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INTEGRATING BUSINESS AND LOCATION 

An Overview of Two Theoretical Frameworks on Multinational 

Firms 

Yuko Aoyama 

This article presents an emerging theoretical 
framework on the locational dynamics of multinational 
firms in the 1 990s. Until recently, theories on 
multinational firms have developed separately in two 
fields, one in the business/economics literature, with 
a focus on the logic of competition, and another in 
the economic geography literature, with a focus on 
locational dynamics. The article reviews existing 
theories in these two traditions and then describes 
the emerging views of the 1 990s, which address 
competition and location simultaneously. The article 
argues that the development of an integrated 
framework is useful for understanding the increasing 
importance of location in the competition among 
multinational firms. 

The emergence of multinational enterprises ( M N Es) in the 
1 9 50s onwards represented a decentra lization of 
manufacturing activities to a degree unknown to the history of 
industrialization . Tha nks to the development of information and 
comm unication technologies, expansion of MNEs to a l l  four 
corners of the world has become an emergent reality rather 
than a distant possibil ity . However, by the late 1 980s, it was 
clear that decentra l ization had not become a pervasive trend in 
industria l  location . In  fact, firms continue to agglomerate in 
certain selected regions . Regional governments, armed with 
various incentives to attract these supposedly footloose 
industries, have had m ixed results . 

Many theories have emerged in the field of industrial 
geography in an attempt to explain this pervasive 
agglomeration . 1 However, these theories tend to focus on 
indigenous industries and domestic capita l .  An alternative 
a pproach, which has emerged in the business and management 
literature, has focused on the activities of multinational f irm s .  
In t h i s  approach,  t h e  focus h a s  been on t h e  advantages o f  
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multinational activities over those of solely domestic 
operations, and discussion of the specific location patterns of 
these firms is secondary if present at a l l .  

These processes of  g lobal ization and regionalization, 
occurring simultaneously, involve complex forces that warra nt 
investigation . This paper aims at developing a cross
disciplinary understanding of the behavior of multinational firms 
within this context . This wil l  be accomplished by reviewing 
both:  1 )  the business and ma nagement literature on 
multinational firms, and 2)  the geographic literature, which 
more specifically addresses spatial questions. Then attem pts 
wil l  be made to develop a conceptual framework that al lows us 
to better understa nd multinational t:rm behavior in the context 
of the 1 990s . 

M ultinational Firms from the Business/Management 
Perspective 

Multinational firms existed centuries ago .  Until the postwar 
period, however, most of them were primarily trading 
companies, such as the East India Company.  Multinational 
firms operating ma nufacturing facil ities in va rious countries 
became a major phenomenon only after World War I I .  Typical ly, 
a formerly domestic firm would make the tra nsformation to a 
multinational firm through the direct investment of plant and 
ca pital onto foreign soi l .  The business and management 
literature has primarily dealt with the timing and threshold 
nature of this transformation, and with explaining the 
transformation within the firm ' s  economic rationale . I n  the 
following sections, this literature wil l  be organized along four 
main trends of thought: 1 )  the neoclassical vs.  radical  
economics debate, 2 )  product cycle thesis, 3) "ec lectic " 
theory, and 4) the economics of internalization.  

Neoclassical vs. radical economic perspectives 

Until the 1 9 60s, the economic paradigm on 
multinationalization was dominated by economists who 
considered interest-rate differentia ls, or relative factor prices in 
a perfectly com petitive environment, the primary driving force 
of foreign direct investment ( FDI ) .  Aliber developed a theory in 
which he argues that foreign investments result from the 
tradeoff between ta riff barriers and economies of scale (Aiiber 
1 970) . The underlying assum ption is that domestic production 
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reduces costs by achieving economies of scale,  whi le foreign 
production reduces costs by avoiding ta riff barriers . Therefore , 
the timing of the shift from domestic to foreign production 
depends on the cost of production and the level of ta riffs 
appl ied for that product. 2 Aliber's theory does not consider 
factors such as ski l l  levels, unionization rates, and technological 
progress.  Furthermore, he operated under the assumptions 
that products are standardized with no technological barriers 
and that labor is uniform across borders . 

Market imperfection as a driving force of multi
nationalization 

Hymer ( 1 960) was a pioneer in multinational firm theory 
from a radical perspective because of his departure from such 
neoclassical views. Hymer argues that m ultinationa l  firms arise 
due to market imperfections .  He identified four factors that 
ca use the rise of multinational firms: 1 )  market imperfections in 
the goods markets (e . g . ,  special  marketing ski l ls) ; 2 )  market 
imperfections in  factor markets (advantages in ra ising capital ,  
superiority of management or special  patents and genera l  
superiority in  technology ) ;  3) internal and external economies of  
sca le  ( the  latter l inked to vertical  integration) ; and 4)  
governments' interference with  production or trade . 

