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Abstract

Regional integrating agreementsn most casesbroughtaboutincreasesn
intra-regional trade and direct investment(DI). The sumge in intra-EU DI dur-
ing the SingleMarketProgrammes a particularlystunningexample.A modelis
built whereamultinationalenterpris MNE) locatedwithin anintegratingregion
decideshow bestto supplyagroupof countriesn thisregion ('core’). Exporting
is associatedavith tradeanddistancecosts.Distancecostwithin thecoreis lower
thanfrom the MNE’s homecountry('periphery’). Investinginvolvesa fixed cost
of settingup. Reducingobstaclego investmentunambiguouslyfavours setting
up plantsin oneor morecore countries.Lowering (non-tarif) tradebarriersin-
steadis morelikely to makeexporting from the peripheryor consolidationof
investmentn onecorecountrymoreprofitable,but canalsoinduceinvestment.
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1 Introduction

Multilateral trade liberalisationafter World War Il had a remarkableimpact on growth rates
of exports and imports worldwide. The subsequenincreasesn internationalproductionand
investmentrom the 1980sonwardswere even greater By taking additionalmeasuresowards
tradeandinvestmentiberalisationyegionaltradingandintegratingagreementkke theEuropean
Union (EU) have benefitedrom thesedevelopmentsnorethanproportionally

The literatureon tradecreationand tradediversionexplains why andwhenthis shouldbe
the case. The early integrating stepsof the EU have, in fact, beenstudiedextensvely in this
tradition. Concerningforeign directinvestment(DI) and multinationalactvity in the EU, the
focus hasbeenmainly on firms locatedoutsidethe union, in particularon US and Japanese
multinationals. The quite pronouncedncreasesn the flows of foreign direct investmentsand
to a lesserextent tradeamongthe EU membercountriesalongwith the implementatiorof the
SingleMarketProgrammgSMP) up until 1992have, however, recevedlessattentionsofar.

From a theoreticalperspectre foreign directinvestmenthasbeenexplainedon the basisof
two arguments:oneis to bettersene a local market,andthe otheris to profit from lower-cost
inputs.Proximity to alocal marketusuallygivesriseto horizontalDlI, thatis duplicationof parts
of the productionprocessn differentlocations,while thereasoningpasedn factorcostsgener
atesvertical disintegrationof the productionprocessn differentlocations. Costconsiderations
arecrucialin thisliteraturein thatthetrade-of betweerexportingto aforeignmarketandsetting
up a productionfacility therearisesdueto a comparisorbetweernhe variablecostof exporting
(tradebarriers transportlandthefixed costof establishinga foreign subsidiary

The modelpresentedereseekso addresghe decisionon the supplyregime of a potential
multinationalenterpris§ MNE) locatedinsideanintegratingregion to the otherunioncountries.
Thequestions how measuresowardseconomidntegration,which affecteitherthevariablecost
orthefixedcostin thetrade-of justmentionedchangehe MNE’s supplydecision.Thepotential
multinationalenterprises locatedin a countryin the union from whereit hasto overcomea
greaterdistanceto the marketsit wantsto sene, thanthe firms basedn thesemarketshave to
bridgeto sene eachother Theideais thatevenin aregionwhereeconomidntegrationhasbeen
underwayfor a while therewill be groupsof countriesthatare closerto eachotherthanto the
restof theunioncountries.This maysimply bein termsof geographialistanceput alsoin terms
of culturalproximity, like, for example,acommonlanguageor a similar way of doingbusiness.
Taking the evidenceon bordereffects and homebias at face value would imply that regions
that are closeto eachother do not extend beyond nationalborders. Nitsch (2002) finds that
even after the Single Market ProgrammeEU countriestradeon averageten timesmorewithin



nationalbordersthanwith otherEU countries;HeadandMayer (2000) confirm this numberat
theindustrylevel.

The paperis structuredasfollows: section2 documentsow tradeandforeigndirectinvest-
menthave evolvedalongsideEuropearintegrationandthe SingleMarketProgrammen particu-
lar. Section3 summarisesheexisting theoreticawork. In sectiord themodelis presentedfirst
for thecaseof the MNE actingasamonopolist(4.1),andsecondvhenit facescompetitionfrom
localincumbentg4.2). Section5 summariseandconcludes.

2 Foreign Direct Investment and Tradein the European Union:
The Evidence

The Treatyof Romesignedin 1957 inauguratedhe EuropearEconomicCommunityandpro-
vided the basisfor the CommonMarket amongthe Benelux countries,Germaly, Franceand
Italy, - the foundingmembersof whatwaslaterto becomethe EuropeariJnion. In a seriesof
stepsthis agreemenbroughtaboutthe elimination of internaltariffs andthe harmonisatiorof
externaltariffs. This processvascompletedn 1967. It took muchlongerto liberalisecapital
movements,however, from 1962 on direct investmentsetweenfirms in the commonmarket
cameunderthe headingfully free’ (Pollard(1974),Molle andMorsink (1991)).Balassg1975)
and Yannopoulog1990) documentpositive trade as well as direct investmenteffects for the
formative yearsof the EuropearCommunity

To preventthe integrationprocessrom stagnating a trend alreadymanifestin an intensi-
fication of non-tariff barriersto trade- the Single Market Programmewvasimplementedn the
mid-1980s By 1992broadscaleharmonisationvasto beachieved. Measurestill affectingtrade
anddirectinvestmeniverecustomsandtax controlsatborderstechnicabarriers,andrestrictve
practicesn governmentprocurementbut alsoharmonisatiorof technicalandproductstandards
or simplified bureaucratigroceduregor establishinghew plants(Monti (1996)).

The SingleMarketProgrammeaisedhigh expectationsn politics andacademige.g. Cec-
chini (1988)). Simulationsin generalequilibrium modelsundertakerby Smith and Venables
(1988)andby Gasiorek SmithandVenableg1992)areconcernedvith reductionsn tradebar
riers on EU welfare. Consideringsmall reductionsin (non-tariff) tradebarriersin imperfectly
competitve industrieghey predictincreasedmport penetrationn eachcountry therebyincreas-
ing competitionandraisingwelfare. Baldwin, Forslid andHaaland(1996) proceedn a similar
way andobtaininvestmentreationin sectorswith high non-tariff barriers.



Figuresl and2 shaw the evolution of tradeanddirectinvestmenin the EU. The top panel
in figure 1 shavs thatintra-EU12tradeasa shareof total EU12tradeincreasedy 5 percentage
points between1986 and 1992to a level of roughly 55%. The sameeffect is visible alsofor
EU15albeitto a higherlevel (approx. 60%). A similar developmentcanbe obsered only for
the Japaneseharein EU12trade;the shareof the US in EU tradeevendeclinedover the period
(seefigure2 top).

Breakingdown intra-EU12tradeasdonein EC (1998b)revealsthatin particularthe share
of two-way tradein vertically differentiatedoroductswent up from a level of roughly 35%to
42% from 1986to 1994! The Grubel-Lloydindicatorwhich measureshe shareof balanced
trade(overlapbetweenexportsandimports)in all tradeconfirmsthe scopeof thisincreaseThe
shareof two-waytradein similar productsremainedstableat around20%, whereaghe shareof
one-waytradein intra-EUl12tradedecreasedonsiderablyfrom about47%in 1986to 38%in
1994.

