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Abstract

Multinational Corporations enter overseas markets in various ways. We focus on the distinction between Dis-
tribution oriented and Production oriented Foreign Direct Investment (FDI). Firms solve a multitask principal-
agent problem incentivising imperfectly observable effort in two tasks: production and distribution. Firms op-
timally assign different tasks to different agents, possibly separating production and distribution across firm
boundaries. Firms specialise in their mode of foreign entry according to their productivity and skill intensity,
while the host country attracts a mix of FDI modes. Firms engaging in distribution oriented projects are smaller
than those involved in production oriented projects. Skill intensity, worse effort monitoring in the South, and
smaller foreign markets encourage distribution orientation over production orientation. Trade liberalisation can

increase FDI, affecting its composition. These predictions are consistent with recent evidence.

JEL ClassificationsF12, F21, F23

Keywords Multinational firms, Distribution oriented FDI, Firm Heterogeneity

1 Introduction

Multinational Corporations face an array of choices over how they serve foreign markets. Much traction has
been gained by studying the choice between producing in the home country for export, and setting up overseas
production through Foreign Direct Investment (FDI). Recent empirical work has revealed that multinationals face
a richer set of choices than this simple dichotomy would suggest however. In particular, FDI can take different
forms. This paper focuses on the choice between exporting, Distribution oriented FDI, and Production oriented
FDI. We present a model in which different modes of foreign entry are characterised by differences in the severity
of agency costs in two tasks: production and distribution. We argue that our model explains the various observed

regularities reported in recent empirical work which remain under-explored by theory.

*Bank of England, Threadneedle Street, London. Email: benjamin.nelson@bankofengland.co.uk. | am extremely grateful to Peter Neary
for valuable comments, discussion, and encouragement. Thanks are also due to Volker Nocke and Stephen Redding for an extremely useful
set of comments. All errors remain my owNote the views expressed herein are those solely of the author, and do not necessarily reflect
those of the Bank of England or MPC.



We describe a set of empirical findings, drawn from various papers, in more detail in Section 2. We focus
on the following. First, many Multinational Corporations (MNCs) have foreign affiliates classified as ‘wholesale
affiliates’, regardless of the parent firm’s industry classification. We calQisgibution oriented FDI(“D-FDI")
to distinguish it from foreign investments intended to establish production facilities, which wErodlliction
oriented FDI(“P-FDI”). Data on US, Japanese and French firms reveal that these Distribution oriented affiliates
typically account for 15-40% of total affiliate sales. Sales through this mode therefore represent a substantial
fraction of total firm activity, and are typically the second largest source of sales after those through affiliates
which share the parent’s industry. Second, MNCs appear to serve a given foreign market either through D-FDI
or through P-FDI, with a minority serving a given foreign market through both. Firms that have both production
and distribution oriented foreign affiliates in the same country are engagetegrated FDI(“I-FDI”). Thus
Integrated FDI accounts for a minority of overseas investments. Third, host countries appear to receive both
Distribution and Production oriented FDI. So while firms specialise, undertaking different modes in different
countries, the host countries themselves do not. Fourth, in Hanson, Mataloni and Slaughter’'s (2001) sample of
US MNCs, the share of sales through Distribution oriented affiliates (i) increases with distance, (ii) decreases in
the presence of a common host-home country language, (iii) decreases with host country demand (GDP) and (iv)
increases with host country GDP per capita. As noted by the authors, (i) is inconsistent with standard theories
of Horizontal FDI to the extent that distance proxies for trade cosimally, in Javorcik’s (2004) data, MNCs
are more likely to engage in Distribution relative to Production oriented FDI where they are more R&D intensive,
smaller, and invest in countries with weak Intellectual Property Rights (IPR) redgimes.

This set of five empirical findings motivates our model. It is important to note that existing theories of MNCs’
foreign entry modes do not address these regularities, in particular the distinction between Distribution and Pro-
duction oriented FDI. Some theories are inconsistent with them. Further, as noted by Neary (2009), an observed
positive association between trade liberalisation and FDI is potentially inconsistent with the standard ‘export ver-
sus horizontal-FDI' model. Our model addresses this too.

We posit that MNCs must solve a multitask Principal-Agent problem in serving foreign markets. In particular,
firms must incentivise risk-averse workers whose actions can be monitored only imperfectly to exert effort on two
tasks: production and distribution. As in Holmstrom & Milgrom (1991), we show that firms optimally assign
different tasks to different agents, since by doing so they can reduce the costs of providing workers with income
insurance in the face of moral hazard. This provides us with a theoretical justification for firms to separate tasks
both across countries and across firm boundaries. In particular, we allow Northern MNCs to locate production
either at home or in the South, and to serve the Southern market either by setting up an in-house wholesale

affiliate there or by licensing distribution to an outside agent. When the firm produces in the North and licenses

1Broadly, these predict proximity—concentration trade-ofHigher trade costs increase the marginal benefit of locating close to a foreign
market, but this foregoes the economies of scale associated with producing in a single location, which arise in the presence of fixed costs of
production. In this way, higher trade costs are supposed to encourage horizontal FDI. See e.g. Brainard (1993).

2Previous work has shown that MNCs are less likely to engage in overseas production relative to exports if they are R&D intensive, less
productive, and when trade costs are lower. See Brainard (1997), Helpman, Melitz & Yeaple (2004), Norback (2001).



distribution, it engages in exporting. If it moves distribution in-house but retains production in the North, it engages
in Distribution oriented FDI. If production is moved to the South, but an outside agent is licensed to distribute,
the firm undertakes Production oriented FDI. Finally, if both production is located in the South and distribution is
undertaken in-house, the firm engages in Integrated FDI.

To match other empirical observations, we allow for two sources of firm heterogeneity. First, firms in different
sectors vary according to the skill intensity of their production techniques. This allows firms’ vulnerability to
weak IPR enforcement to vary. Only the North is endowed with skilled labour, which is used by MNCs to produce
product components for final goods from blueprints. We posit that IPR protection is weaker in the South, requiring
firms to expend more skilled labour resources per unit of output when production is located offshore in order to
preserve their product differentiation. Second, firms have heterogeneous productivities. We embed our multitask
Principal-Agent microfoundations in a model of monopolistic competition with firm heterogeneity in order to
explore the correlation between firm characteristics, such as size, and modes of foreign entry revealed in the data.

Consistent with the empirical evidence, our model predicts that firms tend to choose either Production or
Distribution oriented FDI, but rarely both through Integrated FDI. Increases in firm skill intensity or a weakening
of IPR protection in the South bias firms’ entry choices towards Distribution FDI and away from modes under
which production takes place in the South. Our model predicts that firms undertaking Distribution oriented FDI
will be smaller and less productive than those undertaking production in the South. Finally, we show that trade
liberalisations can give rise to increases in FDI, in contrast to the standard model of horizontal FDI, which is
accounted for by a rise in D-FDI relative to entry modes under which production takes place in the South. Trade

costs therefore affect the composition of FDI, not necessarily reducing its level.

1.1 Related literature

Multinational Corporations, and in particular foreign investment, have long been of theoretical and empirical
interest, as have the issues surrounding the internalisation decisions of such fiamsing (1981) structures

a firm’s foreign investment decision around the ‘OLI' framework, which is used to assess the ‘Ownership’ (O),
‘Location’ (L) and ‘Internalisation’ (1) advantages of different modes of foreign entry. More formal models have
been constructed around this framework, emphasising the importance of ‘knowledge capital’ (Markusen 2002),
or knowledge-based assets that create firm level scale ecorfbriRiesent work has also focussed on different
mechanisms through which Foreign Direct Investment can occur, distinguishing ‘greenfield’ FDI from cross-
border mergers and acquisitiohsRather than focussing on this distinction, our model emphasises that foreign

investments are oriented towards particular types of activity, and that there are systematic reasons behind firms

choices over modes of foreign entry.

3See, for example, Caves (1971), on FDI.

4Seeinter alia, Markusen (1984), Helpman (1984), Helpman (1985), Horstmann & Markusend)383rstmann & Markusen (1987,
Horstmann & Markusen (1996), Brainard (1993), Ethier & Markusen (1996), Markusen (1997), Markusen & Venables (1998) and Markusen
& Venables (2000).

5See in particular Neary (2007), Nocke & Yeaple (2007), and Nocke & Yeaple (2008).



Various papers have explored the ‘black box’ of firms’ internalisation and location decisions by taking an
approach microfounded in the informational and contractual frictions inherent in market-based transactions. In
our context, Ethier (1986) calls this “the international economics of information” (p. 808). We take an agency
theoretic approach, as do Horstmann & Markusen (d98tthier & Horn (1990), Ethier & Markusen (1996) and
Horstmann & Markusen (1996). In these papers, the relevant agency frictions arise from a concern for brand rep-
utation, the problem of managerial control in large hierarchical organisations, the problem of firm-specific knowl-
edge dissipation, and the problem of imperfect knowledge of foreign market conditions respectively. Absent pre-
cise empirical work on agency theoretic models in an international context, there is plenty of case study/anecdotal
evidence in support of these mechanisms as being of concern to MIRGsmodel can be interpreted to capture
the first, third and forth of these sources, as they are closely related, but importantly adds firm heterogeneity to the
analysis. This feature links our model’s predictions directly to recent firm-level data on FDI modes.

This paper proceeds as follows. The empirical motivation is outlined in section 2. Section 3 outlines the model,
section 4 presents equilibrium modes of foreign entry and section 5 completes the description of the free entry

equilibrium. Section 6 considers some comparative statics, section 7 general equilibrium, and section 8 concludes.

2 Empirical motivation

We seek to explain the key empirical findings of the small literature on Distribution oriented FDI. First, Hanson,
Mataloni & Slaughter (2001) explore the expansion strategies of US MNCs. They use firm-level data to examine
the patterns of these firms’ foreign operations, and highlight some striking results concerning Distribution oriented
FDI that have gone relatively unexamined to da®econd, Ando & Kimura (2003) employ Japanese firm-level
data to explore the formation of production and distribution networks in East Asia and the rest of the world. Third,
Defever (2006) uses firm data from 23 countries to study non-European firms’ ‘functional fragmentation’ across
Europe. Finally, Javorcik (2004) uses firm-level data to examine the modes of FDI by multinational firms in a set
of transition economies. Synthesising these papers, we highlight the following findings.

The first concerns the significance of wholesale trade (or Distribution oriented) affiliates in MNCs’ opera-
tions. The Standard Industrial Classification (SIC) division F defines wholesale trade as “establishments or places
of business primarily engaged in selling merchandise to retailers; to industrial, commercial, institutional, farm,
construction contractors, or professional business users; or to other wholesalers; or acting as agents or brokers in
buying merchandise for or selling merchandise to such persons or companies. The chief functions of establish-

ments included in Wholesale Trade are selling goods to trading establishments ... and bringing buyer and seller

6Some of the most interesting examples come from economic history. Navaretti & Venables (2004) cite Fitzgerald (1995)’s study of
Rowntree, a well-known British confectioner (now part of Nestle). Following expansion into the South African market in 1900, by 1925
Rowntree had set up a joint venture with an overseas producer. Divergent views emerged when the licensed distributor followed a low cost,
low effort marketing strategy, in contrast to the wishes of the Rowntree headquarters. The foreign operation was subsequently internalised
when Rowntree acquired majority control in 1950. See also Nicholas (1983)’ study of agency problems in pre-1939 British manufacturers’
FDI, and Carlos & Nicholas (1990) case study of the Hudson’s Bay Company’s operations in the 17th and 18th centuries. They highlight a
concern of early multinationals witmter alia, low ‘effort’ by foreign-based agents, including, according to Willan (1956) “horedom [sic],
incontinency, drunkenness and idleness”.

