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INTRODUCTION

Dunning’s Eclectic Paradigm is probably the most holistic framework to explain the emergence of the Multinational Enterprise (MNE). The paradigm specifies the conditions, which must be satisfied for firms to engage in production outside their home country. These conditions are associated with three types of competitive advantage: ownership advantage, location advantage and internalization advantage (Dunning, 1977, 1981, 1988, 1990, 1998). 

Ownership advantage is a firm characteristic. It is manifested by firm specific ownership of intangible assets such as technological or marketing knowledge as well as by superior managerial capabilities, in comparison to indigenous competitors, to control and coordinate intra-firm and inter-firm international transactions. The factors constituting ownership advantage are viewed as an intra firm public good that is transferable between different units of an MNE across the world (Ethier, 1986; Markusen, 1998). 

Location advantage is a country characteristic. Conceptually it is similar to that of comparative advantage, familiar from international trade theory. Location advantage is represented by the comparative cost of country specific inputs (e.g. materials, labor, natural resources) accessible by economic enterprises operating within their borders, or by the cost of trade barriers between countries (e.g. transportation cost, tariff and non-tariff barriers). The factors that constitute location advantage are country phenomena and are location bound – they are internationally immobile.  

Internalization advantage is a transaction attribute. It stems from the fact that the factors constituting ownership advantage become a private good once transferred outside the boundaries of the firm.   Internalization advantage applies to the case where the firm prefers to exploit its ownership advantage internally, rather than by licensing, in order to minimize the transaction costs associated with inter firm transfer of propriety knowledge and capabilities.  These costs include: brokerage costs of finding a correct price; cost of defining the obligations of parties to a contract; input costs affected by the risk of scheduling; and taxes paid on exchange transaction within a market (Rugman, 1980). 

While many scholars view the existence of an internalization advantage as the major condition for the emergence of the MNE  (e.g. Buckley & Casson, 1976; Caves, 1971; Ethier, 1986; Grossman & Helpman, 2002; Hennart, 1982; Rugman, 1985, 1986; Teece, 1981, 1986), the Eclectic Paradigm takes a wider view, whereas internalization advantage is captured as only one out of three necessary and sufficient conditions for a firm to become an MNE, together with ownership and location advantages.

Dunning’s straightforward approach to the complex phenomenon of the MNE has proved quite robust, and has over time attained the position of the received theory of international business. Nevertheless the paradigm is also quite controversial. The main criticism towards the Eclectic Paradigm is that it is too descriptive and classificatory rather than a rigorous model that enables to present and refute hypotheses (Casson, 2000, p.31; Ietto-Gillies, 1992).  The main purpose of this paper is to formalize and refine the Eclectic Paradigm. We present a decision-making model that explains the emergence of the MNE and enables to derive specific and operationally testable propositions.

       Next, we detail our model features. The model is then used to compare the utilities of an entrepreneur from: domestic production, international licensing and Foreign Direct Investment (FDI). Based on this comparison the set of conditions for the emergence of an MNE is derived. We conclude by presenting the implications of the proposed model.  
GENERAL PROPERTIES OF THE MODEL

Consider a world comprised of two countries: a home country (A) and a host country (B). A single good (g) can be produced in A and B, by using two intermediate goods: know-how (k) and labor (l). We assume that there are two types of ‘consumer-producer’ individuals in A and B. One type is ‘entrepreneurs’ and the other is ‘workers’. The entrepreneurs supply technological, marketing or managerial know-how that is transformed by the workers into the good. 

Entrepreneurs are free to move between A and B and their k can be sold across borders. Thus, k is an intangible firm specific intermediate good that represents the firm’s ownership advantage. While k cannot be measured in quantity units, it can be thought of as a continuous range of know-how levels.  

On the other hand we assume that workers cannot move between A to B, thus l is country specific intermediate good that represents location advantage (disadvantage) in production. 

The good (g) can be self-consumed, supplied to the market, or purchased in the market. The self-consumed quantity of g in A (B) is denoted by gci (i= A,B). The quantity of g sold to the market in A (B) is denoted by gsi (i= A,B). The quantity of g purchased from the market in A (B) is denoted by gdi (i= A,B). 

Due to transaction costs the quantity of g that is purchased in the market is lower than the sold quantity, as specified below:
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teg is the transaction efficiency of the sale of g in the market. Thus, in the case where g is sold in the market, it is subject to a transaction cost coefficient of 1-teg,ij (i,j=A,B). 