Through his ela boration of these market imperfections, 
Hymer has been credited with ra ising the issue of control over 
overseas market§ as an important aspect of 
multinational ization . The control over overseas ma rkets has 
clearly been one of the major reasons for foreign direct 
investment by Japanese firm s .  The consumer e lectronics 
industry, particularly television production, needed a significant 
level of product adjustment for each market, due to the 
differences not only in e lectrical supply but also in broadcasting 
systems.  Hymer's theory in th is  sense appl ies wel l  to this 
Japanese industry, perhaps more than later theories which tend 
to focus on ' push' factors rather than ' pul l '  factors. Hymer's 
theory explains why firms might have a vested interest in 
shifting outside of their domestic boundary to produce in 
overseas markets . 

Hymer's argument that local firms hold natural advantages 
over foreign investors has been criticized by contemporary 
theorists, who argue that it is in fact foreign investors that 
often have natural advantages over local firms because of their 
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global access to capital, technology, and management skil ls 
( Dicken 1 994) . Foreign investors also may have better abi l ity 
to ta ke advantage of the economies of scale ( K indleberger 
1 969; Taylor and Thrift 1 982) . 

While cost-based theories may explain the shift from export
based production to foreign direct investment, they have 
become a target of criticism for those who consider innovation 
the key for economic growth . Also, these theories do not 
explain sufficiently why certain operations are offshored while 
others are not. This gap was fil led in part by Vernon, who 
argues in his product cycle theory that technological capacity is 
a factor of multinationalization .  

Product-cycle Theory 
Internationalization 

and its A pplication to 

The product cycle theory of multinational firms is perhaps 
the most directly relevant tradition in the study of industrial 
location . Hirsch ( 1 965,  1 967) was one of the first to assess 
the product life cycle in relation to technological and labor 
requirements . Based on a case study of the U . S .  electronics 
industry in the 1 960s, Hirsch argued that products in fact 
become increasingly capital intensive as process technologies 
mature from initial research and development to mass 
production and distribution . Hirsch then concluded that the 
U . S .  is the most com petitive location in the initial phase of 
industrial development in the e lectronics industry , when highly 
skil led labor is required .  As the industry matures, the U . S .  
loses its com petitiveness t o  other locations offering low-cost, 
low-wage labor better suited for mass production .  

Vernon approached the process of  internationalization based 
on these existing theories . In an atte mpt to articulate the 
timing of firms' engagement into multinational activities, 
Vernon developed his product cycle theory . 4 According to 
Vernon, firms have an added incentive to expand their ma rkets 
across national boundaries as a product enters a mature stage .  
This occurs due to an increasing concern over production costs 

and the resulting interest in taking maximum advantage of 
increasing returns to scale . For these reasons, firms eventually 
shift their production overseas to take advantage of the low 
labor cost in the developing countries . 

According to Vernon, producers are less concerned with the 
cost of labor and capital at the initial stage of product 
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introduction (Vernon 1 97 1 ) .  This is because of the h i g h  degree 
of product differentiation and the resulting product monopoly of  
the early stages.  Therefore , at the initial stage,  a f irm ' s  
locational decision w i l l  be based primarily on factors that 
contribute to efficient product development and that faci l itate 
subsequent introduction to the ma rket . Such factors as 
effective comm unication networks internal to the firm , and the 
avai labi lity of necessary scientific, technical and ma nagerial  
ski l ls,  are the primary locational concerns. Therefore, even a 
firm with multinational ma rkets has little incentive to locate 
production anywhere other than its home country during the 
early stages.  However, as products become more sta ndardized 
and competition intensifies, there is increasing concern a bout 
the cost of labor and capital .  The decision to locate faci l it ies 
overseas is usually triggered by the perception of threat; firms 
respond by setting u p  faci l ities overseas in order to protect the 
ma rket they have captured through export (Vernon 1 97 1 ) .  

Vernon' s  theory is based on a firm 's  need for market 
expansion as its product matures into the mass production 
stag e .  However, as mass production (arguably) becomes 
outdated, and flexible specia lization (arguably) becomes the 
'coherent' mode of production in the late 20th Century, 
Vernon's  theory needs to be re-exam ined . Vernon's theory is a 
departure from Hymer's, as Vernon successfully incorporated 
various stages of firm operation and sought to explain stages of 
offshore development that correspond to technological intensity 
and skil l  levels .  

