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Introduction
Consider a state-owned enterprise that is privatised, or a private firm that is nationalised. Do we expect the same strategic decisions to be made in each firm before and after the changes in ownership? Alternatively, consider two firms with identical resources, capabilities etc. – one has widely-dispersed share ownership, whilst the other is family-owned. Do we expect the same strategic decisions to be made in each firm?
Most people would give a negative response to both questions because they understand that strategic decision-making within firms is a complex process involving various stakeholders who may have different objectives, differential access to information, different time horizons, and different attitudes towards risk. In short, strategic decisions are not made by firms per se but rather through the interaction of these various stakeholder constituencies taking into account the perceived opportunities, resources and capabilities available[footnoteRef:1] to the firm. Such considerations apply to all strategic decisions, including the decision to expand overseas through foreign direct investment (FDI) and become a multinational enterprise (MNE). Yet the ‘traditional’ theories[footnoteRef:2] of why MNEs exist all assume, either explicitly or implicitly, that MNEs arise as efficient institutions for organising cross-border transactions, and pay no regard to the above complexities of FDI strategy formulation. The result is that these traditional theories of the MNE provide reasonable explanations of firm behaviour in those advanced economies where share ownership is dispersed, the markets for corporate control are active, and the shareholders are widely-dispersed. But many authors have questioned the applicability of these traditional theories to MNEs from emerging economies, and indeed there is a thriving literature espousing the need for alternative theories and explanations for emerging economy multinational enterprises (EMNEs)[footnoteRef:3]. In our opinion, there is no need for separate theories which apply only to EMNEs. Rather we would argue that the existing theories need to be extended to embrace considerations of corporate governance. In many emerging economies (and indeed in many advanced economies which do not entertain the Anglo-American system of corporate governance), share ownership is often concentrated, markets for corporate control are often thin or inactive, and risk-neutrality may not be assumed. Or, in other words, the incorporation of corporate governance considerations into existing MNE theories will permit their (better) applicability both to MNEs from advanced economies and to EMNEs. [1:  Internally or externally]  [2:  We use the term ‘traditional’ to differentiate the long-standing theories of the MNE from the more recent theories which has been inspired by the growth of EMNEs.]  [3:  As for Japan in the 1980s.] 

The paper is structured as follows. We first compare and contrast the key elements of five traditional theories of the multinational enterprise, viz: market power theory; internalization theory; the transaction cost theory; evolutionary theory; and the eclectic paradigm[footnoteRef:4]. Next we consider some of the main contributions to the literature on EMNEs, highlighting various stylised features of EMNEs and summarizing the attempts in the extant literature to embrace these distinctive features either by extending the traditional theories or by developing new theories. We note that EMNEs do indeed pose a challenge to the traditional theories, and put forward our own suggestions for extending those theories. First, we emphasise that the characteristics of the knowledge-based assets transferred in asset-exploiting FDI are quite different from those transferred in asset-augmenting FDI, and that this has important implications for the relative efficiencies of FDI and alternative institutional arrangements for effecting the transfers. Second, we discuss the meaning of efficiency in the context of strategic decision-making, and emphasise that it is necessary to consider the different objectives, attitudes to risk, and decision-making time horizons of the various stakeholders involved. We thus suggest that MNE theory should be extended to take account of the ownership structures of firms (especially in those countries where corporate ownership and/or control is exercised by powerful family, State or institutional shareholders) and the various mechanisms (e.g. the Board of Directors, the market for corporate control, product market competition) that influence corporate governance. Our approach is theoretical, but we conclude with a set of potentially testable propositions. [4:  We have omitted consideration of several other theories, notably Vernon’s (1966, 1974) product cycle hypothesis and Kojima & Ozawa’s macroeconomic theory (Kojima, 1982; Kojima & Ozawa, 1984).] 



The Traditional Theories of the Multinational Enterprise
In this section, we outline the main elements of five important theories of the MNE, viz: market power theory, internalization theory; transaction cost theory; evolutionary theory; and the eclectic paradigm. We highlight the key insights of each theory, compare and contrast their differences, and emphasise two common limitations – that, in each theory, the firm is conceptualized as a decision-making entity whose cross-border scope is determined by efficiency considerations, and no consideration is given to the governance of the firm. Such a conceptualization may have applicability in firms where the managers may be assumed to pursue short-term profit-maximising or cost-minimising objectives, and where the shareholders are widely dispersed. But in many economies, particularly emerging economies but also many advanced economies, concentrated share ownership and other forms of corporate ownership are the norm, shareholders may have different objectives, and a perfect alignment between the objectives of managers and shareholders should not be assumed. In such cases, it is unrealistic to theorise that the most efficient outcome is the one that will necessarily prevail. In short, we would argue that the theory of the MNE needs to embrace considerations of corporate governance.

Market Power Theory
Market power theory (Hymer, 1960, 1968, 1970; Kindleberger, 1969; Caves, 1971) sought to explain the industrial composition of FDI, and why firms own or control productive facilities in foreign countries[footnoteRef:5]. Hymer (1960) highlights the fact that many industries are not perfectly competitive, but are beset by structural market imperfections due inter alia to economies of scale, government interventions, product differentiation, and other imperfections in goods and factor markets. Firm in such industries thus enjoy varying degrees of market power, and Hymer asserts that such firms will seek to enhance their market power by direct investment overseas. He notes that MNEs have to bear additional costs (including the costs of communication and acquisition of information, the costs and risks of exchange rate fluctuations, and costs due to less favourable treatment by host country governments) relative to indigenous competitors. To prosper, MNEs must either have firm-specific advantages which they can exploit by FDI in foreign markets and thus enhance their market power, and/or acquire/collude so as to remove conflict with foreign competitors and increase market power. Hymer clearly believes that firms become MNEs to maximise the returns on their competitive advantages, but is ambivalent about the wider welfare effects. He notes (Hymer 1970: 443) that ‘direct foreign investment thus has a dual nature. It is an instrument which allows business firms to transfer capital, technology, and organizational skill from one country to another. It is also an instrument for restraining competition between firms of different nations. [It is important to note] that the general presumption of international trade economists in favor of free trade and free factor movements, on the grounds of allocative efficiency, does not apply to direct foreign investment because of the anticompetitive effect inherently associated with it.’ [5:  The prevailing orthodoxy pre-Hymer was that MNEs were simply arbitrageurs of capital. Capital was assumed to move from capital-abundant countries where rates of return were low to capital-scarce countries where rates of return were higher. However, this orthodoxy could not explain FDI flows between advanced countries, let alone two-way FDI flows within the same industry.] 


Internalization Theory 
	Internalization theory (McManus, 1972; Buckley & Casson, 1976, 1998a, 1998b; Rugman, 1981) addresses the issue of why firms expand overseas through FDI (and thus become MNEs) rather than relying on arm’s length contractual arrangements (e.g. licensing) to service the foreign market. Buckley & Casson (1976) highlight the fact that the production of most goods and services involve a range of interdependent activities, which are connected by flows of intermediate products. These intermediate products include not only semi-processed materials, but also various types of knowledge (R&D, marketing etc) and expertise embodied in human capital, patents and other intangible assets. They emphasise that the markets for these intermediate products typically suffer from various transactional market imperfections, particularly when the activities are located in different countries, including: the costs of searching for, and negotiating contracts with, potential partners; buyer uncertainty about the value and nature of inputs; the costs of broken contracts, and litigation; the need to protect product quality and reputation; the absence of futures markets; inability to engage in practices such as transfer pricing and cross-subsidisation, or to take advantage of government interventions, differential tax rates and exchange rate movements. These imperfections are particularly significant (Buckley & Casson, 1976: 39) in the markets for knowledge-based assets and capabilities (e.g. R&D)[footnoteRef:6] and, in such cases, there is an incentive to forego any form of contractual arrangement and instead bring the activities under common ownership within an MNE.  [6:  Buckley & Casson (1976: 40) also suggest that internalisation is likely to be advantageous in the markets for intermediate products in capital-intensive manufacturing processes, raw materials whose deposits are spatially concentrated, and perishable agricultural products.] 

