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International Fragmented Production: 

An Inter-disciplinary Conceptual and Policy Framework 

 

 

Abstract – International fragmented production – the de-verticalization and internationalization of 

firms – is a rich topic of research studied across many disciplines, including economics, sociology, 

geography and international business.  This has generated a variety of conceptual approaches, 

sometimes incongruous, and each with its own policy implications.  Yet, there has been no explicit 

attempt to integrate across all disciplinary literatures.  This paper constructs a conceptual framework 

that integrates prominent literatures and identifies three important analytic dimensions by which 

international fragmentation is differentiated: industrial sector organization, the scope of inter-firm 

relationships, and the formal boundaries of firms.  The three dimensions are of practical importance 

because they yield distinct policy implications, discussed in this paper from the perspective of 

developing countries.  

 

Keywords: globalization, production networks, outsourcing, public policy, multinational firms, 
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1. Introduction: “Muddles” over International Fragmented Production 

 

 In 2004, during a US presidential campaign replete with rhetorical flourishes over 

outsourced US jobs and “Benedict Arnold CEOs,” Bhagwati, Panagaria and 

Srinivasan (2004) sought to clear the analytic air in an article entitled “Muddles over 

Outsourcing,” stating that outsourcing is “properly defined as the offshore trade in 

arm’s-length services” (p.94). They go on to chastise the “many politicians, journalists 

and even some economists…[who] soon leap beyond purchases of offshore 

arm’s-length services to include, without analytical clarity, phenomena such as 

offshore purchases of manufactured components,…even direct foreign investment by 

firms…[and] imports of products for final consumption as well” (p.94,96).  

Ultimately, they conclude that “outsourcing is fundamentally just a trade phenomenon; 

that is, subject to the usual theoretical caveats and practical responses, outsourcing 

leads to gains from trade, and its effects on jobs and wages are not qualitatively 

different from those of conventional trade in goods” (p.94, emphasis added).  The 
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view that trade in intermediate goods and services is merely a deepening of 

international specialization and driven by relative factor endowments – “just trade” – 

is endorsed by other prominent economists (Blinder 2009, Mankiw and Swagel 2006, 

Markusen 2005). 

Is conventional trade theory sufficient?  Other scholars – economists and 

non-economists alike – reject this conceptualization.  For instance, Milberg and 

Winkler (2013) lament that the application of “an outmoded theory of comparative 

advantage” has driven “both the analysis and the policy debate of these crucial 

economic issues [to be] ‘outsourced’ to economic sociology, geography, political 

science, management and development studies (p.5,61); and Richard Baldwin (2013) 

chides these trade economists as “last-century thinkers like Jagdish Bhagwati” (Baldwin 

2013, p.42).   

However, the intellectual waters are far muddier.  For instance, some orthodox 

trade economists like Pol Antras and Elhanan Helpman also differentiate their theories 

of fragmentation from “just trade” conceptualizations, which they label 

“fragmentation in otherwise neoclassical models” (Antras and Rossi-Hansberg 2009).  

Instead, they promote an inter-firm, organizational approach to IFP in which firm 

power becomes central, using similar language and ideas as more sociological 

approaches.   

Such multiplicity has made the task of concise definition difficult.  This has 

been true of scholarly approaches, like Park, Nayyar and Low (2013) who in the only 

book-length, cross-disciplinary review declare that the rapid proliferation of 

terminology is “because a prevailing consensus on meanings has not emerged in the 

literature” (p.12).  And, it is equally true of policy-oriented work, like the National 

Academy of Public Administration’s (NAPA) report to the US Congress, in which 

they declare that “there is neither a clear, universally accepted definition of what 

constitutes off-shoring, nor agreement on a term of reference” (NAPA 2006, p.35).     

Several things are clear: the topic is of intense scholarly and policy interest across 

many disciplines; there is much disagreement over interpretation; and apart from 

well-known exceptions, there is little dialogue between some major bodies of 
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literature.  Nonetheless, they are all united by a common phenomenon: in order to 

specialize in their core competencies, firms increasingly have fragmented or 

de-verticalized their production processes and internationalized certain fragments in 

order to tap resources, skills, technologies and low-costs the world over.  In this 

article, the term international fragmented production (IFP) is use as an umbrella term, 

so that specialized terminology can be reserved for the appropriate sub-literatures.    

What underlies these differences of interpretation, and what practical policy 

implications can be drawn from them?  This paper does not purport to resolve these 

differences.  Rather, it aims to create an inter-disciplinary framework which 

identifies three important analytic dimensions by which conceptualizations of IFP are 

most frequently differentiated.  Specifically, these include divergent 

conceptualizations of industrial or sectoral organization, the scope of inter-firm 

relationships, and the formal or legal boundaries of the firm – all concepts that unite 

and distinguish scholarship to varying degrees.  For instance, in the Conceptual Tree 

below (Figure 1), Bhagwati’s “just trade” conceptualization is labeled “basic 

fragmentation.”  This is because it offers the most simplified version of the concept 

across these three analytic dimensions, which allows it to be confined to “just trade.”   