"The authors examine foreign affiliates in wholesale trade, termed Distribution oriented FDI.



together® Data from Hanson et al, reproduced in Table 1 (in appendix B), show that for US MNCs in 1998,
between around 10-40% of total affiliate sales were accounted for by wholesale trade affiliates. These propor-
tions were highest for Industrial Machinery (38%) and Electrical Equipment (28%). Wholesale affiliates were
typically the largest source of affiliate sales after those that shared the same industry classification of the parent
company. Table 2 (in appendix B) is taken from Ando and Kimura (2003) and illustrates the channels through
which Japanese firms served foreign markets in 2000. The table shows that around 40% of Japanese MNCs’ value
added was accounted for by production in Japan combined with distribution in overseas markets through a foreign
affiliate. As the table shows, this mode of foreign entry therefore explains the majority of the 50% of value added
left after horizontal FDI is accounted for. Finally, Table 3 (in appendix B) taken from Defever (2006) shows the
structure of new investments by European and non-European firms in the enlarged European Union for 1997-2002.
30% of new investments in the EU15 were in sales and marketing operations, the largest share after production
operations which accounted for around 40% of new investments. Taken together, we suggest that theories of FDI

that focus exclusively on production oriented operations exclude a significant segment of MNC activity.

Empirical Finding 1: Wholesale trade affiliates account for a significant proportion of the total sales of

Multinational Corporations, the parent firms of which do not operate in the wholesale industry themselves

Next, Hanson et al explore the mix of distribution oriented and production oriented foreign operations in their
sample. They write that “[tlhere are few U.S. multinationals that operate both manufacturing and wholesale-trade
affiliates in the same country. For example, in 1998 533 U.S. parents had manufacturing affiliates in Canada, 259
had wholesale-trade affiliates in Canada, 60 had both a manufacturing and a wholesale trade affiliate in Canada,
and 732 had either a manufacturing or a wholesale trade affiliate in Canada—but not one of each in Canada. The
Canadian case is typical: in most countries only about 10% of U.S. parents choose this strategy, with an even
smaller share in the developing countries”. We include this apparent specialisation by firms as our next empirical

finding.

Empirical Finding 2: The majority of MNCs appear to serve foreign markets either through Distribution
oriented FDI or through Production oriented FDI. A minority perform both (Integrated FDI). MNCs therefore

appear to specialise in their modes of foreign entry

While firms appear to specialise in the their modes of foreign entry, Hanson et al note that “[c]ountries host
affiliates in both manufacturing and wholesale trade, not just all one or all the other.” That is, countries do not
appear to specialise in the modes of foreign entry they attract to the same extent to which firms themselves choose
different entry modes in different countries. They go on to note that “[t]o the extent that U.S. firms face roughly
the same host-country market conditions, that finding doesn’t support a simple horizontal-FDI explanation”. We

therefore state

8We quote a full SIC definition in the appendix to this chapter.



Empirical Finding 3 : Host countries receive both D-FDI and P-FDI. Thus, while firms appear to specialise,

countries do not.

We turn next to more detailed econometric evidence on MNCs’ foreign activities contained in these papers.
First, Hanson et al regress the share of total affiliate sales accounted for by wholesale affiliates on host country
distance, a common language dummy, host country GDP and host country GDP per capita. In addition, Javorcik
includes the two GDP variables as covariates in a probit model of choice of project mode, comparing the impact of
these and other variables on the relative probability of distribution and production oriented projects being chosen.

Together, the results suggest that

Empirical Finding 4 : (Hanson et al 2001) Sales through Distribution oriented FDI as a share of total affiliate

sales appear to

(a) increase with distance;
(b) decrease with common language;
(c) decrease with host country demand (GDP);

(d) increase with host country per capita GDP.

(Javorcik 2004) The probability of choosing Distribution oriented FDI relative to Production oriented FDI

appears to

(e) decrease with host country demand (GDP);

(f) increase with host country GDP per capita.

The increase in sales through D-FDI with distance is inconsistent with existing theories of horizontal FDI to the
extent that distance proxies for trade costs. Of course, distance could be capturing something other than trade costs,
on which we have more to say below. The negative correlation with common language has no obvious theoretical
foundation in existing theories. We suggest below however that common language could capture a dimension of
monitoring costs, such that an agency theoretic treatment of FDI grants this finding a new interpretation.

Finally, analysis of the correlations between firm-level attributes and project modes undertaken in Javorcik
(2004) provide some finer detail on the firm characteristics that correlate with choices of foreign entry mode. We

summarise these findings as

Empirical Finding 5: (Javorcik 2004) MNCs are less likely to engage in P-FDI relative to D-FDI when they

(a) are more R&D and advertising intensive;

(b) are smaller;



(c) invest in countries with weak IPR protection regimes.

These systematic patterns in the choices of FDI modes suggest firm-level heterogeneity may be an important
predictor of foreign entry mode choice. Next we develop a model that aims to capture the empirical findings

described above, before examining some of the model’s further predictions.

3 The model

There are two countries, labelled North and South. Each is endowed with a fixed amount of unskilled lgbour
wherek is a country index = N, S. Only the North is endowed with skilled labo#t, and only Northern firms

produce differentiated varieties.

3.1 Preferences

All agents have the following CARA utility function which they maximise subject to a budget constraint. We

specify utility over the outside goag and CES aggregates of differentiated proddgts) in sectorz € [0, 1] as

U = —e ") 1)

u(.) q0 +M/0 ¢(2)InQ(z)dz, 2)

wherefo1 &(z)dz = 1, k > 0is the coefficient of absolute risk aversign> 0 determines the relative preference
for differentiated varieties, anQ(z) = Uyerz Q(W)pdv} 1/,). I, is the set of varieties produced in sectoiWe
choose the price of the outside gopglas the numerairep( = 1). For an agent with nominal incomg the
maximisation problem yields demands for the outside good and for a firm in segimducing differentiated
varietyy asqo = y — p andq(z,v) = 0(z)p(z,v) 7 respectivelyp(.) is the price charged by the firm producing

variety (z,v), andf(z) = P’(‘f)(flc, captures demand conditions. The teRtx) is the CES price index for sector

z, givenbyP(2)' =7 = [ . p(z,7)'"7dy.
We substitute the demand functions into the utility function in order to give the indirect utility function in
terms of real incomen = y — P, given by

U=—e"", ®)

whereP = Mfol £(2)In P(2)dz + fi is a composite price index in which is a constan?. If real incomem

is normally distributed, then its certainty equivalenti&[m] = E[m] — xvarim]. This certainty equivalent
representation will be used to construct workers’ participation constraints in the agency problem that follows.
Straightforwardly, an increase in the variance of real incameeduces the certainty equivalent value of that

income. In other words, aga becomes more risky, it becomes less attractive to the agent, all else being equal.

%ltis defined agi = p [, €(2) In [ué(2)] dz — p.



3.2 Production
3.2.1 Outside sector

Production in the outside good sector is perfectly competitive, and employs only unskilled labour. The outside
good is produced by both North and South and is freely traded. As such, wagetates= N, S for unskilled
labour in the North and South are fixed according to unskilled labour productivity in that sector. Northern labour

is more productive than Southern labour in the outside sector, safhat wg.

3.2.2 Entry, technology and skilled labour

There areN (z) Northern firms producing for the domestic market in each sector, a subset of which will choose
to enter the Southern market in equilibrium. They produce differentiated varieties by employing skilled and
unskilled labour together with their firm-specific technology. This technology is characterised by two parameters.
Productivity ¢ is drawn independently from the identical distributi6iie) such thatp € [0, 00). Further, the
technology has a skill intensity € [0, 1]. z is used as a sector index, where sectors with higlserequire more
skilled labour per unit of output. Thep, z} pair is the firm'sblueprint Firms are ‘born’ knowing their sector
index z, and pay an entry cogtz to learn their productivity draws.

Skilled labour uses the blueprifip, z} to produce a component for the firm'’s final good, which is assembled
by unskilled labour. The former is the source of product differentiation: without the use of skilled labour, a firm’s
output cannot be differentiated. When this is the case, firms produce the outside good and make zero profits in
equilibrium. They therefore strictly prefer to employ skilled labour to differentiate their output wherever it gives
rise to positive profits.

The cost of employing skilled labour with intensityis denoted by the function,(z). This contains a
unit input requirement and a skilled wage rate. The functionr;(z) depends on the countdy in which the
component produced by skilled labour is employed however. In particular, while) = zr, rg(z) = B(z)zr
wheres(z) > 1. That8(z) > 1 embodies the view that MNCs find it costly to employ their technology in foreign
countries in which IPR protection is weaker. Firms must then take steps to protect the knowledge embodied in their
components, for example through encoding proprietary information, instructions and procedures for assembly, and
S0 on, by using extra skilled labour which is costly. This feature is motivated by e.g. Dietz, Lin & Yang (2005),
who describe steps taken by 10 MNCs studied to protect their IP in China. In particular, they write that “[the
most successful companies ... take strategic and operational action to protect their IP ... One large equipment
manufacturer designs and develops hardware in China but produces the related software (in this case, the most
valuable IP) abroad. The software, with its source code hidden, is delivered to Chinese engineers ready to plug
into the system. By separating functions and keeping technological details secret in this way, the manufacturer
significantly reduces the possibility of an IP leak. [But] [d]eveloping software in a country with better IP protection

and then transporting it to China adds time, costs, and complexity to the process:sThat- rx () reflects this



view. The ratio:f,—((zz)) = (=) varies exogenously ofi, co), in order to vary the relative cost of using components
in production abroad relative to hort.

Final production and sales require unskilled labour. The employment of unskilled labour is subject to an
agency problem however, the severity of which varies across different foegigp modes This implies that

variable costs vary by entry mode. The agency problem is specified next.

3.2.3 The agency problem

The production and distribution of differentiated varieties requires that the effort of unskilled labour be exerted in
the two tasks, denotgdandd. Effort ¢! in each task = p, d can be monitored only imperfectly, and monitoring
varies across entry modes. Higher effort in each task reduces the firm’'s unit labour costs, but is the source of a
private disutility to workers. This disutility of effort is convex in the total effort exerted over all tasks according to
cle) =3 (Zt:p)d et>2 and is denoted in units of the numeraire good.

Effort in production can be thought to correspond to the diligence with which the component is transformed
into the firm’s final good. In this sense, higher effort in production reduces the firm’s unit costs by reducing errors
and wastage or increasing the productive time spent on the job. Similarly, effort in distribution can be thought
to contribute positively to the efficiency with which final goods reach the end consumer, for example through
improvements in marketing, the organisation of sales and after sales service. Hence distribution is treated as a task
that must be performed along with production in order that the firm can serve the end consumer. For simplicity,
we model distribution as a component of the firm’s unit costs, alongside costs arising from prodti¢ience
higher effort in each task reduces unit costs and so contributes positively to profits.

Consider an unskilled labour ‘production-distribution unit’ consisting of two workers, indexefl byi, j.

The firm observes independent, verifiable noisy signals of the total effort exerted in eath=task.? Taskt's

signalz! contains noisy information on effort given by
ot =+t e~ N(0,0Y), t=p,d, 4)

wheree! = _. . el is the total effort exerted in tagk Profits depend on the realisation of these signals net of
J=i,5 °J p g

~p P &d :Ed .
any wages paid to workers. We specify per unit labour cOsts i (z) [“(;) + Ea)] , where the unit wage

costs? (z7) and&” (z4) are functions of the effort signalg’ and=? that the firm observes, and are scaled by

10Any trade costs associated with the transportation of components used in production and produced by skilled labour can be captured by
B(z). Where the components are interpreted as pure knowledge for example, the trade cost comg{rgns small.

LThere are a number of possible alternatives to this approach. One would be to model distribution as affecting the share of the firm’s
residual demand it is able to access, therefore affecting variable profits. Though we do not explore this modelling possibility in detail, we
conjecture that the results of such an approach would be analogous to the case in which distribution costs affect the firm’s unit costs, which we
explore here. The latter approach has the advantage of tractability in the context of the agency model we explore in what follows, though the
former is likely to be worthy of attention in future work.