	It should, however, be noted that there are also internal transaction costs associated with organising the activities within the MNE. These internal transaction costs include the costs of acquiring and transmitting information; the costs of communication about complementary actions or of providing for them to be combined; and the costs of incentive schemes to align the actions of the members of the firm with the objectives of the firm (Buckley & Strange, 2011). The chosen governance structure will depend upon a comparison of the market transaction costs and the internal transaction costs, and the MNE will emerge as the efficient outcome if the market transaction costs exceed the internal transaction costs.

The Transaction Cost Theory of the Multinational Enterprise
	The transaction cost (TC) theory of the MNE (Teece, 1977, 1986; Hennart, 1982, 2001) shares many similarities with internalization theory, including a common intellectual heritage in Coase (1937). But whereas internalization theory considers the relative efficiency of internal and external markets for intermediate products, transaction cost theory is more microanalytic and focuses on the transaction as the basic unit of analysis. Hennart (2001) emphasises that the price system and hierarchy are two alternative methods of organising transactions between agents. Drawing upon Williamson (1975), Hennart highlights the transaction (information, bargaining, and enforcement) costs involved in organising interactions between agents who are both boundedly rational and (at least some of whom) are opportunistic. Furthermore he stresses that these transaction costs vary according to whether the transaction is organised through the price system or through hierarchy. The price system will be an efficient method of organisation when all outputs can be accurately measured (so that they accurately convey the value of goods and services to all agents), and if there are enough buyers and sellers so that prices are exogenous (and thus opportunities for bargaining are eliminated). But if outputs are difficult to measure, and small numbers of buyers and sellers render prices endogenous, then the combination of bounded rationality and opportunism means that monitoring and enforcement costs will be high, and hierarchy will be the favoured method of organisation. The agents will be recruited on employment contracts (and thus become employees), and a centralized system of managerial directives will replace a decentralized price system. Agents will be rewarded based upon their behaviour (i.e. for obeying the directives), though there will also be limits to the efficiency of hierarchy because management has to be able to monitor effectively this behaviour.
	Hennart (2001) suggests that the conditions favouring cross-border hierarchical organization (i.e. the creation of an MNE) exist a fortiori when the agents wish to effect the transfer of knowledge between countries. The markets for knowledge suffer from information asymmetries which give rise to the various problems identified above, and hence transfer under common control within the MNE is the efficient solution because both the provider and the recipient of the knowledge then benefit from effective transfer. In short, ‘MNEs thrive when they are more efficient than markets and contracts in organizing inderdependencies between agents located in different countries’ (Hennart, 2001: 132).
Notwithstanding their differences in emphasis, both internalization theory and the transactions cost theory see the MNE as a response to market failure. Both approaches assert that firms internalize cross-border operations and thus become MNEs when they can thereby lower the costs of organizing and transacting business (Teece, 1986). Both approaches thus see cost minimisation through the efficient exchange of intermediate products as the primary objective of the firm, and pay little attention to the structure of the final product market. One point of difference is that no other behavioural assumptions are specified in internalization theory, whereas transaction cost theory justifies cost minimisation by reference to the bounded rationality and opportunism of agents.

The Evolutionary Theory of the Multinational Enterprise
	The evolutionary theory of the MNE (Kogut & Zander, 2003: 508) has its origins in the resource-based and knowledge-based views of the firm[footnoteRef:7]. Kogut & Zander (1993) maintain that firms are social communities, and repositories of tacit knowledge embedded in their employees and in firm routines. They emphasise that firms compete on the basis of their knowledge and information, and on their ability to develop new knowledge through experiential learning, and that the possession of such ownership advantages (superior capabilities) is the primary explanation for FDI (Kogut & Zander, 1993: 524). Furthermore, they stress that the cross-border transfer of knowledge is not costless, and the inherent difficulties and associated costs rise the more tacit is the knowledge. The cross-border transfer, recombination and exploitation of tacit knowledge can thus be accomplished most efficiently within the MNE. Kogut & Zander (1993: 625) thus take issue with the internalization and transaction costs explanations of the MNE, and assert that the ‘multinational corporation arises not out of the failure of markets for the buying and selling of knowledge, but out of its superior efficiency as an organizational vehicle by which to transfer this knowledge across borders.’ [7:  See also Kogut & Zander (1992).] 

Notwithstanding the Kogut & Zander critique of the market failure explanation for the existence of the MNE, it is not clear that the evolutionary theory differs significantly from internalization theory – other than a difference of emphasis. As Mahoney (2001: 655-6) points out, resource-based theory delineates the set of market imperfections that lead to sustainable rents, while internalisation theory hypothesises that the existence of those rents is sufficient to explain the existence of the MNE. Importantly, in the context of this paper, Kogut & Zander base their theory on the idea that MNEs are efficient mechanisms for the cross-border transmission and exploitation of knowledge.

The Eclectic Paradigm 
The eclectic paradigm (Dunning, 1977, 1980, 1988; 1995; 2000) embraces the key insights of internalisation/transaction cost theory, but also includes elements of trade theory and the resource-based view[footnoteRef:8]. It is an attempt to provide a unified framework to explain the choice between FDI, exports and licensing as alternative modes of internationalisation, and is couched in terms of ownership, location, and internalisation (OLI) advantages[footnoteRef:9]. Ownership advantages are specific to the individual firm, and provide the firm with a competitive advantage relative to its rivals and which enables it to offset the additional costs and risks (relative to indigenous rivals) of operating in foreign countries. Dunning & Lundan (2008: 101-2) identify three broad categories of ownership advantages: asset-based advantages (Oa) that arise from the privileged possession of or access to valuable intangible assets[footnoteRef:10]; transaction cost-minimising advantages (Ot) that arise from the common governance of complementary assets[footnoteRef:11]; and institutional assets (Oi) which refer to the range of formal and informal institutions that impact upon the value-added activities of the firm[footnoteRef:12]. Location advantages are specific to particular countries, and relate to why one country may be preferred to another as a production site: Dunning lists inter alia transport and communications costs; government interventions; controls on imports (including tariff barriers); tax rates, incentives, climate for investment, and political stability; infrastructure (commercial, legal, transportation); and psychic distance. Internalization advantages refer to the benefits from circumventing transactional market imperfections, and coordinating cross-border activities within the firm rather than relying on arm’s length contractual arrangements. FDI is assumed to occur (and hence the firm becomes multinational) when the firm possesses ownership advantages, production in a foreign location is preferable to home country production (hence FDI is preferred to exports), and there are significant internalization advantages (hence FDI is preferred to licensing). Dunning (2000a: 167) concedes that initially ‘the eclectic paradigm primarily addressed static and efficiency [emphasis added] related issues’, but claimed that his later extensions gave more attention to dynamic considerations. Furthermore Dunning & Lundan (2008: 108-9) point to the interdependence of the OLI variables, and assert that the efficacy of particular advantages depends upon their juxtaposition with the other components of the paradigm. [8:  Dunning refers in his early papers (Dunning, 1997, 2000) to an eclectic or systemic theory, but he later adopts the term eclectic paradigm (Dunning, 1988, 1995, 2000).]  [9:  For a similar analysis couched in terms of firm-specific advantages (FSAs) and country-specific advantages (CSAs), see Rugman (1981) and Rugman & Verbeke (1990).]  [10:  These asset-based advantages relate inter alia to superior product management, organisational and marketing systems, innovatory capacity, and accumulated experience in finance, marketing etc.]  [11:  These transaction cost-minimising advantages relate inter alia to advantages from being part of a larger organization (including the ability of the parent firm to coordinate productive inter-firm relationships), and to advantages that accrue from multinationality per se (including the ability to diversify risks).]  [12:  Dunning & Lundan (2008: 134) suggest that these institutional assets are likely to reflect the macro-institutional infrastructure of the country or countries in which the firms operate.] 