As Vernon h imself  admitted,  product l i fe  cycle  theory had 
somewhat lost its explanatory power already by the late 
1 970s . Multinational firms have become more truly global than 
Vernon had anticipated in the late 1 960s, establishing 
extensive networks of global manufacturing operatio

.
ns (Vernon 

1 979;  Taylor and Thrift 1 98 2 ) .  Multinational activities are no 
longer restricted to offshore production by American and 
European f irms taking advantage of low production costs in 
developing economies.  Japanese firms, for instance,  have 
developed overseas production faci l ities in developed countries, 
such as the United States and Western Europe . Because of the 
shrinking income differences in major industrial ized economies 
and the cross-investment by Japanese and European firms in 
the United States, as well  as the increasing rel iance of U . S .  
producers o n  im ported ra w materials, the absolute advantage 
of U . S .  firms in their home ma rket itself has declined .  Also, 
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American industries no longer monopolize the market for high 
income consumers,  which, according to Vernon, is the critical 
stimulus for innovative activities. As a result, product cycle 
theory has become increasingly inadequate in explaining 
multinational activities in genera l .  

Dunning's 'Eclectic ' Theory 

Dunning is considered the first to develop a systematic 
theory of multinationalization, known as 'ec lectic' theory . His 
approach is an innovative attempt to address the process of 
multinationalization as two simultaneous processes, 
internationa l trade ( import-export activities) and international 
production (foreign direct investment) .  This is a departure from 
Vernon, who treated international trade and international 
investment as separate stages of development. Considering 
both processes within a single analytical fra mework, Dunning 
categorized factors and incentives toward multinational ization 
into three types of advantages; ownership, locational ,  and 
internal ization advantages (Dunning 1 9791.  The ownership 
advantages consist of the advantages internal  to a firm, 
primarily a firm's  abil ity to use resources more efficiently than 
its competitors, through the economies of scale or scope, 
monopoly, and/or access to resources.  The locational 
advantages, on the other hand, are external to the firm; they 
are determined by the location's factor endowment. The 
internalization advantages arise from the firm's  incentive to 
internalize transactions, presumably due to various forms of 
market im perfections, including varying governmental policies 
and ta riff ba rriers . 

While Dunning's eclectic theory has gained some 
acceptance as a generic framework to understand multinational 
firm location, it has a lso been criticized as systematic 
taxonomy, rather than theory . While it may serve as the 
broadest framework, for most types of multinational activities 
it is difficult to distinguish which are the most important 
factors .  

Theories of Internalization 

In order to understand the emergence of multinational firms, 
scholars have considered the advantage of internal transactions 
versus external (market) transactions across borders . From a 
neoclassical economist's paradigm, these theories attempt to 
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understand what factors make multinational organizational form 
adva ntageous over strictly domestic firm organization . 

The study of differences between external and internal 
l inkages goes back to Coase, who first i l luminated that ma rket 
mechanisms do not regulate transactions within a firm (see 
Coase 1 937) . Instead of ma rket mechanisms, 'entrepreneur 
coordinators ' ,  or managers, are in charge of determ ining how 
internal tra nsactions take place .  

Since Coase, two major streams of thought on the process 
of internalization have emerged in the business l iterature : 
Chandler ( 1 962) ,  who argues that internalization is a response 
to strategic motivations, and Will iamson ( 1 98 1 ) , who perceives 
internalization as an efficiency issue . 

According to Chandler, strategies arise from a perception of 
new opportunities and needs -- prompted by a changing 
economic environment -- which in turn shapes corporate 
organizational structure, in order to accommodate growth and 
maximize its benefits .  Through a historical  analysis of the 
growth of American multinationals,  Chandler developed a 
notion of internalization as part of the firm ' s  strategic rationale 
for growth .  His v iew was based on the  observation that 
successful firms gradually internal ize their operations and grow 
by entering into new a reas and markets where few firms exist . 
Chandler's view is similar to that of Hymer: both argue that it is 
a firm ' s  motivation to capture new ma rkets that initiates 
multinationalization.  

Wil l iamson ' s  paradigm is markedly different from Chandler' s .  
I n  part, this reflects changes in t h e  economic environment in  
which American f i rms operate . Will iamson's v iew was 
developed in a n  environment of intense competition from both 
domestic and foreign multinational firms .  Within a ·context of 
intense competition , internal ization of already existing firms and 
networks becomes an issue of 'transaction-cost economizing' 
(Wil l iamson 1 98 1 ) .  

