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Abstract

This paper examines the link between the industrial structure of UK foreign
direct investment (FDI) and the comparative advantage of the UK, by comparing
their dynamic evolution over the last four decades.

The findings illustrate that the largest shares of UK outward FDI are
concentrated in sectors in which the UK is comparatively disadvantageous.
Furthermore, the sectors in which the UK is comparatively advantageous have
characteristics different from those in which UK outward FDI is concentrated.
This suggests that the differences between the industrial structure of UK
outward FDI and the comparative advantage of the UK are a matter of kind
rather than of a degree. Over time, UK FDI has become more closely related to
the comparative advantage of the UK, a change which seems to be related to the
changing motivation of UK MNEs to invest overseas.
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FDI AND THE PRINCIPLE OF COMPARATIVE ADVANTAGE

The principle of comparative advantage asserts that countries export
those goods which require resources in which they are comparatively
well-endowed and import goods which require resources in which they
are comparatively poorly endowed. If a similar principle is applicable
to foreign direct investment (FDI), then we would expect that a
country’s firms would invest overseas to produce products which
require resources in which they have a comparative ownership
advantage but their home country has a comparative location
disadvantage, while inward FDI would be directed to producing goods
which require resources in which the recipient country has a
comparative location advantage but in which its own firms have a
comparative ownership disadvantage (Kojima, 1975, 1982).

If FDI (and trade) indeed behave in this manner, then there would be
direct relationships between the comparative advantage of countries
and the structure of FDI: outward FDI will be concentrated in the
industries in which the country is comparatively disadvantaged, while
inward FDI will flourish in the industries which make intensive use of
the resources in which the country is abundant. FDI and trade would
substitute for each other, with outward FDI replacing exports and
inward FDI substituting for imports.

As 1s well known, however, a good deal of international trade,
particularly between industrialised countries, cannot be explained by
the principle of comparative advantage (Helpman and Krugman, 1985;
Krugman, 1989, 1995; Davis and Weinstein, 1997), and the
explanatory power of differences in resource abundance seems to be
even weaker for explanation of patterns of FDI. Both trade and FDI
often take place between countries similar in their resource abundance
and 1industrial structure (see Krugman, 1995 and UNCTAD-DTC(],
1996 for discussion and evidence for trade and FDI respectively) and
most of them are in sectors in which there is a substantial amount of
intra-industry specialisation. At the same time however, the activities of



firms have been shown to be related to the characteristics of their home
country and to reflect the resources abundant in these locations
(Dunning, 1979; Porter, 1990; Hu, 1992, 1993; Nachum, 1998a), which
suggests some links between the comparative advantage of countries
and the international activity of firms.

This paper is designed to contribute to a fuller understanding of the
relationships between FDI and the comparative advantage of countries.
There are various aspects of these relationships which are related to
outward and inward FDI and to the comparative advantage of the home
and the host countries involved. In this paper we have chosen to focus
on one aspect of these relationships - the link between outward FDI and
the comparative advantage of the home country of the investing firms.
This link is dependent upon two factors. First, the extent to which the
location decisions of multi-national enterprises (MNEs) are in line with
the comparative advantages and disadvantages of their home countries,
and second, the extent to which the ownership advantages of the
investing firms reflect these advantages and disadvantages.

The relations between the location decision of MNEs and the
comparative advantage of their home countries change in line with the
motivation of firms to engage in FDI. When firms invest in foreign
countries in order to get access to resources not available, or available
on less favourable terms, at home, they steer away from their home
countries activities which require immobile resources in which the
country is comparatively disadvantaged, but which can be performed
competitively in other countries, using their firm-specific advantages.
Such motivation implies that FDI occurs in industries in which the
home country of the investing firm is comparatively disadvantageous.

Export seeking investment is undertaken by firms seeking to move their
production facilities serving established export markets to another
location, most often as the costs of the relevant factors of production at
home rise. Such investment would have adverse relationships with the
comparative advantage of the home country of the investin g firm, as it
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is undertaken in order to take advantage of more favourable production
locations than the home country,

When FDI is driven by market seeking motivations, and the markets in
which the investment is undertaken were serviced previously by
exports, goods manufactured overseas disappear from the country’s
exports statistics. This suggests a discrepancy between FDI and the
comparative advantage of the country concerned, but it may not always
be so. Market seeking investment is undertaken when firms perceive
that they would better service a particular market by local production
than by exports. The reasons for such preference are usually related to
certain characteristics of the market considered (for example,
competitive pressures), the type of the product, or the need for
proximity to the clients in order to serve them effectively, rather than to
resource abundance in the home or the host countries involved. While
firms are less likely to move production overseas when their home
country is comparatively advantageous, the advantages gained by local
production in a particular market may outweigh those gained by
production in a locationally advantageous home country. Therefore,
market seeking investment may not necessarily be undertaken in the
activities in which the home country is comparatively disadvantageous,
though it is more likely to be so.