While intra-EU tradealreadyhad a relatively high sharein total EU tradebeforethe SMP
wasimplementedjntra-EU directinvestmentinflows and outflows doubledtheir sharein total
EU12DI flowsfrom about20%in themid-1980g0 morethan40%in 1993(seefigure1 bottom).
LookingatEU15,intra-EUdirectinvestmentlows haveremainedatalevel of 50%in total EU15
DI flows ever since. Comparingthis to the US and Japanessharesn EU direct investment
flows (figure 2 bottom) revealsthat the Japanesshareshovs an upwardtrend in the period
under considerationwhile the US shareseemsto be decreasingEU12) or constant(EU15).
The increasein direct investmentflows to the EU during the implementationof the SMP is
accompaniedby anincreasdn directinvestmenstocks,in particularthoseof EU andJapanese
firms (Dunning(1997a),EC (1998a)).

A largeshareof DI resultsfrom memgersandacquisitiongM&A): While in theUS theshare
of acquisitionsn FDI rangesrom 60%to 90%in the periodfrom 1980to 1995(McCorriston
(2000)),the shareof M&As in EU12 inward FDI is lower - rangingfrom 46% to 63%in the
periodfrom 1986to 1994 (Sleuwagen (1998b)). Looking at M&As within the EU only, the
numberof memgersbetweerfirms locatedin the samememberstatedoubledbetween1987and
1989 anddiminishedcontinuouslythereafter Cross-bordemeigerswithin the EU quadrupled
after1988but fell backsubstantiallyafter1990,howeverthenumberin 1994(913deals)emains
closeto threetimesthelevel in 1987 (Sleuwagen(1998b)andEuropearEconomy Supplement
A, no. 2 (1999)).Betweenl991and1996the maintargetsof M&As wereGermary, Francethe

n thisclassificatioriradeis labelledintra-industrytradein differentiatedsimilar) productsf thereis significant
tradeoverlapandunit valuesdiffer by more(less)than15%. For the preciseconstructiorandaggreationprocedure
seeEC (1998b),ch. 4.



UK and Spain,while the mainbidderswerethe UK, France Germary andthe NetherlandsIn
public statementsiboutthe motivesbehindmermgersandacquisitionscollectedby the European
Commissionfirms named’rationalisationand synegy’ as the prime motive for M&As from
1985to 1988, after 1988’ strengtheninghe marketposition’ rankedfirst (Sleuwagen(1998a)).
From 1986to 1994the mosttargetedsectoraverebusinesservicesanddistribution/wholesale,
in manufacturinghe mostactively memging sectoranclude engineeringndustriesandthe food
andchemicalindustriegSleuwagen(1998b)).

Dunning(1997b)summarisethe existing econometriavork on directinvestmenassociated
with the Single Marketin the EU. Amongthe few studiesconcernedvith its impacton intra-
EU directinvestmentyan Aarle (1996),includingdummiesin a pooledregressiorfindsthatthe
EU12 countriestradeandinvestrelatively morewith andin eachother and, morewer, thatthe
SMP hashada positive effect on inward andoutwardDI andtradewithin the EU. Pain (1997)
and Pain andLanshury (1997)look at the stock of directinvestmentin the UK and Germay,
respectiely. They estimatepanelsallowing for sectorand country specificvariablesand a set
of constructednternalMarketvariables.They concludethatthe SMP hada significantpositive
impacton the aggrejatelevel of intra-EU direct investmentby British aswell asby German
corporationsn bothindustrialandservicessectors.

Concerninghe determinant®f directinvestmentandtradein general gravity-type models
including a measureof marketsize togetherwith distancebetweenhomeand host countries
work quitewell. All econometricstudiesconcernedvith intra-EU directinvestmentduring all
or somepart of the SMP periodconfirmthe significanceof thesevariables.In additiondummy
variablesconstructedo capturethe impactof the SMP turn out to be significantfor intra-EU
directinvestmentlows (studiesby Clegg (1998),Dunning(1997b),EC (1998a)).

3 Existing theoretical work

Thetheoreticaliteratureontheactiity of multinationalenterprisesasfollowedDunning’s(e.qg.
Dunning (1993)) conceptuaframenork of ownership,location andinternalisationadvantages
(OLI). Basedon the “new tradetheory”, theoriesof MNE actvity have beendevelopedin a
generalequilibrium framework, but also as partial equilibrium modelsfocusing more on the
stratgic considerationsf firms whenservingforeignmarkets.



Helpman(1984)andHelpmanand Krugman(1985)initiated the generalequilibrium litera-
ture with theideathatdifferentfactor pricesacrosscountriesmight be a reasorfor a firm to set
up productionin alow-costlocation. Themodelis setin aframewvork with two factorsof produc-
tion andtwo sectorspne perfectly competitive producinga homogeneougoodunderconstant
returnsto scale andthe otherproducingdifferentiategoroductaunderincreasingeturnsto scale.
If countriesaredifferentenoughin their relative factorendavments tradedoesnot equalisefac-
tor pricesandfirms thushave anincentve to divide activities amongcountries placingthemore
capital-intensie part (e.g. headquarteservices)n the capital-alindantcountryandproduction
in thelabourabundanteconomy This resultof verticalforeigndirectinvestmenis obtainedas-
sumingthatthereareno costsassociatedvith eithertradeor splitting up the productionprocess.

Generalequilibriummodelson horizontalDI areessentiallybasedn thetrade-of between,
on the onehand,locating productioncloseto a local market,therebysaving variabletradeand
distancecostsand, on the other hand,concentratingoroductionin onelocationto profit from
plant-level scaleeconomieswhich involvesadditionalfixed costs(Markusen(1984), Brainard
(1993),MarkusenandVenableg1998)). MNEs in thesemodelsariseendogenouslyn equilib-
rium whentranspor@andtariff costsarehigh, andwhenfirm level scaleeconomiesreimportant
relative to plant level scaleeconomies. Both approacheso FDI have recentlybeenbrought
togetherin whathasbeentermedthe "knowledge-capital’model(seee.g. Markusen(2002)).

Thestratgyic literaturealsofocuseson the decisionbetweerexportingandproducingabroad
asa trade-of betweenthe fixed andthe variable cost associatedvith thesetwo possibilities.
In addition it addresseshe issueof marketstructureexplicitly. Smith (1987)in a model of
oligopolistic competitionshaws thattariffs caneitherinduceor deterforeigndirectinvestment.
Rowthorn(1992)dealswith theissueof marketsizein amultinationalsdecisionandfindsthatDI
is alikely alternatve to exportingwhenforeign marketsarelarge,andwhennaturalor artificial
tradebarriersare relatively high. Motta (1992) explains how stratgic interactionbetweena
foreignandalocal firm mayinterferewith the trade-of betweeralargerhostmarket/hightrade
costsandlow plant-specificor informationcosts.

