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INTRODUCTION
Oliver E. Williamson (1932–2020), joint recipient of the 2009
Nobel Memorial Prize in Economic Sciences, has been the main
intellectual force driving the application of transaction cost
economics (TCE) in a variety of management and business research
subfields, including international business strategy (IBS). The
Academy of International Business (AIB) bestowed upon him the
Eminent Scholar Award in 2003. TCE, more broadly referred to as
Transaction Cost Theory (TCT), is one of the core building blocks of
modern IBS research. There is an easy fit between TCT and
mainstream approaches in the field, including internalization
theory and the eclectic paradigm, but other international business
theorizing can also be reinterpreted, at least in part, in TCT terms
(Kano & Verbeke, 2019; Narula, Asmussen, Chi, & Kundu, 2019).
Our analysis is meant to be a tribute to Oliver Williamson. We do
not attempt as others have (e.g. Cuypers, Hennart, Silverman, &
Ertug, 2021) to provide a complete description of Williamson’s
conceptual thinking, rather, we identify several of Williamson’s
distinct intellectual contributions and their enduring and action-
able implications for IBS research.

OLIVER WILLIAMSON’S TRANSACTION COST THEORY
We begin by briefly describing five key ideas in Williamson’s
framework that are directly relevant to IBS research. The first is that
institutions matter. IBS scholars understand that macro-level insti-
tutions are important. They can be defined, in the words of another
Nobel Prize recipient, Douglas North (1991: 97) as

the humanly devised constraints that structure political, economic, and social

interactions. They consist of both informal constraints (sanctions, taboos,

customs, traditions and codes of conduct), and formal rules (constitutions, laws,

property rights).

There are three main reasons why macro-level institutions matter
for IBS research. First, institutions co-determine locational
strengths, in addition to natural factor endowments and attractive
geographic positioning. In the IBS literature, locational strengths
are sometimes called country-specific advantages (CSAs), but theyAccepted: 1 August 2022
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can also be relevant at the subnational and supra-
national levels. Second, macro-level institutions
can affect the forms taken by governance at the
micro-level, for instance the relative importance
attached to formal versus relational governance
features. In the following sections we use inter-
changeably the notions ‘organization of economic
interdependences between parties’ and ‘governance
of transactions’. The reason we use the former in
this paper is that, contrary to what some have
argued, TCT is not only about organizing existing
transactions, but also about creating new ones.
Likewise, when we use the terms ‘contract’ and
‘governance mechanism’, we mean them in a broad
sense to denote the specific way by which parties
have decided to organize their interdependence.1

Third, significant differences in macro-level insti-
tutions between countries, e.g., in institutional
quality, can greatly affect how internationally
operating firms conduct their activities and orga-
nize for economic success. For instance, in cases of
high institutional distance between countries or
when facing low institutional quality and related
information and reliability challenges in a particu-
lar host country, a firm may opt out of investing or
even stop from conducting any business there
(Hennart, 1989).

Williamson acknowledges the importance of
macro-level institutions to provide overarching
rules for guiding business behaviour, but his anal-
ysis concerns mainly institutions at the micro-level.
For him, economic parties purposefully attempt to
select governance structures (with special attention
devoted to the choice between firms and external
markets) and more fine-grained governance mech-
anisms to achieve economizing outcomes (Wil-
liamson, 1996). Economic parties can choose
between many governance structures to organize
their interdependences. They compare them and
select those that they believe will create the most
joint value. Changes in the macro-level environ-
ment, whether across time or space, operate as
‘shift parameters’ affecting the micro-level assess-
ment as to what constitutes comparatively efficient
governance.

A second key idea is that there are three main types
of governance choice: those affecting the boundaries
of firms (i.e., the choice between ‘make’ versus
‘transact in the market’); those on how to manage
the interface between firms and their external
environment (e.g., short-term versus long-term
contracts); and those about the internal design of
organizations (e.g., functional versus

multidivisional structures). According to Wil-
liamson (1996: 5), in each case, ‘‘the study of
governance is concerned with the identification,
explication, and mitigation of all forms of contrac-
tual hazards.’’ Williamson’s sharp distinction
between markets and firms as syndromes of distinct
attributes, and representing fundamentally differ-
ent governance structures, is made primarily for
pedagogical reasons. When adopting a Williamso-
nian lens, it does not really matter whether a
market or a firm was ‘first’ but whether one
governance structure is more efficient than another
given the circumstances at hand. What is impor-
tant is how to best organize interdependences
between parties, and how changed circumstances,
whether external or internal, lead to changes in
optimal governance, for example to a switch
between internalization and outsourcing of partic-
ular activities.

IBS offers unique opportunities to study gover-
nance choices and requisite realignments because
the decisions internationally operating firms need
to make are affected by a variety of cross-country
distances. These distances have a mixed impact on
the potential gains from organizing interdepen-
dences between parties. The greater the distance,
the higher the potential gains, but also the higher
the costs of realizing them (Hennart, 1994b). How
to adapt governance in light of cross-country
differences is at the heart of a large IBS literature
on entry and operating mode choices, on changes
in these modes, and on exits.

Another key idea is the explicit consideration of
two generic behavioral conditions affecting the gover-
nance of any interdependence, namely bounded
rationality and opportunism, with the latter reflecting
the possibility of strong-form self-interest and of
reneging on prior agreements when it suits the
parties involved. Bounded rationality reflects scar-
city of mind. Opportunism can be viewed as an
expression of the broader challenge of bounded
reliability, which is the scarcity in making good on
open ended promises (Verbeke & Greidanus, 2009).
The simultaneous presence of bounded rationality
and bounded reliability can be particularly perilous
to the successful organization of interdependences
among parties if the resources they bring to the
transaction have very different redeployment costs,
if one party can appropriate the resources of the
other without proper compensation, or if one can
more quickly learn what it needs to know from the
other, thereby vitiating the interdependence alto-
gether. These types of hazards can be exacerbated
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by macro-level institutional differences between
countries, for instance if a host country govern-
ment encourages the theft of intellectual property
held by foreign companies, if it threatens to
expropriate their non-redeployable assets in breach
of a prior agreement – Vernon’s (1971) ‘obsolescing
bargain’ – or if it systematically uses its courts to
advantage domestic firms when disagreements arise
with foreign counterparts.

MNEs must therefore ‘economize’ on their lim-
ited ability to fully understand the host countries in
which they operate and to protect themselves
against bounded rationality and bounded reliabil-
ity in managing their interdependences with other
parties. They can reduce the probability of contrac-
tual hazards and their negative consequences
through efficient governance. It should be clear
from the above that even though Williamson was
concerned with the need to reduce transaction
costs (rather than production costs), i.e., the ‘‘com-
parative costs of planning, adapting, and monitor-
ing of task completion under alternative
governance structures’’ (Williamson, 1981: 551),
TCT thinking is ultimately about safeguarding and
fostering joint value creation and capture by the
parties involved. Hazards reflect the danger that
anticipated value creation or capture will not
materialize. Reducing bounded rationality chal-
lenges, for example by better information process-
ing routines in the firm and by limiting the likely
occurrence of opportunism through an arsenal of
formal and relational safeguards, does entail costs
such as searching for, negotiating with, and mon-
itoring transacting parties, as well as ex post gover-
nance adaptation when required. Such efforts
ultimately serve the goal of realizing, possibly
increasing, the anticipated value of organizing the
interdependence. MNEs venture abroad to create
and capture economic value, not to reduce trans-
action costs. Economizing on bounded rationality
and reducing the challenges of unreliability are
only intermediate outcomes resulting from com-
paratively efficient governance, with such gover-
nance being a necessary precondition for creating
and capturing value.