Comments on the Traditional Theories
	There are clear complementarities and similarities between the five traditional theories of the MNE outlined above. Two common features are particularly important in the context of this paper. The first feature is that the firm in each theory is conceptualized as a decision-making entity whose cross-border scope is determined by efficiency considerations. The second feature is that no consideration is given to the ownership of the firm. There are also two crucial points of difference.
	The first point of difference concerns the role of (firm-specific) ownership advantages in each theory. Such advantages are central to the market power theory, the evolutionary theory and the eclectic paradigm, as they provide the underlying asset-exploiting rationale for why the firms are contemplating the establishment of production in foreign countries. In contrast, the possession of ownership advantages is not considered a prerequisite for becoming an MNE in internalisation theory and the transaction cost theory. Internalisation advantages alone can theoretically provide a sufficient basis for an MNE to supersede less efficient market transactions. But this observation provides little guidance as to which party will take the initiative in internalising the transactions, or to whether the MNE will emerge to exploit firm-specific advantages overseas or to access such advantages in foreign countries. We will argue below that the distinction between asset-exploiting FDI and asset-augmenting FDI is crucial to any general theory of the MNE.
	The second point of difference relates to the central question addressed by each of the theories or, to put it slightly differently, what are the alternatives to production overseas by the MNE? The market power theory contrasts overseas production by the MNE (or by a licensee) with production by a local firm, which is replaced in whole or in part by the presence of the MNE/licensee (Cantwell, 2000: 19). The eclectic paradigm considers the choice between exports, licensing and FDI as alternative modes for servicing the overseas market. Critics of the eclectic paradigm point to the extensive lists of OLI advantages, and claim that the paradigm is simply a classificatory framework but with little power as an explanatory or predictive theory. Dunning (2000b: 126-7, 135) acknowledges the danger of providing a ‘shopping list of variables’, but asserts that the paradigm can offer a series of operationally testable hypotheses when set within a clearly-specified context of country, industry and firm-specific variables. In contrast, both internalisation theory and the transaction cost theory provide parsimonious explanations of why MNEs arise rather than overseas production being effected through a licensing arrangement. Our discussion below will follow in this tradition and consider the advantages and disadvantages of FDI (and hence the MNE) in comparison to the possible alternatives.


MNEs from Emerging Economies and the Need for New Theory
	There is an extensive and growing literature on the activities of MNEs from emerging economies (EMNEs), and various authors (see, for example, Child & Rodrigues, 2005; Mathews, 2006; Guillén & García-Canal, 2009; Gammeltoft et al, 2010) have identified a number of stylized facts about EMNEs that set them apart from their counterparts from more advanced economies – and which pose a challenge to the extant theories. First, many EMNEs are “latecomers” that do not appear to possess significant ownership advantages based upon traditional firm-specific assets such as technology, brands, management and marketing expertise. Rather their competitive advantages in global product markets depend upon locational advantages (e.g. lower production costs) associated with their home economies – advantages which are not mobile internationally. Second, much of the FDI undertaken by EMNEs into advanced economies involves the acquisition of host country firms (and their assets), rather than the exploitation of prior ownership advantages. Third, the institutional environments in the home countries of many EMNEs are weaker than those in more advanced economies, with many markets (e.g. capital, skilled labour, management, corporate control) failing because of institutional voids (Khanna & Palepu, 1997; Hoskisson et al, 2000). One result is that firms are often highly integrated, and corporate ownership is often highly concentrated and characterised by the presence of business groups. Fourth, the governments in many emerging economies are very active in business (through ownership, regulation, and through the granting/withholding of preferential treatment), hence EMNEs need to be attuned to government objectives and preferences. Fifth, many EMNEs exhibit a significant reliance on social, ethnic and cultural networks to facilitate their international activities, both to take advantage of missing capabilities and to reduce transaction costs.
	These stylised facts cannot be easily accommodated within the traditional theories of the MNE. As Chen and Chen (1998: 446) point out ‘weak firms have no place in the field of FDI. FDI is envisaged as an expedition into unfamiliar and treacherous territory, where only the strongest predators survive’. In particular, the fact that EMNEs apparently lack transferable ownership advantages is at odds with the assumptions of the market power theory, the evolutionary theory, and the eclectic paradigm. Both internalisation theory and the transaction cost theory downplay the importance of ownership advantages, but both suffer from the fact that they cannot predict who will take the initiative in internalising the cross-border transfer of assets. Why do EMNEs internalise the cross-border transfer assets of firms located in advanced economies, instead of those firms in the advanced economies internalising the cross-border transfer of assets located in emerging economies?
	Two different strands of literature have emerged in response to this conundrum[footnoteRef:13]. The first strand has attempted to amend the traditional theories, primarily by identifying and conceptualizing additional ownership advantages possessed by EMNEs. For instance, various authors (e.g. Cuervo- Cazurra & Genc, 2009; Ramamurti, 2009; Guillén & García-Canal, 2009) have suggested that EMNEs possess distinctive ownership advantages that are typically different from those observed in MNEs from developed economies. Thus EMNEs have been credited inter alia with superior abilities to function in challenging business environments, better awareness and understanding of customer needs (particularly in other emerging markets), and the capabilities to develop and provide goods and services at very low costs. Dunning (1995) insisted that EMNEs could be explained by the eclectic paradigm, and that they must possess some initial ownership advantages if they were successfully to pursue a strategy of asset-augmenting FDI. And Hennart (2012) argued that EMNEs typically have preferential access to “complementary local resources” (including land, labour, natural resources, infrastructure, distribution assets) that are not always available on competitive markets in their home economies. This preferential access enables the EMNEs to enjoy market power at home, which in turn provides them with the profits necessary to acquire foreign assets through FDI and/or obtain those assets from foreign MNEs in exchange for access to the local resources. [13:  Hennart (2012: 170) identifies a third strand, exemplified by Rugman (2009) who suggests that EMNEs are effectively anomalies whose international activities are not sustainable in the longer-term because they do not possess ownership advantages, and that the extant theory needs do amendment. The enduring survival and success of many EMNEs suggests that this viewpoint is rather myopic, and that the extant theory does require extension.] 