Conceptual differences have policy implications.  The second task of the paper 

is to delineate the different policy perspectives which derive from the three analytic 

dimensions of the Conceptual Tree.  This not only has direct policy relevance, but it 

also helps ground theories in practical application, thus clarifying what otherwise 

might appear to be needless conceptual abstractions.  To a significant degree, a 

scholar’s orientation and ultimately policy implications are significantly shaped by 

choices over these three analytic categories. 

Two important caveats are in order: first, an important focus of the paper is to 

compare a small sample of keystone scholarship which crosses over disciplines, 

especially by integrating the vast economics literature on the topic, in order to find 

areas of convergence and incommensurability with more sociological approaches.  

This means that many well-known debates, such as over multi-scalar territoriality and 

institutions, are given less attention in favor of excavating the broader, 
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inter-disciplinary disjunctures across more wide-ranging literatures.  Second, given 

space constraints and to focus discussion, the inter-disciplinary framework 

concentrates on differences in conceptualizations of IFP alone – the international 

industries, transnational firms and their inter-firm linkages.  After briefly introducing 

the Conceptual Tree, three sections sequentially take up the three conceptual building 

blocks – sectoral organization, inter-firm relationships and formal firm boundaries.  

Discussions of policy and institutions are then addressed in the final section of the 

paper.  

   

2. A Conceptual Tree of Fragmented Production 

 Since the 1990s, the fragmentation of global production garnered intense 

scholarly interest across disciplines.  There is some consensus over its importance, 

its fundamental causes and its challenges to empirical measurement.  For instance, 

there is near universal agreement that the transportation and ICT revolutions, coupled 

with trade and investment liberalization, made the de-verticalization and 

internationalization of firms both possible and profitable.  There is also agreement 

that the increasing shares of “intermediate” goods and services, which by some 

estimates now constitute two-thirds of global trade, is indicative of the extent of 

production fragmentation globally; and, this has led to the creation of new trade 

databases by major international organizations which measure trade in “value-added” 

terms, rather than gross quantities (see UNCTAD 2013,p. xxi,124). 

 Despite agreement on some basic facts, however, scholars offer divergent 

interpretations of IFP, with different policy prescriptions.  Much research remains 

discipline-bound.  For instance, most literature reviews and special issues focus on 

single sub-literatures, whether in economics (Helpman 2006, 2011, Antras and 

Rossi-Hansberg 2009), international business (Special Issue Journal of Management 

Studies 2010), or geography (Henderson et al 2002, Special Issue Journal of 

Economic Geography 2008).  Reviews that do cross disciplinary boundaries largely 

summarize each field individually, offering little in the way of conceptual integration 

(Park, Nayyar and Low 2013), or are highly critical of an opposing discipline 
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(Milberg and Winkler 2013).  This yields multiple and often incongruous lens 

through which to view the phenomenon. 

The Conceptual Tree below (Figure 1) offers a framework to integrate across 

different literatures and organize them through three analytic dimensions.  The 

framework does not purport to resolve differences in interpretation. Rather, it seeks to 

identify the critical areas of differentiation in conceptual approaches, which is later 

used to highlight their policy implications.      

The three analytic categories are reflected in the three branches of the tree, 

including differences regarding industry or sectoral organization, the scope of 

inter-firm relations and the formal or legal boundaries of firms.  Briefly, scholars 

differ over sectoral organization, which considers whether industries are categorically 

different constructs or merely vary by degrees along a certain dimension, such as 

factor intensities.  Inter-firm relationships concerns the scope and governance of 

firms by which the production of a final product is shared across independent firms.  

Finally, the formal boundaries of firms concern the issue of internalization, sometimes 

over-simplified as the ‘make or buy’ decision, which confronts individual firms.  In 

combination, the three branches create eight broad categories, each with its own 

representative literatures and policy implications.  
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 This three-dimensional framework differs from a widely used alternative 

framework, what is referred to as the two-by-two “locational-organizational” 

framework (see Figure 2, below), which combines the location of value-added 

activities (domestic or foreign) with the boundaries of the firm (in-house or 

outsourced).  As discussed below, the main difference is that the 

locational-organizational framework is only useful from the dyadic decision-making 

perspective of a single firm.  The advantage of the Conceptual Tree is that it 

considers dimensions external to firms, including sectoral-level factors, as well as the 

broader networks of production beyond a single firm’s dyadic linkages with its 

partners – both critical issues in IFP, but missing from the locational-organizational 

framework.  

  

3. Sectoral Organization 

 Perhaps the most consequential division across literatures with important policy 

implications is the conceptual status of “sectors” or industries (synonymous in this 

paper).  For scholars on the right-half of the tree, categorical differences in sectoral 

organization serve as the major driver of analysis.  For them, sectoral modes of 

organization are based upon differing underlying principles, creating divergent 

industrial dynamics.  This approach markedly diverges from sectoral analysis based 

upon factor intensities, such as labor-, capital-, or knowledge-intensiveness, which 

differentiates sectors by matters of degree and is the most common alternative 

conceptualization, represented on the left-half of the tree.
1
     

 Sectoral scholarship based on categorical differences is frequently misinterpreted.  