Much of the more recent FDI by most developed country MNEs is
driven by efficiency and strategic asset seeking investment, in which
firms seek to gain from the common governance of geographically
dispersed activities and to exploit the benefits of producing in several
countries (Dunning, 1993). The relations of FDI to the comparative
advantage of the home country of the investing firms are more difficult
to predict in the case of such investment because factor endowments
play a less important role in influencing its industrial patterns. Firms
may locate parts of their production in places which offer similar
locational advantages to those of their home countries since the initial
motivation for the investment is not a search for resources or markets
but rather an attempt to gain benefit of scale or scope and to exploit the



advantages of internationally integrated production. However,
compared with resource- and export-seeking FDI, in which outward
FDI occurs in the industries in which the home country is
comparatively disadvantageous, this type of FDI is likely to relate more
closely to the comparative advantage of the home country concerned
because firms often tend to keep at home the activities in which their
home country is comparatively advantageous.

The relationships between the industrial structure of FDI and the
comparative advantage of the home country of the investing firms are
also affected by the extent to which the ownership advantages of firms
reflect the comparative advantage of their home countries. Several
studies have shown that firms develop ownership advantages which are
related, at least partly, to the industrial structure of their home countries
and tend to reflect specific characteristics of the resources abundant in
these locations (see Dunning, 1996; Nachum, 1997, 1998a; Nachum
and Rolle, 1995). To the extent that the ownership advantages of firms
are based on the resources abundant in their home countries, their
competitiveness would flourish in the same industries in which their
home countries are comparatively advantageous.

Such a link between the ownership advantages of firms and the
comparative advantage of their home country weakens as firms mature
in their international activity. At this stage, their ownership advantages
reflect the characteristics of their home countries to a lesser extent than
when these firms were at initial stages of their development and most
of their activity was concentrated in the home country. More mature
MNEs draw also on the resources of the foreign countries in which
they operate and their advantages reflect attributes which are not
related, or at least not directly so, to the resources of their home
countries (Cantwell, 1989; Dunning, 1996; Nachum, 1998).
Subsequently, a country’s MNEs can be internationally competitive in
industries in  which their home country is comparatively
disadvantageous. Such a scenario is particularly common when a
country which had a comparative advantage in a particular industry in
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the past, a situation which facilitated the initial rise of competitive
national firms, lost its comparative advantage, without a corresponding
loss of the ownership advantages of its MNEs who maintained their
competitive strength through activities overseas (Cantwell, 1989; see
also Nachum, 1998a, chapter 7).

Several factors may disturb the links between the industrial structure
of outward FDI and the comparative advantage of the home countries
of the investing firms outlined above. First, and most important,
government intervention in both the home and the foreign countries
involved often affects the choice of firms between domestic and
foreign investment, in a manner which is not related to the
comparative advantage of the countries concerned. Second, products
at later stages of the product cycle are more likely to be produced
abroad than those at earlier stages of the cycle (Vernon, 1966),
regardless of the comparative advantage of countries. Third, under
certain circumstances, a comparatively advantageous country may
attract inward FDI rather than give rise to internationally competitive
national firms. The presence of competitive foreign firms in a country
often prevents or delays the development of indigenous firms, who
cannot compete against foreign firms even in their own country’. In
such cases, inward FDI would concentrate in the industries in which
the country is comparatively advantageous, If such investment is export
oriented (and is of a significant magnitude), the export statistics of the
country will reflect its comparative advantage, but it is likely that most,
or large parts, of these exports, are by foreign affiliates.

The findings of studies which sought to test empirically the relations
between FDI and the comparative advantage of the home countries of
the investing firms are mixed. Dunning (1985, 1988) found no
evidence that UK outward FDI is concentrated in sectors in which the
UK is comparatively disadvantaged (though there were significant
sectoral differences between UK MNEs and indigenous firms).
Dunning and Walker (1982), however, demonstrated that UK outward
FDI is significantly correlated with domestic activities, i. e., it tends to



concentrate in those sectors which record above average productivity
and profitability in the UK.