	The second strand of literature has asserted that new theories need to be developed to explain the activities of EMNEs. For instance, Mathews (2006) focused on EMNEs from the Asia-Pacific (which he termed dragon multinationals), and asserted that the internationalisation strategies of such “latecomer” firms exposed the limitations of existing IB theories and frameworks. He stressed that these EMNEs had not possessed significant ownership advantages, but noted the interlinked character of the contemporary global economy and stressed (Mathews, 2006: 9) that ‘latecomer firms see the world as full of resources to be tapped, provided the appropriate complementary strategies and organizational forms can be devised. Thus the challengers may wish to evaluate resources in terms of their imitability and transferability—whereas incumbents are said to view them in terms of the converse characteristics, namely their inimitability and non-transferability.’ He thus proposed his linkage, leverage, and learning (LLL) framework, and argues that EMNEs addressed their resource shortcomings by linking up with incumbents in more advanced economies, leveraging these linkages to acquire the required resources, and the repeating the process of facilitate organizational learning and accelerated international expansion. Mathews (2006: 23) concludes by claiming that the dragon multinationals ‘are not burdened with historical baggage in their organizational structures, strategies and mentalities that derive from a previous era’ but are ‘the early adapters to the new conditions of the global networked economy.’ In a similar vein, Luo & Tung (2007) highlight the competitive disadvantages of many EMNEs, and suggest that these latecomer EMNEs use internationalization as a “springboard” to acquire strategic assets (e.g. technology, brands, managerial expertise, distribution channels) overseas, whilst simultaneously reducing their vulnerability of market and institutional constraints at home. They emphasise the aggressive risk-taking strategies of these EMNEs, and also draw attention to the different decision-making and risk-taking behaviours of state-owned and privately-owned firms. Child & Rodrigues (2005) focus on Chinese MNEs, and also suggest that the extant IB theory is too wedded to the idea of prior competitive advantage as a necessary condition for internationalization. They contend that IB theory needs to be extended inter alia to embrace the latecomer perspective and the distinctive catch-up strategies of EMNEs, and to accommodate the roles of home country governments in promoting and/or facilitating outward FDI. Finally, Kedia et al (2012) claim that EMNEs have competitive advantages based not just upon privileged access to local resources in their home economies (see the above arguments by Hennart, 2012) but also as a result of their latecomer status (e.g. organizational flexibility, absence of legacy costs, perception by established MNEs as not posing a legitimate threat), in contrast to the traditional ownership advantages possessed by MNEs from advanced economies. They concur that EMNEs typically undertake FDI in the search for knowledge (notably technology, R&D, consumer and market expertise, management and operational expertise), but suggest that the propensity of individual EMNEs to engage in knowledge-seeking FDI depends upon their strategic orientations – and these orientations depend in turn upon their aspiration levels (global vs local), mindsets (internal vs external focus), and industry contexts (dynamic vs static).
It should be apparent from the discussion above that the traditional theories cannot satisfactorily explain the activities of EMNEs, and also that there are enough instances of successful EMNEs (Guillén & García-Canal, 2013) to suggest that they should not be dismissed as short-lived anomalies. However, we are not persuaded by the various attempts noted above (i.e. Cuervo-Cazurra & Genc, 2009; Ramamurti, 2009; Guillén & García-Canal, 2009; Kedia et al, 2012) to broaden the scope of ownership advantages to embrace common characteristics of EMNEs. How can EMNEs which lack crucial technology and expertise effectively compete in global markets with more established MNEs from developed countries, and at the same time innovate and upgrade their capabilities and surpass their competitors? We doubt whether any latecomer advantages are significant enough to offset the initial disadvantages. Furthermore we believe that the new theories (i.e. Child & Rodrigues, 2005; Mathews, 2006; Luo & Tung, 2007; Kedia et al, 2012) simply highlight some of stylised characteristics of EMNEs, but do not really provide convincing explanations for why these firms undertake FDI rather than adopting alternative strategies.
We would thus suggest the traditional theories of the MNE need to be extended in two, interdependent ways. The first is to acknowledge that FDI may either involve the transfer and use overseas of existing resources and capabilities (asset-exploiting FDI), or the upgrading of such resources and capabilities by the acquisition/creation overseas of new resources and capabilities (asset-augmenting FDI)[footnoteRef:14]. The characteristics of the knowledge transfers are quite different in each case, and this has important implications for the relative efficiencies of FDI for effecting the transfers. The second is to recognise that the corporate governance systems in many emerging (and indeed many advanced) economies are very different from the Anglo-American model which has underpinned much of the extant theorising on the MNE. This raises issues about the nature of efficiency in strategic decision-making and, in particular, how strategic decisions (such as the decision to undertake FDI) are made in firms where powerful block shareholders exert influence. These issues will be considered in the two sections below. [14:  This distinction mirrors the Kuemmerle (1999) classification of overseas R&D facilities as being either home-asset-exploiting or home-asset-augmenting. Asset-augmenting FDI is typically effected through acquisition as the requisite assets are likely to be firm-specific and proprietary, though it could be effected through greenfield investment if the requisite assets were publicly available in the host country.] 



Asset-exploiting and Asset-augmenting FDI
Dunning (2000) was perhaps the first to popularise the distinction between asset-exploiting and asset-augmenting FDI, though he readily acknowledges the pioneering contributions of Wesson (1993; 1995) and Makino (1998)[footnoteRef:15]. All FDI typically involves a substantial commitment of resources which may not yield positive returns for many years. The extended time periods, the one-off nature of most FDI projects, and the cross-border nature of the activities all result in high levels of uncertainty and risk[footnoteRef:16]. The required resources will typically include not only financial resources, but also entrepreneurial, managerial and knowledge assets, and thus involve different risk exposures (White & Fan, 2006).  [15:  See also UNCTAD (2006). Asset-augmenting FDI is also referred to as asset-seeking FDI.]  [16:  Lessard (2013: 196-7) notes that definitions of uncertainty and risk ‘vary by discipline as well as by perspective so that there are many, often contradictory, framings. Economists by and large use the definition introduced by Knight that uncertainty refers to situations where many outcomes are possible but specific probabilities are not assigned, while risk refers to situations where specific probabilities can be attached. Financial economists, by contrast, tend to lump together uncertainties and volatilities and define risk as the product of a distribution of state-specific outcomes and a position or exposure, as in value at risk (VAR). Supply chain specialists coming from an operations research tradition typically focus on product demand volatilities and specific events.’ Here we adopt simpler definitions, and use the term ‘uncertainty’ to refer to situations where there is more than one potential outcome, but there is no ‘risk’ unless something (money, livelihood etc) is at stake. All investments involve commercial risk, but FDI also involves additional political, exchange rate, and cross-cultural risks. These systematic risks potentially offset any gains from the reductions in firm-specific unsystematic risks associated with the diversification of revenue streams. The risk associated with a particular strategic decision will thus depend upon the degree of uncertainty about the potential outcomes, the level of resource commitment (and whether or not this is irreversible), and the capabilities and expertise of those charged with implementing the decision.] 