A fourth key idea is that governance choice
should be guided by a comparison between real-world
alternatives rather than between an observed, sup-
posedly unsatisfactory, state and a hypothesized,
but non-feasible, ideal one. This insight is espe-
cially pertinent in an era when MNEs and their
global value chain partners in several industries
(e.g., in fossil fuels, textile and apparel, heavy

manufacturing, and agriculture) are being mal-
igned by societal stakeholders. Here, farsighted
contracting includes significant concern for the
ex-post unfolding of transactions, including effects
that might not have been at the top of the minds of
the parties when they were negotiating, but which
can affect longer-term value creation and value
capture. TCT subscribes to what could be termed
‘weak form’ selection. As Williamson notes, citing
Nobel Prize recipient Herbert Simon, ‘‘in a relative
sense the fitter survive, but there is no reason to
suppose that they are the fittest in any absolute
sense’’ (Simon, 1983: 69 cited in Williamson, 1996:
177). In other words, inefficient institutions can
survive as long as they are relatively more efficient
than feasible alternatives. Across geographic space,
both macro-level shift conditions (see also below)
and the specific micro-level characteristics of con-
tracting parties can affect the comparatively most
efficient governance structure.

It is instructive to reflect on the role of legiti-
macy-seeking in this context. The quest for legiti-
macy is usually seen as arising from the sociological
need to gain, maintain, and reinforce a firm’s social
license to operate (DiMaggio & Powell, 1983).
Different stakeholders and institutions can impose
varying legitimacy requirements on internationally
operating companies. Rather than viewing ‘effi-
ciency-seeking’ and ‘legitimacy-seeking’ as alterna-
tive conceptual lenses to explain and predict firm
behavior, they should be seen as complements. In
IBS research, both lenses can be helpful to under-
stand how parties to transactions will come to an
agreement on how to create value and distribute it.
The need to be seen as legitimate to all stakeholders
– not just the immediate transacting parties – will
affect the governance mode chosen. This will entail
real transaction costs in search, negotiation, and
monitoring (whether explicit or implicit), but
incurring them may be required for value creation
and capture.

The fifth and final key idea is that selecting
governance mechanisms to organize interdependences
among parties is an entrepreneurial activity. There
are no ready-made templates for optimal gover-
nance that could be applied to any specific context.
Especially when specialized resources or resource
bundles are involved, governance mechanisms to
economize on bounded rationality and on poten-
tial unreliability are at least in part the outcome of
entrepreneurial judgment. Any party to a transac-
tion must identify credible partners, engage in
negotiations with them, and establish and enforce
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agreements that result in a mutually beneficial
creation and distribution of value. As illustrated
below with the case of Singer, organizing interdepen-
dences is an entrepreneurial endeavor. In turbulent
international environments characterized not only
by great distances between countries (cultural,
administrative, geographic and economic), but also
by high volatility, uncertainty, complexity and
ambiguity (VUCA), the need may be greater to
include explicit contractual clauses that go beyond
the usual ones and that seek explicitly to encourage
mutual entrepreneurial behavior (Verbeke,
Hutzschenreuter, & Pyasi, 2021).

APPLYING WILLIAMSON’S INSIGHTS TO
INTERNATIONAL BUSINESS STRATEGY

Crafting governance mechanisms to organize inter-
dependences among parties has a number of steps.
The first one is to identify opportunities and obtain
information on the potential value to be gained.
Viable partners need to be identified, after which a
consensus must be reached on what tasks must be
completed, in what order, and by whom. Finally,
an agreement must be reached on how value will be
distributed and ways must be found to enforce it
(Hennart, 1982). The IB context is unique insofar
that there are always at least two national markets,
each with its own industry structure and regulatory
framework to which the parties must adapt. We
would expect TCT to have greater predictive power
in situations of effective or potential competition,
rather than in the case of government-condoned
monopolies and cartels. Competition will force
parties to realign governance modes in the short to
medium term, and inefficient governance arrange-
ments will be weeded out and replaced by compar-
atively more efficient ones.

TCT can explain why firms expand across
national borders, i.e., why they become MNEs. It
posits that MNEs arise if: (a) the organization of
interdependences among parties located in two or
more countries can be profitably achieved, and
(b) the highest net value accruing to these parties
can be obtained through organizing the interde-
pendences inside firms, i.e., through foreign sub-
sidiaries, rather than via markets, as with licensing
and exporting. These insights inform the TCT of
the MNE (Hennart, 1977, 1982, 2015), internaliza-
tion theory (Rugman, 1981; Rugman & Verbeke,
1992), and Dunning’s eclectic paradigm (Dunning,
1977; Dunning & Lundan, 2008).

While TCT has had a significant influence on the
IBS field, we believe that some widely held fallacies
hinder its more widespread application. One of
these is that TCT is about minimizing transaction
costs for a given interdependence. In fact, it is
about maximizing the value obtained from orga-
nizing an interdependence. Hence there is no need
for a resource-based view (RBV) complement (Mad-
hok, 2002; Peng, 2001). Madhok (2002: 540) con-
trasts TCT ‘‘which emphasizes cost’’ with the RBV
which ‘‘emphasizes issues to do with skills, knowl-
edge, and routines’’. For him, ‘‘TC [T] theorists
argue that the choice of governance arrangements
is primarily due to transaction attributes and
essentially ignore resource attributes and gover-
nance skills, which is the domain of RB [V] theory’’.
In actuality, TCT does deal with resources, indeed
does so in a more sophisticated way than the RBV.

According to Peng, the RBV ‘‘is ultimately a
theory about how to extract rents from resources’’
(Peng, 2001: 820). Barney argues that a firm can
earn sustainable supernormal profits if it owns
resources which are valuable, rare, inimitable, and
non-substitutable (the VRIN criterion) (Barney,
1991). In contrast to the RBV, which sees super-
normal profits as coming directly from the owner-
ship of VRIN resources, for TCT it is not the
ownership of resources that matters, but instead
the efficient governance of their bundling (Hen-
nart, 1994a, 2009; Verbeke, 2009). Efficient gover-
nance maximizes the net economic value from the
joint efforts of the collaborating parties to manage
their interdependences. As to value capture, entre-
preneurs who find ways to make cooperation
among parties yield higher net gains than their
competitors, either by improving internal or exter-
nal governance or by switching from one to the
other, can earn supernormal profits as long as they
can prevent cooperating resource providers from
capturing all of the new gains and rival firms from
imitating the superior governance and dissipating
the gains that accrue from the innovation in
governance (Hennart, 1994a; Teece, 1986).

Value-creating interdependences occur when an
actor owns, controls or otherwise has decision
rights over resources that can be usefully combined
with those held by another actor. Value creation
becomes possible either because the resources are
different but complementary, or are similar but
yield productivity advantages when pooled (scale
advantages), see Hennart (1988b). Given this, the
choice of governance mechanisms to organize
interdependences is ultimately also the search for
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the way in which to bundle resources to maximize
value. A firm that finds a more efficient governance
approach to bundle resources than its competitors
may be able to enjoy supernormal profits, at least
for a while. Regardless, whether supernormal prof-
its can be achieved and maintained is not the main
concern of TCT. TCT focuses rather on selecting
governance mechanisms and on the economizing
properties thereof. These mechanisms should be
viewed as an intermediate output, facilitating and
reinforcing value creation from bundling resources.

Consider the case of Singer. In 1854, 24 inventors
filed competing patent claims for sewing machines.
Eventually the claims were pooled and the same
patent granted to all 24, which allowed each of
them to start out on more or less equal footing. By
1906, Singer had gained a near monopoly in world
markets. The crucial governance innovation that
established Singer as the dominant player was
vertical integration into distribution, which at that
time was handled by independent distributors and
agents. Sewing machines were then expensive and
complex products. Selling them required demon-
stration, instruction on use, availability of mainte-
nance and repair, and given their high cost,
extension of credit (Godley, 2006). Singer found
that distributors were not prepared to supply all of
those services at the required level (Wilkins, 1970).
It therefore replaced them by employees selling
machines door-to-door and operating from com-
pany-owned stores, ‘‘each with a female demon-
strator, a mechanic to repair and service, and a
salesman or canvasser to sell the machines, as well
as a manager who supervised the others and
handled collection and credit’’ (Chandler, 1977:
303 cited in Williamson, 1985: 109). Specialization
and coordination among employees and units
made possible through internal governance
reduced bounded rationality challenges facing
potential buyers and convinced them that Singer
would be a reliable contracting partner: not only
would the company sell them a machine, but it
would also finance the purchase and provide ex post
maintenance. Singer moved more aggressively than
its competitors in integrating into distribution and
in setting up procedures to supervise its retail stores
and door-to-door canvassers.