The entrepreneur can supply know-how (k) to the market. The level of k sold to the market in A (B) is denoted by ksi (i= A,B). The level of k purchased in the market in A (B) is denoted by kdi (i= A,B), which due to transaction costs, equals:
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tek is the transaction efficiency of the sale of know-how  in the market. Thus, in the case where k is sold in the market, it is subject to a transaction cost coefficient of 1-tek,ij (i,j=A,B). 

While g can be produced either through a firm- or through a non-firm-production mode (Alchian & Demsetz, 1972), we assume that the firm production mode is more efficient than the non-firm production mode as it enables to minimize transaction costs between individuals with different specializations. We also assume that an entrepreneur uses his know-how to become an employer that signs contracts in which the workers get payment for their labor and the entrepreneur gets the residual returns from selling the workers output (g) in the market (Milgrom & Roberts, 1988; Yang & Ng, 1995; Yang, 2001). We ignore the possibility where a worker employs entrepreneurs to produce g.

The production function of g is assumed to be of a Cobb-Douglas type, in the following structure:  
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Where G is the output volume of g, K is the required level of k to produce g and L is the quantity of l required to produce g. The costs of producing k are assumed to be sunk costs, while l is subject to a per unit cost of Wi (i=A,B). a, α, β are positive constants, whereas a>1, 0<α<1 and 0<β<1. Labor productivity is assumed to be different in A and in B, accordingly we will refer to workers’ productivity in A (βA) and workers’ productivity in B (βB).  
Naturally, the production function of g is different for each chosen mode of operation (domestic production, international licensing and FDI). The main differences will be the origin of l (A or B) and associated transaction costs.  As noted earlier, in the case where k is traded in the market, it is subject to a transaction cost coefficient of 1-tek,ij (i,j=A,B). In the case where g is traded in the market, it is subject to a transaction cost coefficient of 1-teg,ij (i,j=A,B). For the sake of simplicity we assume that intra-firm transaction costs coefficients are zero (i.e. teg=1; tek=1). 
       The utility function of each individual in A (B) is represented by the quantity of self-consumed g (gci) and the quantity of g purchased in the market (gdi), as follows:
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Whereas, 
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is the real quantity an individual receives from the purchase of g in the market.

  
Finally, each entrepreneur’s supply of k and g should equal his demand of k and g. Hence each entrepreneur in A (B) faces a budget constraint: 
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Where Pki represents the price of k in terms of g.

UTILITY FROM DIIFFERENT OPERATION MODES 

Each entrepreneur decides how much to produce and how much to consume (i.e. what is the desired demand and supply quantities) from any traded good (namely k or g) in order to maximize his utility. A combination of transactions between individuals is defined as an ‘operation mode’. A feasible operation mode is composed of a set of configurations chosen by individuals so that the market clearing conditions are met. Each operation mode has an equilibrium solution in which the market is cleared and the entrepreneur maximizes his utility. 

Our analysis takes the point of view of an entrepreneur from A who faces three alternative operation modes: domestic production, international licensing, and FDI. Since the focus of this paper is the emergence of the MNE, we ignore the alternative of domestic licensing. This alternative has more to do with the question of the boundaries of the firm (i.e. integration vs. outsourcing), which will be analyzed here only in the international context. By applying marginal analysis to these alternatives, we can obtain the entrepreneur’s utility (or real income) from each operation mode. 

      
The basic features of the three operation modes that we examine are as follows: 

1- Domestic production - An entrepreneur from A hires workers from A to transform his k into g. The entrepreneur pays his workers’ labor and collects the whole net revenues (total revenues minus workers’ wages). Hence this operation mode involves the exchange of l for g, which is denoted as: lgA/gsA. 
2 - International licensing - The entrepreneur from A provides k to a licensee (an entrepreneur) from B that produces g with k and workers from B. g is then exchanged locally (as wages compensation) and internationally (in exchange to the supplied k).  Two transactions are implied from international licensing: The entrepreneur from A trades k for g (denoted as: tsA/gdB) and the entrepreneur from B uses this know-how to hire workers that produce g, thus exchanging l for g (denoted as: lgB/gsB).  