The im portance of asset specific ity had been emphasized by 
Ca ves ( 1 97 1 )  before Will iamson . Caves distinguished two 
categories of foreign direct investment, horizontal and vertical  
integration . According to Caves, special assets, once acquired 
by firms, can be used for activities other than initial ly intended, 
at l ittle or no additional cost . The presence of economies of 
scope is the primary advantage of multinational firms over 
domestic firms, which have a greater advantage in normal 
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circumstances because they operate in a well-known market . 
Moreover, the most prominent effect of economies of scope is 
product differentiation : a firm that has successfully 
differentiated its products from its com petitors' through 
technology, ma rketing and other strategies, has a lready gained 
intangible assets that can be applied when ta king over other 
ma rkets at little extra cost . Horizontal integration across 
borders results when a firm takes advantage of these intangible 
assets . Because of this tendency, foreign direct investment is 
most prom inent among sectors with a high level of product 
differentiation.  

Vertical  _integration, on the other hand, occurs when firms 
attempt to minim ize the cost of market transactions ( including 
the cost of uncertainties) by interna lizing activities (Caves 
1 982) . A firm relocates the segments of the production 
process that are labor intensive and footloose, and whether the 
firm externalizes or internalizes the operation depends on the 
cost of transactions . If tra nsaction costs are low, firms may 
very wel l  be purchasing raw materials or intermediate products 
from other firms .  But when transaction costs are high, firms 
are more l ikely to engage in foreign direct investment.  

Buckley and Casson ( 1 976) developed a ' long� run theory of 
the multinational enterprise' which sees internalization as 
ans1ng from market imperfections . Because ma rket 
im perfections exist, firms have incentives to internalize 
transactions in order to bypass market transactions. When 
internal ization occurs across national borders and firms 
integrate their ownership, multinational firms emerge . 
According to Buckley and Casson, the process and timing of 
internal ization are influenced by four types of factors, specific 
to industry, region, nation, and firm . Prior to World War I I ,  
multinational firms were mostly vertical ly integrated firms 
whose international operations consisted primarily of extraction 
of raw materia ls .  However, during the postwar period, the 
major driving force for multinationalization became the 
incentive to ta ke advantage of economies of scope, particularly 
of accum ulated knowledge ( in terms of products, processes 
and ma rkets) within the firm, as Caves argues. 

The theories of internalization have i l lum inated economies of 
scope as a primary advantage of multinational firms, while 
Vernon and others primarily focused on economies of scale . 
Multinationalization is considered more a consequence of global 
com petition than a driving force of decentralization .  They 
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describe why m ultinational  f i rms emerge and overtake other 
indigenous firms, but they do not describe the shift from 
export-based domestic production to foreign direct investment.  
Also, they have not helped articulate the specif ics of each 
location, and thus have not contributed much to the 
theorization of the locational  patterns of multinationa l  firm s .  

Summary 

The debate over multinational firm activity began with 
Hymer and his em phasis on market fai lure and oligopoly . The 
product cycle theory advanced by Vernon and others has 
contributed a n  understanding of the relationship between 
location and stages of product life cycles . However, the 
current conditions for multinational ization are dramatical ly 
different from those of 1 9 50s and 1 960s . Also, these theories 
do not adequately explain the locational patterns of firms as a 
consequence of multinational ization . In the fol lowing section, I 
wi l l  review the theories that deal more specifical ly with the 
locational consequences of m ultinationalization .  

F rom A Regional to An I nternational Paradigm 

There are two main appl ications of the regional economic 
paradigm to multinational industria l  location : the core-periphery 
model,  and the new international division of labor, which is 
associated with the debate on the deindustrialization of 
advanced econom ies.  

Core-periphery model 

The core-periphery thesis developed at the regional level by 
Hoover and Vernon ( 1 9 59) 5 was later extended and 
incorporated into the analysis of the international economy .  
Andre Gunder Frank ela borated t h e  m ultinational aspects of 
firm activity through his ana lysis of Latin American economies.  
Frank ( 1 972)  introduced the concept of underdevelopment, and 
argued that some economies are not s imply behind in what had 
general ly been considered the l inear stages of economic 
development.  Rather, these economies are progressively and 
actively underdeveloped, due to their relationships with the 
developed economies and their participation in the world 
capitalist system .  
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According to Frank, the world can be understood by the 
analogy of regional development as a metropolis-satellite 
structure . The satellites are limited in growth potential from 
the sta rt,  as long as their strong ties to the metropolis remain .  
In  other words, those economies that enter the world capitalist 
system as satellites are structured to remain peripheral to the 
core econom ies. Frank argued this point by taking Meiji Japan 
as an example : he argued that Meiji  Japan was able to develop 
rapidly due to its isolation from the world economy through the 
mid- 1 9th Century. Because of this isolation, the Japanese 
economy was never structurally transformed into a satell ite l ike 
the Latin American economies, which otherwise had much 
greater development potential due to their resource-rich base . 6 

The dependency theorists were therefore some of the first 
to develop a conceptual framework that effectively l inked local 
and regional economies and their re lationship to global 
economic forces.  However, the use of this framework has 
been largely l imited in understanding the economies of the 
developing world . Although the economic interdependence 
among national economies has been widely recognized in the 
developed world, l ittle research has applied a similar fra mework 
in the current context, when multinational firms a re prevai l ing . 