It would be hard to explain Singer’s success based
on RBV arguments as the resources Singer used
(company employees and stores) were not particu-
larly rare, inimitable, or non-substitutable.2 What
created value was Singer going against the

prevailing norms and implementing a new way of
handling distribution ahead of competitors. Singer
also stands out in its early commitment to foreign
markets (Godley, 2006; Wilkins, 1970). TCT, in
contrast to other viewpoints, particularly the RBV,
does not argue that what creates value is access to
resources per se, but rather superior governance by
judicious entrepreneurs and thereby more effective
bundling of resources, and in this case, specializa-
tion of employees to the selling function. Superior
value creation can be attained by switching from
external to internal governance (or vice-versa), or
by increasing the efficiency of both. Singer inno-
vated by using a new and more profitable gover-
nance structure ahead of its rivals: it chose to
organize distribution internally rather than exter-
nally and specialized the resources engaged in
distribution.

McDonalds and Toyota are more recent exam-
ples. The success of McDonalds can be ascribed to
doing exactly the opposite of Singer, devising
efficient franchising contracts to reduce the costs
of managing company-owned outlets, while Toyota
innovated both in labor-management practices and
in management of external subcontractors (Hen-
nart, 1994a).

Claiming that TCT needs to be bolstered by an
RBV component, Madhok (2002: 541) writes that ‘‘a
truly strategic theory of the firm should address not
just the decision with respect to hierarchical gov-
ernance or market governance, i.e. production or
exchange, but also take into account how a firm’s
resources and capabilities can best be developed
and deployed in the search for comparative advan-
tage.’’ Actually, the two decisions are one and the
same: the choice of an optimal governance mode is
also that of the best way to leverage resources to
create value. TCT goes beyond linking resources
and performance. First, it considers all cooperating
resources, not just those owned by the firm or
permanently linked to it.3 Second, it shows that
superior value creation arises from superior gover-
nance and related bundling of resources – in the
case of Singer superior management of an in-house
sales force and of foreign subsidiaries – rather than
individual resources in isolation. Third, TCT throws
light on the process by which resources can yield
superior value relative to industry rivals. Again
looking at Singer, superior value creation arose
from its founders’ early understanding of the need
for vertical integration into distribution, and their
willingness to make substantial investments in an
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in-house distribution system and to target foreign
markets (Casson & Godley, 2007; Godley, 2006). It
is easy to fall into ex-post rationalization – to show
ex post successful governance structures and rea-
sons for their success – but much harder to predict
them ex ante. This is why Williamson was critical
of the RBV and dynamic capabilities frameworks.
As he (1999: 1093–1094) put it when discussing the
concept of core competence (which could be
viewed as a type of dynamic capability): ‘‘Show
me a success story and I will show you (uncover) a
core competence. Or show me a failure and I will
show you (uncover) a missing competence.’’

The RBV and the dynamic capabilities framework
can be useful as additional toolboxes for IBS
analysis, augmenting mainstream IBS models (Ver-
beke, 2022). The RBV is helpful because of its focus
on the detailed characteristics of resources, an
approach which can enrich reflection on the
opportunities and challenges associated with
resource bundling, and the dynamic capabilities
framework because of its focus on sensing, seizing
and transforming activities to achieve a better fit
between the firm and its environment. Conditional
upon the presence of efficient governance, strong
contextualization and appropriate boundary con-
ditions, the RBV and the dynamic capabilities
approach could possibly contribute to sharpening
IBS analysis and explain improvements in perfor-
mance, but we contend that one should start by
comparing the economizing features of alternative
organizational arrangements that support the cre-
ation, safeguarding and capturing of economic
value.

THE IMPORTANCE OF INTERDEPENDENCES IN
INTERNATIONAL BUSINESS STRATEGY

A key feature of TCT is that the unit of analysis is
the transaction between two or more parties, i.e.,
the organization of their interdependences.
Because the characteristics of interdependences
can vary, the levels of market transaction costs
versus internal organizational costs incurred in
organizing a specific interdependence can also
vary. Hence some interdependences will be gov-
erned inside firms and others by markets.

Focusing on interdependences has three substan-
tive advantages for IBS theorizing. First, a single
theory can explain asset exploiting and asset seek-
ing FDI. Second, this focus helps explain why one
observes a considerable variety of entry and oper-
ation modes across firms, across products, and

across countries; indeed, it is not uncommon to
see a single firm using different operation modes
for the same product in the same foreign country.
Third, such a focus brings to the fore that interde-
pendences involve two or more parties and that
their efficient organization requires finding gover-
nance solutions that maximize (relative to alterna-
tive governance choices) the gains derived by them.
The fact that two or more parties are involved
implies that either party – not just the party selling
in a foreign market – can initiate and support a
transaction or stream of transactions. This throws
new light on theories of the internationalization
process, i.e., the Uppsala model, the export process
literature, and the international entrepreneurship
stream in IBS research.

Asset-exploiting versus asset-seeking FDI
Focusing on interdependences makes it possible to
use the same rationale for both asset-exploiting and
asset-seeking investments, phenomena that some
have seen as distinct and requiring separate theo-
ries (Hedlund & Ridderstrale, 1997). In an article
extolling the contributions of the RBV to IBS, Peng
(2001: 813) suggests that TCT cannot explain FDI
motivated by the acquisition of knowledge
resources:

The third difference [between TCE and RBV] is concerned

with firms-specific advantage, whereas TCE focuses on their

exploitation and the RBV emphasizes both their exploitation

and development (Madhok, 1997, p. 49). Although TCE

unpacks the rationale behind MNC’s exploitation of their

proprietary advantages abroad (Buckley & Casson, 1976), it

seems less capable of explaining recent entries focusing on

foreign research and development (R&D). Specifically, why

do R&D-focused entries take place in the absence of strong

advantages on the part of investing MNCs?

Actually, TCT does explain both FDI types, pre-
cisely because it focuses on interdependences
between parties. Assume an interdependence
involving a tacit knowledge resource. Tacit knowl-
edge is hard to transfer in markets given Arrow’s
(1962) paradox, i.e., the fact that the party seeking
to acquire such knowledge does not know its exact
properties and economic value until it has been
disclosed by the seller, but when this happens the
buyer has acquired it at no cost. Since tacit knowl-
edge cannot be codified, it typically cannot be
patented either. Patenting is only viable for more
explicit knowledge resources. Consequently, a
would-be buyer of tacit knowledge who faces an
information asymmetry may be unwilling to pay
the sum sellers expect. The solution described in
the IBS literature is for knowledge sellers to buy out
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knowledge seekers, or to pre-empt them by setting
up plants abroad that embed their knowledge in
goods that can be sold on the more efficient market
for final goods (Buckley & Casson, 1976; Hennart,
1977, 1982; Hymer, 1976; Rugman, 1981). The
advantage of internal resource bundling and related
transfers of intermediate goods such as tacit knowl-
edge over the use of external markets serving the
same purpose, is that an MNE can select the parties
to the tacit knowledge transfer and compensate
them for cooperating in the transfer, while in
external markets the parties earn their living by
attempting to maximize their individual income,
sometimes at the expense of their transfer partners
and overall value creation.

For the same reasons that tacit knowledge
resources can be difficult to sell or rent out on the
external market for knowledge resources, thereby
leading to asset-exploiting FDI, they can also be
difficult to buy or rent on the same market, resulting
in asset-seeking FDI. Knowledge seekers will find it
difficult to in-license knowledge that cannot be
captured by well-enforced patents. Even in coun-
tries where intellectual property rights protection is
strong, a substantial range of knowledge resources
will be difficult to license, thus it will be more
efficient to transfer them inside the firm. Davies
(1977) provides a classic example in his study of
technology transfer to India in which he shows that
licensing is used to transfer explicit knowledge such
as blueprints, while firms (in his case equity joint
ventures) are used to transfer more tacit knowledge,
such as insight on marketing and on sources of
supply.