A large number of studies have examined the relationships between
FDI and irade, mostly by addressing the issue of substitution vs
complementarity between them (Reddaway et al, 1968; Bergsten et al,
1978; Lipsey and Weiss, 1981, 1984; Swedenberg, 1979; Blomstrom et
al, 1988; Agarwal et al, 1994). The findings of these studies vary
across countries, sectors and over time. For example, Agarwal et al
(1994) found that German and Japanese FDI in 1989-1992 were
positively and significantly correlated with exports and imports, while
for the US the correlation between FDI and trade in this period was
much weaker. Bergsten et al (1978) found a positive correlation
between US exports and outward FDI, but the strength of the
association declined over time, as the value of FDI rose. Pearce (1990)
found the trade-creating effect of FDI to be weaker in natural resources
compared with manufacturing. The positive effect of foreign located
production on parent company exports of the world’s largest firms has
been strongest in R&D intensive manufacturing industries and weakest
in resource-based sectors. These mixed findings reflect the theoretical
complexity of this issue and suggest that various types of FDI relate to
the comparative advantage of the countries concerned in different
ways.

In this paper we seek to explore the dynamic relationships between the
comparative advantage of the UK and the industrial structure of UK
outward FDI. Do UK MNEs concentrate their activities in industries in
which the UK is comparatively advantageous or rather in those in
which it is disadvantageous? Have the relationships between the
industrial structure of UK FDI and the comparative advantage of the
UK changed over time? Is the UK domestic cconomy internationally
competitive in industries different from those in which UK MNEs
concentrate their activities? And if so, are these differences a matter of
kind or degree, i. e., are UK MNEs competitive in industries which
have characteristics different from those in which the UK domestic



economy is competitive, or in the same industries to a different degree?
These are the questions this paper seeks to examine.,

Some Methodological Issues

The statistical analyses which follow are based on an examination of
the link between the industrial structure of UK outward FDI and the
comparative advantage of the UK, proxied by its export shares. These
measures are expressed both in absolute terms, to examine their
industrial structure relative to each other, and relative to other
countries, to compare their international competitiveness in different
industries.

In the former, we add GDP as an additional proxy for the economic
structure of the UK domestic economy. Exports and GDP taken
together provide a more balanced picture of the nature of the economic
activity of the domestic economy than each of them on its own. The
main advantage of using the value of exports is that export activity is
more footloose. A country has more power to influence which
producers supply its home market than those which supply export
markets. Therefore shares in export markets may represent the
underlying advantages of firms to a greater degree than do shares in
domestic markets. The main drawbacks of the export measure are that
it ignores differences in the tradability of products and it is sensitive
to fluctuation of currencies, which reflect monetary policies rather
than changes in productivity and competitiveness. Measures of
production correct for some of these problems but have drawbacks of
their own, including the greater susceptibility of domestic production
to manipulation by government intervention (see Lipsey er al, 1995
and Nachum et al, 1997 for more detailed discussion of these issues).

For reasons of data availability, the proxies for comparative advantage
include all economic activity within the geographical boundaries of
the UK, regardless of ownership. Thus, they measure the
competitiveness of the UK as a location rather than the
competitiveness of UK-owned factors of production. It is possible to



exclude the production and exports of foreign affiliates in a country to
obtain ownership-based measures of output and exports. A number of
countries have coded their industrial censuses to distinguish
establishments controlled by foreign firms, thus providing foreign
firms’ shares of host country production and exports (see Lipsey et al,
1995). However, such data are not available for the UK.

The large amounts of inward FDI which the UK has received since
the 1960s are likely to result in big differences between location- and
ownership-based measures. Estimations are that foreign affiliates
accounted for about 20% of gross value added in the UK
manufacturing sector in 1990 (HMSO, 1994). As most of this
investment is export oriented, the share of foreign firms in UK exports
is likely to be even larger.

Statistical Analyses

Table 1 presents the sectoral distribution of UK outward FDI, exports
and output over the last decades. It suggests that, with few exceptions,
there have been large and persisting sectoral differences between the
activities of the UK domestic economy and those of UK MNEs in
terms of outward investment during the last four decades. For example,
food, drink and tobacco account for almost half of outward FDI stock
in the 1950s and 1960s, but have far smaller shares of both exports and
output. The latier are dominated by mechanical engineering and
transport equipment, which account for very small shares of FDI. The
notable exception to this generalisation is chemicals, where the shares
of FDI, exports and domestic output are of similar magnitude®.

