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Debate is an indication that an issue warrants discussion. The comments of James
Love and Donald McFetridge in this issue are fine statements that articulate a
received wisdom.! Their comments differ with each other, and these differences
remind us that there is less consensus in our understanding of internalization and
transaction costs than commonly supposed. If we do not address all of the com-
mentators’ specific points, it is not for lack of appreciation, but because it is our
belief that a fuller vision of the terrain already mapped and that which is yet
uncharted would provide a more useful basis for exploration and discovery. A
listing of issues is the task of a referee, while a published debate might perform a
useful task by laying out the contours of the research tradition and future.

Our article, published in JIBS in 1993, was one of two empirical inquiries fol-
lowing a third article laying out a research statement. In the first of the three arti-
cles, submitted in 1988 and published in 1992 in Organization Science, we argued
that knowledge can be considered in terms of know-how and information.2 There
are two complicating dimensions to this description. First, knowledge, since it is
both individual and shared, exists in the social relations among cooperating mem-
bers in a community. This community, whether a group, firm, or network, has no
a priori boundaries. Second, to the spatial dimension there is also a temporal issue,
namely, how the firm develops and explores new capabilities. Though we did not
examine this dimension empirically, we noted in the 1992 article that capabilities
differ in terms of their intrinsic technological opportunities and their correspon-
dence to market opportunities. In more concrete terms, we likened capabilities to
the ownership of proprietary assets that provide options for future expansion and
growth.3

Neither Love nor McFetridge develops the argument that such options for future
expansion and growth are internalized because of the difficulty of writing fully
contingent contracts. The dynamics of a firm are especially difficult to analyze.
One vision might be that of the individual innovator who would prefer to contract
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idea is chosen, then the new owner faces a “make-buy decision.” The implied
regress in this analysis is only broken by positing that someone, or something
called a firm, might be better at production than alternatives. It should be noted
that this argument is independent of whether the issue is transaction costs (mini-
mizing governance costs) or Chamberlain profits (maximizing revenues).

These issues are complex, and it is noteworthy that Williamson [19835, p. 141],
when discussing the limits of firms, remarks:

The foregoing makes no reference to innovation. Implicitly, product and
process innovations are unimportant. Transactions are moved from markets
to hierarchies as asset specificity builds up because the high-powered
incentives in firms operate as a disability when adaptations to stochastic or
other disturbances are attempted in a tightly bilateral trading context. How,
if at all, is the assignment of transactions to markets and hierarchies al-
tered by the introduction of process or product innovations? Unfortunately,
the study of innovations is enormously complex ...

We make two observations. The first is simply that the relative transformation
costs of different firms is the primary issue, not transaction costs. Since there
seems to be some debate regarding the interpretation of past results, it should be
noted that Monteverde and Teece [1982] found that a firm dummy had the most
weight in determining the make or buy decision. Walker and Weber [1984] found
that production cost differences were the primary determinant of make or buy
decisions. Worth noting is that both studies focused on make-buy decisions where
transaction cost considerations were likely to be salient. The studies neither
analyzed the innovation decision, nor the current productive assets that were
unchallenged by boundary decisions. The evidence, even in the domain most
favorable to transaction costs considerations, “make-buy decisions,” is consistent
with a viewpoint of differential firm capabilities.

Our second observation is the artificiality of the world portrayed by the stylized
decisionmaker in transaction cost theory. Innovators, managers, and workers are
confronted by contractual considerations, but they are also confronted by the
social world in which they find themselves. This world is not alien or external,
but a context in which an individual knowingly interacts, discursively, with familiar
people, or with people positioned in familiar roles. There are, to borrow a phrase,
epistemic communities, in which discourse and coordination play complementary
roles in replicating behaviors and exploring new options. Replication and explo-
ration are the two principal behavioral patterns that drive the differential success
of firms, and countries.

The two empirical papers that we have published are studies in the vein of this
vision of knowledge as grounded in social discourse. They represent initial
inquiries into the interplay of the characteristics of social knowledge and eco-
nomic behavior. The use of multlple 1tem scales to measure the constructs of
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to grounding argument in the micro-analytic details that Williamson and others
have so arduously, and correctly encouraged.

The second of the empirical articles, which was submitted in 1991 and will
appear in Organization Science in 1995 (publication acceptance has not been
easy) looks at the effect of the dimensions of knowledge on the time to imitation
and, in separate tests, on the time to transfer.4 These dimensions of knowledge
are significantly related to the time to transfer: the more difficult to code and
teach is the knowledge, the longer the time to transfer. Knowledge is never a pure
public good; transfer costs are an increasing function of its tacitness. The results
did not, however, show a relationship between tacitness and time to imitation. On
reflection, the research design was too simple. The capabilities of the firm are
more than just manufacturing competencies, and extend to the full array of capa-
bilities, from innovation to product delivery. Rival firms might easily imitate
manufacturing, but still not be able to compete effectively due to deficiencies in
other areas. An analysis of the extent to which manufacturing capabilities were
diffused among firms showed that imitation tended (weakly) to be speeded by the
degree to which manufacturing knowledge was common among competitors.