A TCT approach is also useful in explaining the
specific organizational forms that asset-seeking,
tacit knowledge-seeking in the case we describe, is
likely to take. Neither asset-exploiting nor asset-
seeking will automatically result in FDI. A firm
eager to access tacit knowledge, but unable to buy
or rent patents, can choose between a number of
markets. It can turn to the market for goods that
incorporate tacit knowledge, as new technology is
often embedded in machinery and in parts and
components and their sellers generally provide the
necessary training. Tacit knowledge can also be
accessed through technical consultants who sell
their services in the open market (Arora & Gam-
bardella, 2010), while foreign professionals and
management consulting firms can be tapped for
management and marketing advice. Knowledge-
seeking will lead to FDI only if the following two
conditions are met: (1) the most efficient way to

obtain tacit knowledge is through internalization,
i.e., by employing individuals or teams holding the
knowledge, and (2) the optimal location for these
employees or teams to use their skills (at least in a
first stage) is abroad (Hennart, 2012). If these two
conditions are met, the best solution for knowl-
edge-seeking firms will be FDI, either the establish-
ment of foreign R&D facilities abroad or the
acquisition of foreign R&D-intensive firms. Thus,
the necessary conditions for knowledge-seeking
FDI are the same as for asset-exploiting invest-
ments: it is advantageous to internalize transac-
tions involving tacit knowledge transfers and to do
so in a foreign location.

Interdependence-Specific Theories of Modes
of Foreign Market Entry and Operation
Much of the extant literature assumes MNEs choose
entry modes based on their overall stock of firm
specific advantages (FSAs) and on the characteris-
tics of the countries they enter. The expectation is
that MNEs will choose to exploit their knowledge
through wholly-owned manufacturing affiliates if
they have experience in the target foreign country
but will adopt a lower commitment mode when
entering countries perceived as riskier (e.g., Delios
& Beamish, 1999).

Benito, Petersen and Welch (2009) make the
compelling argument that in contrast to the sim-
plicity of most of the entry mode literature which
argues that firms choose a given entry mode for all
of their foreign operations, the actual pattern of
entry and operation modes MNEs select can be
substantially more complex. Focusing on interde-
pendences explains why. TCT predicts that, irre-
spective of macro-level distance characteristics and
other country-related parameters creating chal-
lenges of bounded rationality and risks of unrelia-
bility, the micro-level characteristics of the
interdependences at hand matter when selecting
governance mechanisms. For industrial customers
on the upstream side of the value chain, the risk of
downtime due to technical problems or product
failure is a major consideration when choosing
suppliers. This makes them reluctant to switch
suppliers when doing so might lead to severe
supply interruption, for example when there is a
tight technical fit between purchased inputs and
the equipment needed to process them. This trans-
action-specific factor causing bounded rationality
problems has important implications for operation
mode and foreign market entry. Similarly, on the
downstream end of the value chain, if customer
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switching costs are high for a particular product,
possibly because customers prefer to stay with a
firm with proven reliability, entering through
greenfield FDI can pose severe challenges. Acquir-
ing a local firm with existing customers, on the
other hand, means the de facto acquisition of its
customers. This explains why Japanese ink manu-
facturers entered the US through acquisitions in the
1970s, despite lacking experience with that entry
mode as acquisitions were then very rare in Japan
(Hennart, 2009). Greenfield entry is also less likely
when customers have strong brand loyalty because
such customers prefer doing business with firms
with a proven reputation for reliably delivering the
desired price and quality offerings. Then the most
effective way to capture their business is to acquire
the firm owning the known brand. This is why
acquisition is the dominant mode of entry in the
beer industry (Marinov & Marinova, 1998).

The channel used (and hence the mode of entry)
can also depend on other customer characteristics
associated with a need to reduce bounded rational-
ity and unreliability. Those characteristics include
inter alia a need for: (a) credit; (b) detailed knowl-
edge of the product prior to purchase, possibly
requiring pre-sale demonstration; (c) point-of-sale
advice; and (d) in-person product inspection. To
meet such needs, an MNE targeting different types
of customers in a given foreign market may choose
different entry and operation modes. Dell used two
distinct sales channels to sell to Chinese customers,
a direct sales channel for large firms and educa-
tional institutions as those customers had already
bought IT equipment and so were comfortable mak-
ing further purchases on the internet based on
detailed specifications and then making payment
using a credit card. It used authorized distributors
to deal with smaller firms that ‘‘had less savings to
spend, knew less about computers, preferred to
receive advice from retailers before they made the
important decision to buy a computer, and
required convenient technical service after bringing
the PC back home’’ (Verbeke, 2009: 305).

From MNE-Centric to Interdependence-Based
Views of Foreign Market Entry and Operation
Modes
The TCT focus on interdependences among con-
tracting parties also makes it obvious that usable
theories of market entry cannot be one-sided and
MNE-centric (Hennart, 2009). Interdependence can
only mean that there are at least two parties and
implies that governance is required to create and

distribute value. Unless parties are under duress, we
can assume that they will participate in exchange if
they expect to be better off ex post than ex ante.
Offering a good or service on the market typically
involves many players, some of them external to
the firm. An MNE that wants to enter a foreign
market to manufacture products incorporating its
knowledge resources will need to access comple-
mentary local resources such as land, raw materials,
and utilities. It will need to hire local workers and
managers and acquire permits from host country
authorities. The process of market entry and oper-
ation is therefore one of bundling the resources of
independent owners using a combination of mar-
kets and internalization (Hennart, 2009; Verbeke,
2009).

Yet, much of the IBS research done to this day
largely assumes that modes of entry are unilaterally
chosen by the investing MNE. Padmanabhan and
Cho (1996: 47), for example, argue that the level of
equity an investing MNE will take in a foreign
affiliate ‘‘involves trade-offs related to the [MNE’s]
level of resource commitment, the degree of con-
trol, the specifications and assumption of risk and
returns, and the degree of global rationalization’’.
Brouthers (1995: 11) writes that ‘‘in selecting the
appropriate entry mode firms have to answer two
questions: (1) What level of resource commitment
are they willing to make? (2) What level of control
over operations do they desire?’’ More recent
empirical studies have adopted the same viewpoint
(Chhabra, Popli, & Li, 2021).

These perspectives are not intrinsically incorrect,
but by focusing on interdependences TCT makes
clear that the MNE is not the sole party making
decisions, and indeed that in most cases there are
constraints on what it can impose on local con-
tracting parties controlling resources critical to
successful foreign market entry and operations.
All of the parties holding complementary resources
must determine in concert which governance
mode – and which more fine-grained governance
mechanisms – are optimal. In the end, the choice
will depend upon the characteristics of the trans-
actions involved. For instance, if the intangible
resources contributed by the investing MNE are
difficult to transfer via an external market and
cannot be replicated by local firms, and the com-
plementary local resources the MNE needs are
difficult for the MNE to access in the open market,
then a profit-sharing arrangement such as an equity
joint venture will be optimal. This being the case, it
is difficult to argue that an MNE is likely to be in a
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position that allows it to unilaterally determine the
level of investment based on its perceived riskiness
of a foreign market, or on the other hand because it
is unafraid of theft of its intangible resources by
local partners. On the contrary, a joint venture may
be set up simply because it is the only way by which
an MNE can incentivize a local partner to con-
tribute the complementary local resources it needs.
In short, given the nature of the interdependences,
MNEs do not share ownership of local affiliates
with local firms because they want to, but because
they have to (Hennart, 2009). The choice between
wholly-owned subsidiaries and equity joint ven-
tures largely depends on the efficiency of the
market for local complementary resources. The
transactional characteristics of two main categories
of resources, those MNEs want to deploy in the
foreign market, and the local complementary
resources necessary to create value, need therefore
to be taken into account when studying foreign
market modes of entry. For instance, the choice
between licensing and FDI depends on the effi-
ciency of both the market for the intangible
resources the MNE wants to exploit and that for
local resources the MNE would need should it
decide to integrate into foreign production.