It is neither sufficient that the research generically declares that “sectors matter,” nor a 

belief that “sectors differ” across some continuum (such as factor intensities), nor that 

comparative sectoral analysis is central to the empirical investigation. Rather, there 

must exist an explicit theoretical framework which classifies sectors into categorically 

different groupings according to a particular sectoral logic. This means that different 

sectors possess a degree of “incommensurability,” such that each category of sectors 

operates in fundamentally different ways.   
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Its theoretical importance is that it implicitly undermines the idea of the economy 

as primarily governed by a single, universal set of underlying principles, because 

sectors constitute fundamental disjunctures in the economy.  Furthermore, in terms 

of policy priorities (discussed below), an emphasis on sectoral differences 

recommends a form of “neo-industrial policy” – a type of industrial policy which both 

actively promotes trade and investment liberalization, while also sculpting 

“fine-grained” state policies to fragmented production.     

 The status of sectors is very different for scholars on the left-half of the tree. For 

most research, sectors differ by matters of degree and thus are rankable according to a 

particular dimension, most commonly the homogeneity of their factor intensities.  Of 

course, a substantial amount of economic trade theory is built around comparisons of 

sectoral factor intensities, at least since Heckscher-Ohlin’s insights regarding factor 

endowments and trade.  Although sectors are often the crux of empirical 

investigations, the differences in factor intensities do not categorically vary, as a high 

labor-intensive industry is also by definition a low capital-intensive industry. In this 

scenario, analysis is more unified because it lacks fundamental ruptures by sector, 

meaning that policies are devised in which all sectors are equally susceptible to 

manipulation of an economy’s underlying principles.   

 Although factor endowment analysis still dominates in international economics, 

recent scholarship has begun to take seriously the implications of sectoral 

organization for standard trade theory, offering one clear area of inter-disciplinary 

convergence across the otherwise opposing sectoral traditions.  For instance, 

Baldwin and Venables (2013) argue for a fundamental differentiation between “spider” 

and “snake” industries: spider industries (like automobiles or electronics) are 

engineered such that the sequencing of the production process converges upon a 

centralized final assembler with distinct sub-systems supplied as inputs.  These are 

categorically different from snake industries (like garments or chemicals), in which 

each stage of production must be done in sequence, one after another.  In 

combination with agglomeration effects, these sectoral differences serve as the 

primary drivers of their model, by which the authors explore the effects on standard 
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factor endowment-driven trade analysis.  They find that spider and snake 

organizational differences create distinct dynamics in which changes in the location of 

production and trade patterns are discontinuous over time, can change extremely 

rapidly and can violate predictions of comparative advantage at certain levels of trade 

and ‘unbundling’ costs.  Thus Baldwin and Venables and others (Costinot, Vogel and 

Wang 2013, Levine 2012) challenge “basic fragmentation” scholarship which, like 

Bhagwati, largely conceptualizes IFP as fundamentally just trade, by assuming away 

complications of production processes.   

 Sectoral organization also differentiates the sub-literatures on global production 

networks (GPNs) of the Manchester school of geography, from the global value 

chains (GVCs) and global commodity chains (GCC) literatures.  These three 

literatures are generally thought of as close relatives given their extensive scholarly 

conversation.  GPN has been highly critical of GCC and GVC for its “weakly 

developed and undertheorized” geography, and it “hijacking” of institutional analysis 

by governance analysis (Hess and Yeung 2006,p.1196).  While territory and 

institutions indeed are important differences, in terms of IFP – that is the firms and 

industries themselves undergoing fragmentation – it is their conceptualizations of 

sectoral organization which most differentiate them.  GCC and GVC literatures share 

a sectoral orientation and methodology, which GPN self-consciously rejects.    

At first glance, the GCC approach (Gereffi and Korzeniewicz 1994) may appear 

to apply factor intensities in classifying sectors, in that producer-driven chains are 

“most characteristic of capital- and technology-intensive industries” and buyer-driven 

chains have “become common in labor-intensive, consumer goods industries.” 

(Gereffi 1994, p.97).  Despite this superficial association, GCC analysis focuses on 

the behavior of lead firms located in “the more concentrated segments of an industry 

characterized by high barriers to entry,” which for producer-driven chains is in 

manufacturing, and for buyer-driven chains is in retail and design (Gereffi 1994, 

p.104). Thus, the concentrated market power of lead firms and their erection of 

linkage-specific entry barriers really drive the sectoral analysis – not factor intensities 

– though the critical question of why industries become one or the other was never 



  Mark P. Dallas – International Fragmented Production 

10 
 

explored (Ponte and Sturgeon 2014,p.202).     