3- Foreign direct investment - The entrepreneur from A sets up a firm (subsidiary) in B. The good is produced by using local workers in B and know-how brought from A.  This operation mode implies the transaction of l for g, which is denoted by: lgB/gsB. 
Next, we calculate the utility of A’s entrepreneur from the above operation modes. 

Utility from domestic production 

In this operation mode the entrepreneur from A uses a certain amount of g to pay workers (gsA), and consumes the remaining quantity of g (gcA). The individual decision problem of the entrepreneur is: 

           Max 
[image: image7.wmf]A

c

eA

g

U

=

; e=entrepreneur

s.t.   


[image: image8.wmf]A

A

A

s

A

A

c

l

k

a

g

g

G

b

a

)

(

)

(

=

+

=

     (Production function)


[image: image9.wmf]A

A

s

A

l

w

g

=

    

 
     (Workers’ wages constraint)

Where lA is quantity of labor required in A (e.g. number of workers or number of working hours) and wA is the appropriate wage rate in terms of g. As noted earlier gsA  is the quantity of g paid to workers by the entrepreneur, gcA is the entrepreneur’s residual return and βA is an indicator of the workers’ productivity in A.  
The entrepreneur from A is always expected to utilize his maximal level of  k in order to maximize utility, hence by differentiating 
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 with respect to lA and equalizing to zero, we can derive the maximal utility of the entrepreneur from domestic production in A: 
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Utility from international licensing

In the case of international licensing of know-how from A to B, the individual decision problem of the entrepreneur from A in the exchange of tsA/gdB is: 

         
  Max 
[image: image12.wmf]s

A

kA

eA

k

P

U

=


Which represents the amount of g that the entrepreneur from A receives in exchange for his k. Thus, in this case the utility of the entrepreneur from A is dependent on the quantity of k an entrepreneur from B is willing to purchase and on the price this entrepreneur is willing to pay
. These quantity and price will be determined so that the utility of the entrepreneur form B is maximized. 

Thus in international licensing the utility of the entrepreneur from A is determined according to the maximization of the utility of the entrepreneur from B. The individual decision problem of this entrepreneur is:

           Max 
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Where lB is the quantity of labor required in B and wB is the wage rate in terms of g. tek,AB is the transaction efficiency coefficient of know-how transfer from A to B, hence 1-tek,AB represents internalization advantages in know-how transfer (e.g. protecting propriety know-how and its appropriate utilization in the host country).  gsB  is the quantity of g sold to the market by the entrepreneur from B in order to pay for ksA and lB, and gcB is the residual return of the entrepreneur from B.  

       
Differentiation of UeB with respect to lB and ksA, equalizing them to zero and then computing UeA enables us to derive the maximal utility of A’s entrepreneur from international licensing: 
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Utility from FDI

   In the case of FDI the decision problem of the entrepreneur from A is: 

           Max 
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Where tef,AB represents a fixed learning cost that stems from the ‘liability of foreignness’ (Hymer, 1976). The entrepreneur is a foreigner in B and thus has to pay a certain cost premium over indigenous entrepreneurs that are familiar with the local business, legal and political environments. These costs derive from the to the need to communicate in two or more languages, overcome cultural differences and accommodate different legal and regulatory systems (Hofstede, 1980; Hymer, 1976; Kogut & Singh, 1988). 

Differentiation of UeA with respect to lA and equalizing to zero yields the maximal utility of A’s entrepreneur from FDI in B: 
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THE EMERGENCE OF THE MNE

By comparing the maximal utility of A’s entrepreneur from different operation modes we can define the set of necessary and sufficient conditions for the emergence of the MNE. A’s entrepreneur will prefer FDI over domestic production and over international licensing if: 
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However, the emergence of an MNE is conditioned by another term.  The utility of A’s entrepreneur from FDI has to be larger than the utility of B’s entrepreneurs that engage in domestic production in B.  Otherwise entrepreneurs from B will always be able to prevent A’s entrepreneur from hiring workers in B, by offering them marginally higher wages in terms of g (i.e. WB+ε).  Applying the same notations of equation (5) the utility of an entrepreneur from B, engaged in domestic production is
:
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Thus the final necessary condition for the entrepreneur from A to engage in FDI is: 
[image: image24.wmf]B

domestic

FDI

U

U

-

>

. 

The above three inequalities represent the set of necessary and sufficient conditions for the emergence of the MNE, and are specified bellow, respectively:
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It is straightforward to see how expressions (9a)-(9c), represent the various parameters of the Eclectic Paradigm. 