The consequencesf regional economicintegrationon multinationalactvity have receved
moreempiricalattentionthanformal economicmodelling. Notableexceptionsare Normanand
Motta (1993) and Motta and Norman(1996). In their 1993 modelof strateic interactionthey
shav thatbothmarketgrowth andimprovedaccessibilitydueto economidntegrationwill induce
external firms to switch from exporting to DI. In the secondpaperthey considerthe impact
of integration on the supply decisionof an external firm and of two firms locatedinside an
integrating region. For the external firm the resultfrom above continuesto apply, while for



the intra-region firms they obtain consolidationof intra-region investmentto export platform
investment,i.e. intra-region firms supply the region with exports from the one country they
investedn.

Neary(2002)alsolooksatthesupplystratgy of aMNE locatedoutsideanintegratingregion;
he obtainstariff-jumping DI to all » union countrieswhenthe externaltariff is high andfixed
costsof anew plantarerelatively low. As internaltariff barriersgo down the MNE is likely to
switchto export platforminvestment.Whenallowing for competitionfrom domesticfirms one
possibleoutcomels thatprofitsfrom investingor exporting aredilutedto suchan extentthatthe
foreignfirm decidesotto supplytheregionatall (‘fortressEuropeoutcome’).lt may, however,
alsohapperthattheforeignfirm is ableto preventintra-region firms from supplyingthe country
whereit setsup aplant.

While existing work hasdirectedattentionmainly attheimpactof integrationonthechanges
in supplystratgiesof extra-region firms, the modelpresentedn the next sectionwill consider
how decreasingnternal barriersto tradeand investmentaffect the decisionof a firm located
within the integratingregion. The focusof the modelis on costconsiderationgssociatedvith
horizontalforeigndirectinvestment.

4 TheModd

As outlined abore the objectof analysisis a group of countrieswhich have setup a customs
union or have developedeven strongerties of economicandpolitical integration. The building
blocksof themodelarethedeterminant&dentifiedin empiricalandprevioustheoreticawork on
multinationalactuity, thatis distancefradeandinvestmenbarriersandmarketsize. The union
countriesaresupposedo have reducednternaltradebarriers but therearestill obstacleso trade
andalsoto investment In otherwords,in the region underconsideratioreconomidntegration
is underway, but far from complete Marketsarethereforeassumedo be segmented®

Within the union someof the countriesare assumedo be closerto anotheyr while others
are more distant. This is capturedby two differentlevels of distancecostthat are levied on

2The extent of suchbarrierscanbe gaugedrom the EurostatBusinessSurney (EC 1998c),which questioned
somel3,500enterprisesiuringthefirst half of 1995. Regardingtradebarriers theeffectof the SMPontheelimina-
tion of customsdocumentationgn thederegyulationof freighttransportandon theeliminationof delaysatfrontiers
wasreportedpositive by, respectiely, 60%, 43% and56% of the enterprisesConcerningpotentialbarriersto in-
vestment31% of thefirms questionedelt a positive impactfrom the harmonisatiorof technicalregulationsand/or
standards32% from the mutualrecognitionof technicalregulationsand/orstandards23% from the conformity of
assessmemtroceduresand13%from simplified patentingorocedures.

3Venableg1990)comparegheimplicationsof areductionin tradecostsin amodelof internationakradeunder
oligopoly whenmarketsaresggmentedandwhenmarketsareintegrated.
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exports. The distancecostcanbe interpretedastransportcost,considey for example,the way
commoditieshave to travel from the Nordic countriesto the centralor Southerrmembersf the
EU. Anotherwayto seeit, is thatsomecountriesaremoresimilar to eachotherthanotherse.g.
in termsof cultureor theway of doing business in this casethe costsof doing businesdiffer
betweergroupsof countries.Countrieghatfacelow distancecostswhendealingwith eachother
will bedenotedcore’ asopposedo 'periphery’. The main concernof the modelis to seehow
changesn afirm’scostof tradingandinvestingaffectits modeof supply

Thefocusis on firms in a singleindustrythatare producinga homogeneougood,i.e. the
modelis partialequilibrium. In particular considera potentialmultinationalenterpriséocatedin
aperipheralkcountrywhendecidingto supplysomeor all of n (n > 2) corecountrieshatdiffer
in marketsizes;, but aresymmetricwith respecto the otherparametersThe indirectdemand
functionp(z, s;) is suchthat% > 0and 325 < 0. Assumethatcountriesareorderedaccording
tomarketsize:1 > s; > ... > s, > 0. TheMNE producest constantmarginal costc, thatis for
simplicity setequalto zero. If it decidego engagen foreignactivity this doesnot affect output
andprofitsin its homecountry

The MNE hasseveral alternatve waysof servingthe core: first, it canexport from its home
countryfacinga perunit distancecostd = y (0 < d < 1), andaperunit costto overcomethe
tradebarriert (0 < ¢ < 1). Secondjt cansetup aplantin oneof thecorecountriesandsene the
othercorecountrieswith exportsfrom there. Establishinga plantin a corecountry on the one
hand,savesthe MNE the perunit tradeanddistancecoststo this country but, onthe otherhand,
involvesa fixed cost f of settingup. As the corecountriesare closerto eachother, exporting
within the coreis lesscostly thanexporting from the periphery The tradebarriercostt is still
in place,but the within-coredistancecostd = = is lower thanthe periphery-coralistancecost,
i.,e. 0 < z < y. Third, the MNE candecideto establishplantsin more than one of the core
countriesjn which caseDI buysit preferentiabccesgo all of thesemarketsatthe costof setting
up. Not to engagen ary corecountryatall is, of course alwaysa choicefor the MNE aswell.
Thefirst partof themodeldiscussethestratgic decisionof the MNE asamonopolistwhile the
secondpart discusseshe situationwhenit facescompetitionfrom oneincumbentfirm in each
corecountry

Theanalysisis setoutin a generalform. To illustrateideaseachsectionis accompaniedby
anexamplewith lineardemandf theform p (z, s;) = (1 — Sﬁ) with 0 < z < 's; < 1 for well-
definedprices? Thefigurebelow is a simpleillustration of the tradeanddistancecostbetween

“Definingthe indirectdemandfunctionin a moregeneraway asp (z) = a — bz (a > 0, b > 0, £ < z < q)
andassuminghatthemaiginal costof productionc is non-zerogives 7= asanalternatve measurdor marketsize
(seeRowthorn(1992)for amoredetaileddiscussion).




the MNE’s homecountryP andtwo corecountriesC, andC,, whereC,is largerthanC,.

/>
z+t

The specificationhereis basedon the structureof a modelby Neary(2002). He considers
the impact of the formation of a customsunion amongsymmetriccountrieson the mode of
supply (exports or investment)of an MNE locatedoutsidethe union. Nearylooks at how the
multinational’s decisionchangesvhenafter the formationof a customsunionit is morecostly
to export to the unionthanto exportwithin theunion. Here,instead the MNE is locatedwithin
the union and,therefore tradebarriersarethe samebetweenall countries.Thus,in this model
a distancecostthatdiffers betweenunion countriesis introduced.In addition,countriesare not
assumedo be symmetric but canhave differentmarketsize?®

4.1 The Supply Decision of the MNE asa Monopolist

First, the decisionof a potentialmultinationallocatedin a peripheralcountryis modelledunder
the assumptiorthatit is the only supplierin this industry The multinationalcan,thus,actas
a monopolistunderary supplyregime. Thereare no otherfirms that might enterthe market.
This settingis likely to be morethanjust the hypotheticabenchmarlcaseit seemslt maywell
be a goodapproximatiorfor afirm with somesortof technologicabr organisationahdwantage
makingit morelikely to startproductionabroad.In particularif this firm, therefore manageso
adwanceinto a marketwherecompetitorshave yetto establisithemseles.