 Similarly, the GVC framework, crystalized in Gereffi, Humphrey and Sturgeon 

(2005), creates five distinct categories of inter-firm governance, including pure 

“markets and hierarchies,” along with three intermediary categories – modular, 

captive and relational governance. The five governance modes derive from different 

combinations of three fundamental variables which shape the balance of power 

between transacting firms. These include complexity, codifiability and capabilities: 

the degree of complexity of transactions, the degree of codifiability of transactional 

complexity, and the level of capabilities of supplier firms.  

GVC scholars seem partially to distance themselves from sectoral analysis, by 

carefully noting that their framework is “not static or strictly associated with 

particular industries;” however, their empirical work illustrates that the five inter-firm 

governance mechanisms do neatly map onto particular industrial sectors (Gereffi, 

Humphrey and Sturgeon 2005, Section 4). They reject associating governance forms 

with sectors because they seek “to explain and predict” change in sectoral 

organization (Sturgeon 2009,p.123).  However, at particular moments in time of 

sectoral development, critical linkages in sectors take on categorically distinct 

governance modes.  

 With hundreds of single industry case studies now populating the GVC website 

(www.globalvaluechains.org) all purporting to fall under a common rubric, there is a 

risk that they will overwhelm theoretical integration, and result in incoherence.  Thus, 

it is worth reiterating that truly sectoral research goes beyond the empirical study of a 

sector.  Rather, it uncovers underlying sectoral principles (like snakes and spider, or 

modular and captive), which create fundamental disjunctures in the economy.  As 

such, the GVC literature (along with GCC) would do well to utilize more careful 

methodologies to conduct explicitly comparative sectoral studies, like Talbot (2002), 

to further uncover underlying sectoral principles.  The literatures would also do well 

to identify the macro-socioeconomic outcomes of their sectoral analysis.  For 

instance, while we can now measure national value-added in international trade, we 

still have no way of empirically identifying trade transactions or estimating the share 

http://www.globalvaluechains.org/
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of trade (or its effects) conducted through modular, relational or captive, as opposed 

to pure market channels.  If this can be estimated, more conventional economists 

would readily take notice.   

Despite long-standing dialogue with GCC and GVC literatures, the GPN 

framework has a very different approach to industrial sectors.  GPN analysis is a 

complex, multi-dimensional approach to understanding the intersection of global 

production and development.  It seeks to be truly holistic by incorporating multiple 

conceptual categories, including “value generation/capture,” “power” (corporate, 

collective and institutional) and “embeddedness” (territorial and network), which are 

then made concrete through several empirical dimensions (firms, sectors, networks 

and institutions).  Unlike GCC and GVC research, however, GPN analysis 

intentionally gives no special status to sectors, stating that “we must avoid privileging 

specific organizational loci of analysis,” – though at the same time they admit that 

firms operating in the same sector “have some degree of similarity.” (Dicken, et al. 

2001, p.91; Henderson, et al. 2002, p.454).  This delicate balancing act is well 

illustrated by Peter Dicken’s Global Shift (2011, 6
th

 ed.) which is predominantly 

organized along industrial sector lines, though he neither formulates an explicit 

sectoral theory, nor assumes that factor intensities explain sectoral differences.   

Although territoriality and institutions have dominated the debate between GPNs 

and GVC/GCC, in terms of analysis of firm-level and industry-level dynamics, it is 

the privileging of sectoral analysis by GVC/GCC and more importantly, GVC’s 

ambitions to “predict” and “anticipate” sectoral change (Ponte and Sturgeon 

2014,p.203) that most starkly separate the literatures.  GPN’s methodological 

approach has been criticized by some in that “it still remains largely a framework of 

analysis with which to orient one’s considerations, and lacks a clear methodology or 

tools for generating prescriptive results” (Park, Nayyar and Park 2013,p.89). However, 

its holism and theoretical pluralism is both its distinctive feature, and is a fully 

self-conscious choice, as it “attempts to encompass all relevant sets of actors and 

relationships,” so as to avoid “constrain[ing] one’s worldview…[and] explanatory 

power.” (Coe, Dicken and Hess, 2008, p. 272,291).  Thus, divergent methodological 
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choices and tastes focused upon sectoral analysis differentiate the literatures – 

something underemphasized in their ongoing dialogue.  

In sum, sectoral organization constitutes a major point of differentiation between 

literatures, which readily cross over disciplinary boundaries.  As discussed below, it 

also influences policy prescriptions: scholarship which reduces sectors to factor 

endowments is apt to recommend broad, economy-wide policies, while sectoral 

scholarship encourages a form of “fine-grained” neo-industrial policy, quite distinct 

from import substitution industrialization (ISI) or East Asia-style export-oriented 

industrialization (EOI).   