From Deindustrialization to Global Shift 

The study of the geography of enterprises became the 
mainstream of economic geography in the 1 970s. Attention 
shifted from the role of domestic industries to the role of 
fore ign direct investment in regional growth and decl ine, as the 
process of deindustria lization accelerated in United K ingdom 
and the United States in the 1 970s (Walker 1 9 89 ) .  During the 
same period, the number of non-Western multinationals, 
particularly of the Japanese, rose sha rply . The economic 
conditions that Japanese multinationals faced were drastical ly 
different from that for American m ultinationals during the 
1 9 50s and 1 960s . The American m ultinationals during this 
period had absolute advantage in almost a l l  levels of business 
operations, from technology to management to distribution 
systems.  However, this was not universally true :  for insta nce, 
the Japanese multinationals of the 1 970s clea rly developed 
along a quite different path . 

Taylor and Thrift ( 1 982) ac knowledge these differential 
paths.  They argue that the gradual diffusion to the frontier was 
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no longer a n  effective strategy f o r  multinational f irms from t h e  
1 970s onwards . T h e  primary objective o f  the m u ltinationals,  
according to Taylor and Thrift, shifted from the "where" 
question to a "how" question in the late 1 970s. I nstead of 
ana lyzing which areas to expand into next, a multinational firm 
now needs to determine how to achieve a higher return from 
an existing market. 

The deindustria l ization of advanced economies, which was 
hotly debated in the late 1 970s, was at first dealt with s im ply 
as a geographical  sh ift of production processes .  It  was 
understood as a displacement of manufacturing plants from 
industrial ized countries to developing countries which offer 
cheaper production costs . The resulting new international 
division of labor ( N I DL) was not immediately recognized as a 
threat to the advanced economies, unti l  deindustrial ization was 
identified as a cause of increasing income dispa rity and 
unem ployment. 

Unl ike the previous theory of the division of labor, the 
theory of N I D L  ( Frobel et al .  1 980) focused on the 
manufacturing of a single product within a single firm . 
According to the new trend identified by Frobel and others, the 
less developed economies emerged as the location of low-cost, 
assembly production, the rest of the world produced anything 
that required sophisticated process as wel l  as product 
technologies. The theory of N I D L  was form ulated as an 
attempt to em phasize the role of labor as a n  integral aspect of 
a country' s factor endowment.  

As part of the cr it ique of the N I DL, Taylor and Thrift ( 1 982) 
argued that multinational f irm location is strongly influenced by 
other factors, such as the development of transport and 
comm unications networks, which provide a powerful enabl ing 
force for multinational activities .  Taylor and Thrift also argued 
that multinational f irms were becoming increasingly footloose, 
and firms were now able to "pick and choose" locations suitable 
for particular production processes (Taylor and Thrift 1 9 8 2 ) . 

The context of the 1 990s has revealed other problems with 
the N I DL theory .  Despite a widespread belief that 
advancement in telecomm unication technologies would 
contribute to the dispersion of economic activit ies, the a m ount 
of foreign direct investment to what is considered 'high-cost' 
locations continues to grow into the 1 990s. Furthermore, 
deindustria lization is increasingly viewed not as a mere spatial  
division of labor but as the consequence of a global shift of 
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economic power, from industrialized economies to newly 
emerging economic superpowers, particularly Japan and the 
N ewly Industrial izing Economies of Asia . Dicken i l lustrated that 
this global shift of economic power has had a major impact on 
industrial organization at the global leve l .  (Dicken 1 992,  1 994) . 

Storper i l lustrated, however, that the global economy is not 
an economy where al l  industries are dispersed across the 
world .  In  fact, there are only a few sets of "technology 
districts" where industries with absolute advantages 
concentrate (Storper 1 992) . It is within these technology 
districts that firms re inforce their absolute advantages through 
technological learning . Thus, globalization has not made 
locational choices a random process in the 1 990s. Due to the 
accumulative nature of advantages that are largely em bodied 
within an organization in the form of technological learning, 
firms increasingly prefer to locate within these districts.  The 
global economy is com posed of a mosaic of regions, which are 
clusters of dynamic and specia lized industries with innovative 
capacities . 