The MNESs’ profits from exportingto a corecountry: aregivenby =; (s;, t, y).6 Quite natu-

SThemodelturnsinto Neary's (2002) modelwhenconsideringonly the distancecost- fixed costtrade-of. The
two differentlevelsof distancecostz andy in thismodelcorrespondrespectiely, to thewithin-uniontariff andthe
externaltariff in his model.

8Profits can be shovn to be corvex in the tradebarrier and distancecostirrespectve of the functional form



rally, they areincreasingn the sizeof themarkets; anddecreasingn boththetradebarriercost
t andthedistancecosty. If thetradebarrierandthedistancecostareata sufiiciently high level,
it will notbe profitableto exportto ary of then corecountries.In generatheprohibitive level of
t givens; andy is definedimplicitly by = (i, 5;, 4) = 0. Theprohibitivetradebarrieri is smalley
thesmallerthe marketsizeof country: andthelargerthe costof exportingfrom the peripheryy.
If the MNE decidedo seneall corecountriesvia exports(X) from its homecountry(atdistance
costy), its profitsaregivenby

¥ = > omi(sity). Q)
i=1

Alternatively, the multinationalcansetup a plantin one of the core countriesand supply
the remainingoneswith exports. If it setsup a plantin a core country the MNE becomes
a monopolistin that country facing the fixed cost of settingup f, but no other supply cost
(mi(si,0,0) = m;(s;)). Exportingto the othercorecountriesentailsthe tradebarriercostandthe
within-coredistancecostz. Otherthingsbeingequal,asprofitsareincreasingn marketsize,the
MNE will invest(l) firstin the corecountrywith the largestmarket(country1), earning

I+ = oy (s1) — f + > o (it 2). (2)
=2

Comparingexportsfrom the MNE’s homecountryto investingin onecountryandexporting
from there,investingin corecountryl is profitableif

T7+X —_ 11Xy = T (Sl>_f—7ﬁ S1,t 7y + Z Ty Sz,t,z Wi(‘si’t’y)]
1=2

3)
= Yy (517t7 Y, f) + X((n_1)75i7 t7 Z, y)

+ 4+ +- + 4+ -+

is positive. The first term, v, (s1,¢,y, f), measureshe differencein profits betweeninvest-
ing in country1 (m (s1) — f), andexporting to this country from wherethe MNE is located
(1 (s1,t,y)), i.e. it is the netgainfrom avoiding the tradebarrieranddistancecostby invest-
ing. If this expressionis positive it is alwaysprofitableto establisha plant abroad. As can

of the demandfunction. Redefiningr = ¢ + d, the result of maximising operatingprofits (max, n(-) =
max; [p(z, s;) — ¢ — 7] z) by the choiceof salesin countryz’ can be written as7* = = (p(z*, s;),z*, 7). By
theervelopetheorem?Z- = 2% = —z* and,thus 3% = — % Fromthefirst- ordercondltlononecanseethat
z* is decreasingn =, andhencer* is con/e< inT.




be seenfrom the profit function, v, (s1,t,y, f) is increasingin the tradebarriert andin the
core-periphengistancecosty, anddecreasingn fixedcost f. It maybe intuitive but not soob-
viousthatv, (s1,t,y, f) isincreasingn s;: marketsizeentersthe profit functionvia theindirect
demandfunction andis thereforea factor and not an additive term (like costs)in the optimal
demandand,hence alsoin the profit function.

Thesecondermy ((n — 1), s;, ¢, z, y) sumsthedifferencesn profitsbetweerexportingfrom
within the coreandexporting from the peripheryover all countriesthatthe MNE canaccesst
thelower distancecostby investingin countryl. In otherwords,countryl canbeviewedasan
"export platform” to the othercorecountries.This export platformgain x ((n — 1), s;,¢,2,y) is
alwayspositive, sincey > z andprofitsr;(s;, ¢, z) and;(s;,t,y) aredecreasingn y andz, re-
spectvely. Thatis, thissecondermcanrendetinvestingin onecorecountryprofitableevenif the
tradeanddistancecostavoiding gain(thefirst termin eq. (3)) is negative. x ((n — 1), s;, ¢, 2z, y)
is increasingn the numberof countries(n — 1) closeto countryl; andit is decreasingn the
within-coredistancecostz but increasingn the core-periphendistancecosty. In nettermsit
is notinfluencedby the tradecostaslong ast is a perunit cost,andn; (s;, ¢, z) andm; (s, t,y)
takethe samefunctionalform.” Like v, (s1,¢,y, f) it is alsoincreasingn marketsizes;. Put
differently; this alsomeansthat investingin country 1 is lessattractve the smallerthe market
sizeof the countrieghatcanbesenedatalow distance.

Settingup plantsin m (m < n ) corecountriesnsteadearnshe MNE profits of

e = Z[m(si)—f]-l— Z i (8iy1,2) 4)
=1 i=m+1
_ HI’m_l + V= (Sm, t7 2y f)a
+ + + -

where Vo (Smy by 2, [) = T ($m) — [ — T (Smy L, 2)

Theprofitsfrom investingin m countrieccanbeexpressedsafunctionof theprofitsfrom invest-
ingin m — 1 countriesplustheterm-~, (s, ¢, z, f). It is profitableto investin anadditionalcore
countryaslong asthis tradeanddistancecostavoiding gainis positive. v, (s, t, z, f) depends
on trade,distanceandfixed costaswell ason marketsizein the sameway as~, (su,t,y, f).
However, hereinsteadof y the lower within-core distancecostz enters,implying thatthe ad-

"Whentakingthe derivative of x ((n — 1), s;,, z, y) with respecto ¢, thelineartermin ¢ will enteroncewith
a positive and oncewith a negative sign and thereforecancels. To seethis for quantitiesas the decisionvari-

able: X((n - 1),5;’,75,2,@/) = Z?:Q [ﬂ-i (Siﬂta Z) - (Siat;y)] = Z?:? Si |:<1_;_Z>2 - (1_;_1/)2} , therefore
2y Imi(sivt, 2) = mi (sity)l = 5 3y si (2 — y).
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ditional gain from investingin a further core countrywill alwaysbe lower thanthe profit from
theinvestmenin country 1. In addition,~. (s..,t, z, f) dependon the marketsize of country
m andnoton thatof thelargercountryl; this alsoreduceghegainfrom investingin morethan
onecountry Thus,the lower within-coredistancecostandthe smallermarketsize canmakeit
lessprofitableto investin mary or all corecountries.If settingup in all countriesis profitable
(72 (8m,t, 2, f) > 0 forallm = 1, ..., n), total profitsamountto

implying thatfixed costcannotexceedf = m, (s;) in eachcountry:, respectiely; i.e. theupper
boundfor investmenincreasesvith the sizeof the market.

