0.123 0.082
number of countries 6 2 2
Rubber 0.153 0.176 0
number of countries 5 2 0
Shipbuilding 0 - -
number of countries 0 0 0
Shipping 0.121 0 0.074
number of countries 3 0 1
Textiles, leather, clothes 0.493 0.031 0.132
number of countries 7 1 3
Transport (excl shipping) 0.080 0.096 0.124
number of countries 6 4 4
Vehicles 0.079 0.053 0.049
number of countries 5 1 2
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0.221

0.005

0.385

15

0.153

0.047

0.073

0.049

0.153

0.349
10
0.304
0.092
0.285

0.129

0.195

0.034

0.145

0.090

0.093

0.124
3

1993

0.097
0.246
0.283
14
0.204
0.087
0.120

0.026

0.286

0.218

0.159

0.255

0.237
12

0.141

0.312

0.174

0.100

0.160

0.132
4

1996

0.073

0.042

0.238

15

0.249

0.080

0.051

0.075

0.147

0.324
11
0.159
0.040
0.260

0.128
11

0.191

0.186

0.086

0.087

0.363

0.128



Table 2: Geographical pattern of UK intra-industry FDI.

country 1981 1984 1987 1990 1993 1996
AUSTRALIA 0.138 0.001 0.116 0.046 0.116 0.071
number of industries 10 2 4 3 7 4
AUSTRIA 0.228 0.158 0.068 0.127 0.033 0.053
number of industries 4 1 1 1 1 1
BELGIUM 0.340 0.189 0.164 0.212 0.129 0.076
number of industries 10 4 4 6 5 2
CANADA 0.289 0.126 0.177 0.179 0.325 0.260
number of industries 14 5 5 6 9 9
CHINA -- 0 -- 0 0 0
number of industries 0 0 0 0 0 0
DENMARK 0.433 0.197 0.122 0.285 0.305 0.274
number of industries 8 2 1 4 6 7
FINLAND 0.024 0.490 0.311 0.267 0.058 0.087
number of industries 1 1 1 1 2 1
FRANCE 0.306 0.268 0.286 0.289 0.396 0.239
number of industries 11 7 8 10 14 13
GERMANY 0.335 0.301 0.308 0.226 0.349 0.343
number of industries 12 9 10 9 13 11
HONG KONG 0.148 0.014 0.001 0.030 0.050 0.007
number of industries 6 2 1 2 3 2
IRISH REPUBLIC 0.167 -0.007 0.024 0.098 0.137 0.134
number of industries 7 0 1 3 4 5
ITALY 0.159 0.042 0.100 0.115 0.075 0.115
number of industries 6 1 2 2 1 3
JAPAN 0.110 0.023 0.037 0.147 0.323 0.421
number of industries 6 1 3 6 8 8
MALAYSIA 0.040 0 0 0 0 0
number of industries 3 0 0 0 0 0
NETHERLANDS 0.667 0.282 0.303 0.338 0.356 0.321
number of industries 15 7 8 12 14 15
NORWAY 0.029 0.055 0.042 0.158 0.210 0.139
number of industries 2 1 1 2 2 2
RUSSIA 0 0 0 0 0 0.106
number of industries 0 0 0 0 0 1
SOUTH KOREA 0 -- -- 0 0 0.162
number of industries 0 0 0 0 0 1
SPAIN 0.056 0.006 0.002 0.001 0.008 0
number of industries 3 1 1 1 1 0
SWEDEN 0.262 0.237 0.106 0.219 0.205 0.239
number of industries 9 2 3 5 5 6
SWITZERLAND 0.295 0.289 0.146 0.238 0.253 0.268
number of industries 14 6 6 7 11 9
USA 0.455 0.422 0.458 0.554 0.464 0.539
number of industries 17 16 17 18 17 19
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Figure 2: Taxonomy of motivations for FDI
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Figure 3. Motivation for inward and outward UK manufacturing FDI, 1987-95 (total figures)
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Figure 4. Motivation for inward and outward UK manufacturing FDI, 1987-95 (intra-industry and one-way FDI)
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Table Al

Countries and Sectors included in the analysis

Countries
Australia*
Austria
Belgium
Brunei
Bulgaria
Canada*
China
Cyprus
Czech Republic
Denmark*
Finland*
France*
Germany™*
Gibraltar
Greece
Hong Kong
Hungary
Iceland
Indonesia
Irish Republic
Italy*
Japan*
Malaysia
Malta
Netherlands*
Norway*
Philippines
Poland
Portugal
Romania
Russia

Serbia & Montenegro

Singapore
South Korea
Spain*
Sweden*
Switzerland
Taiwan
Thailand
Turkey
USA*
Vietnam

Sectors

Agriculture, forestry & fishing
Banks

Chemicals*

Construction

Distribution

Electrical engineering*
Energy

Food, drink, tobacco*
Hotels/catering & property
Insurance companies

Mechanical and instrument manufacturing*

Metal manufacturing*

Mining & quarrying

Other financial institutions
Other manufacturing®

Other services

Paper, printing and publishing*
Rubber*

Shipbuilding*

Shipping

Textiles, leather, clothes*

Transport & Communication (exc. shipping)*

Vehicles*

“ Countries and Sectors used in Tables 3 and 4
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