 

4. The Scope of Inter-Firm Relations: Dyadic versus Network 

 The “locational-organizational” framework (Figure 2) is the most widely used 

conceptual framework for IFP, combining the location of value-added activities 

(domestic or foreign) and the boundaries of the firm (in-house or outsourced).   For 

instance, an “assembler” (A) appears to have only four choices for organizing 

intermediate goods and service inputs: home-country vertical integration (quadrant 1), 

domestic outsourcing (2), foreign direct investment (FDI) (3) or foreign outsourcing 

(4).  This offers a neat and straightforward way of conceptualizing IFP – on the one 

hand, combining quadrants 1 and 3 defines the legal or ownership boundaries of the 

firm, while quadrants 3 and 4 define the universe of possible offshoring options.  Its 

virtue is its simplicity and incorporation of topics central both to economics and 

geography (location) and to organization and business theory (boundary of firm), 

giving the impression of comprehensiveness and inter-disciplinary fusion.   
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However, despite its widespread use, it is an over-simplification, which 

artificially delimits IFP only to dyadic inter-firm relationships.  IFP is broader than 

just dyadic ties, something long recognized by research on the extended networks of 

firms (Cowling and Sugden 1987, Ghoshal and Bartlett 1990).  As discussed below, 

it is critical to separate out issues regarding the scope of inter-firm relationships as 

“dyadic” or “network” perspectives (our second tree branch), from the formal 

boundaries of firms as “in-house” or “arm’s length” (our third), though in some 

literatures discussed below, dyadic and firm boundary perspectives can be collapsed 

into one another.   

 Dyadic perspectives have several general attributes.  They adopt a 

transaction-level view in which the decision-making of a firm largely consists of 

discrete decisions, usually with a more short-term time horizon, and tend to adopt an 

efficiency or cost-minimizing approach to firm behavior, rather than emphasizing 

strategy and power.  Its great virtue is substantially to simplify the analysis, and 

allow for better empirical predictions (Helpman 2011) – again a methodological 

choice.   

 By contrast, a network perspective is extensive in terms of its scope and 

understands firm decisions as highly interdependent and longer term, meaning that a 

firm arranges one particular dyadic relationship dependent upon how it affects the 

broader network through which a final product is made.  Furthermore, a network 

approach is more likely to emphasize the strategic considerations and power of lead 

firms, engaged in longer term profit maximization.  A major tension between the two 

approaches is an unresolved trade-off between the greater descriptive realism but 

analytic complexity of network approaches, compared to the predictive, if simplifying, 

power of dyadic perspectives.  Again, however, there are interesting areas of 

cross-disciplinary overlap.    

 This distinction matters because the former focuses on inter-firm transactional 

issues in which policy recommendations often center around bolstering firm or labor 

bargaining power through institutions of collective action among domestic actors, as 

well as strengthening competition policy to prevent inter-firm collusion.  By contrast, 
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a network perspective considers firms and countries occupying multiple locations in 

the production process, which recommends complex multi-country and regional 

policy agreements.     

 

4.1 Dyadic Inter-firm Relationships 

Neither dyadic nor network approaches obey disciplinary boundaries, with 

economists, sociologists, geographers and international business scholars scattered 

along both branches of the tree, indicating substantial, untapped overlap across 

disciplines.  For instance, it may appear that trade economists like Antras or 

Helpman share little in common with GVC scholars, who rarely reference each 

other’s work.  In fact, they share much in common: a dyadic approach to 

fragmentation, similar ambitions to link firm-level analysis with cross-national 

outcomes, and foundations in micro-economic theory. 

On the one hand, economists populate the categories of both “basic fragmentation” 

and “transactional-basic fragmentation.” The basic fragmentation ( or “just trade”) 

literature constitutes the largest sub-category among economists because it hues 

closest to standard trade theory (see Arndt and Kierzkowski 2000, Grossman and 

Rossi-Hansberg 2008).  As such, while it has much to say about the international 

organization of production and generates new aggregate predictions regarding trade 

and its effects between countries in a world of fragmentation, it eschews firm-level 

theories.  Thus, it might more accurately be labeled a “bilateral” (rather than a 

firm-level dyadic) theory of fragmentation.   

 This lacuna has prompted prominent trade economists to consider the 

micro-economic problem of “incomplete contracts” in international outsourcing 

(Antras 2005, Antras and Helpman 2004,2008).  Although incomplete contracting is 

widely studied, its application to IFP is novel and important because “studying these 

organizational decisions also provides valuable insights for the aggregate workings of 

the world economy” (Antras and Rossi-Hansberg 2009,p.44).   

 A similar ambition lies behind the GVC literature, introduced earlier.  It too rests 

upon micro-economic foundations of transaction-cost theory, in which analysis 
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focuses on dyadic inter-firm relationships – or what one author calls a “modest theory 

of linkages” (Sturgeon 2009,p.123).  Likewise, it also seeks to link 

micro-foundations with macro analysis, arguing that inter-firm governance “affects 

not only the fortunes of firms and the structure of industries, but also how and why 

countries advance – or fail to advance – in the global economy” (Gereffi, Humphrey 

and Sturgeon 2005,p.79).     

Despite these shared foundations, transactional-basic fragmentation and GVC 

literatures diverge in terms of the degree to which external factors beyond dyadic 

linkages are incorporated into their analyses – “expansive” in GVC, and “restricted” 

in transactional-basic fragmentation.  For instance, transaction-basic scholarship 

focuses on the sunk costs inherent in relationship-specific investments, and the 

implications of incomplete contracting and inter-firm opportunism, which lead to 

suboptimal investments (discussed in detail below).  In order to arrive at their results, 

they must disallow any “outside option” for utilization of sunk-cost investments, thus 

severely restricting the “game” to dyadic inter-firm bargaining, which is why 

inter-firm opportunism and suboptimal investments constitute the focus of analysis.  