Tables 2.1-2.6 present a more systematic picture of the relationships
between the industrial structure of UK exports, output and outward FDI
during the last four decades. They show that over time outward FDI has
become more closely related, in simple descriptive terms at least, to the
sectoral structure of the UK’s domestic economic activity. The
correlation coefficients between FDI, exports and output were low and



negative in 1955, and gradually and consistently increased to reach a
high and positive level of correlation in the 1980s and 1990s’. These
findings imply that the activities of UK MNEs abroad have become
more closely related to the resources abundant in the UK during the last
decades, and their foreign activities have come to complement, rather
than to substitute for, their economic activities in the UK.

Some explanation for this change is likely to be found in the changing
motivation of UK MNEs to invest overseas. As discussed above, some
types of FDI are more likely to lead to a discrepancy between the
comparative advantage of the home country of the investing firms and
the industrial structure of its FDI than others. A large part of UK
outward FDI activity in the 19" century and first half of the 20
century, particularly that directed to the Commonwealth countries, was
driven by firms’ search for resources not available in the UK (Dunning,
1985; Dunning and Archer, 1987; Stopford and Turner, 1985; Jones,
1994). Such investment implies that FDI occurs in industries different
from those in which domestic investment takes place and leads to a
discrepancy between the two. Around the 1960s, the destination of UK
FDI changed towards the US and Europe, and was driven, for the most
part, by the intention to serve these markets (market seeking
investment). As discussed above, such investment is likely to lead to a
discrepancy in sectoral patterns between home and overseas
investment, which is indeed what the findings for the 1950s, 1960s and
1970s show (tables 2.1-2.3). More recently, UK MNEs (like most
developed country MNEs) have increasingly engaged in investment
which is driven by efficiency and strategic asset seeking motives, Such
investment was further facilitated by the growth of UK FDI to the
BEuropean Union since the 1970s and Increasing complementarity
within the integrated economic area. Traditional factor endowments
play a less important role in influencing the industrial pattern of this
investment, which is likely to correlate more strongly with exports, as
our findings show.



During the period analysed, the sectoral pattern of outward FDI
correlates more strongly with that of UK domestic output than with that
of exports. Interestingly (though somewhat beyond the topic of this
paper), the correlation between output and exports has significantly
diminished during the same period. This implies that the diversity
between domestic and foreign investments has increased during this
period more rapidly than the diversity between foreign investment and
exports. These findings are likely to reflect, at least to a certain extent,
the activity of foreign affiliates in the UK, many of which are export
oriented, but with investment often concentrated in sectors different
from those in which UK-owned firms operate.

A somewhat different aspect of the link between the domestic and
foreign activities of UK firms is presented in table 3, in which we
contrast the comparative advantage of the UK, measured by the
Revealed Comparative Advantages (RCAs) of UK exports in various
sectors, and the industrial structure of its outward FDI. RCAs are
commonly used to measure the relative performance of a country’s
exports in world markets. This method, first introduced by Balassa
(1965), measures the market shares of a particular country in a given
sector/industry relative to its overall exports and to world exports in
this sector/industry.

The sectors analysed in table 3 can be divided into four groups,
according (o the links between the comparative advantage of the UK,
measured by sectoral export RCAs, and the structure of FDI, as
follows:

1. Sectors in which the UK has a comparative advantage (RCA>1)
and which have considerable FDI activity (as judged by their
shares in total UK outward FDI): chemicals, mechanical
engineering®, UK firms possess strong ownership advantages in
these sectors, and they have chosen to serve foreign markets by
both domestic and foreign production. This choice provides an
indication of the advantages of the immobile resources which are
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tied to the UK. Subsequently, FDI and exporting flourish in the
same sectors.

. Sectors in which the UK has a comparative disadvantage and
which record limited or no outward FDI: textiles, rubber and
plastic, metal manufacturing, communication equipment, motor
vehicles. Neither the immobile advantages tied to the UK, nor the
mobile advantages of UK firms, are internationally competitive in
these sectors and the UK possess no advantage in them’. The
similarity between the sectoral performance of the UK domestic
economy and the structure of its outward FDI suggests that the
ownership advantages and disadvantages of UK firms in the sectors
in this group, as well as in those in group 1, are linked to the
resources and endowments abundant in the UK.

. Sectors in which the UK has a comparative disadvantage but which
also generate substantial amounts of outward FDI: food, paper,
publishing and printing, other manufacturing. In these sectors there
is a discrepancy between the international investment activities of
UK MNEs and those of UK firms servicing foreign markets by
exports from the UK. The mobile advantages of UK MNEs in these
sectors are internationally competitive, while the immobile
resources which are tied to the UK appear to be weak and not
internationally competitive.