Summarisingheimpactof the differentparameterstheincentive to investin corecountry1
stemsfrom the differencein distancecost. In the absencef distancecoststhe MNE’s decision
would be drivenonly by the tradebarrierandby marketsize. The decisionbetweenexporting
andinvestingin the corein this casewould simply be a trade-of betweerthetradebarrierand
fixed cost. Without distancecostsequation(3) doesnot producethe export platform term, but
only thetermthatarisesfrom tradebarrierjumping

Y (317 L, f) = Wl(«gl)—.f—ﬁl(slat)-

Lo (5)

This extendsto investingin m < n countriesin the sameway asin equation(4), andtherefore,
aslong asv(s,t, f) is positive it paysto investin more core countriesin orderto avoid the
tradebarrier If, in addition,all corecountrieshadthe samemarketsize,without distancecost
the MNE would eitherinvestin all corecountriesor exportto all of themor notsenethematall
- dependingnthelevelsof thetradebarrierandthefixed cost.

In the presencef differentwithin-core and periphery-coradistancecosts,however, a high
trade barrier cost favoursinvestmentin more than one country via its positve impacton the
tradeanddistancecostjumpinggain. Thefirst plantin thelargestcorecountryin ary casegives
the highesttradeand distancecost avoiding gain, becausehis savesthe tradebarrierandthe
periphery-coralistancecost. Investingin ary further corecountrywill still save the MNE the
tradebarriercost;it will, however, no longersare the periphery-coralistancecostbut only the
lowerwithin-coredistancecost.In additionthesmallermarketsizeof thesecorecountriesnakes
investmenthererelatively lessattractie.

Thus,regardingthe SMP’s attackon borderformalitiesasa reductionin variabletradecost
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alower ¢ implies that the gain from avoiding the tradebarrierwill be smaller andtherefore-
for low levels of distancecosts- exporting from the MNE’s homecountryor consolidationof
investmenin onecorecountrythatis beingusedasan export platformis morelikely. However,
a lower tradebarriert alsoallows for a greaterrangeof valuesof the periphery-coralistance
costy (thisfollows from the definitionof the prohibitive tradebarrier). Thus,asy hasa positive
impacton bothtermsin (3) for high valuesof the periphery-coralistancecostthis effect will
outweighthe consolidatiorof investmeninducedby a lower ¢, andmakeinvestingin countryl
moreattractve.

Going backto the empirical evidence, SMP measuresby reducingtransactioncosts,have
certainlyfacilitatedexports;in particularintra-industrytradehasincreasedh industrieswith high
non-tariff barriers(EC (1998b),p. 115). The implicationthatlower tradebarriersmakeexport
platform investmentmore attractve captures- at leastto someextent - the suige in memgers
acrosscommunityborders. Trade and direct investmentare rarely found to be substitutegor
eachother;for the caseof the EU alsothe SingleMarketReview (EC (1998b),p. 116) provides
evidenceof a complementaryelationship. This mainly reflectsthe lack of DI dataat the firm
or productlevel in the EU, however. Noting thatintra-EU one-waytradedecreasedonsiderably
during the implementationof the SMP (seesection2), while at the sametime intra-industry
tradein differentiatedoroductswvhichis generallyassociateavith multinationalactvity (tradein
intermediategoods)increasedsuggestshattherehasnonethelesbeentrade-replacindl. The
loweringof non-tariff tradebarriersis likely to accountfor this to a certainextent.

Concerninghecostof settingup, ahighfixedcostmakesexporting- evenfrom the periphery
- moreattractve. If, however, the within-core distancecostis low comparedo the periphery-
coredistancecostandif, in addition,the coreconsistsof mary countries,a high costof setting
up a plant canbe offset by the export platform gain. Thus even with high fixed costs,it may
be more profitableto setup a plantin the largestcore country and export from there,but not
to investin morecorecountries.Dueto SMP measuresuchasharmonisatiorof technicaland
productstandard®or improved businessrelationsacrosscountriesone can argue that the fixed
costof settingup a planthasdeceased Giventradeanddistancecostsalower f raiseghegain
from avoiding tradecosts thereforat makesnvestmenin generalmoreattractve. In particulay
investingin onecorecountrywill bethe moreattractve the morecountriesareaccessiblérom
thisexportplatform. Thiscapturesnainly so-calledgreenfieldinvestment’ andis representatie
of the fact thatin memgersandacquisitionshe mostactively targetedsectorsweredistribution
andwholesale The examplebelow will illustratebothchannelgurther.
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Example with linear demands and quantities asthe strategic variable:

Takingtheindirectdemandunctionto be p(s;, z) = (1 - si) outputis givenin the upperhalf
of table 1. Pluggingthesevaluesin equation(3) the borderline betweenexporting from the
peripherywith investingin countryl andexporting from therecanbeobtainedas

f:.sl(g)z_sl(ﬁzi—zﬁ:i%[(l—i%z)?_(1—#” ©

=2

Comparingnvestmenin m with investmenin m — 1 corecountriestheequivalentto equation

(4)is ) 2
foon (o (547

Theuppergraphin figure3 plots(6) and(7) for 2 corecountrieswith marketsizes, = 1 ands, =
0.8 in the f, y — spacefor given valuesof ¢ and . The permissiblerangeof valuesfor the
periphery-coraistancecosty is betweerr (by assumptionand1 —¢ whichmarkstheprohibitive
level of tradeanddistancecost. The upperline representshe borderbetweenexporting from
the peripheryandinvestingin thelargestcorecountry(eg. (6)). Giventhat; (s;, ¢, d) hasbeen
shavnto becorvex irrespectve of thedemandunction,thisline will beconcaein y asdepicted.
Thelower line is the borderbetweennvestingin corecountryl andinvestingin corecountries
1 and2 (eq. (7)). Thefigureshovs a decreas@n thetradebarriercostfrom ¢ = 0.2 (solid lines)
to¢ = 0.1 (dottedlines). Thewithin-coredistancecostis setat theratherlow valueof » = 0.1.8

Consideffirstthesolidlinesonly andimagineaverticalline atsomefixedlevel of y anywhere
between: andthe prohibitive level wherethe no supplyregion ¢ starts.Moving down thisline
shavs whathappensasfixed costsdecreasefor high valuesof f the MNE will supplythe core
with exportsfrom its homecountry for lowervaluesof f investingin onecorecountrybecomes
profitable,andas f decreasesven furtherinvestingin both core countriesbecomegrofitable.
Theswitchfrom exportingto investingin onecorecountrywill beprofitablefor highervaluesof
fixedcostthe higherthe periphery-coralistancecosty.