Precisely because the inter-firm “game” is so restricted, transactional-basic’s dyadic 

analysis collapses itself into literatures on the formal boundary of the firm (our third 

dimension), and thus is more appropriately discussed in that section.   

GVC similarly considers dyadic transaction-cost theory, and firm internalization 

(or “hierarchy”).  However, despite its professed focus on “linkages,” it is more 

liberal in allowing for external influences beyond the dyadic relationship.   For 

instance, two of their three critical independent variables that determine which of the 

five inter-firm governance modes will be adopted – specifically, transactional 

complexity and codifiability – are factors often (though not always) external to the 

transacting firms, in that they are built-in features of the broader industry and the 

current state of production technology, rather than derived from the dyadic 

relationships themselves.  Because of this difference and despite their 

transaction-cost foundations, the GVC literature is less concerned about contractual 

opportunism with suppliers (the core of transactional-basic analysis), and more 
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concerned with firms successfully harnessing the beneficial capabilities of their 

suppliers in order to compete against their rivals.  In sum, dyadic approaches across 

disciplines share much in common and are based on similar micro-foundations, but 

they arrive at different outcomes depending on how the underlying foundational 

theory is applied – another area of unrealized overlap across disciplines. 

 

4.2 Network Inter-firm Relationships 

 Some criticize the reductionism of dyadic governance, and instead promote 

network analyses (Bair 2005, Special Issue Environment and Planning A, 2006).   

Over the past decades, firms increasingly have pursued flexible, network 

organizational forms, sometimes with much inter-firm cooperation.  As such, the 

network boundaries of firms have become fuzzy, leading to conceptualizations of 

firms as “modular,” “boundaryless,” “virtual,” and “federated” organizational forms 

(see Hatonen and Eriksson 2009). 

 Network analyses of IFP generally differ from dyadic studies in that they focus 

on the capacity of lead firms to act in more strategic ways by deriving benefit from 

the overall network, not from stand-alone, dyadic transactions.  By considering the 

entire production process, lead firms can strategically position themselves at the most 

advantageous fragments of the value chain, from which they can define the roles of 

other firms or even the broader industrial arena, and hence gain the greatest advantage 

over their rivals.  In many dyadic approaches, supplier opportunism, transaction 

costs and the loss of intellectual property or other strategic resources constitute the 

conundrum for firms in outsourcing, and represent the core conceptual puzzle of 

analysis.  However, from a network perspective, all of these “problems” may very 

well be tolerable, even strategically encouraged, so long as a firm’s overall 

competitiveness is enhanced.  Furthermore, government policy can be enormously 

helpful in aiding lead firms to achieve optimum value chain positioning, including 

through establishing industry-wide industrial standards and carefully crafting regional 

trade agreements, discussed below.   

The distinction and predicted empirical outcomes between dyadic and network 
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approaches often can hinge on subtle differences in conceptualization of inter-firm 

relations.  To illustrate this, I return to Baldwin and Venables’ (2013) “snake and 

spider” conceptualization, in which I show that their predictions are contingent upon 

dyadic versus network perspectives.  Although they consider the broader production 

processes (spiders and snakes), they limit their analysis to only the first-tier of 

supplier-assembler linkages in spiders, and only the sequential link immediately up- 

or downstream along a snake, which similar to the locational-organizational 

framework are dyadic considerations. Likewise, theirs is a cost minimization 

approach which leaves little room for firm strategy to transform the particular spider 

or snake structures of their industry, which are “givens” in their analysis.  The 

importance of a broader network perspective is only briefly hinted at the end of their 

article when they urge that “further work needs to extend this to understand 

technologies that combine snakes and spiders” (Baldwin and Venables 2013,p.253, 

emphasis added). 

 Indeed, combining spiders and snakes – firm networks –influences their model.  

Let us consider two commonly-studied types of spider industries – electronics and 

automobile manufacturing – which might be labeled “modular” spiders and “integral” 

spiders, respectively.  In terms of their sequencing of production and sectoral 

organization, modular and integral spiders are morphologically identical – both 

spiders.   

However, when considered from a network lens, analysis shifts to firm strategy.  