Part of the explanation for the existence of this third group has to
do with the international maturity of UK MNEs in these sectors. As
discussed above, the ownership advantages of the more mature
MNEs are less related to the resources abundant in their home
country, as firms are better able to draw upon resources in the
foreign countries in which they operate. UK MNEs in the food and
paper sectors have been active outside the UK for decades and their
competitiveness to a lesser extent reflects the comparative
advantage of the UK. The UK provided a comparatively
advantageous environment for these sectors in the past, and this
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gave rise initially to internationally competitive UK firms. When the
UK lost its comparative advantage, UK MNEs responded by moving
their activities abroad and have maintained their strength via activity
in countries which possess comparative advantages for production in
these sectors.

Another possible reason for the discrepancy between the
international competitiveness of UK MNEs and the comparative
advantage of the UK in these sectors is that these are mature
sectors, in which there is a need for a substantial amount of local
adaptation (notably, in foods), and firms prefer to service foreign
markets by local production to be able to meet the specific needs of
their clients in the foreign markets concerned.

. Sectors in which the UK possesses comparative advantages but
which generate no or limited amounts of outward FDI: refined
petroleum products, office machinery, transport equipment. UK
firms in these sectors possess strong ownership advantages, but
they prefer to service foreign markets by exports, rather than by
foreign production. This choice is likely to reflect the comparative
advantages of the UK, making it a favourable location for these
activities. It can also be related to the stage of the life cycle of the
products and sectors concerned. This is likely to be the case of
some products within the office machinery and communications
sectors, which are at relatively eatly stages of their life cycle, in
which the production is based on new and advanced technology.
During these stages firms often prefer to produce at home, close to
the main sources of the innovation and to their actual and potential
customers (Vernon, 1966).

To summarise, in the first and second groups listed in table 3, the

industrial structure of UK FDI goes hand in hand with the
comparative advantages and disadvantages of the UK - outward FDI
flourishes in the sectors and industries in which the UK is
comparatively advantageous and vice versa. In these sectors, the
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ownership advantages of UK firms appear to reflect reasonably well
the comparative advantage of the UK. In the third and fourth groups
in table 3, however, there is a discrepancy between the industrial
structure of FDI and the comparative advantage of the UK, In these
sectors, the outward investment activities of UK firms are far less
obviously, if at all, related to the comparative advantages of the UK
domestic economy. Several reasons were cited earlier as possible
explanations for this discrepancy. These have to do with the maturity
of the international activity of UK MNEs, and with the stage in the
life cycle of the sector concerned.

However, in terms of the shares of economic activity in each of these
groups, the largest shares of UK outward FDI are concentrated in the
sectors in which the UK appears to possess a comparative
disadvantage (table 4). Taken together, the sectors in which there is a
discrepancy between the comparative advantage of the UK and the
structure of UK FDI (groups 3 and 4) accounted in 1994 for about
two-thirds of total outward FDI, with the rest generated by the sectors
in which the two are broadly in conformity (groups 1 and 2). This
suggests that, for the most part, the international competitiveness of
UK MNE:s is developing independently from the immobile resources
and conditions in the UK.

In table 5 we list several characteristics of the sectoral groups
discussed above, in order to examine whether and to what extent these
groups differ in terms of certain factors which may provide the basis

for their competitiveness®,

The data in table 4 suggest that the sectors in which the UK possesses
comparative advantages and generate large amounts of outward FDI
(group 1) are more technology and human capital intensive than the
sectors in which the UK is disadvantageous in both (group 2). The
latter are more labour and capital intensive, although the differences
between the two groups have shrunk during the period analysed. This
implies that the comparative advantage of the UK as a whole
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(including both its domestic economy and its MNEs) is concentrated
in more technologically advanced industries, while in industries in
which competitive advantages are associated with labour and capital
intensity both the UK and its MNEs are comparatively
disadvantageous.

However, in this respect the UK domestic economy is ahead of UK
MNEs. The sectors in which UK FDI is concentrated and in which the
UK domestic economy is comparatively disadvantageous {group 3) are
consumer goods, in which advantages are based on marketing and
branding rather than on technological advances, while the sectors in
which the UK domestic economy is comparatively advantageous but
UK FDI is comparatively disadvantageous (group 4) are more
technology intensive, such as petrochemicals, electronic engineering
and transport equipment.