Looking at the changeinducedby a lower tradebarrier, the barrier betweenexporting and
investingin one core countrytilts comparedo the initial situation(solid to dottedline). This
illustrateshow for low valuesof the periphery-coredistancecosty the effect from a lower ¢
dominateswhile for high valuesof y, the correspondindincrease’in the periphery-coredis-
tancecostitself dominatesFor low valuesof y exportingbecomesnoreattractve comparedo

8Fromthe specificatiorof the demandunctionthe prohibitive tradebarrieris not affectedby marketsizes;, y
canthusvary from 0.1to 0.8in thefirst caseandto 0.9in the seconctase.
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investingin onecorecountryandalsoin asmallregion wheretherewasinvestmenin bothcore
countriespreviously (the existenceof this latter region dependsn the size of the changen ¢).
The shift from 11 to X is induced,as avoiding the tradeand distancecostby investingis now
lessattractive dueto the lower tradebarrier The shift from exporting to 11 dueto the greater
emphasi®ny in thisareamayhave somevalidity wherethe periphery-corelistancecostweighs
particularlyhigh. Further by loweringthe profitability of investingin anadditionalcorecountry
the 11 region extendsdownwards,i.e. thereis consolidationof investmentasthe incentve to
bealocal monopolistin eachmarketdecreased-inally, by mechanicallyenlaging the possible
rangeof valuesof y, a small part of the region of no supplyis replacedby exportsandanother
oneby investmenin country1.

The lower graphin figure 3 replicateshe analysisfor 3 corecountrieswherethethird core
countryis assumedo have marketsizes; = 0.5. This splitstheregion wheretherewasinvest-
mentin two corecountriesn theuppergraphinto aregionwith investmenin thetwo largercore
countriesasabove anda new region with investmentn all threecorecountries. Thel1 region
hereextendsto highervaluesof fixed costasthe core,i.e. theregion to be senedfrom country
1is now larger The X-I1 regionis subjectto the samechangesnentionedn the two country
caseastradebarriersgo down. The changesat the borderof the I1 andI2 regionsinducedby
a lowering of tradebarriersare similar to the two countrycase. The samereasoninghow also
appliesto thefrontier betweerthe 12 andthel3 region.

4.2 The Supply Decision when the multinational faces competition

Theanalysisconductedor themultinationalasa monopolistcanberegardedasagoodapproxi-
mationin themostinnovativeindustrieshowever, it is likely thatthe MNE will facesomesortof
competition.Theamountof competitionintroducedhereis restrictedto localincumbenfirmsin
the corecountrieswhich alwayssupplytheir homemarket,andif profitableexportto the other
core countries. To keepthingstractablethey do not have the possibility to investabroad. All
firms still treatmarketsassegmented.Thereis no entry of firms otherthanthosementionedso
far. Thatis, in eachmarkettherearebetweentwo (if thetradebarrieris suchthatit is profitable
for the MNE to invest,but too highfor the othercorefirmsto export) and» + 1 firms operating’
Demandsare linear with the interceptnormalisedto 1 andfirms competein quantities. This
resultsin a Cournot-Naslequilibrium.

Denoteby z; = Y72 = thetotalamountof salesof all & firmsin marketi. With total sales
dividedby marketsizes;, theprofitsof firm £ in ary market: are

9Consideringonly casesvhereit is profitablefor the MNE to sene the centremarketatall .
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Thy = (1 —tp — dy — —:)xk,n (8)

wheret;, = t, - thetradebarriercostfrom above for all firms that export to this market,and
tr = 0 for thedomesticfirm andfor the MNE if it decidego investin country:. Thedistance
costdy, is equalto y for the multinationalif it decidego exportto acorecountryfrom its home
country it is equalto z for the exportsof ary firm locatedin the coreandequalto zerofor afirm

with a plantin this market. The MNE is labelledk = 0, thelocal firm in market: is & = 7, and
for theremainingcorecountryfirmsthisleaves < k # . Whenprofitsof the multinationalare
referredto the firm subscriptt will be suppressed-rom(8) thefirst orderconditionfor output
of firm & is givenby

€

T = S <1_tk_dk__>7 )

S

i.e. equilibriumprofits aregivenby 7, = s; (1 —ty — d — i—)z Whenit is profitablefor all
firms to be active in market:, total salesn this marketcanbe obtainedas

l+n—t—d
. - 1
Li = 8 n+ 2 ) (10)
wheret = 3" ¢, andd = 5" d;,. Pluggingthis backinto (9) outputof eachfirm is
—(n th—(n+ D)dy +1_p +d_
xkﬂ-zsil (n+ 1)tk — (n+ 1)de + 1k + 3 (11)

n + 2

wherei_;, andd_; denoterespectiely, the sumsof thetradebarrierandof the distancecostof
all firms otherthanfirm & operatingin this market. The outputof the MNE, the domesticfirm
andacorecountryfirm arecalculatedexplicitly in tablel for thecaseof n + 1 firms (lower part).

From equation(11) onecanseethata firm’s salesandhenceits profitsin a marketarede-
creasingn its own accesgost(tradebarrieranddistancecost)andincreasingn its competitors’
accesgoststo this market:

T = 1w (si, tk, dg; log, d_y)
+ - -+ 4

(12)

Summingthe tradebarrieranddistancecostto = = ¢ + d, Neary(2002)provesthat this result
alsoappliesto differentspecificationf demandfunctions. In his appendixhe shavs that the
propertiedn (12) hold for Bertrandaswell asfor Cournotcompetitionwith lineardemandsnd
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differentiatecproducts.They alsohold underCournotcompetitionwith generademandsxcept
whendemandsare highly corvex andthe firm in questionhasa relatively small marketshare.
As in the monopolycaseprofits areincreasingn marketsize. For the tradeanddistancecost,
things are not so straightforward. If eitherthe tradebarrier costor the distancecostchange
simultaneouslyor firm & andits » — 1 competitorspneobtains

dt_, = (n _ 1)dtk - drei Sgtkk,i + (n . 1) CET <0

dty, Bt_y,
and (13)
dd_y = (n—V)dd, = 2= 204 (1) J2e <,

From (11) one can seethatin both casesthe direct effect dominates;thus, as the trade bar
rier/distancecostincreasesputputandthereforeprofitsfall, andvice versa.

The analysisof the differentsupply stratgies proceedsnuchthe sameway asabove. Con-
siderfirst the multinationals profits from exportingto all corecountries

My = Zn:m [siy t,y; (n— 1), (n—1)z]. (24)
=1

The propertiesof the profit function in one market(eq. (12)) continueto hold; total profits
arealsoincreasingin marketsize s;, decreasingn own distancecosty andincreasingin the
competitors'distancecostz. The sameholdsfor the tradebarriercostt, wherethedirecteffect
dominateqsee(13)), thatis total exportsare decreasingn ¢. Fromthe expressionsn table 1
notethat the prohibitive barrierof tradecostis not asclearcut asabove. For the multinational
theprohibitive level for exportsfrom his homecountryto market: givendistancecostis

l—(n+1)y+(n—1)z

5 :
For exportsof a core countryfirm to market: the prohibitive level of tradecostgivendistance
costis

EMNE = (15)

. 1-3z+4y

for = —5—=. (16)
As z approacheg the prohibitive level of tradecostfor a corefirm approachethatof the MNE
(for = = y wegeti = =% = =22 ortakentogether + y = ¢ + z = 1). Otherwisethetrade

barrierthresholdor the corefirmsis alwayshigherthanthatof themultinational*® Thisimplies
thatthe presencef competitorswith loweraccessostto market; limits therangeof parameter

10{CF_{MNE:%>O1(OFOSZ<Z/.
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valueswherethe MNE finds it profitableto export to ary corecountry Thereare parameter
valuessuchthatthe MNE will never exportto the core market,but wherethe firmsin the core
countrieswill still tradeamongeachother Nonneagatvity constraintson (15) and(16) aswell
asthecondition0 < z < y furtherrestrainthe rangeof possiblevaluesof = andy. If boththe
tradebarrierandthe within-coredistancecostare zero,the maximumvaluethe periphery-core
distancecostcantakefor exportsto be profitableis y < 711?