In considering organizational learning, March (1991) differentiated between explorative knowledge activities (as would be involved in asset-augmenting FDI by EMNEs) and exploitative knowledge activities (as would be involved in asset-exploiting FDI). He noted (March, 1991: 85) that the ‘essence of exploitation is the refinement and extension of existing competences, technologies, and paradigms. Its returns are positive, proximate, and predictable. The essence of exploration is experimentation with new alternatives. Its returns are uncertain, distant, and often negative. Thus, the distance in time and space between the locus of learning and the locus for the realization of returns is generally greater in the case of exploration than in the case of exploitation, as is the uncertainty. He further stated (March 1991: 73) that ‘compared to returns from exploitation, returns from exploration are systematically less certain, more remote in time, and organizationally more distant from the locus of action and adaption. What is good in the long run is not always good in the short run…. The certainty, speed, proximity, and clarity of feedback ties exploitation to its consequences more quickly and more precisely than is the case with exploration. The story is told in many forms. Basic research has less certain outcomes, longer time horizons, and more diffuse effects than does product development. The search for new ideas, markets, or relations has less certain outcomes, longer time horizons, and more diffuse effects than does further development of existing ones.’
In the context of the exploitative knowledge activities inherent in asset-exploiting FDI, the essential theoretical issue relates to the conditions under which FDI would be preferred to licensing the knowledge to a foreign licensee. The home country firm is the owner of the knowledge, and thus presumably has a reasonably good idea of its commercial value of its exploitation in foreign markets. The unknown considerations relate to the various transactional market imperfections noted above in our discussion of internalisation theory, and these are likely to be most severe for knowledge-based assets and capabilities. In March’s terminology, the likely returns from the alternative options are likely to be positive, relatively predictable, and proximate – both in time and in terms of organization. Hence in comparison to the licensing alternative, asset-exploiting FDI (and hence multinationality) involves:
· Greater investment in the short-term, and some delay (certainly in the case of greenfield FDI) before returns are generated.
· A less stable income stream.
· A greater resource commitment and more uncertain cash flows, and hence higher risk (exacerbated by greater political, foreign exchange, cross-cultural etc risks).
· Higher expected returns over the longer-term.
In short, asset-exploitation FDI involves a higher resource commitment in the short-term (and higher risk exposure) than licensing, but leads to higher expected returns in the long-term.
	What are the alternatives to asset-augmenting FDI? It is possible, but perhaps unlikely, that a foreign licensor could be found, especially for the types of knowledge-based assets and tacit capabilities (e.g. sophisticated technology, management and marketing expertise, well-known brand names) that are typically sought, and there might be additional issues (particularly in emerging economies) related to the firm’s absorptive capacity (Cohen & Levinthal, 1996). But there is another alternative, namely the in-house development of these assets and capabilities. However, as March notes, the returns would be more diffuse, spread over longer time horizons, involve greater uncertainty and risk, and may well be negative. In comparison to this in-house alternative, asset-augmenting FDI (and hence multinationality) is likely to be a quicker vehicle for obtaining new resources and capabilities, and also have greater potential for longer-term upgrading and capacity building:
· Greater investment in the short-term, but less delay before returns are generated (assuming the FDI is effected through acquisition).
· A more stable income stream, as the acquired assets will be part of a going concern.
· A greater resource commitment but more certain cash flows, and hence lower risk (notwithstanding the greater political, foreign exchange, cross-cultural etc risks).
· Higher expected returns over the longer-term, especially if the FDI stimulates benefits through organizational learning.
In short, asset-augmenting FDI involves a higher resource commitment but more stable revenue flows in the short-term (and hence lower risk exposure) than in-house development, and has higher expected returns in the long-term.


Corporate Governance and FDI Decisions
Corporate governance refers to the set of institutional and market mechanisms that determine how firms are directed and controlled, how rights and responsibilities are divided among different stakeholders (including inter alia the shareholders, the managers, and the Board of Directors), and how corporate objectives are set and monitored. In their seminal work, Berle & Means (1932) highlighted the separation of ownership and control in many firms, with the shareholders (the owners of the residual cash flows) typically delegating decision-making powers to a small group of professional, expert and committed managers. They also noted the prevalence in the United States, in the early part of the 20th Century, of widely-held firms in which share ownership was typically dispersed among large numbers of small shareholders, and in which effective control was thus exercised by the managers.
This pattern of share ownership endures to a significant extent to this day in the United States, the United Kingdom and other countries with the Anglo-American model of corporate governance (Luo, 2007). Share ownership is generally widely-dispersed, with low levels of State and family shareholdings though some significant institutional shareholdings. The rights of all shareholders, including minority shareholders are effectively protected by law. Firm managers are monitored by Boards, and incentivised through their remuneration schemes, to act in the interest of managers. And an active market for corporate control imposes discipline on all participants. The result is that shareholder wealth maximisation may be assumed to be the paramount objective of firms in these countries, even if there are associated concerns about the impact on strategic decision-making of too much emphasis on short-term measures of financial success (Jensen & Ruback, 1983; Barton, 2011; Kay, 2012; Barton & Wiseman, 2014).
Now all the traditional theories of the MNE[footnoteRef:17] have been developed with reference to the activities of MNEs headquartered in the United States and/or the United Kingdom, and their applicability to MNEs from other countries has only really been called into question since the arrival of EMNEs. It is thus understandable that these theorists have effectively ignored issues related to corporate governance, implicitly assumed that all shareholders have a purely financial interest in their investments, and effectively conceptualised the firm as a risk-neutral decision-making entity motivated by short-term efficiency considerations. Strategy formulation is thus independent of the ownership structure of the firm, and managers are assumed to have a purely passive role merely reacting to environmental conditions. [17:  The main exception is perhaps the macroeconomic theory of Kojima (1982) and Kojima & Ozawa (1984) which sought to differentiate Japanese FDI from American FDI.] 

However, La Porta et al (1999) surveyed the ownership structures of a sample of the largest firms in twenty seven wealthy countries, and found that relatively few firms were widely-held. They reported (La Porta et al, 1999: 491-492) that thirty percent of their sample of firms were family-controlled, eighteen percent were State-controlled, and five percent were controlled by financial institutions, but that the shares in only one-third of firms were widely-held[footnoteRef:18]. They also reported (La Porta et al, 1999: 496) that widely-held firms were significantly less common in countries with poor shareholder protection – a common feature in many emerging economies. Other authors (see, for example, Claessens et al, 2000; Barca & Becht, 2001; Faccio & Lang, 2002; Globerman et al, 2011) have since undertaken similar analyses of firms in different parts of the world, and confirm that significant State, family, and financial institution share ownerships are the norm in most countries in the 21st Century.  [18:  There were considerable variations between countries with all 20 sample firms in the UK and 16 (out of 20) in the US classified as widely-held, but few if any widely-held firms in other countries. La Porta et al (1999) did not include firms that were entirely State-owned (and hence did not trade publicly) in their sample, otherwise the magnitude of State ownership would have been even higher.] 

Our contention is thus that that a consideration of ownership structure (and other corporate governance factors) should be an essential feature of any general theory of the multinational enterprise, particularly given the distinction between asset-exploiting and asset-augmenting FDI highlighted in the previous section, and not just for EMNEs but also for MNEs from advanced economies. We outline below the elements of such a general theory, beginning with a discussion of the meaning of efficiency in a decision-making context. We then examine the objectives, time horizons and attitudes towards risk of different types of shareholders, outline the (potentially divergent) interests of managers, consider the role of the Board of Directors, and finally consider how the market for corporate control and product market competition might impact firm strategic decision-making.