Ownership advantage is represented by the 
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 ratio (equation 9c). The higher is this ratio the higher is the likelihood for A’s entrepreneur to engage in FDI. Our first propositions is therefore that:

Proposition 1: The propensity of entrepreneurs to engage in FDI is positively correlated to the ratio between their specific know-how and the specific know-how of indigenous entrepreneurs in the host country. 

 Internalization advantage is represented by two terms. From equation (9b) we learn that the lower is the transaction efficiency of the international market for know-how (tek,AB) the higher are the chances for the emergence of an MNE . Another term that represents internalization advantage is the liability of foreignness, denoted by tef,AB. Here it is clear that the higher is tef,AB  the higher are the chances for A’s entrepreneur to engage in FDI in B.  Hence, if we interpret tef,AB  in terms of psychic or cultural distance between countries (Hofstede, 1980; Johnson & Vahlne, 1977; Kogut & Singh, 1988),  a high value of tef,AB  specifically explains FDI of firms from countries within a similar cultures  and development level (e.g. in terms of income per capita). The latter observation stems from Linder’s association between the variety of consumers’ tastes and development level of countries (Linder, 1961). We therefore propose that:

Proposition 2: The extent of FDI between countries is positively correlated to the similarity in the countries’ culture and level of development. 

This proposition is consistent with the observation that FDI is often directed to countries with low psychic and cultural distance and with a similar development level (Dunning, 2000; Markusen, 1998). 

The role of location advantage is a little more complicated for interpretation in our context. Location advantage is represented by the term 
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 (hereinafter denoted as the L-ratio) from equation 9(a). If βA≈βB the location of production will be the country where a larger operation can be set. If there are enough workers in country B that are equally productive compared to country A’s workers, but allow the entrepreneur from A to set up a larger operation in B, FDI will occur.  Thus, we can conclude that a low wedge between βA and βB will encourage FDI in B, as long as lB is sufficiently larger than lA. This leads us to propose that:

Proposition 3: Where labor productivity in the host and the home is similar, the propensity of an entrepreneur to engage in FDI is positively correlated to the ratio of both countries‘ labor supply. 

At the country level we propose that:

Proposition 4: FDI between two countries with similar labor productivity will be directed towards the larger country (in terms of labor supply).    

Proposition 4 implies, for example, that China as a labor abundant country should except to increase incoming FDI if it is able to achieve a productivity level that is close its to partners’ productivity.  

On the other hand, it seems from realistic to compare operations in A and B that are of a similar size. If we assume that the supply of labor in A and B is similar or even equal (lA ≈lB≡l’), than the wedge between βA and βB becomes critical for the decision of the entrepreneur from A to engage in FDI. The impact of this wedge is presented in Table (1).

[Insert Table 1 about here]


Table 1 indicates the changes in the L-ratio as a function of the wedge between βA and βB (both reach a maximal value of 0.99 and a minimal value of 0.01) and as a function of l’ (which ranges from 100 to 100,000 workers). The values in green indicate the maximal value of the L-ratio per a specific number of workers and the values in red indicate the minimal value of the L-ratio. Generally speaking, as long as βB >βA the higher is the L-ratio, and thus the higher is the likelihood for the emergence of an MNE. However, as depicted in Figure (1) when the wedge is very high this trend is reversed. At a certain point when βB >> βA then the L-ratio begins to decrease and on the other hand at a certain point when βA >> βB the L-ratio begins to increase. Interestingly, as the quantity of l’ increases the point of reversal in the L-ratio due to very high productivity wedges increases as well. Hence when l’ is very high, a higher wedge between βB and βA is required to reverse the trend in the L-ratio. 

[Insert Figure 1 about here]


The following propositions are implied from the above discussion:

Proposition 5a: The propensity of an entrepreneur to engage in FDI is positively correlated to the labor productivities’ ratio of the host country and home countries. 

Proposition 5b: proposition 5a is reversed when the labor productivities’ ratio of the host country and home countries reaches a certain point. 

Proposition 5c: Proposition 5b is moderated by the size of operation (in terms of the required quantity of labor).    

Our explanation of the above phenomenon is that as workers’ productivity increases, their wages (wi, i=A,B) increase accordingly. At some point these wages may be so high that the entrepreneur prefers to shift production to the country where workers are less productive, but also have lower wages. In this respect, FDI is the consequence of the contribution of labor productivities to the entrepreneurs’ utility.  