For instance, it is well known that starting in the 1990s and in order to compete with 

their Japanese rivals, US electronics manufacturers standardized the interfaces by 

which different components of a final product interconnected, allowing for extensive 

international fragmentation (Borrus, Ernst and Haggard 2000). This allowed 

production to be “modularized,” which has many advantages for rapid product and 

process innovation (Sturgeon 2002).  This modular structure means that some 

branches of electronics manufacturing might be thought of as networked 

“spiders-within-spiders” in which the “legs” of the final product spider are themselves 

second-tier modular spiders in their own right.   
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The automobile industry can equally be thought of in “spiders-within-spiders” 

fashion, in which distinct sub-systems (interior, engine, drivetrain, electronics) have 

the potential to be modularized. However, as research has shown, lead firms like Ford, 

Toyota or VW, have resisted modularization, which means that product innovation 

must be continually and intimately co-developed between assemblers and first-tier 

suppliers, maintaining the latter’s dependency (Sturgeon, Biesebroeck and Gereffi 

2008, Frigant and Lung 2002).  Thus, the integral nature of automobiles is largely a 

strategic function of firms in organizing their network of suppliers, and an outcome of 

assembler power within a global oligopoly.   

Given their dyadic-efficient assumptions, Baldwin and Venables place much 

weight on the engineering of the production process.  However, from a network 

perspective, explanatory weight shifts to difficult-to-observe, qualitative differences 

in firm strategy.  Furthermore, the distinction between networked integral and 

modular spiders can alter Baldwin and Venables’ conclusions. Specifically, given the 

looser coupling of modular spiders, the international location of the assembler is 

much less important than for integral spiders, given that sub-systems do not need to 

be agglomerated close to the assembler.  As such, public policy that aims to enhance 

industrial agglomeration would do well to target key players in integral spider 

industries, more so than modular spider industries.  Thus, dyadic and network 

interpretations diverge, even using identical spider morphologies. 

Scholars have long appreciated that the stand-alone firm and its immediate 

affiliates are an insufficient lens for understanding the complexities of contemporary 

organization. However, one limitation is their relative lack of predictive power 

compared to dyadic approaches.  Many IFP literatures, including global production 

networks (Henderson et al. 2002, Ernst and Kim 2002), international production 

networks (Borrus, Ernst and Haggard 2000) and GCCs, are largely descriptive, and 

generally urge scholarship in a network direction.  To date, however, there is no solid 

predictive theory to encompass a fully network-strategic perspective. Descriptions of 

international networks are a good start, but a predictive theory of macro 

socio-economic outcomes (apart from firm-level outcomes) from a network-strategic 
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perspective remains elusive – partly explaining the gap in literature on the most 

right-hand panel of the tree (Figure 1). Ultimately, the greater realism of 

network-strategic approaches compared to dyadic-efficiency ones is counter-balanced 

by the predictive, if simplifying, power of dyadic-efficient approaches.  Research 

would do well to bolster the predictive power of network approaches, perhaps through 

more systematic application of formal social network analysis methodologies. 

 

5. Formal Boundaries of the Firm: Internalization and Externalization 

The determinants and consequences of the formal or ownership boundaries of 

firms (the “make or buy” decision) is a massive and well-known literature, with major 

sub-literatures concerning multinational enterprise (MNEs) and trade.  Furthermore, 

according to the locational-organizational framework (Figure 2), the issue of formal 

firm boundaries should constitute no less than half of the phenomenon of IFP.  Thus, 

the question of internalization has been central to IFP.   

However, this paper has criticized the locational-organizational framework as 

artificially delimited to a firm’s dyadic relationships, and argues for conceptually 

separating dyadic approaches from internalization theories, which are tempting to 

collapse together.  Thus, it is important to consider whether there is justification for 

scholars to place internalization at the center of analysis, and we do this for both 

trade- and FDI-oriented literatures below.    

For instance, we saw that some prominent trade economists (transactional-basic) 

collapse together literatures on dyadic inter-firm linkages with internalization theory 

by excluding external factors from the dyadic inter-firm “game.”  This literature 

arose as a reaction to the predominance of “just trade” fragmentation in economics 

which ignores firm organization.  Thus, transactional-basic helps merge basic  

fragmentation with the many firm-centric, sociological literatures.    

There are two major branches of internalization theories as they apply to 

international trade and fragmentation.  Both concern the fundamental problem of 

incomplete contracts: “relationship-specific” investments entail sunk costs which 

open the door to ex-post opportunism in contracting, and leads to suboptimal ex-ante 
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investments for both parties (the “hold-up” problem).  One well-known branch 

derives from transaction-cost theory (Williamson 1975,1985) and has been applied to 

central issues in international economics (Ethier 1986,McLaren 2000,Grossman and 

Helpman 2002).   

 However, a long-standing critique of transaction-cost economics is its assumption 

that vertical integration is largely immune from incomplete contracts and opportunism, 

and serves as a safe-haven default for market failures.  A property rights approach 

(Grossman and Hart 1986) and its application to international economics argue that 

problems with incomplete contracts and opportunism continue even when a firm is 

vertically integrated and that relationship-specific investments are often required on 

both sides. These two modifications create a more realistic and complex bargaining 

scenario since integration is no longer a simple default solution, and there is a double 

hold-up problem.  The crux of the dyadic bargain is that relationship-specific 

transactions require lead or headquarter firms either to bear the added costs and lower 

productivity of internalization, or to incentivize the suppliers with a larger share of the 

pie to tap their specialized capabilities, to encourage their innovation and to minimize 

their shirking, which ideally increases the size of the pie for both parties (Antras and 

Helpman 2004,2008, Antras, forthcoming). Difficulties in contracting and 

enforcement often inhibit this optimal outcome – problems where public policy can 

intervene, as discussed next.  Scholarship generally predicts that headquarter firms 

will internalize when its relationship-specific investments are more critical to the final 

product, and outsource when the supplier firm’s investments are critical (Antras and 

Helpman 2004,2008). Also, under certain assumptions, improvements in 

contractibility can encourage more FDI over outsourcing, a result directly contrary to 

transaction-cost approaches (Antras and Helpman 2008). 