Theories of Export Performance
and Internationalization Speed: Why Should
the Seller Do All the Work?
The same implicit one-party premise runs through
the internationalization process (IP) literature –
from the Uppsala model (Johanson & Vahlne,
1977, 2009; Johanson & Wiedersheim-Paul, 1975)
to export process models (Bilkey & Tesar, 1977;
Cavusgil, 1980, 1984; Reid, 1983). The Uppsala
model is driven by a supposed need on the part of
sellers to acquire knowledge about each target
foreign market, with the level of investment to
serve that market depending on that knowledge.
The kind of knowledge needed is assumed to be
experiential, in the sense that it can only be
acquired by employees of the seller operating in
the focal foreign market. Because this takes time,
firms will start in their domestic market and then
gradually expand into foreign countries at increas-
ingly higher psychic distance with modes of entry
that reflect increasing levels of commitment –
starting with exports using independent agents
and culminating in a network of wholly-owned
production affiliates.

Scholars in the international entrepreneurship
(IE) stream have adopted a similar viewpoint. They

explain by the prior international experience of
founders why some firms – the ‘born globals’ – do
not follow the gradual and slow internationaliza-
tion process predicted by the Uppsala and export
process models. Born globals are assumed to be able
to rapidly expand abroad because their founders
have accumulated the required experiential knowl-
edge in an earlier life (e.g., Chetty & Campbell-
Hunt, 2004; Madsen & Servais, 1997).

Whether the acquisition of experiential market
knowledge happens in full view or somehow takes
place before a firm is even established, the common
thread running through the IE literature and the
Uppsala and export process models is the assump-
tion that foreign sales are mainly driven by seller
experience. It is sellers who gain experiential
knowledge of a foreign market, and sellers who
commit to developing sales in that market based on
their accumulated knowledge. Sellers seek out
buyers. As Ellis (2000: 446) succinctly puts it: ‘‘IP
[International process model] researchers have
sought to explain FME [foreign market entry] in
terms of the exporter whilst treating the other
possible types of export initiation (e.g., unsolicited
orders) as little more than deviant cases or empir-
ical anomalies.’’ But, as he notes, there are always at
least two parties to a transaction, a buyer and a
seller, often also a broker. Why assume away the
role of other parties to the interdependence?
Indeed, why should the seller do all the work?

In fact, buyers and intermediaries, such as dis-
tributors, play a crucial role in the international-
ization of firms. They are often the ones initiating
the relationship. We know this from studies of
British, Australian, US, and Canadian firms that
have found that buyers or intermediaries initiate
between 44 and 73 percent of all exchange rela-
tionships (Ellis, 2000). Final users and intermedi-
aries accounted for more than half of the foreign
market entries made by Hong Kong toy manufac-
turers (Ellis, 2000), and their role in initiating
foreign sales is not limited to low tech products
such as toys. Chandra, Styles and Wilkinson (2009)
studied the international expansion process of
eight high-tech Australian born globals and found
that the first foreign sale of six of them was buyer-
initiated – see also Bell (1995) and Crick and Spence
(2005) for similar evidence.

The unilateral focus on sellers in the IP and IE
literatures has somewhat blinded researchers to the
fact that internationalization can proceed with
completely novice and ethnocentric entrepreneurs,
i.e., ‘accidental internationalists’ (Hennart, 2014).
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Yet, this conjecture has considerable empirical
support (e.g. Liu, Xiao, & Luang, 2008; Vissak,
Zhang, & Ukrainski, 2012; Hennart, Majocchi, &
Hagen, 2021). We need to do a better job in
understanding the roles played by buyers and
intermediaries in the foreign expansion of newly
internationalizing companies.

COMPARED TO WHAT? A SYSTEMATIC
ANALYSIS OF FEASIBLE GOVERNANCE

ALTERNATIVES
As noted above, a key characteristic of TCT is its
analysis of the choice among feasible governance
alternatives. The first question a TCT scholar
should ask when discussing the merits of a partic-
ular governance structure is: Compared to what?

Can one Separate Firm Success from Market
Failure?
Given that organizing interdependences incurs
costs – notably the costs of informing parties of
the value-creating potential of possible coopera-
tion, of reaching an agreement on the distribution
of that value, and of enforcing the agreement – the
issue is not whether a mode of organization is
inefficient, but whether it is efficient enough to
make it likely that there will be some positive gains
for each party, and whether it is more or less
efficient than feasible alternatives. What this means
is that a governance mode may well be chosen even
though it is quite inefficient, as long as it is more
efficient than others and can create value that can
be captured by the contracting parties. In the
absence of net economic value available for subse-
quent distribution, it will not pay for parties to
organize the interdependences contemplated and
to bundle their resources, whether via firms or
markets.

One good example is that of the overseas transfer
of British technology. The global technological lead
enjoyed by UK firms in the first eighty years of the
nineteenth century can only be compared to that
of US firms in the first eighty years of the twentieth.
Yet, British firms did not exploit their lead through
FDI. Hypothetically, there were reasons for them to
do so given that the market for intangible knowl-
edge resources was considerably less efficient than
it would be later, and yet few UK firms exploited
their knowledge resources through foreign sub-
sidiaries. Only at the end of the period does one see
UK MNEs emerge in any significant numbers
(Jones, 1996, 2000). Instead, the exploitation of

UK-based technology took other forms, for
instance, technology was incorporated in products
that were exported; foreign industrialists recruited
skilled British workers; some UK firms moved
overseas altogether, their employees moving with
them. One likely explanation for why UK firms did
not establish foreign subsidiaries is that they would
have found it very difficult to exert control over
foreign employees, given the burdensome means of
communication and the lack of modern manage-
ment techniques. The expected governance costs of
managing subsidiaries abroad, for example that of
monitoring expatriate managers and hiring honest
and competent local employees, led to the adop-
tion of alternative governance mechanisms to
effect technology transfer (Hennart, 1982).

A full understanding of why a particular organi-
zational form is chosen thus requires comparing all
feasible alternatives. Some have argued that TCT
does not offer a satisfactory explanation as to why
firms are superior to markets in handling technol-
ogy transfers because it does not consider the
‘‘higher order capabilities’’ of firms in organizing
the transfers. Madhok (1997: 46) writes that

the [licensing] market does not fail due to opportunism, but

rather due to superior capabilities of the multinational in

deploying its know-how (Kogut & Zander, 1993) and

limitations in the capability of the other firm in efficiently

and effectively acquiring and integrating the particular

knowledge into its own functioning.

However, as the preceding example shows, TCT
thinking fully accounts for the comparative
strengths of markets and firms. The most important
‘higher order capability’ may in many cases be
precisely the MNE’s governance capability, as an
intermediate output that allows economizing on
bounded rationality and bounded reliability,
thereby making it more efficient to manage inter-
dependences with foreign actors inside the firm
than through markets. Let us not forget that
technology transfer itself is only a means to an
end – the creation of economic value. Knowledge
transfer within firms is facilitated by the fact that
firm members (employees) are not rewarded for
cheating their partners, but instead for obeying
managerial directives to cooperate (Hennart, 1982).
Another factor that advantages firms in technology
transfer is their ability to select the parties to the
exchange. As Hennart (1982: 101) argues, ‘‘by
recruiting employees who are ‘homophilous’, i.e.
who speak the same language, have reached the
same educational level, share like culture, and
come from the same socioeconomic background,
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the firm can increase the efficiency of the informa-
tion exchange’’. Knowledge senders and receivers
know each other in a broader context than the
technology transfer itself, for instance because they
share the firm’s corporate culture. In contrast,
depending upon the precise characteristics of the
knowledge resources considered, challenges of
bounded rationality (information asymmetries
between buyer and seller) and the related dangers
of opportunism, can make markets comparatively
less efficient. One does not need, in contrast to
what Madhok argues, two separate theories of why
tacit knowledge is sometimes more efficiently
transferred within firms than across markets, that
is one based on the superior capabilities of firms
and another on the inefficiency of markets. Both
firms and markets have context-dependent econo-
mizing capacity that sets the stage for addressing
the interdependences between the source and the
recipient of technology, and thereby for subse-
quent value creation and distribution. As we show
when looking at reasons why nineteenth century
British firms did not establish foreign subsidiaries,
the comparative advantages of firms versus markets
in transferring knowledge are context-dependent
and can be explained by TCT in an integrative
fashion.4