By multiplying equations 9(a)-9(c), we can obtain the necessary condition (albeit not the sufficient one) for an entrepreneur from A to engage in FDI in B, as indicated in equation (10):
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(10)


Equation (10) stems from the following mathematical reasoning. If three terms γ, δ and θ are larger than 1, then γ*δ*θ>1 as well.  

This is not a purely mathematical exercise, because equation (10) enables us to observe the inter-relation between the various parameters of the Eclectic Paradigm. According to equation (10) each of these parameters (namely ownership, location and internalization advantages) may counteract or strengthen the impact of the others, depending on its relative magnitude. For instance even when the L-ratio is too low to justify FDI, if the 
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 ratio is high enough FDI may still occur. Alternatively if the 
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 ratio is low, but the factors that encourage internalization (a low tek,AB  and a high tef,AB) are sufficiently high, an MNE may still emerge.  Moreover, in the case of internalization advantage the very factors that impact the entrepreneur’s internalization decision may counteract or strengthen each other. Hence, a high tek,AB  (that indicates a preference for international licensing) may be counteracted by a sufficiently high tef,AB  (that indicates a preference for FDI). Note however that in the latter case the power of tef,AB   is lower than the power of  tek,AB  by a ratio of 1:3 (since 0<α<1), thus the wedge between these values should be exceptionally high for this to occur. 

According to the Eclectic Paradigm the interaction between ownership advantage, location advantage and internalization advantage determines the feasibility of FDI. While the paradigm does not specify the relations between these parameters, our model explicitly addresses this issue. The decision of an entrepreneur from A to engage in FDI (in B) is the outcome of: comparative labor costs, comparative know-how level, the transaction efficiencies in the international markets for goods and know-how, the liability of foreignness and returns to scale, depending on the relative magnitude of these variables. 

 Thus the decision to engage in FDI should not be regarded as the product of binary values that represent the existence of ownership, location and internalization advantages (whereas, for example, 1= a specific advantage exists; 0=a specific advantage doesn’t hold). This line of thinking leads to the conclusion that it is enough that one of these advantages will not exist to prevent FDI from taking place (e.g. if there is no internalization advantage). Our model captures ownership, location and internalization advantages as the product of continuous variables, whereas the magnitude of each variable affects the probability of the emergence of an MNE. Thus, if internalization disadvantages are compensated for by exceptionally strong ownership and/or location advantages, FDI may still occur.      

The above discussion leads us to proposition (6):

Proposition 6:  The propensity of an entrepreneur to engage in FDI is the outcome of the relative magnitudes of ownership, location and internalization advantages rather then the existence of all advantages. 

Finally, equation (10) also gives us an indication about the relation between returns to scale and FDI. Equation (10) implies that the larger the 
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 ratio is, the higher is the likelihood for the entrepreneur from A to engage in FDI. However from the basic structure of the Cobb-Douglas function we know that when 
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) decreasing returns to scale are implied. Hence, we propose that:  

Proposition 7:  The propensity of an entrepreneur to engage in FDI is negatively correlated to returns to scale in production.  

Entrepreneurs are more likely to engage in FDI, when the production function (in the host country) exhibits decreasing return to scale, i.e. in the absence of economies of scale. 

The role of trade barriers

Dunning (1988, 2000) has elaborated the eclectic paradigm as to include four strategic motivations for FDI: (1) Market seeking - designed to increase the efficiency in serving foreign markets; (2) Resource seeking - designed to gain location bound natural resources or labor; (3) Efficiency seeking - designed to increase the efficiency of division of labor through economies of scale and specialization; and (4) Strategic asset seeking - designed to protect or augment existing ownership advantages of the MNE. We can use our model in order to refine two of these motivations: market seeking and resource seeking. 

Our discussion so far has implicitly assumed that the entrepreneur from A is indifferent regarding the location where he receives g.  Thus the entrepreneur was not sensitive to the fact that in the case of domestic production g is received in A, while in international licensing and in FDI g is received in B.   

However bearing in mind the impact of the transaction efficiency of the international good market (teg,AB, 0<teg<1), it is straightforward to realize that in order to compare utilities from different operation modes we need to refer to a single  location where g is obtained. teg,AB can thus  be interpreted as the cost of international trade barriers such as transportation, tariffs and non-tariff barriers.   