The concentration of UK FDI in sectors whose competitive advantages
are not derived from extensive investment in R&D is not new. Already
in the 19th century UK manufacturing MNEs were much less active in
those industries which made use of the technological developments of
the time, such as automobiles, chemicals and electrical machinery. US
and German firms emerged as the prominent MNEs in these industries
(Chandler, 1990), while the activities of UK MNEs were concentrated
mainly in branded consumer goods. UK outward FDI has remained
heavily skewed towards relatively low-technology industries.
Reddaway (1968) showed that in 1964, only 29% of the net foreign
assets owned by leading UK manufacturing MNEs were in sectors
characterised by advanced and rapidly changing technology, such as
chemicals, engineering, electronics and vehicles. This characteristic
has distinguished UK FDI from the FDI of most of its main
competitors. An analysis of the world’s 500 leading MNEs in 1981
showed that the industrial composition of UK FDI is distinctive in its
low technology content (Stopford and Dunning, 1983).
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In line with a-priori expectations, the sectors in which the largest
shares of UK outward FDI are concentrated (groups 1 and 3) tend to
be less labour intensive as compared with the sectors which account
for small shares of outward FDI (groups 2 and 4). These differences
are well recognised as one of the distinctive characteristics of MNEs
compared with their indigenous counterparts (Dunning, 1993). The
findings are somewhat mixed regarding the capital intensity of the
various groups analysed, with group 2, in which the UK possesses no
comparative advantage and has limited amounts of FDI, far ahead of
the other groups in terms of capital intensity. This stands somewhat in
contrast to expectations, as well as to previous studies. For example,
Dunning (1985) found that unlike UK firms producing in the UK, UK
MNEs overseas investment is significantly concentrated in capital-
intensive sectors. A possible explanation for the relatively high capital
intensity of group 2 is likely to be in the activities of foreign affiliates
in the UK, which are concentrated in several of the sectors included in
this group (notably motor vehicles).

The analysis presented in table 4 might be biased on the ground that it
is based on the characteristics of domestic industries, and thus reflects
only those activities of MNEs, whether UK-owned or foreign-owned,
which are conducted in the UK. This drawback is particularly severe
in the case of R&D expenditure (a proxy for the technology intensity
of a sector), as UK MNEs tend to conduct large parts of their R&D
activities outside the UK (Casson, 1991) (though some of this
investment is adoptive, and reflects the characteristics of the food,
drinks, tobacco and chemicals industries). Measured by the share of
US patenting of the largest UK MNEs due to research located abroad,
Cantwell (1995) demonstrated that the technological activity of UK
MNEs became substantially internationalised after the Second World
War. Since the 1940s UK MNEs have conducted almost half of their
research activities overseas, and they have displayed much higher
propensity to internationalise their R&D activities than most of their
main competitors (Pearce, 1990).
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Concluding Remarks

This paper has sought to explore the interaction between the industrial
structure of UK outward FDI and sectoral variations in the
comparative advantages of the UK and their dynamic evolution over
time. The findings show a large discrepancy between the two during
the 1950s, 1960s and the 1970s and an increasing complementarity
since then. This trend was attributed to the changing motivation of
UK MNEs to invest abroad, from resource and export seeking
investment, in which FDI typically occurs in the country’s
comparatively disadvantageous sectors, to market seeking and later to
efficiency and strategic seeking investment, in which complementarity
is more common.

The largest shares of UK outward FDI are concentrated in sectors in
which the UK possesses comparative disadvantages as measured by
export-based relative comparative advantage indicators. Furthermore,
the differences between the industrial structure of UK outward FDI
and the sectoral comparative advantages of the UK as measured in
this way are a matter of kind rather than of a degree, that is, the
sectors in which the UK possesses comparative advantages have
different characteristics from those in which UK outward FDI is
concentrated. The latter are characterised by low levels of R&D
expenditure, high capital intensity and low labour intensity, while the
former tend to be more technologically intensive.

Examination of the similarities and differences between the industrial
structure of UK FDI and of export-based real comparative advantage
indicators gives an indication of the extent to which the
competitiveness of UK firms operating internationally is linked with
the resources and conditions in their home country. If the ownership
advantages of UK firms are related to the resources abundant in the
UK, we would expect the competitiveness of both to flourish in the
same sectors and activities. If such relations are weak, or do not exist,
the activities of UK firms abroad will have limited, if any, relation to
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the industrial structure of the UK domestic economy. As most of the
activities of UK MNESs occur in sectors in which the UK appears to
suffer from comparative disadvantages, their competitiveness is only
to a limited extent related to the resources and conditions in the UK,

These findings suggest a need to distinguish between policies directed
to the improvement of the immobile resources which are tied to the
UK and policies influencing the mobile resources which are owned by
UK MNEs and are used by them elsewhere, as these are likely to lead
to different outcomes. The former will affect the competitiveness of
the UK as a location, but may have only limited effect on the
competitiveness of its MNEs, while the latter will lead to a more
successful operation of UK MNEs abroad, but their impact on the
competitiveness of the country is not at all guaranteed because the
MNE:s can utilise their improved capabilities abroad.