12This amounts to the view that there is a component of costs that is not perfectly observed aridgtihe only verifiable information
upon which the firm can contract. For example, production could be subject to unforseen interruptions, lowering productivity and raising
costs, but this is not directly observable by the firm: low productivity could also be due to low effort. Similarly, distribution could be subject
to random congestion effects, reducing the efficiency with which final goods reach the end consumer. The firm does not observe this directly
however, and inefficient distribution could equally be due to low effort in sales and distribution.



firm productivity . This reflects the fact that (a) higher worker effort generates higher effort signals, increasing
labour productivity and so reducing unit costs, and (b) that the firm may contract upon the sigmatsder to

induce higher worker effort (which is not directly observable). For tractability, we specify these unit wage costs as
linear functions of the wage contraldt; offered to workers, and the effort signell observed on each task, such

that
& (2P + @ (xh) = YWy - ) 2l (5)

J=i,j t=p,d
Clearly, this assumption implies that unit costs increase linearly with the sum of the wage contracts offered to the
two workers in each production-distribution unit, but that unit costs decrease linearly with the sum of the observed
effort signals. Firms then choose the parameters of the wage corifracds as to minimise expected unit costs,
C= % =i Wi = Xiepa zt|.

Firms offer linear wage contracts of the fofiin; = aﬁrzt:pd bf',gc*.13 We refer to theu ;s as the ‘insurance’

parameter and thi;s as the ‘piece rate’ parameters, all to be chosen by the firm. A higher piece rate for worker
J on taskt links that worker’s pay more strongly to the observed signaif total effort on that task. A higher;

provides the worker with more income ‘for sure’.

Contract constraints A firm’s choice of contract parameters is subject to two constraints. The first of these is
that the wage offered to a given worker must be Individually Rational for the worker to accept. This requires that
the certainty equivalent wage offered under employment by the firm must equal that available under employment

in the outside good sector. Using the certainty equivalent formulation above, this requires

2

ay+ Zb’f]et—% Zef] —%HLZ (b§)2vt=wk, (6)
t=p,d t=p,d t=p,d

where we have used thatvay +3°,_ , bf]xt] =Y (b',)” v'. This defines the Individual Rationality (IR)

constraint, which requires thay satisfies

2
. 1 1 2
aJ = Wk — Z b?ﬁ]et + 5 Z etJ + §I€ Z (b?]) ’Ut. (lR)
t=p,d t=p,d t=p,d
This says that the insurance parameter of the wage contract offered workers must compensate them for forgone
2
income in the outside good sectar(), the private cost of exerted effogt(zt:md etJ) , and a risk premium
ik Dtpd (bﬁfj)2 v* which varies with the riskiness of the wage contract offered.
The second constraint the firm faces is that workers respond optimally to the piece rate offered when making
their private effort choices, congnizant of the fact that their effort choices will affect the signals observed by the

firm. Workers maximise their certainty equivalent wage under employment by the firm through their choice of

13we do not derive the optimal shape of wage contracts from first principles. See, however, Edmans & Gabaix (2009) for a recent exploration
of the optimality of the linear contracts used here.
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effort, giving Incentive Compatibility (IC) constraints of the form
vy =éh+et,  t=pd,  J=ij. (IC)
These constraints relate the optimal effort choices of workers to the piece rates offered by the firm.

Task separation We show first that under the above conditions:

Lemma 1 The firm optimally assigns a single task to each agent, setting, without loss of genétality,0,

bf >0, anddf > 0, b = 0.

Proof. See Appendix C.1m

This result is obtainable in a wider class of models, as shown by Holmstrom and Milgrom (1991), but applies
given the set up of the model used here as well. We provide proof in the appendix, but sketch the intuition of the
result here. Consider the firm facing the problem of how best to assign tasks to the two agents, for a given total
amount of effort to be exerted. If each agent is given positive incentives (positive piecefates,both tasks,

the variance of the wage payment to each is
varfv,] = (b4)% v + (b9)2 oP. @)

This variance is increasing in the piece rate attached to eactbjaskn other words, as the number of tasks

on which the agent receives positive piece rates falls, so does the variance of her wage. From IR, all else being
equal, this increases the certainty equivalent of the wage contract for the worker when the worker is sufficiently
risk averse. When this is the case, in order that IR continues to bind, the firm can then offer a lower ‘insurance’
parametet s, since the firm has to offer the worker less income ‘for sure’ in order to leave her indifferent between
employment by the firm and in the outside good settdn other words, the firm saves on a ‘fixed cost’ associated

with providing income insurance to the worker if she is assigned fewer tasks. Of course, in order to maintain total
effort at a constant level, the firm must still offer positive incentives on at least one task for each agent. In the
simple two task case considered here, it is therefore optimal to assign a single task to each agent, by setting,
without loss of generalityy? = 0, b¢ > 0, andb? > 0, b;l =0.

This result is particularly interesting in our case, as it impliagr alia, that tasks are not only optimally
separated between workers, but might also be optimally separated across firm- and national boundaries. The mul-
titask principal-agent microfoundation therefore provides a strong theoretical rationale for firms to fragment their
production processes internationally in a way that optimally mitigates the agency frictions they face in organising

production.

daj

. . t
Yin particular, 55 > 0if k> 7.
I I
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Optimal contract parameters Given that firms optimally assign single tasks to each worker, how should incen-

tives be chosen? The expected variable costs of prodyaimis of output are

k(%) ZGJ+tht_Zet q.

L t=prd t=pd

The firm’s problem is then to solve

;?’igg Tk(Z) Z ay+ Z btet — Z et q, (8)

¥ J=i,j t=p,d t=p,d
stay=ay, J=1,7, 9)

stel =0, t=p,d (10)

Substituting in the IR and the IC constraints and solving the resulting first order conditidrigifees the optimal

piece rate as
tx — 1
1+ xot’

=p,d. (11)
The strength of incentives is therefore decreasing in worker risk aversion and the variance of measured effort on
taskt. When either of these variables rise, a given piece rate imposes more risk on the worker’s income, reducing
certainty equivalent income. In order that their certainty equivalent income be restored to satisfy the IR constraint,
the firm must offer the worker an income less exposed to risk. The firm does this by reducing the piece rate on the
relevant task, so as to reduce the sensitivity of the worker’s pay to the effort signal

Having chosen the cost minimising contract parameters, the firm chooses a price so as to maximise profits. If
variable costs ar€’, with price equal top%, variable profits aré(z)pC'~p° 1, wherep = (1 — p)p° L. Using

the optimal piece rate and insurance parameters, variable profits are therefore

0(2)pra(2)" 7 [wh + ] 7Y, (12)

wherew!, = wy, — %bt* is the agency cost on tasknet of worker effort, or task’s net agency costEx post

variable profits are clearly decreasing in net agency costsbyl. Using (11), we have

Lemma 2 The optimal piece rate for each task is decreasing in the noise with which effort on that task is moni-

tored. Net agency cost on tasis

. . . . t
1. increasing in the variance of measured effort on task~ > 0;

vt

- t
2. increasing in the worker’s outside option wage ragg% > 0;

R . R R . t
3. increasing in worker risk aversiorfs: > 0.

obt* abt* Ow'
Proof. By 5.+ <0, %~ <0andg= <0

K

t
Owy,
' wy

> 0 (See Appendix C.2)m
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3.2.4 Entry modes

We now introduce two ways in which each task can be performed. In particular, production can be located in the
North (N) or the South (S), and the distribution of final goods in the South caicbasedL) to an outside agent

or Integrated(l) within the firm. The ability of the firm to monitor effort under each of these arrangements differs,
which affects the optimal wage contract parameters and hence variable costs. Effort monitoring under production
in the South is harder than under production in the North due to the added difficulties associated with lack of
common language, knowledge of local contingencies, business cultures and so on. There is therefore a negative
‘border effect’ due to international boundaries on effort monitoring. Second, monitoring the effort of an outside
agent under licensed distribution is more difficult than monitoring that of an agent undertaking distribution within
the boundaries of the firm. There is therefore a negative ‘firm boundary effect’ associated with moving distribution

to an agent outside the firm. Formally, these amount to the assumptions that
b >R v >0, (13)

where the subscript on eaefi relates to the mode under which that activity is undertaken. As above, worse
monitoring implies a given piece rate imposes more income risk on the agent, such that for individual rationality
constraints to be satisfied, the strength of incentives must be reduced. This lowers effort and hence ral8es costs.

Since distribution must always take place in the South in serving Southern consumers, agents involved in
distribution operations have the same outside option wage But for production workers, the outside option
wage varies according to the country in which production takes place. Straightforwardly, Northern workers have
outside optionu,, and Southern worker have outside optiog.

If production is located in the North and distribution is licensed to an outside agent, the Northern firm is said
to Export(X) to the South. Exporting incurs a fixed export cost denoted in units of Northern lgkauys;, and

a variable iceberg trade cost> 1, giving export profits of®

]170

WX((p, 2) = 0(2)pr " rn(2) 77 [w?v + w‘z 0 — fxwy. (14)

If production is retained in the North but distribution is moved in-house under Integrated distribution, the Northern
firm is said to perfornDistribution oriented FDI(D). In this case, foreign investment is concentrated solely in

establishing a fully owned sales affiliate located in the South, which incurs fixedfgast denoted in units

151t instead the firm offered a fixed payment to the licencee under Licenced distribution, the results that follow would not change as long as
this raised variable costs relative to the case in which distribution is performed in-house. This seems reasonable. In particular, a fixed payment
offers no effort incentives to workers under unobservable action - so such a contract would induce lower effort, and hence higher costs than
under integrated distribution under which effort incentives are offered.

18Note that this implies that variable trade costperate on all labour inputs, including those engaged in distribution activities in the South.
In this way, trade costs uniformly dampen firm productivity across all tasks (since, in this case, variable profits are propo(@)’u‘éﬁlc),
such that trade costs are incurred on all components of value added. An alternative is to model a trade tax-facésrimpinging on only
unskilled labour production costs in the North, such that variable profits under exporting bécompey (z) ~7 [Twh; + w%] 1= @
We detail this case in a supplementary appendix, and show that the results we present in the body of the remainder of this paper do not change
under this alternative assumption.

o—1
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of Southern labour. We assume thgt is sufficiently large relative tfx such thatfpws > fxwy. Since
production is still located in the North, final goods must be shipped to the South incurring variable trade cost

7 > 1in order to be distributed’ Distribution oriented FDI therefore yields profits of

72 (p,2) = 0(x)pr' " Trn(2)' 7 [wh + ] 7 = fous. (15)
Ifinstead production is shifted to the South but distribution is still performed by a licensed agent, the Northern firm
performsProduction oriented FDKP). Since distribution is performed by an outside agent, foreign investment
is concentrated solely in establishing a fully owned production affiliate in the South, which incurs fixed costs
fpwg. It seems reasonable that the fixed costs associated with setting up a plant dedicated to production in the
South should exceed those associated with setting up a distribution only operation in the South, so we posit that
fp > fp. Producing in the South saves on variable trade epbtit implies that the firm must take extra steps
to preserve its blueprint, raising skilled labour costsd¢z) > rn(z). Profits under Production oriented FDI are
therefore

1—0o

(0, 2) = 0(2)prs(2)' 7 Wi +wi] 77t = fpws. (16)

Finally, if production is located in the South, saving on trade costs, and distribution is performed by setting up a
fully owned distribution affiliate, the Northern firm perforritgegrated FDI(I). Here, the firm incurs both fixed
costsfp and fp, denominated in units of Southern labour, but saves on trade costs in establishing a plant in the

South to perform both tasks. Profits under Integrated FDI are

! 17

(0, 2) = 0(2)prs(2)' 7 (W + w0t = (fp+ fp)ws. (17)

We summarise the various modes of foreign entry in Table 4, and the fixed and variable costs associated with each
in Table 5. Next, we compute a Northern firm’s optimal choice of foreign entry mode, conditional on itssector

and productivityy.