If insteadthe MNE decidedo investin onecorecountry the prohibitive barrierof tradecost
given within-core distancecost > for the core firms lowersto ior = 1= or (1 4 z),, = L.
Thus,for valuesof tradeanddistancecostlargerthanthis, investmenby the multinationalgives
rise to a duopolyin the country wherethe investmenttakesplace, with the other core firms
abandoninghis market. For valuesof (¢ + z),., < + themultinationalfacescompetitionfrom
coreexporterswherever it decidesto establisha plant. By investingin the corethe MNE also
benefitsfrom lower distancecostsfor exportsto the other core markets;its total profits from
investingin, asbefore,the corecountrywith the largestmarketsize(countryl) are

X = 7y [sy; (n— 1), (n— 1)z] — f + im [siy L, z; (n—1)t, (n—1)2]. (17)

While in the monopolycaselower tradebarriersunambiguouslyncreasehis expressioncom-
petition is likely to changethe picture here. Deriving (17) with respectto the tradebarrier
gives

AT 1+ Xz n an? ars

dt = =2 8t + (n_l) {8_1‘1 + Zz 2 8t )
- + +

(18)

wherethe superscripts and ¢ denotethe own andthe competitioneffect, respectrely. With
lowertradebarriersthe own effectfrom investingin onecountrystill increasegrofits. However,
this meansthat alsothe MNES’ competitorshave easieraccesso marketl, andthereforethe
negative impacton profits dueto increaseccompetitionmay easily outweighthe positve own
effect. In the caseof the demandunctionemployedn (8), equation(18) becomes

d HI’1+XZ

- = {223,—31 n—1)—=(t+2) |s (n—1)2+4zn:si]}. (29)

(77 + 2 =2

Normalisings; to 1, thissaysthatfor valuesof ¢ 4 = > % theimpactfrom competi-

tion dominateslf all corecountrymarketsvereof equalsize(s, = s; = 1), thiswould beequal
tol+z2> 11 Thisthresholdwill alreadybeverylow for asmallnumberof countrieshatare

LIA similar resultis obtainedoy Neary(2002),p. 305.
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to besenedfrom countryl. If in additionthesecountrieshave smallmarketsizes thethreshold
for theown effectto dominates reducedavenfurther. All thisimpliesthatwith competitionand
low tradebarriers,exporting from its homecountrybecomesa morelikely supplystratey for
the MNE.

Comparingprofits from investingin one core countrywith the profits from exportingto all
corecountriesfrom the periphery

H[’H_XZ—HXy - f)/yc (SU t’ Z, Y, f) +Xc ((n_1>7 Sis t’ 2, y>’

(20)
+ + o+ - + 4+ -

where Vg(sl,t,z,y,f) = mls;;(n—=0t, (n—1)z]— f—m[s1,t,y;(n—1)t,(n—1) 2]
and XC((n—l),si,t,z,y) = Z?zZ{m[si,t,z;(n—l)t,(n—l)z]—ﬁi[si,t,y;(n—1)t,(71—1)z]}.

The tradeanddistancecostavoiding gain ’yyc(sﬁ, z,y, f) isincreasingn s;, the marketsize of
countryl, increasingn ¢ andin y, anddecreasingn the fixed setupcost f. It is notaffectedby
the within-coredistancecost,aslong asz is a perunit cost. If profits takethe samefunctional
form, this is becausdhe impactof ~ on the profit from investingandits impacton the profit
from exporting from the peripherycancel. The export platformgain x“((n — 1), s;, ¢, z, y) is
increasingn the numberof countriescloseto country1, in the marketsize of thesecountries,
andin the periphery-coralistancecosty. It is decreasingn the within-coredistancecost,and
unafectedby ¢ if thetradecostis perunit. Thus,concerningheimpactof the parametersnthe
MNEs supplydecisionnothing haschangedwith respecto the analysisof the monopolycase
in section4.1. This alsoholdsfor settingup in morethanonecore country The profits from
investingin m corecountriesin theorderof their marketsizecanbewritten

n

nm = i{m[sz-;(n—1)t,(n—1)Z]—f}+ Y milsit,z(n— 1)t (n—1)z] (21)

i=m+1
=t 4+ 3¢ (sm, t, 2, f).
+ 4+ + -

In this casetoo, aslongas+® (s.., 1, z, f) is positive it is profitableto establistplantsin further
corecountries.

For valuesof i¢p > 152 or (th)OF > 3 upto theprohibitive level of tradeanddistance
costfor the MNE the analysisremainsessentiallyunchangedlf the MNE decidego investin
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the corein this rangeof parametewnaluesit sharesthe marketof the countrywhereit estab-
lisheda plantonly with thelocal firm. Thatis, in equation(17) m; [s1; (n — 1)¢, (n — 1)z] has
to bereplacedby theduopolyprofitst! (s, ). This carriesinto thetradeanddistancecostavoid-

ing gain (20), which is thenﬂy (s1,t,y,2, f) = 7P(s1) — [ — mi[s1tyy; (n— 1) 4, (n — 1) 2],

This expressiomow dependsegatively on thewithin-coredistancecostz; however, from (13)
notethatthedirecteffect of the periphery-coralistancecosty in m [s1,¢,y; (n — 1), (n — 1)z]

dominates.

In the presenceof competitionthe modelpredictsthat exportsfrom the peripheryandalso
consolidatiorof investmenbecomemorelikely astradebarriersdecreaseFor new investment
to beinducedthelevel of fixedcosthasto beratherlow. Thus,theobsenationthatDI within the
EU hasincreaseanuchmorestronglythantradeduringthe SMPis notaswell representetiere
asin the monopolycase.Thedifferenceto the monopolycaseis thatall interactiontakesplace
within a muchmorelimited rangeof parameteralues.The presencef incumbentfirmsin the
corecountriesdeprivesthe multinationalof muchof its profitsin the caseof exporting from its
homecountryandalsoin the caseof investing.Thebestsettingthatcanarisefor the MNE is the
duopolyoutcome If eitherthe costsof settingup or thetradeanddistancecostsaretoo high, the
MNE mayevendecidenotto engagen thecoreatall.