Summary 

The spatial theories on multinational firms have evolved from 
a simple division of core-periphery to a complex notion of 
global ization composed of heterogeneous regions . The core of 
agglomerative forces have also evolved from the most 
traditional notion of factor endowment to labor skil ls, and the 
application of technological districts at the global leve l .  Yet, 
there is not a dominant spatial model of multinational firm 
location for the 1 990s . What is needed is to integrate the 
current strategic motivations toward globalization into a new 
spatial model .  In  the following section, I wil l  evaluate the 
locational dynamics of multinational firms based on the 
emerging theories that incorporate the com petitive forces and 
advantages of the 1 990s . 

Developing a Theoretical Framework for the M ultinational 
Firms of the 1 990s 

There are some emerging theoretical  frameworks that 
incorporate both locational dyna mics and the strategic 
motivations of multinational firms in the context of global 
competition today . In this section I wil l  review some theories 
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that address both competition and locational motivations of 
multinationals firms.  

What characterizes the locational dynamics of multinational 
f irms in the 1 990s is the dual  process:  the persisting 
im portance of what are genera lly regarded as 'h igh-cost' 
locations, and the continuous relocation to ' low-cost' areas for 
assembly.  Cases where American, European and Japanese 
companies invest in one a nother's home markets do not fit the 
genera l  notion of "offshoring,"  which typical ly impl ies a search 
for lower costs of production . I n  order to develop a 
comprehensive framework for multinationalization in the 
context of the 1 990s, we need to understand, in addition to 
offshoring, what motivates firms to globalize their operations 
toward high-cost locations . Combining views from both 
economic geography and business, we can answer some of the 
questions regarding the advantages that high-cost locations 
provide for multinational f i rms .  

Schoenberger ( 1 9 90) attem pts to incorporate com petition 
and locational dynamics by analyzing the im portance of market 
proxim ity for multinational f irm s .  By using American 
multinationals in Europe as an example,  Schoenberger sought 
to understand the motives behind the decisions of American 
firms to move to high-cost locations . She found that access to 
local markets was their primary motivation . Her interview 
records reveal one company executive after a nother 
commenting on the necessity of locating within the ma rket to 
serve their c l ients better .  The notion of "better serving one 's  
own cl ients" is a basket of  complex activities serving to fulfi l l  a 
variety of cl ient needs.  They can be broken down as follows : 

1 . Sta bil ization of supply . 

2 .  Faster response-t ime 

3 .  Psychological  reassurance for cl ients about 1 )  and 2) ;  

4.  Better understanding of c l ient needs through continuous 
and close contacts with cl ients and consumer ma rket 
trends; and 

5. Better understanding of the market through monitoring 
the new product development of local competitors . 

(Schoenberger 1 990) . 

Schoenberger's work i l luminates that the access to local 
markets is not sim ply a matter of jumping barriers of 
international trade . Rather, it involves servic ing and responding 
better to cl ient needs. It also involves a rather intangible, 
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however im porta nt, factor of market famil iarity, which includes 
knowledge of local market trends, consumer preferences, and 
local business networks . Schoenberger's work highl ights the 
importance of market famil iarity when a firm evaluates its 
proximity to the ma rket it serves.  

In  a study of foreign f i rms in the United States, 
Schoenberger ( 1 9 84) found that three quarters of the foreign 
direct investment flowing into the United States in 
manufacturing in the late 1 970s stemmed from the acquisition 
of existing businesses rather than the esta blishment of new 
ones. According to Schoenberger, the acquisition of existing 
businesses is advantageous for foreign firms which are 
unfamil iar  with operating in the United States. 

Ma rket famil ia rity has arguably become more im portant, as 
com petition intensifies and price com petition reaches the l imit .  
For multinational f irms, this means the need for continuous 
innovation in order to outcom pete others ( Bartlett and Ghoshal 
1 989) . Bartlett and Ghoshal argue that the size of the firm and 
international access to resources no longer provide sufficient 
conditions for multinational firms to com pete successfully, 
since their com petitors have gained the equivalent. I nstead, 
what has become crit ical is the firms' abil ity to exploit new 
ideas and respond to creativity, regardless of their country of 
origin .  In  sum, current multinational firms require the capabil ity 
to manage globally, while retaining market sensitivity, 
innovative capacity and flexibi lity (Bartlett and Ghoshal 1 989) . 