On Efficiency
We have argued above that all the main theories (implicitly or explicitly) assume that MNEs emerge as efficient responses to their competitive environments. But as Shubik (1978: 121) emphasises, ‘efficiency has a multiplicity of meanings and interpretations to different individuals.’ He points out that there are various issues involved in understanding efficiency in a decision-making context including:
· Are one or more groups or individuals involved? If there are more than one, are their objectives identical or do they differ?
· Do the various groups and individuals understand enough of the alternatives available so that they are able to formulate reasonable objectives?
· If the various groups and individuals are going to delegate the decision-making either implicitly or explicitly to others, do they trust the honesty and competence of the decision-makers?
Now firms consist of many groups of stakeholders (including the shareholders, the management, and Board of Directors). Furthermore, in MNEs by definition, some individuals within these groups will be located in different countries. Thus it is necessary to consider inter alia the following factors in order to understand strategic decision-making in firms[footnoteRef:19]: [19:  We assume that firms are more interested in economic efficiency that simply productive efficiency.] 

· The varying objectives, capabilities and resource commitments of the different stakeholders.
· The appropriate time period, particularly when considering whether the FDI is asset-exploiting or asset-augmenting. Are the different groups more interested in efficiency in the short-term or the long-term?
· All firm, and especially MNE, operations involve various uncertainties so the strategies of the different stakeholders will also reflect their attitudes towards risk. Shubik (1978: 124) notes that one of most important considerations that enters into risk behaviour is whether the individual(s) making the decisions are risking their own money or their livelihood.
Shubik (1978: 122) thus concludes that “the idealization of efficient economic decision-making by a single individual is a far cry from reality”, and calls for an understanding of how overall corporate objectives are perceived, set and evaluated.
 
The Shareholders
We noted above that significant State, family, and financial institution share ownerships are the norm in many countries. Now such significant shareholders are unlikely to settle for a purely financial interest in their investments, and may be assumed to try and influence corporate strategy (including FDI strategy). There is a significant empirical literature confirming the effects of ownership structure (see, for example, Lien et al, 2005; Bhaumik et al, 2010; Wang et al, 2012; Cui & Jiang, 2012; Hu & Cui, 2014) on various FDI strategies[footnoteRef:20]. However, most of these studies focus on single emerging economies, and none consider FDI against its alternatives – which is the principal focus of this paper. [20:  Plus a larger literature looking at the impact of ownership structure on international diversification (see, for example, Majocchi & Strange, 2012). International diversification may be effected inter alia through exports, licensing, franchising, as well as through FDI.] 

State shareholders are an important constituency, not just in most emerging economies but also in many developed economies (Pedersen & Thomsen, 1997; La Porta et al; 1999; Claessens & Fan, 2002; Globerman et al, 2011). Pargendler (2012: 2973) notes that ‘despite several waves of privatization, state ownership remains pervasive around the globe. Corporations that are government controlled and publicly traded account for a sizable (and growing) fraction of the market capitalization in numerous jurisdictions, particularly in emerging markets.’ State ownership may be exercised at different levels of government, which will typically have different objectives and hence will try to influence firms in different ways (Wang et al, 2012). State behaviour may be ‘responsive’ to public pressures in some countries, notably in democratic advanced countries where civil society is strong and governments are vulnerable to the political process and to the electoral cycle. But in many emerging and developing countries, State behaviour is more ‘autonomous’ of societal pressures, and key decisions may be taken by a small technocratic elite (Van de Walle, 2001)[footnoteRef:21]. In ‘responsive’ countries, State shareholders will typically have objectives other that value-maximisation, and these may militate against the expansion of overseas operations: these objectives may include the preservation of domestic employment (Vernon, 1979) or the channelling of benefits to those who can provide political support (Shleifer & Vishny, 1994; Shleifer, 1998). Asset-exploiting FDI involves expenditure (which has be to financed though taxation) and the returns come in the long-term, whilst licensing will be preferred as it involves an inflow to government coffers from the outset. Meanwhile, domestic development of assets and capabilities will entail greater domestic employment in the short-term and higher political approval, and will thus be preferred to asset-augmenting FDI. In summary, we would expect that State-owned firms in ‘responsive’ countries, or firms where the State ownership is significant, are ceteris paribus likely to favour (a) licensing to asset-exploiting FDI, and (b) domestic in-house development activities to asset-augmenting FDI. In contrast, State shareholders in more ‘autonomous’ countries are more likely to have a longer-term perspective and to be less risk-averse. They may thus favour both asset-exploiting FDI and asset-augmenting FDI through the provision of financial and political support (Morck et al, 2008; Luo & Rui, 2009). Indeed, Morck et al (2008) go as far as to suggest that the most active outward investors from China have had incentives to conduct ‘excessive’ FDI, whilst capital constraints have limited the opportunities of firms with better value-creating opportunities. Poncet et al (2010) also report that financial constraints in China vary by ownership. [21:  See Ring et al (2005), Mahmood & Rufin (2005), and Spencer et al (2005) for alternative taxonomies of government behaviour.] 

Family shareholders are a second important constituency, not just in emerging economies but in most countries outside the Anglo-American orbit. Wooldridge (2015: 4-5) cites data from the Boston Consulting Group which show that family firms account for over 50% of large firms in India and South-east Asia, about 45% in Brazil, about 40% in France and Germany, and 33% in the United States. Family shareholders may be reluctant to countenance both asset-exploiting and asset-augmenting FDI for several reasons. First, family-owned firms have different values and objectives than non-family firms (Gomez-Mejia et al, 2007; Anderson & Reeb, 2003; Zahra, 2003). Family firms are often reluctant to embrace change, preferring stability and direct control (Claver et al, 2009). The more centralised decision-making in family firms may stymie international diversification strategies (Fernandez & Nieto, 2006). Family firms may also be reluctant to invest overseas because international diversification typically involves higher debt levels which may mean a higher risk of loss of control. Higher levels of international diversification may require resources and expertise from external sources, and this too can dilute family control over firm strategy (Gomez-Mejia et al, 2010). Second, the assets of family shareholders are largely committed to the activities of the firm, whilst their equity holdings show limited liquidity. This means that family shareholders have a greater risk exposure than other shareholder constituencies, hence they will tend to eschew the increased firm-specific systematic risk associated with FDI (Fama & Jensen, 1985; Donckels & Fröhlich, 1991; Lim et al, 2010). Third, family-owned firms are often run as private businesses (Shleifer & Vishny, 1997; Thomsen & Pedersen, 2000), to the disadvantage of minority shareholders particularly when there is weak institutional protection of shareholder rights. Scarce resources may be diverted away from potentially valuable initiatives such as FDI (Westhead & Howorth, 2006). On the other hand, family firms often have longer decision-making time horizons than non-family firms because the current generation of owners typically feel an obligation to preserve wealth for the next generation (Casson 1999; Chrisman et al, 2005; Zellweger, 2007; Bruton et al, 2008; Eddleston et al. 2008). On balance, however, we would expect that family-owned firms, or firms where family ownership is significant, are ceteris paribus likely to favour (a) licensing to asset-exploiting FDI, and (b) asset-augmenting FDI to domestic in-house development activities.
Financial institutions are a third important shareholding constituency, particularly in more advanced economies[footnoteRef:22]. Equity participation by financial institutions may provide firms not only with additional financial resources but also with access to networks in overseas markets, and thus facilitate FDI directly (Allen & Phillips, 2000; George et al, 2005). Financial institutions will also typically have the expertise, independence, and motivation to monitor firm management, and ensure that they are pursuing strategies that maximise shareholder wealth maximisation (Johnson et al, 2010). Furthermore, institutional shareholders are likely to have well-diversified portfolios, and thus to be effectively risk-neutral and more willing to accept the increased firm-specific risk exposure associated with both asset-exploiting and asset-augmenting FDI. On the other hand, financial institutions will have relatively short-term time horizons, and may thus favour strategies that favour wealth maximisation in the shorter-term. On balance, however, we would expect that financial institution-owned firms, or firms where financial institution ownership is significant, are ceteris paribus likely to favour (a) asset-exploiting FDI to licensing, and (b) domestic in-house development activities to asset-augmenting FDI. [22:  A comprehensive analysis might well distinguish between foreign financial institutions and domestic financial institutions. In many emerging economies, the latter might well be closely linked to the family and State shareholders.] 