Similar studies for the US (Lipsey and Kravis, 1986: Kravis and
Lipsey, 1989) found more similarity between the industrial structure
of outward FDI and exports as compared with our findings. The
comparative advantage of both US exports and FDI has been in
chemicals, machinery and transport equipment, but to somewhat
different degrees. The authors conclude that technology is an element
in US competitiveness, regardless of the mode by which firms serve
foreign markets, but it is more important for the competitiveness of
US MNEs. By contrast, the competitiveness of the mobile advantages
of UK firms is fundamentally different from that of the immobile
resources which are tied to the UK and it is associated with different
attributes.

A serious limitation of our analysis lies in the exclusion of services,
the reason for which is the lack of trade data for this sector (at least to
some extent, this is a result of the non-tradability of many services
and the difficulties of drawing a line between trade and FDI in these
industries). In 1995, service industries accounted for 64% of the UK’s
GDP and for about 45% of its FDI stock (UNCTAD-DTCI, 1995).
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With such shares of economic activity concentrated in this sector, an

examination of the competitiveness of the UK which excludes
services is only partial.
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Notes

1. A classical example of such a situation are some natural
resources rich developing countries. These countries are well
endowed with certain natural resources but their firms are often
too weak to develop the necessary ownership advantages to
compete successfully in international markets. Often the markets
for these resources are controlled by MNEs.

2. We do not test the differences in patterns which emerge from
table 1 formally, as the various measures of economic activity
are not fully comparable (see Nachum ez al, 1997 for a detailed
discussion). Subsequent discussion does however make use of
correlation coefficients, which are calculated as descriptive
measures of similarity of pattern with no inference about
statistical significance.

3. With the exception of exports in 1994,

4. Some of the sectors analysed have changed their position during
the period analysed, from comparatively advantageous to
comparatively disadvantageous and vice versa, which create
difficulties in assigning them to a particular group. In these
cases we rely on the proximity of the RCAs to unity as the
guiding criterion,

5. Interestingly, however, the motor vehicle industry has recently
attracted large amounts of inward FDI (notably of Japanese
origin), which has sought to use the UK as a base from which to
service the whole of Europe (see Strange, 1993). This suggests
that the immobile resources of the UK in this sector possess
certain advantages, but UK firms have been unable to turn them
into sources of ownership advantages, an ability which Japanese
MNEs possess.
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We present this data with a time lag between exports and FDI
data to allow for an interval between actual performance and the
specific characteristics of individual sectors. While the need for
a time lag is clear conceptually, the question remains how long it
should be. Since there is no definite answer to this question, we
use time lags of various length.
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Table 2

The links between the sectoral distribution of UK FDI ?, exports and output, 1955-1994

(Pearson correlation coefficients)

2.1 1955
FDI Siocks Exporls Output
EFDI Stocks I -0.1543 -0.0913
Exports 1 .9628
Cutput 1
2.2 1964
FDI Stocks Exports Output
FDI Stocks ] 0.0349 0.1948
Exports | 0.8609
Culput ]
2.3 1976
FDI Stocks Exports Output
FDI Stocks j -0.0201 03117
Exports 1 0.7988
Qutput H
2.4 1980
FDI Flows FD1 Stocks Exporis Output
FDI Flows 1 0.6948 0.2866 0.6142
FDI Stocks ! 0.1644 8.3251
Exports i 8.8303
Output I
2.5 1994
FDI Flows | FDI Stocks Exports Outpui
FDI Flows ¢ 0.6643 0.4966 0.6151
EDI Stocks I 0.3523 0.6051
Exports ] (.6609
Output I
2.6 1994
FDIFlows | FDI Stocks Exports Output
FDI Flows I 0.9571 0.0463 0.5723
FDA Stocks t 0.0627 0.6493
Exports ] 8.5774
Output I

Sources: As for wable |,

3 FDI flows are excluded from the analyses of 1955, 1964 and 1970 because data for these years are not available
or very partial (sce table | above).
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Table 3

The comparative advantage of the UK and the industrial structure of UK outward FDI,
1990, 1994