TABLE 4: Foreign entry modes

Distribution Mode

Integrated Licensed

Production location North D X

South | P

17As in the case of exporting, trade costs operate on all components of value added under this assumption. As above, see the supplementary
appendix for a discussion of the case in which trade costs impinge only on unskilled labour production costs in the North. We show that the
substantive results presented in what follows are not sensitive to this alternative formulation.
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TABLE 5: Cost structure

Organisational Form Fixed cost Variable cost

Trn () (WRHwi)

X fxwn o
Try (2) (Wi +wi)

D fpws o
rs(2)(Wh+wl)

P frws —
rs(z)(Wh+w?)

| (fp+ fp)ws "

4  Equilibrium foreign entry mode

Consider how firms will sort into organisational forms as productivity changes, for a sector of given skill intensity

z. In so doing, assume

> (‘M) B(z). (18)

D d
wy + Wy

Then
Proposition 3 There exist productivity cut-offs* (2), o (z), ¢7'(z) and!(z) such that

(@) The least productive Northern firms, for whigh< ¢ (z), do not enter the Southern market;

(b) Of the firms that do enter the Southern market, the least productive enter through exporting. For these firms

0¥ (2) < ¢ < pP(2);

(c) Firms entering the Southern market through Distribution oriented FDI are more productive than those that

enter through exporting. For these firm’ (z) < ¢ < ¢?(z). This follows fromfxwy < fpws, and

fromo? < v¢, which impliesv? < wé;

(d) Firms entering the Southern market through Production oriented FDI are more productive than those entering
through Distribution oriented FDI. For these firms”(z) < ¢ < ¢’(z). This follows fromfr > fp and

for sufficiently high variable trade costs(the satisfaction of (18));

(e) Firms entering the Southern market through Integrated FDI are more productive than those entering through

Production oriented FDI. For these firms' (z) < . This follows fromfp > 0 and fromv¢ < v¢, which

impliesw? < w?.

Proof. (@) Wheny < ¢*(z), profits on Southern operations are negative; The ordering proposed in (b)—(e)
follows when

TTN(Z)(w’;Ver%) > TTN(Z)(wﬁ,+w’}) and rs(z)(wg+w’£) rg(z)(wngw?)
® @ @ @

vd > 09, this is the case;

, which both hold ifw¢ > w?. Since

d d
i (18) s satisfied, such thaf> M hrei) o re()(frei),
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Figure 1: Profits and Southern entry modes as a function of productivity

iii. fxwny < fpwsand0 < fp < fp, such that fixed costs are ranked accordinfitawy < fpws < fpwg <

(fp + fp)ws.

Proposition 3, links immediately to our empirical findings above. In particular:

e Firms specialise in different modes of FDI, as in Empirical Finding 2, which vary systematically with

productivity, illustrated in Figure 1;
e The host country receives a mixture of FDI types, as in Empirical Finding 3;

e Firms engaging in Distribution oriented FDI are smaller (produce less output and generate lower revenues)

than those engaging in modes of FDI involving Southern production, P and I, as in Empirical Finding 5 (b).

As in the standard horizontal FDI framework, there exists a proximity-concentration trade-off of sorts in our
model. In particular, lower variable costs in the South are driven by the avoidance of trade costs, which when
(18) holds offsets other location and monitoring disadvantages. On top of this trade-off however is one involving
the organisation of distribution. In-house distribution features lower variable costs due to better monitoring than
outsourced distribution to a licensed agent. This comes at higher fixed costs however. These higher fixed costs

restrict modes of in-house distribution to the more productive firms for given production location decisions.
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We derive the productivity thresholds for different organisational forms formally in the appendix (See Appen-

dix C.3). We state them here, for a given sectoas

faw

) mr(z) (Wi + w%) , (19)

oP(z) =

1

(WAt e)™ = ) 7]

- (5
(

oP(z) = (fws—fdws)11 B(2)rn(2)
(

0(z
fdws —fwa>11 N (2)

()™ = (7)) horen) |
fdws> Bz)rn(2)

_1
wS +w§)1—0 _ (wg +w%)1—(7:| o—1

By Proposition 3, we have that’ (z) > ¢”(z) > ¢P(z) > ¢*(z). For a given skilled wage rate, we show that
the sector price index can be written B%2)'~7 = n(z)p [p(z)]' 7, where®(z) is the average productivity of
MNCs in sector: (see Appendix C.4). This in turn is a function of the export cutsoff(»), which we determine

by free entry, next.

5 Free entry equilibrium

We allow for the free entry of Northern firms into the Southern marRétz) Northern firms serve the domestic

market,n(z) of which pay the entry cost to enter the Southern market. Entry is rational when

/ " g, 2)dG(g) > frun, (20)
©

*(2)

inwhich! = X, D, P, I over the relevant productivity rangeand which must hold with equality in equilibrium.
Both X (2) and!(¢p, 2) are functions of sector level demafi¢t). We show that the left hand side of (20) is
monotonically increasing if(z) (see Appendix C.5). Equilibrium sector level demafi:) is therefore uniquely

determined by

[, 7072000 = S, @)

in which! = X, P, D, I as above. With*(z) determined, the price index is given by*(z)]” " = ng ;

given skilled wage rate, and we obtain the equilibrium foreign entry cupoff(2) by using these in (19). This
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pins down the number of successful entrants into the Southern marketas= N (z) {1 — G [¢**(2)] } .18
We proceed further with our analysis under the assumption of productivities distributed according to a Pareto

distribution with shape paramet&t® When this is the case, we show that

. _— . g . X (2) I )
Lemma 4 With Pareto distributed productivity, the export cut-off satls% < 0, together with 0BG <

0 and w > 0 when (18) holds.

Proof. See Appendix C.6m

6 Cross-sector comparisons

We first consider some sector-level comparative statics, holding the skilled wage rate constant. In particular,
we consider changes in a sector’s skill sensitivity, monitoring technology, trade costs and IPR enforcement. To
facilitate comparisons, we show in the appendix the entry mode cut-offs can be related to the export cut-off

according to

e (2) = [A'(2)] 7" x¢**(2), 1=D,P]I, (22)
where the ‘wedges’ are
f ws — f:}cw 1
AP (z) = d f»LwN N — — , (23)
(wi’ﬁwi) -1

AP(Z) = fpr - fde 1 (24)

fmwN <B(z)(w§+w‘£)>1o ’

A -1

T(wN+wL)

T 1= p d\1-o
AI(Z) = faws (5(2)) (WN + wL) - (25)
e (W + )7 = (W +wf) 7

6.1 Changes in sector skill sensitivity

The parametef(z) measures the extent to which the costs of employing the blueprints provided by Northern

skilled labour increase when production is located in the South. We consider an incr@dsg tim represent an

18yriting the price index in terms of average productiviiyz) yields P(2)1~7 = n(z)p [3(z)]1~7. Average productivity is given by

P (2) 1-o o (2) 1-o
= [rrn ()17 { [ (heret) e i et [T (B +u) e e z)dso]
»X(2) eD(2)

(=) l1—0o o 1—0o
(Wféﬂfi) w"’lx(%Z)dWr/I <w1§+w‘f) " x(p, Z)dw} ,

el(2)

L BErN )] { / ’
®

wherex(¢,2) = g(p)/ {1 — G[pX~ (z)]} is theex postproductivity distribution of Northern firms entering the Southern market. This

implies thatz(z) = @ [¢X (2)]. Equilibrium average productivity is then given BY (z) = @ [¢X*(2)].
Bwith ¢ ~ Paretdd) on[1, o0), we have
é

9(90) )
(p(S—Q—l

whered§ > o — 1 is required for the size distribution of firms to have finite mean in equilibrium.
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increase in a sector&kill sensitivity It is straightforward that

AL (2)
9B(z)

AP (2)
98(z)

AN (2)

O 0, (26)

:O7

>0,

such that increases in skill sensitivity increase the Production oriented FDI cut-off relative to the Distribution
oriented FDI cut-off, expanding the range of productivities over which D is chosen relative to modes under which
production is located in the South. In other words, the probability of entering through Distribution oriented
FDI relative to modes under which Southern based production takes place increases as a sector’s skill sensitivity
increaseg®2!

An increase in a sector’s skill sensitivity also has an endogenous impact on the level of the export cut off. In
particular, by Lemma 4, increased skill sensitivity reduces the export cut-off, allowing firms of lower productivity
to serve the Southern market. By (z z) {1 — G [¢**(z)] } this has the further implication that more
firms enter the Southern market in sectors of high skill sensitivity. The intuitive reason is that higher skilled labour
costs in such sectors lead to higher prices, which blunt competition and allow less productive firms to profitably
enter the Southern market.

These changes also translate into analogous changes in the relative shares of affiliate sales. Total affiliate sales

under Distribution oriented FDI can be written

" (2)
RP(z) = / PP (0, 2)a(2)n(2)x(, 2)di,
oD (2)

wherex (g, 2) = g(p)/ {1 — G [¢**(2)] } is theex postproductivity distribution of firms entering the Southern

market. Using analogous expressions for affiliate sales through Production- and Integrated-FDI, we can write

RP(z)  (B)\' VP
RP(2) + RI(2) < T ) VP(2)+VI(z) (28)

5
20This can be seen straightforwardly as follows. With the Pareto distribution funétigr) = 1 — (%) , the probability of undertaking

D-FDlis Pr(D) = G [¢F(2)] — G [¢P (2)] while production occurs in the South with probabiliey(S) = 1 — G [¢T (2)]. Then
Pr(D)  G[e(»)] -G [e”(2)]

Pr(S) 1-G " (2)]

()™ - () ™™

()

P _ 4 9AP () Pr(D)
Then since? 85( ) =0, o5G) 0, we have that(,W (Pr(s)) > 0.
21within the set of firms that locate production in the South there is also a compositional effect of an increase in skill sensitivity. In particular
o Al(2)
0 (3+3)
9B(z)

indicating that the cut-off for Integrated FDI falls relative to that for Production oriented FDI. Thus conditional on producing in the South,
increases in skill sensitivity increase the probability of undertaking Integrated FDI relative to Production oriented FDI.

<0 27)
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where ,
O
Viz) = (W + wi) / 0" tg(p)dp, 1=D,PI, k=N,S, h=1I1 (29)
»l(2)

(wherel’ indexes the entry mode that appears next in the rankingpé(m) — oo whenl = I.) In the appendix

we show that
0 RP(2)
35 () (RD@ TR+ Rf<z>) =0 (30)

such that:
Proposition 5 More skill sensitive sectors feature

1. an unambiguously higher probability of entering the Southern market through Distribution oriented FDI

relative to modes under which production is located in the South;
2. a higher share of affiliate sales taking place through Distribution oriented FDI.

Proof. See Appendix C.7m

Part 1 of Proposition 5 is consistent with Empirical Finding 5 (a). In particular, in Javorcik’s data, an increase
in R&D expenditure reduced the probability of an MNC engaging in P-FDI relative to D-FDI. Part 2 of the
Proposition provides a further testable implication of the model. Underpinning both is the idea that greater skill
sensitivity raises an MNC'’s variable costs, and by proportionately more when production is located in the South
owing to IPR concerns. This reduces the firm’s ability to cover the larger fixed costs of achieving proximity to
the Southern market through P-FDI relative to D-FDI. Hence an increase in skill sensitivity shifts the extensive

margin of firms away from the former towards the latter.