In the 1993 JIBS article (which was published after a somewhat raucous review
process tempered by an understanding editor) we developed the ideas of these
two other articles for positing an evolutionary theory of the MNC as a social
community whose productive knowledge defines a competitive advantage. The
firm was seen as a repository of knowledge that constitutes the ownership advan-
tage of the firm. The empirical test that we performed was constructed to repli-
cate previous work. Its strength lay in the direct measures of knowledge, an
important advantage over studies that used more indirect measures.

REFLECTIONS ON ANTECEDENTS

One of the exciting implications of an evolutionary theory of the multinational
corporation is its compatibility with the corpus of work in international business
and management. The great advances in the theory of the international firm were

made by scholars such as Penrose, Hymer, Vernon, Burenstam Linder, and
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the implications of an evolutionary theory of the firm through her participation in
the debate on Darwinian models of selection proposed by Friedman [1953] as the
methodological Angel of Michael. Hymer [1960/1976] commented directly on
the accidents of history in initializing an evolutionary process that led to country
patterns in competition. Burenstam Linder [1961] wrote at length of international
trade as “an extension across national frontiers of a country’s web of economic
activity”; firms replicate in foreign markets what they know from home. The
product life cycle of trade and investment, proposed by Vernon [1966], also
rested squarely on the cognitive limitations of managers biased by their home
markets and unable to see immediately the fruit of foreign markets. Aharoni
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The kind of inductive theorizing based on keen empirical observations of MNC
practices and operations has over time been pushed to the background by trans-
action cost related theories in international business. Our aim is to restore the
balance by offering the development of a theory of the firm based on a tradi-
tional, empirically grounded stream of literature in international business. Instead
of market failure and transaction costs determining the international expansion of
firms, we favor explanations grounded in firms’ skills, capabilities and their
nature. The notion of the firm as a reservoir of social knowledge that structures
cooperative action lies at the foundation of our thinking regarding an evolu-
tionary theory of the MNC.

There is another tradition and a line of research that we feel is critical to the field,
namely, business history. Since Chandler’s work has been the fodder for many
perspectives, it is instructive to note his own reflections on the theoretical
importance of his histories. In relating the empirical regularities of his research
contribution to different economic theories of the firm, Chandler [1992] notes the
importance of “organizational capabilities” based in the collective physical
facilities and human skills as organized within the firm. The learning of such
capabilities requires processes of trial and error, feedback and evaluation, as well
as a process of guided learning and experimentation. According to Chandler, the
failure to develop capabilities of coordinating flows has been central to the dis-
integration of centrally planned economies.

The historical development of the organizational structures of multinational firms
is also interesting. There are clear differences in the dynamic paths of multi-
national firms. A majority of U. S. multinationals chose the route through
“international divisions” to global line responsibility [Stopford and Wells 1972].
European firms over time typically went directly from the functional “mother-
daughter” structure to global divisionalized structures [Franko 1976). When
combined, the results from the Stopford and Wells and Franko studies indicate
how certain characteristics of the MNCs at a specific point in time have had long-
term influences on the evolution of organizational structures. The behavior of
individual firms might not reflect a strict dependence on the “initial conditions”
imposed by the environment, in this case the stimulus of increasingly inter-
national competition. Individual conditions matter as triggering points for
change, but the influence of firm history and the networks of which firms are part
must never be forgotten.

The marriage of organizational capabilities and history is easily performed within
the auspices of an evolutionary theory. Nelson and Winter’s [1982] concepts of
skills and routines as organizational underpinnings to the dynamics of
Schumpeterian competition lead to a notion of strategy as much more than the
selection of product markets and technologies of production. Above all, it is the
creation and maintenance of superior organizational routines that reproduce and
develop the strategy and the organization over time. In the struggle to improve
and innovate, firms grope towards better methods with only partial understanding
of their own capabilities and of technological opportunities.

The history of Ford’s expansion to Europe is not explained well by a superior
ability in defining the boundaries of the firm. It is a history of a firm that garnered
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a better heuristic for manufacturing than its competitors and brought this heuristic
to foreign countries, especially but not exclusively to England [Wilkins and Hill
1964]. Ford’s heuristic did not simply appear in the head of an entrepreneur.

Mass production was an unrecognized template to which the experiments of
manv firme and_individuale ~rantribnted aver a lano neriod of time [Honnghell
- k]

—

for replication across many industries. The boundaries of the firm able to exploit
this heuristic expanded due to Stiglerian reasoning: suppliers lagged behind in
their mastery of the new concepts. That Ford failed to follow through on the rest
of Stigler’s observations — that is, that a firm should disintegrate as suppliers
learn — has proven to be a lesson that evolved in response to competitive pres-
sures from firms schooled in a different logic.