The Purported Flexibility Advantages of MNE
Networks
The focus of TCT on relative rather than absolute
efficiency adds nuance to claims sometimes made
in the IBS literature about the nature of MNE
advantages. Contractor, Kundu, and Hsu (2003),
Hitt, Hoskinsson, and Kim (1997), Thomas and
Eden (2004), and Lu and Beamish (2004), have all
argued that MNEs with foreign operations have a
clear advantage over firms that lack them because
they can engage in arbitrage. Thomas and Eden
(2004: 95) posit that ‘‘through FDI, a firm can reap
gains from specialization by shifting production to
lower cost locations and altering production tech-
niques to take advantage of differences in factor
abundance between countries.’’ Contractor et al.
(2003: 6) contend that having a presence in many
foreign countries provides MNEs with ‘‘access to
cheaper and idiosyncratic resources in foreign
countries: these could include cheaper labor, better
technology, or any country-specific resource.’’ For
Kim, Hwang and Burgers (1993: 276), ‘‘the multi-
plicity of national markets [i.e. countries] allows
firms to minimize the effect of adverse changes in a
country’s interest rates, wage rates, and commodity

and raw material prices by providing the added
options to more readily shift production and
sourcing sites to other more favourable national
markets.’’

While some of these points are valid in an
absolute sense, it is more likely that MNEs will
obtain such benefits using spot and long-term
market transactions. In fact, market transactions
can in many cases be the most efficient governance
mechanism to achieve flexibility, because the geo-
graphic scope of a network of subsidiaries is likely
to be much narrower for any given MNE than that
of an equivalent network of potential external
contracting parties. Furthermore, it is generally
much easier to reconfigure a subcontracting net-
work than one of foreign subsidiaries: Supply
contracts are generally of finite duration, making
it easier and faster to discontinue old suppliers and
to line up new ones than it is to close an existing
subsidiary or to set up an entirely new one.
Shutting down a subsidiary can be a lengthy and
costly proposition in many advanced economies,
where the closure must be negotiated with local
stakeholders, while acquiring or starting a new
subsidiary takes much more time than signing a
contract with an existing supplier. As one example,
clothing and shoe manufacturers operate interna-
tionally with few wholly-owned or otherwise cap-
tive plants, subcontracting instead production to a
variety of external suppliers based on the price and
quality on offer. Yet, the lack of captive foreign
manufacturing subsidiaries does not seem to have
hurt their flexibility, quite the contrary.

TCT tells us that one reason why firms operate
subsidiaries abroad is because they want to safe-
guard their intangibles from unreliable external
contracting parties who might appropriate their
technology and brands without adequate compen-
sation. Another reason for operating a foreign
subsidiary is to secure stability of supply in
instances of small numbers bargaining, a situation
whereby external parties could again act oppor-
tunistically (Hennart, 1988a). In both cases, poten-
tial contracting hazards with external suppliers of
intermediate products may make internalization
necessary. Rather than being sought out for flexi-
bility by the MNE, captive plants may actually
reduce flexibility in an effort to safeguard intangi-
bles against opportunistic behavior or to secure
supply.
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Is There a Link Between Multinationality
and Performance?
Overlooking the simple point that markets and
firms are alternative ways of organizing interna-
tional interdependences also explains the futile
search for the Holy Grail relationship between the
extent of a firm’s cross-border involvement (its
multinationality) and its financial performance.
There have been many attempts over the last four
decades to test empirically whether a firm’s multi-
nationality – measured by the ratio of its foreign
sales to total sales, foreign assets to total assets, the
number of foreign countries where it operates, and
the geographic dispersion of its foreign sales – has
an impact on its profitability – usually measured by
return on assets or sales. Schmuck, Lagerström and
Sallis (2022) identify 115 such studies, with the
most recent, Freixanet and Rialp (2022). Research-
ers with a background in finance have generally
posited that multinationality depresses profitabil-
ity, while those in IBS have generally argued the
reverse. Over the years, increasingly complex func-
tional relationships have been tested. The results
have been inconclusive: the relationship between
multinationality and return on assets and/or sales
has ranged from linearly positive (e.g. Grant, 1987),
insignificant (e.g. Buckley, Dunning, & Pearce,
1984), linearly negative (e.g. Michel & Shaked,
1986), U-shaped (e.g. Ruigrok & Wagner, 2002),
inverted U-shaped (e.g. Ramaswamy, 1995),
S-shaped (e.g. Contractor et al., 2003; Lu &
Beamish, 2004), M-shaped (Almodovar, 2012) and
W-shaped (Almodovar, 2012).

We contend that the theoretical arguments that
have been used to attempt to show a general
relationship between multinationality and perfor-
mance are inconsistent with the basic TCT insight
into how firms govern cross-border interdepen-
dences.5 Three main theoretical arguments have
been used to support the relationship between
multinationality and performance. First, research-
ers have argued that a large network of foreign
subsidiaries provides MNEs with greater flexibility
than firms that lack such a network. Second, a
foreign footprint is deemed to provide more prof-
itable ways for a firm to exploit its intangible
resources. Third, having operations abroad is said
to generate greater learning opportunities. As we
have explained, the flexibility argument overlooks
the fact that operating subsidiaries (that is the
extension of the firm into foreign countries) is only
one governance solution to overcome the chal-
lenge of effectively handling interdependences. For

every interdependence handled within the firm,
there is a market alternative, and a firm can be
expected to make a calculative choice between
internalizing an interdependence – and hence
extending a firm’s foreign footprint – or using the
market, which will in many cases lead to a small
foreign footprint or none at all. As noted, flexibility
can often be achieved without a foreign footprint
through contracts with independent suppliers or
buyers. Likewise, technology that is patentable can
be exploited abroad by licensing, with a minimal or
no foreign footprint. Qualcomm, for example, has
exploited and continues to exploit its CDMA
technology through licensing contracts with
domestic and foreign handset makers. It is difficult
to make the case that having an extensive network
of foreign subsidiaries is the only way for an MNE
to obtain the knowledge needed to operate abroad,
as there are many other external sources, such as
suppliers, customers, and intermediaries (von Hip-
pel, 1988; Xie & White, 2004). Moreover, evidence
on the extent to which MNEs learn from their
foreign subsidiaries is not nearly as strong as some
would believe (Birkinshaw & Ridderstrale, 1999;
Denrell, Arvidsson, & Zander, 2004). In other
words, there is no general case for a link between
multinationality and flexibility, intangible resource
exploitation, and learning.

However multinationality is defined – share of
foreign sales over total sales, number of foreign
subsidiaries, number of countries where a firm has
subsidiaries, or assets in foreign subsidiaries over
total assets – its level is the result of a large number
of managerial decisions on the most efficient
modes to govern many interdependences with a
multitude of parties, in each case involving con-
tracts with resource holders and subsequent
resource bundling to create value. For each of the
myriad resource-bundling challenges, the parties to
the transaction must decide which governance
mechanisms will result in the highest value cre-
ation combined with an acceptable value capture
by each party. For example, a firm can exploit its
knowledge: (a) by taking a patent and licensing it to
a domestic or foreign firm, or (b) by incorporating it
into a product or service aimed at domestic or
foreign customers, which it can then export, either
through intermediaries or through its own sales
subsidiaries, or (c) by manufacturing locally in
partly or wholly-owned subsidiaries. All these
strategies might lead to similar levels of value
creation but will entail different levels of multina-
tionality. Whatever a firm does will be based on
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idiosyncratic factors that are difficult for research-
ers to capture.

To hypothesize that there is a general relation-
ship between the cumulative result of these deci-
sions and financial performance is to assume that a
firm can increase or decrease its profitability by
varying its level of multinationality. If multina-
tionality is defined as foreign assets over total
assets, it means that exploiting knowledge
resources by incorporating them in products man-
ufactured in foreign plants is always the most
profitable option, and that it is always preferable
to own foreign operations. It also suggests that a
significant number of firms are systematically
above or below the optimum level of multination-
ality – the deviation between actual and optimal
multinationality levels must be systematic because
a random one, due to adjustment delays for exam-
ple, would result in a noisy and insignificant
relationship between multinationality and
performance.