6.2 Changes in Southern monitoring
6.2.1 Production monitoring

Suppose first that there is an increase in the variance of measured effort in production in the South, such that
effort monitoring becomes more difficult there. Above we showed %ﬁ;ab 0, such that net agency costs rise
under worse monitoring. The reason is that lower piece rates are required in order to reduce the riskiness of worker
income, which by incentive compatibility also reduces the return to workers of exerting effort. It is straightforward
therefore that worse Southern monitoring reduces profits associated with entry modes under which production is
located in the South, which penalises in particular the least productive firms producing in the South, causing them

to shift production back home. In particular

OAP(z) OAT (2) 0 ONL(2)

= . 31
to0re ’ ol ’ ol >0 (31)

The result is an unambiguous increase in the probability of entering through Distribution oriented FDI relative

to FDI under which Southern production is chosen when effort under the latter becomes harder to monitor. This
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shift is reflected in the share of affiliate sales accounted for by D-FDI, which we show in the appendix changes
according to

i < RD(Z) > > 0
ol \ RP(z) + RP(z) + R!(z) ’

indicating that sales through D-FDI affiliates increase as a share of total affiliate sales when Southern production

monitoring becomes more difficult.

6.2.2 Distribution monitoring

Suppose next that effort monitoring under licensed distribution relationships becomes more difficult relative to
effort monitoring under integrated distribution. %ﬁt > 0 net agency costs under licensed distribution rise

1
relative to those under integrated distribution. This implies

OAP (2) 0 OAT (2) 0 0N (2)

— <0, —X>0 —FXc<o 32
o ol ovd (32)

such that the probability of setting up a Distribution oriented Southern operation unambiguously increases relative
to exporting and modes under which production is located in the South. Exporting and Production oriented FDI are
both subject to the negative effects of worse monitoring under licensed distribution, shifting the cut-offs in favour
of integrated distribution, which favours D-FDI and I-FDI at the expense of P-FDI. As for worse production
monitoring, we show in the appendix that worse distribution monitoring under licensing implies

9 RP(:)
o] (RD(z) TRPG) + Rf(z)) >0

when f,, is not too big. Intuitively, sales through D-FDI and I-FDI both increase when licensed monitoring

becomes more difficult, since both of these entry modes enjoy comparatively lower distribution costs. Hence the
rise in R (z) dampens the relative increase in sales taking place through D-FDI. This effects is smaller however
when f, is smaller: when this is the case, sales through I-FDI are already relatively large, and so the proportional

. . . . D . .
increase inR!(z) is smaller. This ensures th%(z)+ﬁp(é))+R,(z) rises overall Whewg rises, or effort under

licensed distribution becomes harder to monitor.

6.2.3 Combined changes in Southern monitoring

Combining the above two, under which monitoring production effort in the South and distribution effort under

licensing both become more difficult, such téat, = v = dvg yields

OAP(2)
8’05

0N (2)
81}5

OAP (2)

<0,
81)5

>0,

<0.
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The effects of the simultaneous change/fnandv¢ go in the same direction for the D-FDI and P-FDI wedges.
I-FDI is subject to competing effects: on the one hand, production in the South is more costly, but on the other,
distribution undertaken in-house is more attractive. Combining the results for affiliate sales clearly implies that

9 RP(2)
Bus <RD(z) TRP(2) © Rf(z)> >0,

when f,, is not too large, the intuition for which is analogous to the above. Using these results we state

Proposition 6 Worse Southern monitoring in production and in licensed distribution relative to in-house distrib-

ution

1. increases the productivity range of firms undertaking Distribution oriented FDI relative to (i) exporting and

(i) modes under which production is based in the South;

2. increases the share of affiliate sales that take place through Distribution oriented FDI fylismot too

big.

Proof. See Appendix C.8m

One question is how to relate this result to the empirical findings. One possible proxy for monitoring costs
is the presence of a common language. When the host country features a common language with the source
country, one might reasonably expect monitoring costs to be somewhat lower. Indeed, the regression results of
Hanson et al (2001) (Empirical Finding 4 (b) above) indicate that the presence of a common language is associated
with a decrease in the share of affiliate sales accounted for by Distribution oriented FDI. This is consistent with
Proposition 6, the converse of which states that better Southern monitoring e.g. in the form of a common language,
should decrease Distribution oriented FDI relative to FDI modes under which production takes place in the South.
Another possible proxy for monitoring costs is distance. Proposition 6 is therefore consistent with Empirical
Finding 4 (a), which argued that affiliate sales through D-FDI as a share of total affiliate sales increase with
distance. To the extent that these variables are accepted as empirical proxies for monitoring costs, our agency
theoretic approach grants a new interpretation of, for example, the effects of common language dummies on the

choice of foreign entry mode.

6.3 Changes in Southern demand

What is the impact of a change in the level of demand in the South on the relative prevalence of Northern MNCs’
entry modes? Consider a preference shagl) that raises the demand for a given sector’s output. This lowers

the export cut—of% < 0. We show further that

o™ (z) 0™ (2)  0pP*(z) 0N (2)

6~ OE(x)  0E()  oE(r) (33)
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such that all cut-offs fall, but in a way so as to change the probability of observing particular organisational
forms. In particular, the range of firms choosing exporting is compressed, while the range choosing Integrated

FDI expands. This implies

Proposition 7 Increases in host country demand reduce the range of productivities over which Distribution ori-

ented FDI is chosen relative to modes of entry under which production takes place in the South.

Proof. See Appendix C.9m

This accords well with empirical finding 4 (e) above — that the probability of choosing D-FDI relative to
modes under which production is based in the South falls as host country demarfd rise=e, higher final
demand raises firm revenues and so helps MNCs to overcome the larger fixed costs associated with production in

the South, relative to distribution-only projects in the South.

6.4 Trade liberalisation

Consider an isolated change in the variable tradecassectorz. From the wedges above, we have

OAP (2)
or

OAT(2)
or

OA(2)
or

:O7

<0,

<0, (34)

such that, intuitively, increases in trade costs increase the range of firms producing in the South relative to the
export cut-off.

Trade liberalisations have implications for sector equilibrium through free entry. In particular, by Lemma 4,
% > 0, indicating that the least productive exporters no longer do so as trade costs rise. Conversely, as
trade costs fall, so does the export cut-off, allowing firms of lower productivity to enter the Southern market. By

907 _ 0 andpP*(z) = (AD)ﬁ ©X*(2) > pX*(2), we have that

00" (2) _ 0p™*(2)

22This is true when the slope of the distribution function at the two cut«pff§z) ande? (2) does not differ by too much, which in turn
requires thab is not too large (i.e. that there exists sufficient mass in the right hand tail of the productivity distribution). To see this, note that
the probability of observing D-FDI relative to observing production in the South is

Pr(D) _ G[e"(2)] =G [eP(2)]

Pr(5) 1-GlpP(2)]
Then - b
G 09" (2) _ _9G 99~ (z) Pr(D)
3} (Pr(D)) _ 9P () EG)  9pP() 08() Pr(3) 0G  0pT(2)
9€(=) \ Pr(9) 1- Gl (2)] 1= GleP(2)] 07 (2) O€(2)
which is negative if
G 0o (2) < G  9pP(2)
opF (2) 0€(2) dpP(2) 9¢(z)
o1 9k 1 99P(2)
P (2)0+1 0¢(2) P (2)0+1 0¢(z) '
which, by 22 () < 922() bt D (z) < P (2) is true ifs is not too large.
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such that increases in trade costs raise the cut-offfdsy more than that for exporting. B% = 0 and
% < 0, we know that increases in trade costs cagge% to fall, such that the range of firms undertaking
Distribution oriented FDI is squeezed when trade costs rise. Of course, the converse is that trade liberalisations
increase the range of firms undertaking Distribution oriented FDI. Reductions in trade barriers do not therefore
imply a reduction in FDI per se, but rather alter the composition of FDI towards Distribution oriented projects
and away from those under which production is based in the South. The simple reason is that as trade costs
fall, Northern firms bring production back home in order to enjoy the cost savings associated with the cheaper
employment of skilled labour blueprints in the North, saving on IPR related costs. But in contrast to standard
horizontal FDI models, Northern firms retain a presence in the South by owning a distribution oriented sales
affiliate. Trade liberalisation thereby changes the composition of FDI received by the South, without reducing its
level.

For affiliate sales, we show in the appendix that

9 RP(2)
ar (RD(Z) TRP(:) ¢ Rl(z)> <0, (36)

such that trade liberalisations lead to a rise in affiliate sales taking place through Distribution oriented FDI relative
to Production oriented FDI. The intuition above, namely that trade liberalisations reduce the ‘proximity’ benefit to
producing in the South, applies. But, again, in contrast to standard horizontal FDI models, many Northern firms

retain a Southern presence, increasing the share of affiliated sales that take place through D-FDI. In sum, we have:
Proposition 8 Trade liberalisation

1. raises the probability of Northern firms entering the Southern market through Distribution oriented FDI

relative to modes under which production is based in the South;

2. raises the share of affiliate sales under Distribution oriented FDI relative to Production oriented and Inte-

grated FDI whenf, is not too big.

Proof. See Appendix C.10m
This resultis illustrated in Figure 2, consistent with observed increases in FDI contemporaneous with decreases
in trade costs highlighted by Neary (2009). This model emphasises that trade liberalisation affects the composition

of FDI, not necessarily reducing its level.

6.5 Improvements in the South’s IPR regime

The final sector-level change we consider is an improvement in the South’s IPR regime. As for changes in skill
sensitivity, changes in the security of IPR in the South change the relative cost of employing blueprints supplied

by skilled Northern labour in the South relative to the Noffy). In particular, improvements in the South’s IPR
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Figure 2: Trade liberalisation (Note: I-FDI omitted from diagram)
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reduces(z). We show in the appendix however that

0?AF (2) 0?A1(2)

where the first inequality holds whet{z) is sufficiently large and the second holds if> 2. Recall tha% =

0. Then

Proposition 9 Improvements in the South’s IPR regime increase the probability of producing in the South relative

to D-FDI, and by more the higher is the sector’s skill sensitivity.

Proof. See Appendix C.11m
Intuitively, improvements in the South’s IPR regime have greater marginal value for firms in sectors that are
highly skill sensitive. In such sectors, a larger range of firms find it profitable to shift production to the South

when its IPR regime improves.

7 General equilibrium

So far we have taken the Northern skilled wage as given. In general equilibrium the skilled wage is determined by
the demand for skilled labour by Northern firms serving the domestic market together with demand from Northern
firms that enter the Southern market. Above we specified skilled labour costs(as = zr when production

is based in the North, whereis the skilled wage and indexes the unit input requirement, ang(z) = 5(z)zr

when production is based in the South, whé(e) > 1 reflects the IPR related costs of employing skilled labour
blueprints under Southern production. We denote skilled labour demand by firms serving the domestic market by
d(z,r), and by those firms that also serve the Southern markéet by ). In the appendix we show that total

demand in sectot for skilled labour is
D(z,r) =d(z,r) + d*(z,r), (38)
which satisfies‘r% < 0. Total demand across all sectors is then
D(r) = D(z,r)dz, (39)

which satisfiesag—ir) < 0. Factor market clearing for skilled labour, with total supply gives the equilibrium
skilled wage straightforwardly as

D(r*) = K, (40)

which closes the model.

By % < 0, anincrease in the North’s endowment of skilled lab&umplies a reduction in the equilibrium
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skilled wage,% < 0. But this has no implications for industry equilibrium; in particular, the export cut-off

©X(z) is invariant tor in equilibrium?3

8 Conclusion

Sales through distribution oriented wholesale affiliates constitute a significant proportion of total sales of MNCs,
yet have gone relatively unexamined in theory. We have presented a model in which MNCs overcome a multitask
agency problem in determining their optimal mode of foreign entry. Firms optimally separate tasks between
agents, with distinct groups exerting effort in production and distribution. Effort monitoring varies depending on
whether production is located in the North or the South, and whether distribution is performed by an in-house
agent or is licensed to an outside agent. Where monitoring is better, effort net of agency costs is higher, reducing
variable costs and raising profits.