In many firms, State, family and institutional shareholders may co-exist with minority shareholders, and there may well be multiple and divergent influences on firm FDI strategy. Ownership structures may also be complicated inter alia by stock pyramids, cross-shareholdings and dual-class shares which lead to divergences between control rights and cash-flow rights, and which also give rise to potential principal-principal agency problems (Young et al, 2008). Firms may also be affiliated to business groups (Khanna & Yafeh, 2005; Cuervo-Cazurra, 2006; Yiu et al, 2007) which are commonplace in many parts of the world: seventy percent of listed companies in Asia are group-affiliated and are often family-controlled, whilst groups in advanced economies are often controlled by financial institutions (Claessens & Fan, 2002: 86). Group affiliation can facilitate FDI by allowing firms to tap into the group’s internal resources (managerial, financial, distribution channels etc), share costs and risks, provide cheaper and more ready access to external resources because of reputation benefits and/or privileged access (Chakrabarti et al, 2007), and also reduce transaction costs by providing networks of affiliated firms (Chen & Chen, 1998).

The Managers
	If share ownership is widely-held by many small shareholders, and the top management team (TMT) has effective control over strategic decision-making within the firm, then it is possible that the managers may pursue their own objectives notwithstanding the fact that they are supposed to be acting in the interest of the shareholders. This opportunistic behaviour is a manifestation of the well-known principal-agent problem (Jensen & Meckling, 1976; Eisenhardt, 1989). Many of the characteristics of FDI projects (e.g. the one-off nature of most projects, the extended time periods, and the cross-border nature of the activities) and the associated uncertainties tend to give rise to information asymmetries and exacerbate these potential agency problems (Filatotchev & Wright, 2011). Furthermore, agency problems worsen in countries where investor protection is weak (Denis & McConnell, 2003).
	Agency theory suggests several reasons why the managers might not always act in the interests of the shareholders (Hill & Snell, 1988; Kochhar & David, 1996). First, managers may pursue actions such as ‘empire building’ that create private benefits for themselves, even if they reduce shareholder value (Baumol, 1959; Marris, 1964). Second, managers may favour a ‘quiet life’, and not exert as much effort as shareholders might wish (Bertrand & Mullainathan, 2003). Third, and possibly of most significance in the current context, there is considerable evidence that managers are risk-averse often to the detriment of investment projects with uncertain outcomes. Amihud & Lev (1981) point out that managers’ incomes from their employment typically constitute a major portion of their total incomes. Their income is thus closely related to the performance of their firm, and that the firm’s failure to meet its performance targets may result in managers' losing their current employment and seriously hurting their future employment and earnings potential. Such employment risk cannot be effectively diversified by managers in their personal portfolios, hence risk-averse managers can therefore be expected to diversify this employment risk by promoting projects that stabilize the firm's income stream. They report (Amihud & Lev, 1981: 609-610) empirical evidence suggesting that the behaviour of managers in manager-controlled firms is systematically different from that of managers in owner-controlled firms, and show more intensive risk-reduction activities in manager-controlled firms than in owner-controlled firms. Prospect theory (Kahneman & Tversky, 1979; Bromiley, 2010) suggests that managerial risk aversion may be more pronounced when firms show better financial results. 	
There is a considerable literature devoted to the various ways in which managers can be encouraged to act in shareholders’ interests. In her useful summary, Denis (2001) highlights various corporate governance mechanisms which she classifies as either bonding, monitoring, or incentive alignment solutions, but stresses that these mechanisms can reduce – but never completely eliminate - the principal-agent problem. In particular, she emphasises that large block shareholders have the incentive and wherewithal to both monitor and influence managerial behaviour, and also highlights the role of the Board of Directors (see below).
	The above discussion suggests that manager-controlled firms, or firms where the managers enjoy considerable discretion[footnoteRef:23], are ceteris paribus likely to favour (a) licensing to asset-exploiting FDI (because the associated income streams are more stable), and (b) asset-augmenting FDI to in-house development activities (because the associated income streams are more stable, and also because they would preside over a bigger empire).  [23:  For instance, agency problems may be more serious in State-controlled firms than in private firms because it is often difficult to identify the residual risk-bearer (La Porta et al, 1999).] 


The Board of Directors
The Board of Directors is elected by the shareholders to oversee and provide strategic direction to the managers, and its primary responsibility is to protect the shareholders’ interests in the firm. An effective Board should, in principle, both provide an effective monitoring solution to the principal-agent problem, and also furnish the firm with additional resources and capabilities. Resource dependence theory (Pfeffer & Salancik, 1978) emphasises that Boards provide an important mechanism for accessing external resources, and thus allow firms to cope better with environmental uncertainties. Hillman & Dalziel (2003) suggest that these benefits emanate both from the directors’ human capital (e.g. skills, expertise, reputation, and knowledge) and from their relational capital (e.g. resources available through a network of relationships). The literature identifies Board size and Board independence as particularly relevant to effectiveness. Larger Boards supply more resources, but some authors suggest that small boards are more effective because they make quicker decisions and they are less susceptible to domination by the managers (Denis, 2001). Coles et al. (2008) suggest that the Board size effect depends upon firm characteristics, and that firms with greater needs for advice and monitoring actually benefit from operating with bigger boards. Furthermore, large Boards are negatively associated with corporate risk-taking (Nakano & Nguyen, 2012). As regards Board composition, independent (outside) directors are considered to be less subject to pressure, and therefore more likely to act in the shareholders’ interests, than inside directors.
	International activities increase both the need for specialist managerial knowledge and also the ambiguity surrounding managers’ actions (Lien et al, 2005), and this will be true a fortiori when explorative knowledge activities (March, 1991) are involved. From an information-processing perspective, these additional complexities impose new demands on managerial ability (Sanders & Carpenter, 1998) and may lead to strategic errors even when the
interests of managers and shareholders are aligned (Carpenter & Fredrickson, 2001). The Board’s service and support roles are particularly important when firms operate in the highly uncertain environments of emerging and developing economies (Peng, 2004).
	The above discussion suggests that firms with (effective) larger and more independent Boards are ceteris paribus likely to favour (a) asset-exploiting FDI to licensing (because the Board has the capabilities to deal with the additional complexities, and also to ensure that management do not pursue their own objectives), and (b) asset-augmenting FDI to in-house development activities (because a large and independent Board will be more motivated to maximise shareholder wealth, and because in-house development activities are more risky). However, the key word here is effective. In practice, the directors are often nominated by the firm’s management, and may be sympathetic to their interests (Denis, 2001). Furthermore, the directors need to have the abilities to undertake their duties, and the pool of candidates with suitable industry and overseas experience may be limited in some countries (Luo, 2007).

