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Introduction

Foreign direct investment (FDI) has become one of the most significant drivers
of economic globalization and international business expansion. Over recent
decades, the growth of FDI has outpaced the growth of world gross domestic
products (GDP) and international trade, highlighting its increasing importance in the
global economy. Through foreign direct investment, firms establish or acquire
productive assets abroad, thereby extending their operations beyond national
borders and contributing to the internationalization of production and markets'.
Multinational enterprises (MNESs) are at the heart of this process. MNEs  are
different from traditional firms in that they own valuable intangible assets that can
be transferred and used in different countries’. These knowledge-based assets
include technological know-how, research and development (R&D) capabilities,
managerial expertise, brand reputation, patents, trademarks, and highly skilled
human capital. Such assets provide firms with sustainable competitive advantages
and enable them to overcome the additional costs associated with operating in
foreign markets®.

The growing importance of knowledge-based assets has attracted considerable
attention in international trade and investment literature. Existing studies suggest
that multinational firms are intensive users of capital knowledge and that their
foreign investment decisions are strongly influenced by the ability to create, transfer,
and protect proprietary knowledge®. In this context, the Ownership—Location—

'Brakman, St./Garretsen, H. (2008) Foreign Direct Investment and the Multionational Enterprice: An
Introduction, pp 1-2.

*Markusen, J.R. (2002): Multinational firms and the Theory of International Trade, pp 6-7

3Markusen, J.R. (1998), "Multinational Firms, Location and Trade", The World Economy 21.

4Zekos, G. (2005): Foreign Direct Investment in a Digital Economy, pp 53-54
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Internalization (OLI) paradigm developed by Dunning provides a comprehensive
explanation of why firms engage in foreign direct investment, while the Knowledge-
Capital (KK) model proposed by Markusen integrates both horizontal and vertical
multinational activities within a unified theoretical framework.

This paper examines the role of knowledge-based assets in foreign direct
investment by analyzing the key principles of the OLI framework and the
knowledge-capital model. The study focuses on the characteristics of knowledge
capital that facilitate multinational expansion and shape firms' decisions regarding
international production strategies. It contributes to a deeper understanding of how
intangible assets influence multinational enterprise behavior and the global
distribution of economic activities.

Main Discussion

The OLI paradigm developed by Dunning provides one of the most influential
explanations of foreign direct investment. According to this framework, firms
engage in international production when they possess ownership, location, and
internalization advantages. Ownership advantages refer to firm-specific assets that
create competitive superiority in foreign markets. These advantages are primarily
associated with knowledge-based assets such as technological expertise, patents,
trademarks, managerial capabilities, research and development activities, and highly
skilled human capital. Since multinational enterprises face additional costs when
operating abroad, the possession of unique intangible assets becomes essential for
successful international expansion (Carr et al, 2001).

Location advantages explain why firms choose to establish production
facilities in foreign countries rather than serving these markets through exports. For
horizontal multinational enterprises, location advantages emerge from large market
size and high transportation expenses, encouraging firms to produce close to
consumers. Vertical multinational enterprises, on the other hand, pursue locations
with lower production costs and favorable factor endowments, enabling them to
geographically fragment different stages of production. Internalization advantages
arise from the unique characteristics of knowledge capital. Market transactions often
struggle to protect knowledge-based assets due to their relatively low transfer and
replication costs. Consequently, multinational firms frequently prefer to internalize
their proprietary knowledge within the organization rather than license it to external
firms, thereby reducing the risk of knowledge dissipation and preserving their
competitive advantage.

The Knowledge-Capital (KK) model extends traditional theories of
multinational enterprises by integrating both horizontal and vertical foreign direct
investment within a unified analytical framework. The model emphasizes the
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strategic importance of knowledge-based assets in determining the structure and
location of multinational production. The model is built upon three fundamental
assumptions. First, knowledge-generating activities such as research and
development can be geographically separated from production activities. Second,
highly skilled labor is primarily employed in knowledge-intensive functions rather
than routine manufacturing processes. Third, knowledge capital possesses a joint-
input characteristic, allowing the same intangible asset to be utilized simultaneously
across multiple production facilities without diminishing its value'.

These assumptions explain why multinational enterprises can efficiently
coordinate operations across different countries. Headquarters activities, including
innovation, management, and strategic decision-making, are often concentrated in
skill-intensive economies, whereas production facilities may be in countries with
lower labor costs. Such fragmentation enables firms to exploit international
differences in factor endowments while maintaining centralized control over their
knowledge assets.

Simulation results of the Knowledge-Capital model suggest that multinational
activity is strongly influenced by country characteristics, including market size,
trade costs, and factor endowments. Horizontal multinational enterprises tend to
emerge between countries with similar economic structures and large markets, while
vertical multinational enterprises are more likely to arise when countries differ
substantially in skilled labor availability and production costs?.

An important implication of the knowledge-capital approach concerns the
protection of proprietary knowledge. Because knowledge-based assets are non-rival
and partially non-excludable, multinational enterprises face the risk that local
employees or business partners may appropriate valuable information and establish
competing firms. To mitigate this risk, firms often choose internal production
through foreign affiliates rather than licensing technology to independent agents.
Internalization therefore becomes a mechanism for protecting knowledge capital
and ensuring long-term profitability. However, maintaining foreign subsidiaries can
be costly. When the costs of monitoring, training, and retaining local agents become
excessive, firms may prefer exporting rather than undertaking foreign production.
This trade-off highlights the strategic role of knowledge protection in shaping
multinational investment decisions. Overall, the evidence suggests that knowledge-
based assets constitute the foundation of modern multinational enterprises and
remain a critical determinant of foreign direct investment patterns worldwide.

"Markusen, J.R./ Maskus, K.E (2011): International Trade Theory. Unpublished Manuscript, University of Colorado,
Boulder, Chapter 16.
2Markusen, J. R. (2002): Multinational firms and the Theory of International Trade. London.
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Conclusion

In this study, we have analyzed a somewhat narrow approach (knowledge
capital model) proposed by Markusen, who combined all types of multinational
firms in a general equilibrium model by discussing how affiliate activity should be
related to country and trade cost characteristics. Empirical evidence suggests that
multinationals with a ‘horizontal’ approach, which arose due to country similarities,
should receive stronger support. On the other hand, less support should be dedicated
to multinationals with a ‘vertical’ approach, which is totally rejected. Conversely,
we should allocate less support to multinationals with a 'vertical' approach, which
we completely reject. It is unclear whether trade and affiliate production activity are
complements or substitutes. Some evidence suggests that when trade increases in
intermediate production, affiliate production activity complements it. Otherwise, the
affiliate production is a substitute for the final goods. However, the horizontal
activity model still presents an open question that requires investigation.
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