Firms choose different entry modes according to their productivities, witér alia, firms choosing distri-
bution oriented FDI being less productive than those choosing FDI modes under which production is located in
the South, which accords with recent evidence. The equilibrium choices of MNCs involve a trade-off between
variable costs, including the agency costs associated with imperfect effort monitoring, and fixed costs, which are
larger when production is located in the South than just distribution alone.

The model is consistent with various stylised empirical findings. While firms specialise in their mode of
foreign entry, the host country attracts a mix of different modes of FDI. MNCs that are more skill sensitive are
more likely to enter through distribution oriented FDI, rather than modes under which production takes place in
the South. Worse effort monitoring in the South biases firms’ choices towards distribution oriented projects, away
from production oriented projects. To the extent that variables such as common language capture an element of
monitoring costs, this is consistent with the empirical finding of Hanson et al (2001) that the presence of acommon
language encourages production oriented FDI relative to distribution oriented FDI. Larger host country demand
encourages production based projects over distribution based projects. And trade liberalisation can increase FDI,
contrary to the standard horizontal-FDI view, biasing it towards a distribution orientation away from a production

orientation.

A Wholesale Trade: SIC Definition

The following definition is drawn from the definition of SIC division F ‘wholesale trade’, quoted on the US

Department of Labor website.

SIC division F: Wholesale Trade

23For example, ifr rises, all firms’ costs rise. This raises the price index by exactly the same amount, such that the two effects exactly
cancel in their impact on firm profits, leaving the cut-offs unchanged. Of course, chanigesviich change-, have implications for welfare
and inequality, but these follow trivially, in particular given the fixed wage of unskilled labour in the outside sector.
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This division includes establishments or places of business primarily engaged in selling merchandise to
retailers; to industrial, commercial, institutional, farm, construction contractors, or professional business users;
or to other wholesalers; or acting as agents or brokers in buying merchandise for or selling merchandise to such
persons or companies.

The chief functions of establishments included in Wholesale Trade are selling goods to trading establish-
ments, or to industrial, commercial, institutional, farm, construction contractors, or professional business users;
and bringing buyer and seller together. In addition to selling, functions frequently performed by wholesale es-
tablishments include maintaining inventories of goods; extending credit; physically assembling, sorting, and
grading goods in large lots; breaking bulk and redistribution in smaller lots; delivery; refrigeration; and various
types of promotion such as advertising and label designing.

The principal types of establishments included are: (1) merchant wholesalers-wholesalers who take title to
the goods they sell, such as wholesale merchants or jobbers, industrial distributors, voluntary group wholesalers,
exporters, importers, cash-and-carry wholesalers, drop shippers, truck distributors, retailer cooperative ware-
houses, terminal elevators, cooperative buying associations, and assemblers, buyers or cooperatives engaged in
the marketing of farm products; (2) sales branches and sales offices (but not retail stores) maintained by man-
ufacturing, refining or mining enterprises apart from their plants or mines for the purpose of marketing their
products; and (3) agents, merchandise or commodity brokers, and commission merchants.

Establishments primarily engaged in selling merchandise to construction contractors, institutions, industrial
users, or businesses are included in Wholesale Trade with a few exceptions. These exceptions are made nec-
essary because of sales to both the general public for personal or household consumption and to businesses,
industrial users, or construction contractors. These exceptions are lumber yards; paint, glass, and wallpaper
stores, typewriter stores; stationery stores; and gasoline service stations which are classified in Retail Trade,
Division G.

However, establishments that sell similar products only to institutions, industrial users, and establishments
that sell merchandise for use exclusively by business establishments or to other wholesalers are classified in
Wholesale Trade. Establishments primarily engaged in selling such merchandise as plumbing equipment; elec-
trical supplies; used automobile parts; and office furniture are classified in Wholesale Trade, even if a higher
proportion of their sales is made to individuals for household use. Establishments primarily engaged in the
wholesale distribution of used products are classified on the basis of the products sold.

Guidelines for the classification of establishments primarily engaged in the wholesale distribution and con-
struction or installation of equipment manufactured by other establishments are outlined in the Introduction to

Division C, Construction.

Tables
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C Proofs

C.1 Proof of Lemma 1: Task separation

Proof. Write the firm’s expected variable costs as

ri(2)
¥

af +a} + b} (e + ed) + b

d

J
p
i

— (e,

ef) + 07 (e +¢j) + 5 (¢ +¢5)

(e +
d d e
) = (et +ef)

IR givesa” according to

anwkubJe+f Zef] + nz b1t
t=p,d t=p,d t=p,d
which we use to write variable costs as

M 2wk+ (e’L) + KJZ{ pd(bt) ( ) + HZt pd(bt)

¥ —€; — 6j

where we have used thay = e’ + ef}, J = i,7. Hold each agent’s total effort constantegt. The cost of

implementing this effort level with positive piece rates on each task for each agent is then

L(Z) 2wk-+ (61) + ﬂZt pd(bt) ( ) + ‘%Zt—pd(bt)

q= C(elaej)
¥ —€; — €4

This exceeds the cost of implementing the same effort I€eelg; ) under which a single task is assigned to each

agent, under which = 0,b{ > 0, andb? > 0, b = 0, given by

re(z) | 2wt @)+ 3k (0) v+ 5 @) + 3 ()" 0r

q= C/(éi,éj)'

¥ —€; —¢€;
This follows from
C/(Eiaéj) < g(éivéi)’
& ) o+ () < S @)+ Y ()
t=p,d t=p,d

indicating that the variance of workers’ pay is lower under schéft®, ;) than schemé(e;, €;), in which the

former feature$? = 0,b¢ > 0, andb” > 0, bd = 0. This lowers the total cost to the firm of incentivising fixed
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effort levels(e;, ;). m

C.2 Proof of Lemma 2: Optimal contract parameters

Proof. Given that the firm assigns one task to each agent, it chooses the optimal incentive par@hm‘td@.

Since each agent performs only one task, we drop the agent sub-indices. The firm’s problem is

min Tk(z)
brbd

[ai +a; + bled 4 bled — P — ed] q,
stay=a%, J=1i,7,

stel =b', t=np,d.

We use

1 1

al = wkfbpeeri(ep)QJriﬁ(bp)va
1 1

@ = we—blet+ 2 () Sr (61) 0,

to write the firm’s problem as

. re(2) 1, 2 1 9
3715;7 wk—l—wk—&—tz 5((;*) + Z 5&(1)75) Ut_tz b g,

=p,d t=p,d =p,d

which has first order conditions

—14+b + kbt =0, t=p,d,

such that
1

bt* —
1+ kot

Minimised costs are then

T(2) W + Wy, + Z %(bt*)Q (1+I€’Ut) _ Z b | ¢

t=p,d t=p,d

— t
- Wi | 9
t=p,d

wherew], = wy — 50" = wy, — 5+ We have the properties that

t
owy,

o, .
— >0, >0, —=£ >0,
ovt owy, Ok

establishing the lemmam
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C.3 Cut-offs

For the export cut-off, we have

l—0o

1 (0,2) = 0(2)pr Ty (2)' 77 (W +wi) 7 = fown =0,

such that

o—1

[ ()" = S () (k)

The export curve crosses the curve for D when

— l-0 —o l-o -
0(2)pr' T (2)' 77 (W +wi) 7T = fawn

— . -0 4
=0(2)pr' Trn(2)' 77 (Wi +wi) e

giving
o—1 o—1

o—1 fde - f;rwN T TN(Z)
[@D(z)} = el 1-o 1-0] "
0(z)p {(wé)\, +wh) 7 = (W +w) }

The D curve crosses the P curve when

—0o —o l—o 5
0(=)pr! v (2)' 77 (W +wi) 7T = faws

—0

—0a 1 o
= 0(2)prs(2)' 77 (W +wi) "o

such that
-1

o1 _ fpws — faws rn(z)7
[pP(2))7 " = e - —
6P ()= (W +wh) ™7 = (@R ) ]

Finally, the P curve crosses the | curve when

—0a

. -0
0(z)prs(2)' 7 (W +wl) "7 = frws

—0

=0(2)prs(z)' "7 (wh + w?)l

such that
o-1 _ faws B(z)7 try(2)7 7!
[QOI(Z)] = — 1—0 1-0]"
OCIP [(wh +wf) ™ — (W& +wt) ]
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But note that the cut-offs contain an endogenous varighle So we relate them usinjg™ (

to the export cut-off according to

[eP ()]
[(PX(Z>]0-71 = AD(Z)v
D _ Jaws — fawn 1
A (Z) - f:ch <w§v+w?)1_a _ 17
w’;v—i-w%
[pP(2)]°"
et T M
frws — faws 1
AP = P ,
(Z) ,fwa ﬁ(z)(wg+w%) l1—0o .
Tr(wRAed) B
I o—1
1-0 .
vy < s (i) (Rred)
C hun @) T - (W wd) T

ThenAl(z) > AP(2) > AP(z) for all  if

Jaws (W + w?)lig — (Wl + W%)lig

_ . 1-o
s IS ) = (5 ()

and .
—0
B(2)(wh+w]) 1
fyws — faws - (Wi twi)
Jfaws — fzwn wh At V177 1
wﬁ,«kw%

}071

(41)

(42)

(43)

which require that fixed cost differences be large enough relative to variable cost differences.

C.4 Equilibrium sector price index

In sector equilibrium we take the Northern skilled wage rate as given. The prices of sgomals in the South are

o0 k

aggregated according 0(z)' 7 = [

TT’N(Z)(LA)I;V—FM(I{) 'rrN(z)(wII’\,-i-w‘Ii)

librium prices are given by (o, 2) = e P (p,2) = e
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() PP, 2)177 X n(2)x(¢p, 2)dip Wherex (i, 2) = =& Ry Equi-

rs(2)(whtwi)

P ?



rs(z) (wg +w?)

pl(p,2) = 2222 This gives
P(z)'™°
= () [T:;)(z)] |
x VgaW (i +w1%) Ty 1X(<P,z)d<p+/¢D(z) (W +wd)' (palx(w)d@]
+n(2) [(B iz);N(z)}
% Vpp(z) (W& +wp) o7 1X(¢vz)dW+LI(Z) (Wh+wf) 7 e° 1X(<P,Z)d4
= n(2)p[@(=)] 7,
where
Bz
= [z

P

v (2) o ® 1o
X / (Wi +wi) s@”‘lx(%Z)dWr/ (W +wf) @“‘1x(<p,z)ds0]
X (2) pP(z)
(2)rn(2)] 7

l1—0o

WI(Z) 0o o
L ) o s [ ) .
@ ol (z

P(2) !