The Market for Corporate Control
	If the attention of significant shareholders and/or the Board of Directors does not constrain the discretion of managers to pursue their own objectives (or the managers are simply ineffective), then firm performance will suffer (Walsh & Seward, 1990; Dalton et al, 2007). If there is an active market for corporate control then managers may either be replaced or the firm itself may become a takeover target (in which case a new TMT and/or directors may well be installed). Notwithstanding the fact that control contests are often time-consuming and expensive, the threat of losing control does impose on managers the discipline not to stray too far from pursuing the shareholders’ objectives. This discipline may well be all the stronger in MNEs, especially those cross-listed on foreign equity markets, as there will be more potential buyers of the firm’s assets (Luo, 2007). But the markets for corporate control in many economies - developing, emerging and advanced – are often far from active due to pyramid share structures, cross-shareholdings, golden shares, voting agreements and the like, and particularly so in family-controlled and/or State-controlled firms. For instance, Villalonga & Amit (2006) provide evidence to suggest that many family firms are effectively insulated from the market for corporate control. There will then be more scope for the TMT to exercise discretion and pursue strategies that promote their own interests even if these are at odds with those of the shareholders. 

Product Market Competition
	It is a common presumption that product market competition has a disciplinary impact upon managers and reduces organizational slack (Schmidt, 1997; Giroud & Mueller, 2010). In the long-term, organizational slack cannot persist in competitive markets (Machlup, 1967), and managerial decisions should thus be close enough to those that should maximise the value of the firm (Jangannanthan & Srinivasan, 2000). As Shleifer & Vishny (1997: 739) note, ‘product market competition is probably the most powerful force toward economic efficiency in the world’, but they also point out that ‘product market competition may reduce the returns on capital and hence cut the amount that managers can possibly expropriate, but it does not prevent the managers from expropriating the competitive return after the [productive] capital is sunk.’ In other words, agency problems will not be eradicated by the existence of competition.
	Now the product markets in which most MNEs operate are typically characterised by imperfect competition, sustained by economies of scale, barriers to market entry, product differentiation etc. In industries where firms have a degree of market power, and/or where market institutions are weak, then corporate governance influences will become ever stronger. For instance, Wiseman and Gomez-Meija (1998) report that TMTs of firms in less competitive product markets become more risk-averse. Furthermore, many MNEs will often enjoy monopsonistic advantages in their input markets. So there is likely to be considerable scope for managerial discretion in most MNEs, especially given the information asymmetries inherent in multinational activities. 


Discussion and Conclusions
	Our objective in this paper is to make a contribution to the theory of the multinational enterprise and, in particular, to explain why firms undertake FDI rather than alternative strategies. We have argued that it is vital to distinguish between asset-exploiting FDI and asset-augmenting FDI, as the alternative strategies available to the firm differ in each case and hence the rationales for FDI must also differ. We would aver that the market power theory, the evolutionary theory, and the eclectic paradigm all provide insightful explanations of asset-exploiting FDI, but that attempts to extend them to accommodate asset-augmenting FDI have not been fruitful. Internalization theory and transaction cost theory provide explanations of which markets are likely to be internalised through both asset-exploiting FDI and asset-augmenting FDI, but have little to say about who will internalise what activities. We would also suggest that the new theories of EMNEs largely describe certain stylised characteristics of the EMNEs, but do not really provide theories with predictive power.
	We have further suggested that the traditional theories of the MNE all assume short-term efficiency as the prime objective of the firm – whether it is efficiency in building up market share (market power theory), efficiency in exploiting ownership advantages overseas (evolutionary theory, eclectic paradigm), or efficiency in organizing the cross-border transfer of intermediate goods and services (internalization theory, transaction cost theory). Efficiency is a beguiling concept because it seems incontrovertible that all firms would prefer a more efficient out come to a less efficient outcome. But efficiency in a decision-making context needs also to take account of the varying objectives and resources of the various stakeholders involved in making the decision, their attitudes towards risk, and their decision-making time horizons. The traditional theories of the MNE abstract away from such considerations, and implicitly assume that the firm is a risk-neutral decision-making entity with short-term objectives. This may be reasonable for firms with widely-dispersed shareholders and passive professional managers operating in countries with the Anglo-American system of corporate governance. But many firms operate under quite different systems of corporate governance, where concentrated shareholdings are commonplace, principal-agent and principal-principal problems are endemic, and markets for corporate control are weak or non-existent. Such systems are commonplace not just in most emerging and developing economies, but also in many advanced economies (e.g. Japan and Continental Europe). In such cases, the traditional theories fail to capture the full complexity of the internationalization decision as then typically abstract away from these key features of the corporate governance systems in which the firms operate. FDI typically involves a substantial commitment of resources and uncertain returns spread over an extended time period, and hence has a high level of risk.  Different groups of shareholders (State, family, institutions) are likely to have different objectives, different attitudes towards risk, and different decision-making time horizons. All shareholders may favour efficiency, but their notions of efficiency are likely to be quite different and this will thus affect their decisions about whether or not to undertake FDI. Short-term efficiency considerations may well play a role, but longer-term considerations may well be more important. The traditional theories of the MNE need to embrace this governance dimension – the eclectic paradigm, for instance, should involve consideration of the interplay between governance, ownership, location and internalization (GOLI) advantages!
	The ownership structure of the firm is one key dimension of corporate governance, but it will also be important to take account of the interests of the TMT who actually formulate and implement corporate strategy. The traditional theories of the MNE assign a purely passive role to the TMT, and implicitly assume that the managers react in an enlightened and dispassionate manner to market conditions[footnoteRef:24]. But agency theory suggests that managers may have their own objectives and, if they have effective control of the firm, may pursue them even if they are counter to the interests of the shareholders. The information asymmetries inherent in FDI decisions, together with their infrequent occurrence of such projects and the long gestation periods, all provide fertile ground for agency problems. There may also be multiple agency problems when there are multiple principals (Child & Rodrigues, 2003). Much of the extant corporate governance literature (e.g. Walsh & Seward, 1990; Denis, 2001) is devoted to finding mechanisms to mitigating these problems – one such mechanism is the Board of Directors which, in addition to monitoring the TMT may also fulfil a support role and provide the firm with additional resources and capabilities. [24:  This view accords with the model of human motivation and behaviour assumed in stewardship theory (Davis et al, 1997).] 

	In short, we would suggest that FDI is ceteris paribus likely to be preferred to licensing by firms wishing to exploit their existing assets when the firm (a) provides knowledge-intensive goods and/or services; (b) is owner-controlled rather than manager-controlled; (c) has low levels of family ownership; (d) has low levels of State ownership in ‘responsive’ countries, or high levels of State ownership in ‘autonomous’ countries; (e) has high levels of institutional ownership; (f) has a large, independent, and internationally-experienced Board of Directors; and (g) has shares that are actively traded. And that FDI is ceteris paribus likely to be preferred to in-house development efforts by firms wishing to augment their existing assets when the firm (a) provides knowledge-intensive goods and/or services; (b) is manager-controlled rather than owner-controlled; (c) has high levels of family ownership; (d) has low levels of State ownership in ‘responsive’ countries, or high levels of State ownership in ‘autonomous’ countries; (e) has low levels of institutional ownership; (f) has a large, independent, and internationally-experienced Board of Directors; and (g) has shares that are not actively traded. Such propositions are potentially testable, though it is not the objective of this paper. Any empirical work should use a multi-country sample of firms (to control for different systems of corporate governance), and also bear in mind endogeneity issues (Denis, 2001) and the fact that various corporate governance mechanisms may be more effective in combination and in particular institutional environments (Aguilera et al, 2008).
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