Absent compelling reasons to think otherwise, it
makes sense to conclude that managerial decisions
about governance in any MNE will be guided by
value maximizing considerations. Hence, barring
systematic managerial bias or inertia, an MNE’s
observed foreign footprint will be that which
corresponds to the best feasible alternative in terms
of expected value creation and capture at that time.
While the foreign footprint will be different for
each MNE given the pattern of interdependences it
faces, it will, in most cases, be as good as other
options (Hennart, 2007, 2011). Only firms that
make clear mistakes, for instance by adjusting too
slowly to new industry conditions or adapting in an
inadequate way to novel governance challenges or
resource bundling opportunities, will be expected
to achieve subpar performance (Powell, 2014).

In the long run, studies accounting for all the
factors determining a firm’s level of multinational-
ity will find no relationship between multination-
ality and performance. The multinationality –
performance issue is in essence a special case of
the endogeneity of strategic choice flagged in other
contexts. Shaver (1998), for example, has argued
that because firms make entry mode decisions
based on the specific resources they command,
one should not expect a particular relationship
between entry mode and performance. Indeed, he
finds that when such endogeneity is considered,
greenfield investments are no more profitable than
acquisitions.6 Pisani, Garcia-Bernardo and Heems-
kerk (2019) replicate Lu and Beamish’s (2004) study

that reports an S-shaped relationship between
multinationality and performance. They control
for endogeneity and find no evidence of any
within-firm impact of multinationality on perfor-
mance, the relationship being statistically insignif-
icant in the 64-country sample as well as in every
single-country sample.7

OPPORTUNITIES FOR INTERNATIONAL
BUSINESS STRATEGY RESEARCH IN THE

DIGITAL ECONOMY
TCT has much to contribute to our understanding
of the rapidly growing global digital commerce. It
makes clear that the governance challenges facing
digital companies and brick-and-mortar firms are
conceptually similar, and also helps to put into
perspective the limits of digital globalization. For
instance, digital resources deployed abroad can in
most cases only be exploited successfully if accom-
panied by complementary resources held by local
parties, and despite the seemingly almost limitless
technical possibilities for transferring digital
resources globally, some of the world’s largest
digital companies have been shut out completely
from some host markets by national regulatory
authorities (Verbeke & Hutzschenreuter, 2021).

A TCT perspective also suggests that the internet
and Industry 4.0 technologies associated with
digital commerce do not create fundamentally
new organizations, rather they subtly affect orga-
nizational interdependences (Hennart,
2019, 2022). Many of the organizational forms
taken by digital firms have analogues in the non-
digital economy. Consumer to consumer (C2C)
platform firms like eBay, and business to business
(B2B) platform companies like Alibaba, are brokers:
they put in contact buyers and sellers without
taking ownership of the goods or services trans-
acted. As is the case with other brokers, platform
companies owe their existence to an information
advantage over their upstream and downstream
customers. They reduce bounded rationality for
these parties and specialize in adding safeguards for
them to increase reliability of contract execution.
Business to consumer (B2C) sites, such as Booking.-
com and Amazon, sell goods and services to final
consumers, just as traditional brick-and-mortar
businesses do, and Uber, Lyft, and Ola are not
fundamentally different from radio-taxi companies
which provide a booking service for independent
cab drivers. From a governance perspective, plat-
forms have superior economizing properties, at
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least in well-specified contexts, such as large cities
with continuous, well-distributed demand from
relatively wealthy users, an abundant supply of
willing drivers, and a hospitable regulatory
environment.

Hype aside, ecosystems are not a new phe-
nomenon. They arise when differences exist in
optimal scale between stages in a value chain,
thereby creating challenges for joint value creation
by companies specialized in each stage. Sometimes
the activity with the larger scale is upstream, and
sometimes downstream. For Uber it is upstream,
and for Amazon downstream. In the case of Uber,
the optimal scale of brand building and app
development is much larger than that of taxi
driving, which is small scale and labor-intensive.
Small companies, even one-person ones, can
provide taxi services efficiently with a car, a radio,
and deep knowledge of a limited geographic area.
The result is a network, an ecosystem, of many
small firms (the drivers) connecting to a few large
firms (the platforms). For an international platform
firm, there is no value in internalizing the driving
activity itself through employment contracts with
drivers because of the high cost involved in mon-
itoring their behavior. One governance solution
that economizes on the bounded rationality facing
the platform firm, and that also safeguards reliable
contract execution by the drivers, is to encourage
driver effort through output incentives, without
the need for extensive behavioural control more
generally associated with employment contracts.
Uber achieves that through franchise contracts
which harness the output-maximizing incentive
of the price system while curbing through behavior
constraints the generation of difficult-to-measure
but detrimental dimensions of performance, which
in this case is quality debasement (Brickley & Dark,
1987; Hennart, 1993).8 Hence franchise contracts
include clauses to make franchisees behave in ways
that safeguard quality. The contracts taxi platforms
like Uber use with their drivers are not fundamen-
tally different from those used by brick-and-mortar
franchisors such as McDonalds. Digital technology,
however, allows Uber to exercise more control over
the behavior of its drivers than McDonalds can over
its franchisees. Uber’s digital technology controls
the route to be followed and the amount charged
customers, thus reducing considerably the scope for
unreliability in contract fulfilment, while credit
card advance payment and driver ratings of cus-
tomers reduces the chances of customer oppor-
tunism. It is also easier for Uber to disconnect

quality-shading drivers from its app than it is for
McDonalds to shut down errant franchisees.9 No-
netheless, digital technology cannot eliminate
entirely quality shading by drivers, as shown by
(allegedly relatively rare) occurrences of dangerous
driving and even assault (Hennart, 2019). As with
any governance system, no safeguards can fully
guarantee agreed-upon contract execution given
what Williamson calls human frailty.

We move now from a case where scale economies
are upstream to one where they are downstream. In
the pharmaceutical industry, regulatory approval
and drug distribution is best operated at a larger
scale than drug discovery – this is particularly true
for biotechnology drugs. More value is created and
captured by having key biotechnology scientists
running their own entrepreneurial firms than
working as employees in large and bureaucratic
Big Pharma firms. The discrepancy in size between
stages leads to an ecosystem in which a large
number of small, research-intensive firms at the
upstream side contract with a limited number of
larger pharmaceutical firms. In the digital sphere,
the interdependence between Apple iTunes and its
app developers is broadly similar. Because of scale
economies in specialized advertising and of net-
work effects, there are considerably fewer down-
stream distributors (i.e., handset manufacturers)
than there are specialized app developers. The
interdependences at hand therefore lead to the
observed ecosystem. The enormous difference in
size can give platform firms strong bargaining
power vis-à-vis app developers, and this has some-
times led to opportunistic behaviour, requiring
regulatory or judicial intervention. But the issues
involved are familiar to TCT researchers. A pattern
of many small app sellers selling to a small number
of platform firms can trigger opportunistic behavior
by the latter, either ex ante simply because the
number of potential platforms available to the app
maker is small, or ex post when selling to the
platform requires the app developer to make uni-
lateral, platform-specific investments. App devel-
opers will fare better if they are difficult to replace,
for instance if they sell patented products confer-
ring much value to platform users (Huang, Cecca-
gnoli, Forman, & Wu, 2013). The temptation to act
opportunistically is particularly high if the platform
firm sells its own competing products alongside
those of independent parties using the platform
(complementors). Because the platform firm has
the digital means of gathering information on the
sale performance of complementor products, it can
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replace those that sell well with its own. There is
evidence that Amazon has engaged in this practice
(Zhu & Liu, 2018) and complementors using Apple
iTunes have accused Apple of doing the same
(Geradin & Katsifis, 2020). Digital technologies
providing platform firms with superior information
on the sales of complementors, and this asymmet-
rical reduction in bounded rationality, has
increased the payoff from such actions, making
their occurrence more likely. Williamson would
argue that there are limits to such behavior, espe-
cially in the long run, as platforms that engage in
such practices will earn a reputation for dishon-
ourable business dealings, attract lawsuits and more
stringent regulatory oversight, and lose suppliers to
competitors.

