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Agglomeration and MNEs

•  Let’s review and extend economic geography with MNEs
•  globalisation can remove some of the disadvantages related 

to a fixed location (for all firms)
•  but there are benefits derived from locating in particular 

regions or clusters, 
•  where firms have important linkages to their suppliers and 

customers, and where they share information externalities with 
other firms or local research centres

•  access to such regions or clusters allows MNEs to build unique 
competences by leveraging the location-bound resources 
with firm-specific resources, and by integrating the 
dispersed knowledge within the firm. 



Agglomeration and MNEs

•  Let’s review and extend economic geography with MNEs
•  Traditional location theory was mainly concerned with the 

firm’s need to achieve economies of scale, while 
simultaneously minimising cross-border and other 
transportation costs. 
•  proximity-concentration trade-off

•  Although such models still account for the location decisions 
of much of resource- and market-seeking activity by MNEs, 
efficiency-seeking and asset-augmenting investment require 
adjustments 
•  transportation costs of the classic location model are often 

better interpreted as the costs of communication relating to 
the transfer of intangible goods such as knowledge and 
insti- tutional practices. 



Agglomeration and MNEs

•  We can think at three basic  group of factors attracting 
MNEs to a specific location:
①  Endowment (‘first nature’)
②  Agglomeration (‘second nature’)
③  Policy



Agglomeration and MNEs

①  Endowment (‘first nature’)
•  Endowment effects explain why particular economic 

activity would be ‘naturally’ drawn to a given location.
•  refer mainly to the presence of natural resources, such 

as agricultural growing conditions (for example, in the 
wine industry), mineral or oil deposits, or the availability 
of cheap electricity (such as in the early 19th-century re-
location of aluminium producers near large hydropower 
facilities at Niagara Falls). 

•  they can also include 
•  the presence of a large low-cost labour force. 
•  the created endowments that form the basis for the 

competitiveness of most developed economies



Agglomeration and MNEs

•  Endowment (‘first nature’) 
•  firms will locate in the proximity of the geographically 

bound resource, and consequently in proximity to each 
other. 

•  Co-location will be beneficial until diseconomies in the 
form of congestion or overexploitation set in. 
•  Such diseconomies might include the bidding up of the 

price of a non-renewable resource, pollution, or excessive 
depletion of the resource.769 Additionally, minimum 
efficient scale (and consequently market structure) in a 
given industry will limit the number of possible competitors 
that can co-locate using the same natural resource. 



Agglomeration and MNEs

②  Agglomeration effects (‘second nature’)
•  the key to agglomeration economies, as distinct from 

endowment effects, is that the attraction of one firm 
will generally make it more attractive for another firm 
to co-locate in the same region. 

•  arise from three sources: 
a.  the availability of specialised labour
b.  easy and cost-effective access to other specialised 

inputs, 
c.  knowledge spillovers. 
Ø  a. and b. are pecuniary externalities
Ø  c. is knowledge extenrality



Agglomeration and MNEs

•  Spatial clustering is often the result of a combination of 
endowment and agglomeration effects. 

•  Spatial co-location can result from MNE affiliates simply 
siting their activities where important customers are 
located (an endowment effect)

•  But the resulting agglomeration might also draw in other 
firms to the area because of the potential for linkages 
and spillovers (an agglomeration effect). 

•  In industries where interpersonal relationships are important 
to competitiveness, for example, the benefits from clustering 
are likely to be based mainly on knowledge spillover 



Agglomeration and MNEs

③  Policy
two broad groups of policies: 
§  those aimed at improving the economic attractiveness of the region 

in general
Ø  such as investment in education and infrastructure, or the provision of 

funds for start-up firms and for R&D
Ø  are aimed at improving the motivation, conduct, creativity and resource 

usage of all firms in a given area 
§  those geared specifically to reduce the institutional distance 

between home and host countries
Ø  by ensuring the presence and quality of institutions required by foreign 

investors, tax holidays, training grants and international investments 
agreements (IIAs) are specifically aimed at influencing the location 
choice of MNEs  





Agglomeration and MNEs

③  Policy
Higher rates of taxation (or environmental protection) are not 
necessarily detrimental to further FDI, if they result in greatly improved 
public services and infrastructure, and coincide with strong or 
improved economic performance. 
By contrast, while tax reductions or holidays aimed at foreign 
investors might affect the location choice between two similarly 
endowed regions, they are unlikely to lead to cumulative 
investment agglomeration in the absence of the underlying 
fundamentals. 