Relative Comparative Advantage (RCAs)" of exports and amounts and shares of FDI

1990 1994
Outward FDI Export Outward FDI Export
Seetors b amounts | sharesof | (RCAs) amounts shares of § (RCAg)
(mil $) total (%) (mil ) total (%) |
Food products (STTC 0,1) S35 | 064 | 0806 | 521765 277 0.837
Textile and wearing apparel (SITC 65,84) 0.00 800 0.841 297.04 N6 (0.959
Paper, publishing, printing (SITC 63,64) 1,187.65 143 {1.563 3,068.12 463 0.620
Relined petroleum products {SITC 33) 0.00 A100 2.362 3.06 000 2.105
Chemical products (SITC 5) 3,030.82 365 i.204 4,854.80 .258 }.289
Rubber and plastic products (SITC 62) 0.00 000 0.982 214.34 RN 0.992
Metal products (SITC 69) | 33354 040 0.855 280.17 0i5 0.886
Mechanical engincering (SITC 71-74) 688.29 083 1.070 1,183.46 063 0.987
Office machinery and computers (SITC 0.00 000 1137 202.09 Ol 1.149
75,77,87,88)
| Communication equipment (SITC 76) -054.36 -~ 115 (.881 200.74 011 [.002
Motor vehicles (SITC 78) 0.00 .0Co 0.586 330.69 018 0.599
Other transport equipment (SITC 79) 603.46 D73 1.435 33.68 002 P04
Other manufl: acluring 3,936.97 475 0.961 2,518,08 155 (3.996

Sources: OECD, Foreign Trade by Commodilies {OECD, Paris) various issucs, and OBCD FDI database,

* RCAs were calculated as: (XukjKocedi¥(XuktXoccdt) (Balassa 1965)

where:

X - exports

uk - UK

oced - OECD

J = preduct groups, j=1...n

t - total trade

RCAs can assume any value between O and inf inity. RCA=0 when the amount of transactions in a particular
industry equais 0, When 0<RCA< the country is comparatively disadvantaged in the intdustry considered. When
RCA>1 the country is comparatively advantaged in this industry,

The industrial classilications differ somewhat between tables | and 3, following the ciassifications used by the
different sources of the daia.

Negative values of owtward FD] signify a situation in which disinvestment exceeds the values of new
investment.
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Table 4
Industrial distribution of UK outward FDI, by the links with the comparative
advantage of the UK

Shares of total UK outward FDI

| Sectors 1990 1694

I. The UK is comparatively advantageous and has large
amounts of outward FDI: chemicals, mechanical

engineering 0.448 0.321

2. The UK is comparatively disadvantageous and has
limited or no outward FDI: textiles, rubber and plastic,
metal, communication equipment, motor vehicles -0.074 0.070

3. The UK is comparatively disadvantageous and has
large amounts of outward FDI: food, paper and other

manufacturing 0.554 0.595

4. The UK is comparatively advantageous and has no or
limited amounts of outward EDL refined petroleum
products, office machinery, transport equipment 0.072 0.012

Sources: as for table 3.
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Table 5

Sectoral characteristics, by the links between the comparative advantage of the UK and
the industrial structure of outward DI

Scctors

Technelogy

{(R&D

expenditure ag
% ol gross

ouipul)

Labour

(Wages and
salaries as % of
gross output)

Physical capital
{Capital
expenditure as
% of gross
oulput}

Human capital
{Scientists and
engincers as %
of lotal
employces)

1980

{990

1980 1990

1980 1950

1980 1990

. The UK is comparatively
advantageous and has farge
amounts of outward FDI;
chemicals, mechanical
engineering

| 2.38

3.51

11.92 1942

4.57 5.09

£.22 2.65

2. The UK is comparatively
disadvantageous and has limited
or no oulward FDI: extiles,
rubber and plastic, moelal,
communication equipment,
mator vehicles

2.23

{.56

26.15 | 10.00

10.71 | 6.32

0.45 1.58

3. The UK is comparatively
disadvantageous and has large
amounts of owiward FDI: food,
paper, printing and publishing,
other manufacturing

0.24

0.26

9.712 8.90

3.37 4.01

0.04

0.19

4. The UK is comparatively
advantageous and has no or
limited amounts of outward
FDA: refined petroleum
products, office machinery,
transport cquipment

3.57

4,10

1208 | 13.00

2.66 3.15

2.88 2.97

Sources: Centrat Statistical Of| fice, Business Monitor MO14: Research and Deyvelopment in UK Business and
Reports on the Census of Production - swtmmary volumes (PA1002), various issues {HMSO, London)
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