Product differentiation through brea kthrough innovation is 
costly, and firms have opted for minor product differentiation 
through product adaptation . In fact, it has been suggested that 
the global ization of research and development ( R&D) facil ities is 
largely the consequence of a rising need for product adaptation.  
Patel  ( 1 995)  argues that there are two main factors behind 
overseas R&D act1v1t1es: adapting products to satisfy 
differe nces in consumer tastes, and developing appropriate 
production processes to suit the local labor ma rket 
requirements ( Pearce and Singh 1 99 2 ) .  Evidence has shown 
that most overseas R&D facilities mainly conduct product 
adaptation (Vernon 1 974; Michalet 1 974; Mansfield et a l . ,  
1 979;  Mair 1 994; Chiesa 1 99 5 ) .  a n d  a survey conducted by 
Pearce and Singh ( 1 992) on the R&D facil ities of multinational 
firms in the United Kingdom provided em pirical evidence to 
support this view.  Pearce and Singh found that most R&D 
faci lities predomina ntly focus on appl ied product development 
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and adjustment to local  market needs,  rather than basic 
research .  

The  issues ra ised in  current debates on the  strategic role of 
ma rket famil iarity in locational dynamics of multinationalization 
were recognized by Vernon as early as 1 97 9 .  Vernon 
i l lustrated that a firm that functions as a 'global scanner' would 
have an absolute advantage over those firms without the 
capacity to access innovation and market information global ly .  
As the cost of communication decreases, "ignorance or 
uncertainty is no longer a function of distanc e . "  (Vernon 
1 97 9:26 1 ) . Thus, global scanners can innovate wherever they 
are, and can serve any market in which they are aware that 
demand exists . 

According to the global scanner approach,  the primary 
motivation for foreign d irect investment is local ma rket 
penetration, not cost reduction.  Therefore, once the trade 
ba rrier is crossed, the firm has a tendency to locate in the 
areas where high-technology industries agglomerate, to ta ke 
advantage of existing infrastructure, the labor pool of both 
skilled and sem i-skil led workers, and a favorable business 
cl imate for multinational firms .  The global scanner with a 
segmented market demand not only has the capacity to scan 
technological  and market information global ly,  but also to learn 
from different market trends, which contributes to innovative 
behavior. 

Quite separately from his views on the competitive 
strengths of multinationals, Vernon a lso deals with the notion 
of market famil iarity influencing the locational decisions of 
multinational firm s .  When US multinationals global ized, their 
first location of investment was Canada and the United 
Kingdom . This, according to Vernon, is because these firms 
tend to move first to places which they know. Then, once 
these ma rkets have been conquered, they tend to move toward 
less famil iar markets . The initial process of globalization for the 
Japa nese consumer electronics industry fits this pattern . 7 
Their initial investments were targeted toward Asian ma rkets 
famil iar to them, while only later did they begin to divert their 
investment to other areas. 

The increasing im portance of ma rket demand responsiveness 
for multinational firms may increase the im portance of space as 
a provider of local market famil iarity . As aspects of 
technological advancement accumulate over t ime in various 
production factors ( e . g . ,  in ca pita l investment and la bor) . 
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locations that capture such advancement have a competitive 
advantage over other locations. With institutional factors 
playing an increasing role in  economic growth, the 
determinants of growth are increasingly identified as regionally 
and spatially em bedded (Granovetter 1 9 8 5 ) .  While various 
institutional factors have been identified ( Freeman 1 990; Scott 
1 988a; Saxenian 1 994), l ittle is known about access to market 
knowledge as the determinant of location for multinational 
firms. Is  there a type of local market famil iarity that can only 
be susta ined by firms' presence in the region, or can local 
market famil iarity be easily exported ?  I n  the period of rapid 
technological change and shorter product l ife, has it become 
more im portant to maintain close contact with the changing 
market demand? 

The current state of competition is substa ntially different 
from that of the late 1 960s when Vernon suggested product 
cycle theory .  Today, multinational firms are faced with 
competition from both local and multinational firms in both 
domestic and fore ign markets. Given the real ity of the 
increasing interpenetration of markets in the developed world, 
and the continued dominance of foreign direct investment by 
firms from the developed world, the model of multinational 
activities today is far more complex than it was thirty years 
ago. First, multinational activities today involve local ization 
advantages, in other words, localized firms tend to have greater 
advantages than multinational firms. This is because the 
nature of com petition has sh ifted from being cost-based to a 
more technology/knowledge-based competition . B Secondly, it 
has become increasingly clear that a successful technological 
venture is a nonl inear process that combines the knowledge of 
both the supply side (technological advances) and the demand 
side (consumer needs and preferences ) .  

Traditionally, theorists have claimed that t h e  location 
decisions of multinational firms follow the same logic as those 
of domestic firms; in other words, that they are primarily driven 
by production costs . Production costs are comprised of both 
the traditiona l Weberian notion of transportation costs (of raw 
materials to the plant and of finished products to ma rket) along 
with the costs of capita l ,  labor, and Will iamson 's notion of 
transaction costs. These costs have been considered the 
drivers of industria l location. 
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However, the emerging g lobal  system of economic 
organization has altered the ways in which firms operate . 
Today's  theories of globalization highl ight the importance of 
information in the production process by noting that in this era 
of global competition, information gathering and accum ulation 
can no longer be l imited to a single domestic location . For 
firms in the 1 990s, global ization has become a necessa ry part 
of corporate strategy, not sim ply to remain price-com petitive, 
but a lso to remain com petitive in product development and 
adaptation .  As a result, global access to technology and 
market information would have different locational im pacts 
depending on the characteristic of each region.  