Agglomeration and MNEs

③  Policy
§  clusters where MNEs both contribute to the development of the 

cluster, as well as benefit from their presence in the area are 
particularly interesingt to academics and policy-makers alike

§  such clusters are highly desirable, as they give rise to a diverse 
range of economic activities that are likely to increase the 
demand for skilled employment. 

§  such ‘learning regions’ are among the fastest-growing regions in 
many developed economies, and sustaining such locations is high 
on the list of priorities for national and regional policy makers

§  Furthermore, as a cluster of activity begins to develop, the process 
is self-reinforcing, so that the presence of large and successful 
MNEs will serve to attract other foreign investors to the area



Agglomeration and MNEs

Measuring agglomeration
§  where the boundaries of the cluster should lie

Ø  as interactions occur between firms in different industries, and 
they also often occur between firms across specific spatial 
boundaries, such as county, state or national borders.

§   to what extent is clustering a pervasive phenomenon in the 
global economy
Ø  Ellison and Glaeser (1997) adopted the idea that in the absence 

of either natural advantages or spillovers, location choice could 
be reduced to throwing darts at a map, where the map is 
scaled to account for differences in the economic size of states, 
and the scale intensity of the industry. 

Ø  in the US, they found that most industries are more 
concentrated than the random model would suggest, but 
strong clustering, are not the norm 



Agglomeration and MNEs

Measuring agglomeration
§  differences between the patterns of agglomeration of 

domestic firms, and those of MNE affiliates.
§  Head et al. (1995) found that Japanese investment was located in 

regions in which there were relatively large numbers of US 
establishments in the same industry. 

§  the location of Japanese investment was found to be significantly 
influenced by the location of previous Japanese investment in the 
same industry.

§  unintended spillage of technological knowledge as possible 
diseconomies
§  firms with the strongest technologies, human capital and supplier 

relationships will find it less useful to locate in clusters, while firms 
with relatively weaker technologies will find it more advantageous to co-
locate with other firms. 
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Knowledge spillovers and agglomeration
§  in many existing studies, knowledge spillovers are treated as 

something ‘in the air’, 
§  but technological knowledge is frequently costly and difficult 

to transfer
§  what shows up in the models as spillover effects might well be 

better described as deliberate transfers.
§  benefits of locating within a confined geographical are largely 

due to the benefits of linkages, not spillovers
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Knowledge spillovers and agglomeration
§  often spillovers are actually explained by movement and linkages of 

key personnel within corporate knowledge net- works. 
§  Examples:

§  Silicon Valley and Route 128, as documented by Saxenian (1996)
§  Hsinchu area in Taiwan where indigenous entrepreneurship, fostered by 

a favourable institutional milieu, mixes with the influence of global MNE 
sourcing networks, and the skills and knowledge of US-educated 
engineers who maintain linkages between Silicon Valley and Hsinchu 
(Saxenian and Hsu, 2001)

§  Similar linkages forged by foreign-trained engineers have also helped the 
development of the software industry in Ireland, India and Israel (Arora 
and Gambardella, 2004)

§  In Penang, Malaysia, too, the inter-firm movement of trained per- sonnel 
from MNEs has played a significant role in upgrading the capabilities of 
local firms (Rasiah, 2002).
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Knowledge spillovers and agglomeration
§  The importance of individual scientists was also 

highlighted by Zucker et al. (1998) in a study of the birth 
of US biotechnology enterprises. 
§  They found localised effects which prima facie could be 

characterised as spillovers or externalities, but, on closer 
inspection, reflected distinct patterns of recruitment of star 
scientists in the area.

§  Powell et al. (2002) found that both the research-intensive 
biotechnology firms and the venture capital firms financing them 
tended to cluster together. 
§  They attributed this to the importance of personal ties between firms and 

financiers on one hand, and firms and universities on the other.