_|_
|'€|

is average productivity adjusted for agency, trade, and IPR costs. Next, use

3
—
w
2
Il

N {1-G[p*(2)]},

Xp,2) = glo){1-G X))},

P(z)lfo
l1—0o
TZr
e
p
o P (2) . Nl-o oF(2) )
x | (W +wi) / " g(@)de + (Wi + wf) / " tg(p)de
X (2) P (2)
+N(2) {5(2)”]1_0
p
D d\1-o LPI(Z) o—1 V4 dy1—o > o—1
x| (W +wi) 0" g(p)de + (Wb + wf) 0" g(p)de| -
eP(2) el (2)
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Next, use

eP(2) = [AP(2)]77 ¢*(2),
PP) = [AP(2)]77 o¥(2),
P = [N (),

to write

P(Z)l—a
_1
_ N {T'ﬂ (o + ”‘5)11_0 ffiz? “afl“"xf) o™ g(p)dp
' R ren) fAD((:))ﬁ ;X ((:)) 7 g(p)de
_1
+N(z) |:ﬁ(75p)2r:| 1-o y (wg + w%)l_g ff}ii:;;:j:; @a_lg(@)d@

1—0 roo o—
W5+ wf) Tt x o ©7 a(0)d

And then make the following assumption:

Assumption: ¢ ~ Paretdd) on[1, co], such that

where § > o — 1.
Thendefiner —d — 1=, <0 and";if;l = 9, < 0, evaluating the integrals according to

5 APgaX(Z) 5—2 k) AP b AD b ¥ "
o—0— d - 2 2 1 ,
T LTS fan™ - @ peem
and so on. This gives
P(Z)lfa
TZr ) (w’;\, +w%)l_a H(AD)w2 1} <PX(Z)%}

2 (W) (AN X

such that ol
3]

 N(2)pX(2)Y1 [T ANx + B(2)1 77 Ag]’
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where

Asg

(@5 +wf) T { (A" = (A7) ] @5 )T ()™

Ay [ +ewd) T {(AP) =1} + @R+ ) T (A7) - (aP) ]

Se 2o

These change according to

0Ag _ i y (Wg +W%)170 {1/)2 (Al)wrl a%ﬁ) — 1y (Ap)wrl aaﬁA(:)}
e (kb))
o _ AT
(hred)' ™ = () 7|yt 2
51/) ——
= fx - + <O,
1 P
(P V1= o\ prwa—1 OA
+ (WS"_ L) (A ) 35(2)
——
L + n
o 1 0N
(o)™~ (W +wd) | (AT S
b tnn, : .
or 1-0 $y—1 OAF ) 7
<~ A
0AN 0y » 1= ;o pra—1 OAF
05z~ | FeD OO e >
| —
0A o 1-o $y—1 OAT
o = ol SR VR T A el I
-
vall! M
sinceé%‘(]:) , %‘—TD = 0, which we use later.

C.5 Freeentry

Entry is rational when

/ 02400 2 frun
»X(2)

2

UsepX(z) = (Ql(;")p)ﬁ Trn(2) (Why + wf) to write o [6(2)] Where%{j}z)] < 0, and writer! (¢, 2) =
ol (p,0(2),z [eS) .
7l (p,0(2), 2) where Z(e0C02) 0. Then 52 [ | #l(p, 2)dG() > 0. The LHS of (20) is therefore

monotonically increasing in sector level demditd). The equilibrium valu@*(z) is then determined when (20)
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holds with equality, or

/ 7 (,67(2), 2)dC ) = frwy.
X [0%(2)]

Then with6*(z) determined, the price index is given by*(2)]° ' = 558 The equilibrium export cut-off

©**(z) determines equilibrium average productivigj(z), which sets the average price in sectop [¢*(2)].

. 1—0o
The number of entrants into the Southern market is then determineti(by = (pf;*((zz)ﬂ) .

C.6 Proof of Lemma 3: Equilibrium export cut-off

o—1

Proof. Using [@X(z)]ﬁl = J;”(;“)% 7N (2)77 (W +wE)T T 0(2) = pé(2)P(2)° !, the expression for
P(2)°~! above, andr — § — 1 = ¢, to give
x, 18 fawnN(2) gyo—1 r\7!
[¢*(2)] = L€ = p) (Wi + i) An+ (5(2)) AS] ; (44)

the equilibrium value of* ().

A change in3(z) affects the RHS of (44). In particular

o~ (2)
0B(z)

<0,

(o) e SR () A

which is negative if

OAN  \7 ! 0Ag
3B(Z)+<ﬁ(2)> (2 <"

or

9y o
\w}—’ o-1 i\1—o n1—o N\ Vs ’
()" @ red) T - @) T L ()

for which a sufficient condition igw?%, + w?)' ™7 — (L) (Wi +wd)' 77 <0, or

7> (wg +w%) B(2),

D d
wy +wy

) -,

which is none other than (18). Thus when (18) hok L)

39



For changes in trade costs, the RHS of (44) changes according to

% [Ay +77718(2) "7 Ag]

OAN 7ol 1, 0As

= o + (0 —1) B(2)' "7 As + 777 B(2) a7
sufficient for this to be positive is that
AN T \7 ' aAg
ar +<6(z)> or 0
o—1 P
oot () e T 00 g
B(z) 7
o—1 I
o) s red) ™ e ()T 2 s
B(z) I

o—1
which, in turn, is positive ifw? +w?)' 7 — (@(Tz)) (Wi +wi) 7 <0or
(w§ +wi)
(Wi + )

7> fB(2) :
which is none other than (18). So when (18) holds, the RHS of (44) increasesrwises, such thai’% > 0.

For changes in demand, from (44), we h )E()z) <0. m

z

C.7 Proof of Proposition 5: Changes in skill sensitivity

Proof. Changes in skill sensitivity occur whe#(z) changes for a given secter This affects the cutoffs foP
andl. From (41), (42) and (43),
OAP (2) OAP(2)

B~ apk)

AN (2)
98(2)

> 0.

FrompP(z) = [AP(z)] 71 ©X (2), whereAP(z) is independent of(z), it follows that

) oo 025
B~ MO e <0
‘&,DD(Z) ‘awz)

95(2) 9BC) |

by AP(z) > 1 such thaty?(2) falls and by more thap* (z) whenj(z) rises.
Forof(2) = [AF(2)] = ©*(2) andyp! (2) = [Al(z)] 7= X (2) there are two competing effects. On the
one han% < 0, but against this go ;((j)) > 0. But sinceA”(z) does not change a [;((j)) > (0 for
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j = P, I, it must be thato” () andy?! (2) rise relative tap” (z). Formally

<¢P(z)>v—1 _ AP(2)

9P () AD(z)’
P o—1

o(=t3) 1o
98(z) AP(2) 9B(z) ~

and

(wf(z))“ _ Al
P (2) AD(z)’

9 513((2))) _ 1 0N (2) =0

9p(2) — AP(2) 9B(2)

such that increases in skill sensitivity raise the cut-off for production in the South relative to the cut-off for Distri-

bution oriented FDI.

Further
p d\1l—-o T p d 1=e
A(z) Jaws (W +wi) - (B(Z) (W +WL))
AP(z) fows = faws (P + w?)lig — (W + W%)lig ’
O Al (z)
9B(2) 9B(z) ’

such that(f;((zz)) falls as skill sensitivity3(z) rises.

Affiliate Sales. The value of total saleR in sectorz, R(z), is

Re) = [ de e e

*(2)
_ n(2)0(z) > L 210
1= G[CPX(Z)] Ax(z)p (o, ) g(p)de.

Sales under Distribution oriented FDI are

n(2)0(z rrn(2)]0 @ 1-o
1= 2 () [

Total sales under production in the South (P+l1) are

piry_ _n(2)0(z)  [rs(2)]°
R = e |
LPI(Z) . oo o )
x sz) (% +wi)’ @”1g(so)dso+/w(z) (Wb +0h) 7o g(p)de |
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such that relative sales are

RP(z)

l1-0o

o P z
[TTN(Z 1 I;D((Z)) (W[])v + WCII) g(@)d@

U“’p O (W +wd) e g(p)de + [, (Wh+wd) 7 so"‘lg(s&)dso}
I R G ©)
B LB Z)] VP(z)+Vi(z)
where
VP(z) = oo (wh + wf) 7
- N I "2 ( )d<)07
P (2)
©'(2)
VP(z) = / (@8 + )7 o7 T g(p)de,
oF (2)
Viz) = . (8 + o) 7 7 g(p)de
el (2
Using the Pareto distribution
1) o
VPG = (ko N e PP (2)"1 )
1)
V) =k +wd) T () — o ()}
Vi) = j (W5 + o) [ ()]
Then we have that
VPG (@R + ) {eP ()" = 9P (2)"1}
VP(2) +VI(z) (W8 4+ wh) TPl ()% — PP (2)1} + (B 4+ wh) 7 [l (2)%]

(k) T {(4)" - (4) )

(w5 +wf) {( n (APW} (W) 7 [~ ("]

D o)

(@h+wi) " = (@h+wh) 7| (AN = (W +wf) T (AP)"
(Wh +o) T {(AP)" - (A7)}
(f + ) 7T (AP)e — | (Wl +w) T = (W wf) | (AT

Then byg’;ﬁ‘( =0, {fﬁ“(z) >0, 2 a@( ) > 0, andy, < 0, the numerator rises wheft(z) rises (smce(Ap)w2 falls),
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while the denominator falls whef(z) rises by

T3 | e AN | @) — )T ()

D z
by v, < 0. Then g2 (VP(Z)JF(V)I(Z)) > 0 such that

a/f(z) <R]ﬁ§2)> -0

Note also that this implies
0 RP(z) 50
0B(z) \RP(z) + RF*1(2) ’

since

) RP(2) R AL
3o (e w) ~ w0 I

o) RP(2) RP(2)
R (RPH(Z)) WE(Z) 0 ( RP(2) )

_RP(z) 2 20

RP+I(z) +1 (Rliig(z) + 1) ﬂ(z)
) ( RP (z) ) [

0B(z) \ RPH(2) 1

> 0.
S T g O 1]

C.8 Proof of Proposition 6: Changes in Southern monitoring

Proof. Production monitoring. From (42) we have theﬁ% > 0. Useg‘;’g > Othento arguetha?% >0,
S S S
or that worse monitoring in the South in production reduces the incentive for firms to locate production there, such
that fewer firms do so. From (4?%‘;# >0 so% > 0. From (41) it is clear tha?% =0.
S S S

L. . . d d: D(Z)
Distribution monitoring. Whenwv§ increasesy$ increases, so from (41), (42) and (4§§‘3vT <0,
L

(1-0) (ﬁ@))ll_o(‘”’;v*wi)l_:
ON'(z) _ faws )(;u’fv?w‘i) (wg):rw?) T (whwd) T Dt
i foon | 4 G5 ) (-0) (b | d)1=0 | Ovf
(vl (et ) 45+ )
1—0o
I(Z) (1_0) 1+ (wg’—i_w%) 8&]5/ <0
p d —o , P ’
(Wi +wi) [(wg —|—w§)1 — (W% +wf£)1 } ové
+
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and

8AP(Z) - fp’ws — fde (_1)
avd B f:ch 1—0' 2
U
T wN+w
oo <6<z (w + %))‘” ( B(x) B (wh+wd) ) ot
7 (Wi +wi) TR +ef) [k +wd)] )| o
(c—1) B(z) (wg—l—de))a
= AP(z
( ) [(B(z) wg+w‘z)>1_g _ 1] < T (wﬁ}v +de)
T w?v-i-w%)
6(2) (1 . (w’;w%)) 0wt
rh e\ WD) ot
> 0if 1-— (w6 +wi) >0
(Wi +wi) =

which is the case iff}, > W, or if wy is sufficiently high relative tavs.
Combined changes in Southern monitoring.If v% andv{ rise simultaneously, denoted by a chatyg,
combining the above give%‘%s(z) <0, %;Z) >0 and%(;) < 0.