By combining literature from economic geography and 
international business, a n  emerging framework incorporates 
com petitive forces of the 1 990s and the locational dynamics of 
multinational f irms.  The im portance of ma rket famil iarity in 

overseas competition, the need to remain demand responsive 
through continuous innovation and product adaptation, and the 
abi l ity to scan globally for new product and ma rket trends al l  
culminate in a higher sensitivity to information .  Some such 
information travels well  through space, but some does not, 
through the currently available information media . As a result, 
we see more m ultinational firms in highly com petitive sectors 
concentrate in set locations of the world's 'lead' ma rkets, 
where advanced technologies, new market trends, and 
agglomerations of highly sophisticated cl ient/customer bases 
are found . Thus, the accumulation of multinational activities 
into well-established industrial agglomerations continues, 
despite cost pressures .  Multinationalization, in other words, can 
no longer be understood purely as the result of 'off shoring' . 
Rather, it is the networking of contradictory forces, one 
decentralizing and another concentrating, which connect 
production sites and markets at the global leve l .  
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1 Beginning with P i  ore a n d  Sabel ( 1 984).  there has been a rebirth of 
Weberian agglomeration with a renewed interest in  flexib i l ity in  
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production .  Scott ( 1 988a,  1 988bl  described in detai l  the dynamics 
of regional agglomerations with network analysis. Castells ( 1 9891  
considered the  notion of ' innovative mil ieu' wh ich  described 
agglomerative forces centered around technological innovation .  
Granovetter ( 1 98 5 1  emphasized the concept of embeddedness in 
regional growth, and Saxenian ( 1 994) elaborated upon industrial  
cl imate with her empirical study of Si l icon Valley. 

2 In addition to these factors, Aliber argues that the different 
capitalization ratios of currencies also affect investment patterns. 
The differential capitalization ratios of currencies can be caused by 
various factors, including currency exchange risk (Dunning 1 977 ;  
letto-Gi l l ies 1 992) .  According to  this theory, countries with strong 
currencies tend to be the home countries of multinational  firms. 

3 This tradition set by Hymer brought about subsequent developments 
in theories of multinational ization.  Particularly notable is the 
emergence of the Reading school (with such scholars as John 
Dunning, Mark Casson and Robert Pearce ) .  

4 Product cycle, according to  Vernon, i s  composed of the  fol lowing 
stages; in itiation ,  exponential growth, slowdown and decl ine. These 
stages have been defined by Vernon as the process of introduction, 
spread, maturation,  and senescence (Vernon 1 97 1  :. 70) . 

5 Hoover and Vernon ( 1 959)  studied the Metropol itan New York 
region and considered various locational factors affecting the 
decentralization of employment from the core of the city to the 
suburbs. They concluded that firms in search of space, lower rent 
and a ski l led employment base have historically moved away from 
the city center to the periphery. They argued that firms in 
•communication-oriented " sectors, which are characterized by "small 
size and uncertainty of outlook , "  exhibits agglomerative tendencies 
at the core. They also distinguished between large and small  firms, 
and argued that small firms often require external economies, which 
provide support services, bui ldings and other necessary 
infrastructure. Therefore, smal l  firms tend to remain within the core, 
while larger firms with their own internal economies may move to 
the suburbs, where they can take advantage of lower rent and larger 
space. 

6 Frank argued that the underdeveloped countries suffer from 
commercial capital ism (run by monopoly capital ists) instead of 
industrial capital ism. In considering Latin American economies in the 
late 1 960s, Frank assumed underdevelopment occurs mostly via 
explo itation of the resources of satel l ite areas by the metropolis 
economies. A different interpretation is necessary today, however, 
particularly with the example of East and Southeast Asian countries. 
More recent work in development in Asia has focused on the 
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success of export-led pol icies a n d  t h e  strong role of government 
intervention in  the economy. See Amsden ( 1 989 ) ,  Evans ( 1 9 9 5 )  for 
detai ls of these pol icies. 

7For an empirical study of the locational  patterns of Japanese 
electronics industry, see Aoyama ( 1 99 6 ) .  

8see f o r  instance, work by Castel ls ( 1 989 ) ;  Hepworth ( 1 989 ) .  
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