Examplewith linear demands and Cournot competition:

Outputfor the differentfirms underalternatve supplystratgiesof the MNE (assuminghatall
firms areactive) arecalculatedn the lower partof table1. The borderline betweerinvestingin
corecountryl andexportingfrom the periphery(eq. (20)) is, thus,givenby

f251<]+(T”n_+]?2(t+z)>2+i2:;gi<$) 'nl (‘2" ":i)é”( )Z>2. 22)

1=

This holdsfor valuesof tradeand distancecost((tj:z)CF < 1) whereit is profitablefor the
othercorefirms to supplycountry1 aswell. For valuesof 1 < (¢ + z)CF < 3 the MNE will
sharethe marketin countryl with thelocal firm. In this casetheflrst termin eq. (22) hasto be
replacedby the Cournotduopolyprofitsof s, (%)2 ; theothertermsremainunchanged.

For investmenin additionalcountriesheborderline betweennvestingin  andm — 1 core

countriegeq. (21))is givenby

f=sm <1+("n_j)2(t+z)>2—sm <71 _,35:;2))2' 23)
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Also hereif ¢ + z is suchthatcorecountryfirms ceasdo exportto countrym thefirst termhas
to bereplacedy the Cournotduopolyprofitsof s,, (%)2 .

Considervaluesof tradeanddistancecostsuchthat thereis competitionfrom core country
firms ((th)CF < 1). Theuppergraphin figure 4 shavs the samesituationasin figure 3 for
the casewith competition(2 countries,s; = 1, s; = 0.8,z = 0.1, changen ¢ from 0.2 (solid
line) to 0.1 (dottedline)). Comparedo the monopolycasemultinationalactuvity is now limited
to amuchsmallerparametespacethisis truefor fixedcostandfor periphery-coralistancecost
alike.

Examininga decreasén fixed coststhe resultsfrom the monopolycasecontinueto apply,
but theregimeshiftsfrom exportingto investingin countryl, andfromI1 to 12 requirefixed cost
to be muchlower thanin the monopolycase.As tradecostsdecreasehe borderline between
exporting and I1 still tilts, but not enoughto createthe region whereinvestmentsubstituted
exports. This is dueto competitionfrom the othercore countries. From (19) notethat for the
own effectto dominate(or new investmento arise)giventhe parametevaluesassumed + z
would have to be smalleror equall. Theseobserationsextendin asimilar way to the analysis
of threecore countries,as can be seenfrom the lower graphin figure 4. The analysisof the
duopolycaseis very similar to the situationjust presentedpnly the rangeof parameteralues
differs.

5 Concludingremarks

Themodelpresenteaonsiderghe decisionof a multinationalenterprisdocatedwithin aninte-
gratingregion on how to supplyothercountriesin this region. The decisionbetweenexporting
andsettingup productionfacilities in anothercountryis basedon a trade-of betweenvariable
andfixed costs.Thevariablecostsmakeexportingmoreexpensve: they arecomposeaf a cost
associateavith tradebarriersanda distancecostthatis higherif the MNE exportsfrom its home
country(in the periphery)thanwhenit setsup a plantin a corecountryandexportsto the adja-
centcountriesdrom there.Investingin turninvolvesafixedcostto establistproductionfacilities.
A groupof corecountriesis characterisedby closenessn termsof geographicatlistanceor in

termsof culturallinkages.The corecountriesdiffer in the sizeof their markets.

Within this settingthe impactof a lowering of tradeand investmentbarriersas suggested
by measuresssociateavith the Single MarketProgrammen the EU is examined.If the MNE
is ableto actasa monopolista lowering of tradebarrierssuchasabolishingborderformalities
inducesa shift from investingto exporting aswell asconsolidatiorof investmenin fewer (one,
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atthemain) corecountries.This accountdor theincreasean intra-EU exportsassociateavith
the SMPaswell asthe sulgein cross-bordememgersandacquisitionswithin the EU from 1988
to 1990.1f the costof exportingfrom the MNE’s homecountryto the coreis ratherlarge a shift
from exporting to investingarisesasa third possibility In thisregion theincentve to avoid the
distancecostoutweighstheeffectfrom alowertradebarrier andthereforenvestmentis created.

Arguingthatthe SMP hasaffectedthefixed costassociateavith settingup a plant,themodel
predictsthat ratherthan exporting the multinationalwill investfirst in the largestof the core
countries or investin several corecountriesfor evenlower valuesof fixedcost. Thisis likely to
berepresentatie for someof thegreenfieldnvestmenthe SMP hasbroughtabout. Thefactthat
the MNE will alwaysestablishthe first plantin the core countrywith the largestmarketsizeis
inherentto profit maximisationratherthanan outcomeof the model. However, it is well-known
thatfirms preferto locatein countrieswherethey have accesso large markets.

If themultinationalfacescompetitionfrom corecountryincumbentghatareableto exportto
theothercorecountriesjnvestmenwill beinducedfor low levelsof fixedcost. As tradebarriers
decreaseén this caseconsolidationof investmentn onecorecountryplantis still anoutcome,
but exportingfrom the peripherybecomesnuchmorelikely. Thereasorfor thisis thatthelocal
incumbentsbenefitfrom lower trade coststoo, and, therefore,competitionreduceshe profits
from investingaswell asthe profitsfrom exportingto or within thecore.

Confrontingthe modelwith the empirical obsenations- eventhoughaggregatedataanda
modelatindustrylevel do not matchperfectly- it doesaccounfor theincreasen traderelatedto
the SMP;andit is suggestie for the shareof memgersandacquisitionsn DI (eventhoughthisis
notexplicitly modelled?). Thecasewhencompetitionis allowedfor suggestshatexportsshould
increasemuch morethan DI astradeand investmentbarriersvanish,in reality, however, the
oppositehashappenedThissuggestshatthe SMPhasbroughtaboutchangesn theervironment
for directinvestmentshatgo beyondthereductionsn tradeandinvestmenbarriers.

Splittingup intra-EUdirectinvestmengeographicallyflows goingfrom thecore(thefound-
ing memberof the EU plusthe UK) to theperipheryincreasedjuite considerablypetweernl 980
and 1992 (seeMorsink (1998),p. 69). Thiskind of DI is likely to be motivatedby factor cost
considerationsatherthanby tradecost,and, therefore not capturechere. The modelalsone-
glectstheimpressve amountsf intra-EUDI smallcountriessuchasBelgiumand,in particular
Irelandhave beenableto attract.

Next to theseconcernst would be interestingto seehow the resultschangewhenthe local
incumbentfirms are not only ableto export but alsoto investin the othercore countries. To

2Falvey (1998) andHorn and Perssor(2001) examineincentvesfor megersbroughtaboutby tradepolicy in
two-countrymodels.
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seehow the costconsiderationgn the modelaffect the factor marketsin the countriesinvolved
aswell asin the integratingregion asa whole, the discussiorshouldbe embeddedn general
equilibriumanalysis.
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Tablel: Salesof differentfirms underalternatve supplystratgies
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Figurel: Evolution of tradeflowsfor the EU12(1980-1994andEU15(1980-2000)
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Figure2: Evolution of tradeflows for the USA andJapan(1980-2000)
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Figure3: Themonopolycasefor two corecountries
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Figure4: Thecompetitioncasefor two corecountries
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