CONCLUSION
Oliver Williamson once said that economy is the
best strategy. He was right in the sense that
economic actors can only create value if efficient
governance mechanisms are in place. The gover-
nance mechanisms selected by parties to transac-
tions act as levers for resource bundling and
subsequent value creation and distribution.
Researchers and practitioners interested in the
maximization of value from the bundling of
resources across borders need to consider efficient
governance that economizes on bounded rational-
ity and bounded reliability.

We have shown that TCT can provide unique
insights that have important implications for IBS
research and practice. The first step is to recognize
common errors. Just because Williamson named
his lens transaction cost theory does not mean that
its sole purpose is to minimize transaction costs.10

We have shown that TCT is instead a theory about
selecting the most efficient governance mecha-
nisms to organize interdependences, and hence
value creation. For IBS research this means consid-
ering for each party to a transaction the impact of
governance on both costs and revenues (as well as
on intermediate outcomes seen as relevant, such as
innovation). The idea that TCT addresses costs but
does not consider resources can only come from a
superficial reading of the theory. Interdependences
between parties to a contract arise from the own-
ership, or control, or various types of decision
rights over distinct but complementary resources
that can be bundled for value creating purposes.
Interdependences can also involve similar resources
that can be pooled, thereby making it possible to

achieve desired outcomes no single party could
achieve on its own. It should be obvious that TCT is
about resource bundling from the outset. The RBV
and dynamic capability approaches are not replace-
ments, rather they are useful as additional tool-
boxes, adding micro-economic detail to the
features of the resources in play or to the processes
through which resources are selected, bundled, and
deployed in response to value creating opportuni-
ties.

TCT focuses on interdependences between con-
tracting parties and provides a systematic compar-
ison of the economizing properties of feasible
governance alternatives. As we have noted, this
focus provides a single explanation for asset-ex-
ploiting and asset-seeking FDI. It also explains why
a firm may simultaneously use different modes of
entry and operation in the same foreign market. By
considering entry and operation modes as the
optimal way to accommodate the interests of both
the foreign MNE and host country parties that
provide complementary resources, a TCT approach
makes it possible to explain the respective foot-
prints of the MNE and local firms in host countries.
The systematic comparison of governance modes
which is at the heart of TCT also brings into
question the often-made claims about superiority
of the MNE’s resource base. The MNE must have
some type of FSA to be successful abroad, but the
exploitation thereof can take many forms, and
should be considered within the context of inter-
dependences between this MNE and firms in host
nations. There are indeed instances of MNE abso-
lute superiority in technology, logistics, product
quality, branding, and so on. Such superiority can
reduce the need to engage in a significant way with
host country owners of complementary resources
and can lead to superior financial performance, but
it is more common for MNEs to have significant
interdependences with a broad range of host
country parties, thereby requiring a variety of
asset-bundling efforts. Efficiently-governed MNEs
will systematically assess the overall impact of entry
into a particular foreign country on value creation
and capture, given all the resource bundling efforts
required, and they will compare the expected
outcomes to efforts involving further domestic
resource commitments. As a result, there is no
reason to expect as a general rule that changes in
the foreign footprint of firms should have any
impact on their profitability.

The implications of the above for future IBS
research are manifold. Focusing on
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interdependences suggests that research on entry
and operating modes should pay more attention to
the characteristics of the key classes of transactions
involved, including those with customers. Another
implication is that all the parties involved in
foreign market entry, the MNE and its local com-
plementors, should be considered, not solely the
MNE, as is the case in many classic IBS models. This
means, for example, that the choice between
foreign market entry through wholly-owned sub-
sidiaries and equity joint ventures should be mod-
eled as depending on the market for local
complementary resources – see Hennart, Sheng
and Pimenta (2015) for such an approach. Relat-
edly, internationalization process models have
incorrectly assumed that sellers first need to acquire
host-country specific knowledge before they can
commit to a particular foreign market. An interde-
pendence-focused approach suggests this is not
necessarily the case, as informed buyers may drive
sales and attract new entrant, thereby performing a
critical role in firm internationalization.

Systematically comparing the advantages of firms
to those of markets for all parties involved suggests
that some of the advantages typically attributed to
internalization are a mirage and will only appear if
alternative modes of governance are ignored. For
this reason also, one cannot assume a universal
relationship between the size of a firm’s foreign
operations and its performance. Research should
instead address why some firms deviate from their
optimal foreign footprint and what prevents them
from adjusting – see Nickerson and Silverman
(2003) for such a study in a domestic context.

Lastly, we have shown that a TCT approach is
also helpful in making sense of the governance
structures that have appeared in the fast-growing
internet economy, for example those linking plat-
forms and the members of their ecosystems.

Beyond any particular firm, micro-level oppor-
tunism can have substantial external effects on
other parties, as stakeholders may equate oppor-
tunistically-behaving actors with all firms from a
particular foreign country or economic system.
Efficiency-driven capitalist economic institutions
such as the MNE have much greater societal
responsibility than might be expected if one looks
only at their direct, micro-level interdependences.
In an era of global turbulence, when many macro-
level actors, perhaps especially politicians and
public administrators, appear to have neither
knowledge of – nor appreciation for – the econo-
mizing and value creating properties of the

economic institutions of capitalism, these institu-
tions should be leading by example, behaving
responsibly towards their micro-level contracting
partners as well as other stakeholders deemed
relevant to their social license to operate. Acting
reliably is increasingly a precondition to create and
capture economic value. If ever there were a time
when a better understanding of the role MNEs play
in the global economy is needed, it is now. A
careful reading of Oliver Williamson’s oeuvre is a
good place to start.
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NOTES

1The late Gunnar Hedlund asserted many times
to the first author that TCT could only explain
interdependences that had been organized already
via markets but could not explain the creation of
new ones. This claim is periodically repeated (e.g.,
Li, Chen, Yi, Mao, & Liao, 2019). But as shown in
Hennart (1982), TCT can be used to explain not
only the governance of existing interdependences
(for example the switch from a market transaction
to one organized within a firm) but also the
organization of new interdependences, including
especially the creation of new products and pro-
cesses and the introduction of new business
models.

2We do not mention the word ‘valuable’ here,
since this condition can be considered somewhat
tautological: ‘valuable’ is defined ex post (Priem &
Butler, 2001). Some of the bustling airports served
today by the airline Ryanair were forlorn and
decrepit out-of-the-way landing fields before Rya-
nair made them valuable. It was the judicious
bundling of resources that represented the value
creating opportunity, not the resources in and
of themselves.

3Wernerfelt (1984: 172), one of the founders of
the RBV, defines resources as ‘‘tangible and intan-
gible assets that are tied semi-permanently to the
firm’’, i.e., through ownership and long-term con-
tracts. However, some employee categories are not
semi-permanently attached to the firm, to the
extent they can leave their employer at any time
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and for any reason. Those types of employees
would thus not count as firm-level resources in
the conventional RBV sense of the word.

4Madhok (1997: 46) argues that the failure of the
market for tacit knowledge has ‘‘nothing to do with
opportunism’’, but it would seem obvious to Wil-
liamson that, absent opportunism, buyers would be
willing to buy tacit knowledge sight unseen, and
sellers would agree to spend whatever time and
resources needed to effect the transfer, knowing
that they would be paid by sellers, no matter the
amount.

5The poor match between theory and measure-
ment is often also a major problem. See Hennart
(2011) and Verbeke and Forootan (2012).

6Another strategic choice that has been examined
is that between franchised and company-owned
hotels. Kosova, Lafontaine and Perrigot (2013) find

that hotel firms choose which hotels to franchise
and which to operate themselves in such a way that
there are no observed profitability differences
between these two categories of hotels.

7For a general treatment of how TCT handles the
performance implications of strategic choice, see
Cuypers et al. (2021).

8The situation is similar to that facing manufac-
turers rewarding salespeople through commissions.

9Because Uber franchising contracts impose a de
facto higher degree of behavioral control than the
typical franchising contract, they look more like
employment contracts. Hence the controversy as to
whether Uber drivers are contractors or employees.

10Likewise, the concept of ‘opportunity costs’ is
not primarily about costs but about foregone
revenues.
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