 If we choose country B to be the location where g is received, then equation 9(a) should be multiplied by teg,AB. We can refer to this case, as exports of g to B. Since all the utilities are now calculated in B, which was earlier assumed to be the host country, this utilities’ comparison represents “market seeking” FDI.  For example the decision of Sony whether to open a plant in the USA should be made according to the comparison of utilities in the host country. 

On the other hand if we choose country A to be the location of where g is obtained, then equations 9(b) and 9(c) should be multiplied by teg,AB. In this case all the utilities are calculated in A and this kind of comparison represents “resource seeking” FDI.  For instance, Nike’s decision to engage in FDI in Southeast Asia in order to serve the American market, is supposed to be derived from this line of analysis.

In the case of market seeking FDI, equation (10) above should be modified, as follows: 
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(11a)

       Other things being equal the lower is teg,AB (e.g. the higher are transportation and tariff costs to the host country), the higher are the chances for the entrepreneur from A to engage in FDI. 

In the case of resource seeking FDI, equation (10) should be modified, as follows: 


[image: image37.wmf]1

)

(

)

(

)

(

)

)(

1

(

)

(

)

(

)

1

(

)

1

(

,

,

2

,

3

,

>

-

-

-

a

a

a

b

b

a

b

b

b

B

A

AB

g

AB

k

AB

g

AB

f

B

A

B

A

B

K

k

te

te

te

te

l

l

A

B



(11b)

       Other things being equal the higher is teg,AB (e.g. the lower are transportation and tariff costs from the host to the home country), the higher are the chances for the entrepreneur from A to engage in FDI. In both cases, the impact of all other parameters is identical to our discussion above.

Our concluding propositions are therefore as follows:

Proposition 8a:  The propensity of an entrepreneur to engage in market seeking FDI is negatively correlated to the transaction efficiency of the international goods market. 

Proposition 8b:  The propensity of an entrepreneur to engage in resource seeking FDI is positively correlated to the transaction efficiency of the international goods market.   

CONCLUSION

This paper has constructed a decision-making model that formalizes and refines the predictions of the Eclectic Paradigm regarding the emergence of the MNE. 

 By relating to comparative labor costs, comparative know-how level, the transaction efficiencies of the international markets for goods and know-how, the liability of foreignness and returns to scale, we are able come up with specific and operationally testable propositions regarding the emergence of the MNE. The superiority of FDI over domestic production and international licensing is determined by the interplay of these factors, which may counteract or support each other. This view also enables us to differentiate market seeking FDI and resource-seeking FDI. 

While some of our propositions are not new to the field of international business, for the best of our knowledge, their link to the Eclectic Paradigm was never set-up explicitly in terms of a formal model. Other propositions are less intuitive and thus provide us with further insights from the paradigm. Thus, the proposed model lays the ground for empirical validation of the Eclectic Paradigm. 

We have presented a list of variables that can be measured or proxied (e.g. labor costs, knowledge level, transaction costs, psychic and cultural distance, returns to scale) in order to test the propositions that are implied from our model.  Therefore, we believe that future research should focus on quantification of these variables and on testing FDI patterns of firms from different countries. This is essential in order to verify the robustness of the proposed model.  

  Dunning’s original intension might have been to step out from orthodox economics modeling and present a heterodox paradigm that is richer and more realistic. At the time this was probably the best way to offer progress in our understanding of the complex phenomenon of the MNE. However, over 25 years later it might be the time to step backward and offer models that formalize the basic notions of the Eclectic Paradigm. Such models can still preserve the richness of the original paradigm, but on the other hand also enable us to build refutable hypotheses. 

Our model was just a simple example that this task is feasible. There are various additional ways to utilize the basic insights of the Eclectic Paradigm to explain the phenomenon of the MNE. This can be done by relating the paradigm to specific value adding activities, by differentiating between knowledge-intensive and non-knowledge intensive products or by making the paradigm dynamic. While such line of modeling may confine the paradigm to specific contexts, it seems essential to do so in order to make the paradigm more robust and in order to gain further insights from it. 
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Table 1- The wedge in labor productivity and the L-ratio
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Figure 1- The wedge in labor productivity and the L-ratio (for 100 workers)
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� Assuming that the utility of the latter is higher than his utility from domestic production in B. 


� For simplicity we assume that the parameters a and α are identical for entrepreneurs in A and in B.
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