Affiliate Sales Use

Vo) (Wi +o) T { (AP)" - (A7)}
VP()+VI(z)
(wh + w%)lig (AP)wQ — | (vl + ofi)lia — (Wl + wﬁl)lig (AI)w2
=0, aAp > Oand"9A > 0, togetherwith‘% aag [(w’g Fwi) T (Wb w‘})l_g} >

0, we have that

) RP(z)
T (RD(z) T RPH(z)) >0

This also implies

Changes in¢. Use

VP (2) (wh + w?)lf" {(AD)% B (Ap)wg}

VP()+VI(z)

—0

(W5 +wd) ' TP — | (W W) T - (W wd) | (D)

D P . . . .
By ¢, < 0, 22+ < 0 and 22+ > 0 imply the numerator increases whef increases. The denominator falls
L L
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overall iff

(AP)"2 9AP

o) —0 b —0 1 —0 AI 1/)2 aAI
() o O ) )

A ovd

+(1-0)(Wh+uwi)™’ D [(AP)%’ - (AI)%} <0,

ol
~——
Y +
for which it is sufficient that
a1 (A7) oar
(w§ +wi) ( Af)° vl
¥y 1 NG <0
d\1l-o a\1-o A OAT ’
— W twp) = (Wt wi) ( A)f ov?
B (Al)wz AT
wh +wi\’ 1> TTAT ouf
wP er% (APY¥2 gpAP (AD)¥2 gpar ]’
s AP ou? T T AT ool
into which substitute expressions @%and %ﬁg to give
P d o—1
wg +wf 1
wl) + OJd > (wg_*_w%)fo ) 1—0o )
§ L » A\ 1o (T(%W%)) (wy — wg)
6(Z) (wS + wL) 1 +
ok + o)
(AP)I/JQ T
; — +1
(AI)#2 (wg+ %)1 o
1—

o (AP)’2 p o o
which is satisfied fo (ATy72 high enough, oA” small enough relative td* (by ¢, < 0), which is satisfied by,

for examplef, sufficiently small, since

AP — fa 1 1

AL fa [<B<z><wg+wz>>”_] (7) " (wh+ef)

T(wh+wf) (wngW}i)l_df(w’s’er%)l_”

When this is the case

2 (20

ovd \ RPH(z)

which implies that
i RD(Z) > 0
ovf \RP(2)+ RPHI(z)) ~ ™

Combined changes iwf; andv¢. Combining the above, whefy, is not too large, fodvg = dvh = dv¢ we have
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that

which implies that

0 RP(2)
dus (RD(Z) n RPH(Z)) > 0.

C.9 Proof of Proposition 7: Changes in host country demand

Proof. Consider a preference sho@k(z) that raises demand in a sector. From (44), we have

o~ (2)
0¢(2)

<0,

indicating a lowering of the export cut-off when demand increases. Further,

T o
0P (2) dp* (2) 7T
’ 9€(2) ’ sec) | Y W)
ot (2 2L 00X (2
gai)) = a0 gsé)) <0
P, D, 1 1
Fo] > [ ane e
0 -
90! () 9" (2) T
‘ o6 | ’ oez) | Y (DT> (0T

so we have that

0pl(z) _ 00" (z) _ 00°(2) _ 09 (2)
9E(z) ~ 0&(z) 9E(z) 9E(z)

implying that the range of firms undertaking D shrinks relative to that undertaking production in the South as host

<0,

country demand rises

C.10 Proof of Proposition 8: Trade liberalisation

Proof. From (41), (42) and (43)

ONP(z) 0N (2) OAL(2)
ar 0, <0,

or or

<0,

such that increases in trade costs increase the range of firms producing in the South relative to the export cut-off.

Above we showed that2 ) > 0. UsepP(z) = [AP(2)] 7 ¢X (2) in which AP (z) is independent of
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to argue

9P ()  _ 1 09%(2) _ 0p%(2)
or = A7) or - or
D X
_ 907 (%) dp” (2)

or - or ’

by AP(z) > 1, such thatincreases in trade costs increase the D cut-off by more than the export cut-off. Conversely

trade liberalisations decrease the D cut-off by more than the export cut-off.

¢P<z>)"*1 _ A"(2)
Next, look at(@D(z) = 300 to argue

P o—1
¥ (2)
a(gaD(z)> 1 0AP(2) -0
or  ADP(2) or ’

indicating thatp” () falls relative top? (z). So increases in trade costs squeeze the range of firms undertaking D.
The converse is that trade liberalisations increase the range of productivities over which firms choose D relative to

modes under which production is based in the South.

o—1
@;u)) _ A o

Finally use(w ) = AP0z

0(2) 1 g

or  AP(z) oOr <0,
such that the | cut-off falls relative to D. Finally
l1-0 - l-o
AL fy (We+wi) 7 - (ﬁ(z) (W€v+de))
AP fo—fa (@B 4wd) T = (W twd) T
so )
e () \7™ Al(z)
o(#3)  _o(+B) -
or or ’
such that | cut off rises relative to P.
Affiliate Sales.Use
l1—0o P P
V() (@R +wf) 7 {(aP)" - (aP) "}

VP() + V() ’
(h +wd) 7T AP) = | (Wl +wd) T = (W +wf) 7] (A
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in which the numerator falls whenrises, by% < 0, and in which the denominator rises wherises if

1o vs-1 OAP(2) (W5 +wi) a1 OAL(2)
(W& +wi) s (A7) 5 ) X gy (AI) 5
! — (Wi +wi) 7 7
=1 AT (2) I
_ a\1-o (A7) o o a1 OAT(2)
= ) T L [T
or
> 0,
which requires that
1-o vo—1 OAT (2) p,—1 ON(2) - -1 ONL(2)
() [ (ar) et 2Dyt SR gy iy A
Pyt AT, 1 AT (2)
< (A ) or < (A9 or '’
in which
l1—0
aAP — fpr - fde (—1) (0' B 1) B(Z) (wg + w%) 7.0—1
or fsz ﬁ(z)(wg—i-w%) 1=o 1 ? (wg/ +w%) T
< T(w‘l'\,+w‘£) ) -
1 B(2) (Wb + w? o—1
= AP(») — (1—a)< ()£ S dL)> T (45)
(,H(z) wg+de)> _1 (OJN +WL) T
T wﬁ’v+w%)
. 1-0 P ay1-o
OAT - faws (B(Z) (why +wi) 1ol
o L (W) T - ()
= N -0), (46)
so (AP)"/’Z_1 % < (Al)/‘/’r1 % requires that
1 (ﬂ 2) (wg er%))l_o
<,8(z)(wg+w%)>la 1 T (wlj\, + w%)
T(w"‘;\ﬁ»w‘i)
P d\l-o T p a7 v
faws Wi twp) - (ﬁ(z) (Wi +WL))
fows = faws  (wh+wf) 7 - (Wh+wi) 7 |

which in turn requires thaf, be sufficiently small (by), < 0). When this is the case,

5(%) <
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such that sales under D fall relative to those under P and | when trade costs rise. This implies that

9 VD(2)
or (VD(Z) VPG 1+ vr(z)> <0.

Equivalently, when trade is liberalised, the share of affiliate sales through D rises. Trade liberalisation therefore

shifts the content of FDI away from P oriented projects and towards D oriented pragects.

C.11 Proof of Proposition 9: Changes in Southern IPR enforcement

Proof. From (41), (42) and (43)

OAP (2) — AP(» (c—1) B(z) (w§+de) —0 e
o5~ )(mz) wirot) )7 ( 7 (Wh +w?) ) (W i)
T wfv—i-wi)
aQAP(Z) _ OATY (c-1) B(z) (wg _'_w%) —o (wp +Wd)
85(2)2 aﬁ(z) <[3(z)(wg+wi) 1=o 1 T ((JJp +wd) 8 L
Tr(whel) -
(o0 —1) (wh +wf) - o .
AP —0 z w? w
+ <@(z)(wg+wi))1" (T R +de)> (=0)B(2) (Wl +wf)
T wf\,—&-wi)
o () e

B(z) (wh + wd
x( 1)(1_0)( T(uf?viw%)L)) (wg+de)

_ P (0-1) B(z) (Wo+wi)) 4
= A B(z)(w’;+w1) - ( - (w?\] + w%) (Wg + CUL)

( T(w’g]jtw‘i) ) -1

2(c—1) B Z) (Wg +w%) (wp + wd) _ O',B(Z)_G_l
(ﬁ(z) wg+de)> —o ; 7 (Wi + wf) s L
T w';\,-ﬁ—w%
> 0,
i 2o (Bi?)(:§::;)>_a (W +wi) —aB(z)=7"" >0,0r

2 [7 (B +wh)]” (Wb +wh) 77 B(2) .o
1—0o )
B(x)(wh+wid ) . oc—1
T wfv-i-w%)

which requires3(z) high enough.
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Next

oA (01

B - MO

PA) NG (-1

BEE - k) B PV
= IZ g — 1 g —

iff o > 2.
Then increases il have magnified effects in sectors of higher skill sensitivity. Conversely, improvements in

the South’s IPR regime reducad’(z) andA’(z) by relatively more in sectors of greater skill sensitiviny.

C.12 General Equilibrium
C.12.1 Deriving skilled labour demand

We determine the Northern skilled wage rate. kgl(z) = zr andrg(z) = Szr, § > 1. z is then the unit
skilled labour requirement. Skilled labour demand comes from two sources: firms producing for the domes-

tic market and those producing for the Southern market. For domestic firms in sesfth integrated dis-

7'N(z)(w7;\, +w‘,l)
pe

ué(2)Py(2)°~! denotes domestic demand aRg(2)? ~! is the domestic price index. This is given By(z)! =7 =

I pale, 2)' =7 N (2)g()de such that

tribution, charging price op,(p, 2) = , demand isy(p, z) = 04(2)pa(p,z)~7 wherefy(z) =

Py(2)'77 = N(z)[

N (2)pa[@a(2)]' 77,

@a(z)7 "t = /looso‘”g(</>)d<p~

zr(w’;\,—&-w‘;)

With rx (z) = zr this can be writterPy(z)! = = N(z) [ ENe)

1—0
} such that

ar (Wi + wf)

OP;(2)
or

> 0,
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implying aed(z) > 0. Skilled labour demand from firms in sectoproducing for the domestic market is then

d(zr) = / " 4. )N (2)a(@)dy

zr (Wé)v + w‘}) -

~

2P,
p
2= [ et
1
Use that
1 zr (w’;\, + w?) ot
9 z = z N z2)T-0o —_—
az) = >[ (=) ( e )]
o—1
1 zr (Wh +w
= p&(2) (5 + 1) :
N(z) PPa(z)
such that
o—1 —0o
1 2r (w’;\,—kw‘}) z (wN +w1) =R
d(z,7r) = z — N(z z
() = ey [ ey () | = ?
_ P %
- Mé-(z)rwiliv ad(z)o—,17
ad(z,r)
5 < 0.
For Northern MNCs serving the Southern market,
o (2) oo
@) = [ e e+ / 4 BEmEN e
X (2 PP (z

Use the price index to write

d*(z,r)

o7 (2) oo
= / 9(2)29(%Z)’”zn(Z)x(waz)dw+/ 0(2)p(p, 2)” 7 B(2)2n(2)x(p, 2)dp
X (2) oP(2)

_ M 2% [0 An + B(2) 0 Ag]}
< [ /. " e alede+ 5 L e ”g(go)dgo]
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TTN(z)(wi,+w‘z) TTN(z)(wi,+w?)

Firm prices arg™ (¢, z) = ——— =%, p" (¢, 2) = e ,
reied)
PP
o7 (2) o0
/ p(%z)’”g(w)dsoJrﬁ(Z)/ p(p,2)" 7g(p)dyp
0¥ (2) 0P (2)
" [z (WP +wh)] 7 o0
= | [ D) e [
0 (2) Py ©F (2)
= r 7 xA,
where

oo +56) [ [ﬂ

P (2)

(2)7 (W + i)

PP (e, 2) =

B2)z (W + i)

py

pe

S0
. _ pE(z)z7 A
TN = Xy (7oA + () B8]
Recall that in equilibrium
s fewnN(z) , , gyo—1 r \!
L = e e v () s

which is independent of. So we can write

0 (o) = ps(z)z7 Ar7 !

rs(2)(wh+wf)

pp

—0

(g, 2) =

g(@)dw]

g(p)dp,

o—6—1

o— frwn N(z) o-1 °
ot {5 (A )

giving
od*(z,r)
T < 0.
Then total skilled labour demand in sectois
D(z,r) = d(zr)+d"(z,7),
0D(z,r)
or <0

and total skilled labour demand is
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The equilibrium skilled wage is then determined by
K =D(r"),

such that2>* < 0.
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