In international competition, much of the “destruction” part of Schumpeterian
creative destruction reflects the impact of foreign innovation in the organization
of work. The impact of British factory-made textiles on the Belgian industry in
the 1800s, of Ford cars on French producers in the early 1900s, and Japanese
electronics and auto exports on American competitors were cataclysmic in their
dimensions. These innovations reflected knowledge that had a spatial dimen-
sion: borders of a country, or region, define gradations in the friction by which
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insure but choose instead to self-insure. Markets for insurance are notorious for
moral hazard problems, as well as for product differentiation. The decision to self-
insure is not necessarily a statement that the market for insurance failed, but it
may imply that asymmetric information and incentives raise the costs of issuing
insurance, to the detriment of both suppliers and buyers. Still, there is a fairly
healthy market for commercial insurance, as there is in the sale and licensing of
technology.

But insurance companies are more than just instruments by which risk is pooled.
Their relative efficiencies reflect differential capabilities in “back-office” opera-
tions: the writing, pricing and processing of policies, and in the investment of the
considerable cash flow earned from policy premiums. The dilemma of a Lloyds
is the design of a system that preserves the organizational capital of the firm by
transferring the risk to individual names. But Lloyds is not paid for bearing risk;
it is paid for the organizational capabilities to identify and price appropriate
opportunities.
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transfer costs are indeed influencing the choice of transfer mode. However, deci-
sions made by the management of a multinational corporation are also concerned
with exploiting a new technology in the most effective way. In a world of
Schumpeterian competition firms compete on the speed of replication of new
technologies, often in foreign markets. An important limiting factor on profits
and growth is the speed at which imitation of the technology by competitors oc-
[lr LY R0 Al g i g € e 2 U L - e
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tion depends on the stock of previous experience. But there is another side to this
depiction than the costs of absorption, as described in the technology transfer lit-
erature. Because technology transfer is a flow, the experience of making the
transfer is not simply an expenditure, but may also be in the nature of asset cre-
ation. By doing a transfer, a firm lowers the costs of future transfers. By entering
one country, the firm acquires the experience to lower the costs of subse-
quent entries. Technology cost need not be static, but may represent the forward-
looking quality of experimentation and exploration in new markets.

At the risk of some dissemblage of argument, it is probably wise to make a few
comments on some of the points made ad seriatim. In stating that the term public
good has a contradictory usage, we hardly endorsed a characterization of tech-
nology as non-excludable and non-rival. There exists a burgeoning literature on
the economics of ideas, and the importance of complementarities in the produc-
tion and usage of such ideas. The notion of tacitness in the communication
between producers and users is certainly an important element in understanding
spatial location, and firm boundaries, to their joint coordination.

One criticism points to the gap between empirical results and the theoretical
claims. A more parsimonious objection might be that the hypotheses are not
robust to a wide range of phenomena that might be said to describe the efficiency
of a firm. The tests focus on the transfer of technology, as opposed to the overall
efficiency of the firm. As described in our 1995 paper, tests were performed on
the time to transfer, which is arguably more directly related to costs. It should
also be noted that the innovations analyzed in our paper were major events in the
success of the firms, and their international transfer had important consequences
for extending market penetration more rapidly than imitation would take place.
But if the point is that the absence of direct observations on costs is missing and
would be desirable, there is little argument. Nor should there be argument that the
direct measure of the dimensions of tacitness is novel. It is quite thrilling to find
that constructs such as codifiability, built from questionnaire items scored by
experienced engineers, yield a statistical explanation of the time to transfer, or the
choice of mode by which technology is transferred. We think this stands as an
important empirical insight into the relationship between social knowledge and
firm boundaries.
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CONCLUSIONS
We have sought to make a few points in our response:

1. A comparison to a market is a useful abstraction for understanding trade. In a
production economy, the economics of transformation tend to dominate the
economies of exchange.

2. The economics of transformation differs among firms due to the heterogeneity
of processes by which knowledge is accumulated, and by which human inter-
action is communicated and coordinated.

3. Market failure is an empirical description of tested validity, but is not a
necessary component of an explanation of firm boundaries and growth.

4. The image of a “decision” to internalize an activity is an artificial characteriza-
tion of the determinants of what firms do. Firms tend to do what they have done
before, and this inertial stock of activity is related to the experiential process by
which social knowledge is accumulated.

5. The transfer of knowledge is facilitated by templates that serve as representa-
tions of the complementarities in the design of the channels of communication
and structure of coordination among cooperating individuals.

6. Since the communication of social knowledge is not easily purchasable or imi-
tated in bite (byte) sizes in the market, differences among firms may persist for
long periods of time.

7. The slowness by which knowledge is accumulated puts a premium on forward-
looking strategies that seek to invest in technologies and organizing heuristics
that are developmentally rich and that correspond to future market opportunities.

An issue left unaddressed in our comments, and by our two commentators, is
why knowledge is influenced by the boundaries of the firm. Here lies the central
issue in understanding community and knowledge. We leave it as a question for
another forum.

NOTES
1. Love [1995] and McFetridge [1995].
2. Kogut and Zander [1992].

3. The empirical basis for this perspective is explored elsewhere: Kogut [1991], Zander {1991], and
Kim and Kogut [1994].

4. Zander and Kogut [1995].
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