     Internalization in IFP is also central to the vast literature on MNEs and FDI, 

such as Dunning’s long-standing OLI paradigm (Dunning & Lundan 2008), in which 

“internalization” (I) must have some advantage over contracting in explaining FDI.  

However, the increasing complexity of multi-tiered and networked fragmented 

production poses theoretical challenges to OLI, which was originally developed 
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decades ago when FDI was the primary way by which firms internationalized 

production.  As such, many international business scholars are searching to update 

the paradigm.  For instance, a special issue of the Journal of Management Studies 

questions the relevance of the OLI paradigm and MNE internalization theory, because 

the theories offer  

“a rather static focus on protection and exploitation of ownership or resource advantages, 

whereas the new offshoring and outsourcing agenda highlights the need to learn and 

operate in a dynamic world, where advantages are created in the global network and 

where boundaries of the firm become more permeable…similarly, transaction cost theory, 

while useful for analyzing each ‘internalization versus externalization’ decision, or 

analyzing each market entry mode choice, does not approach the puzzle of the firm as a 

global whole” (Contractor, et al., 2010,p.1428). 

Similar doubts about OLI have been raised by Doh (2005,p.698-99), and about MNE 

internalization theory by Hatonen and Eriksson (2009,p.148).   

The primary tension is the increasing separation of firm “ownership” from 

“influence,” in inter-firm relationships.  However, firm “influence” generates 

methodological tensions in defining firm boundaries, of which Dunning was well 

aware.  For instance, Dunning and Lundan (2008) offer this extended warning: “once 

one moves from [ownership] control to influence as a criterion for delineating the 

boundaries of a firm, one opens up a Pandora’s box” (p.8).  After reviewing a long 

litany of conceptual complications in defining an MNE as anything but a firm’s 

formal ownership boundaries, the authors delimit their framework to only quadrants 1 

and 3 in Figure 2 – that is FDI.  The authors’ Pandora Box warning is not so easily 

written-off and should be taken to heart by IFP researchers who make empirical 

claims about lead firm power over “their” network.  In most cases, IFP scholarship 

fails to explicitly define and then measure the firm network boundaries and the power 

exerted over suppliers as rigorously as Dunning sought to do, even though they lie at 

the heart of discussion.        

  

6. Policy Implications in International Fragmentation 
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 The previous three sections developed a framework that identified fundamental 

conceptual differences over IFP.  But, perhaps one should not be surprised that a 

complex subject matter studied from different disciplinary perspectives will yield 

multiple interpretations.  However, conceptual abstractions have practical 

implications.  This section examines from a developing country perspective the 

policy implications that derive from the three analytic categories.  Doing so has clear 

policy relevance, highlights the importance of these conceptual differentiations, and 

helps ground abstractions into reality.  

Policy is often the child of institutions, and so a word is in order on what is a 

common criticism of some IFP literatures (including GCC and GVC) – the neglect of 

institutions.  Despite the well-acknowledged “potential complementarities between 

institutional and organizational perspectives” (Gereffi, 2005,p.170), many critics 

highlight institutions as a theoretical lacuna; but others frame the two in more 

adversarial terms.  For instance, one prominent contributor asks, “how, and to what 

extent, do different sectors develop separate international patterns of coordination and 

control which dominate national ones?” (Whitley, 1996,p.415, emphasis added; see 

also Whitley, 1998,p.446,473,475); another argues that in the current era, “global 

production networks tend to trump state-led initiatives” even in East Asia (Yeung 

2014,p.74).  Still others accuse the GCC literature of being too fatalistic in which 

MNEs determine the limits of development (Cramer, 1999,p.1248).  GVC scholars 

have perhaps unwittingly stoked the flames by declaring that GVC governance is 

shaped by their model, “regardless of institutional context” (Gereffi, Humphrey and 

Sturgeon 2005,p.99). 

It is important to get explanatory directionality correct.  For those interested in 

explaining firm and industry governance outcomes, like GVC, certain institutional 

literatures are highly relevant, such as when states and institutions shape 

internationalizing firms.  For instance, it is well-known that MNEs and their 

production networks often take on critical traits derived from their home country’s 

institutions (Borrus, Ernst and Haggard 2000, Florida and Kenny 1993), and these 

ideas have been influential in some IFP studies that explicitly bridge the developed 
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and developing worlds (Lane and Probert 2009, Palpucuer, Gibbon and Thomsen 

2005).  Others illustrate how institutions and standards along value chains undergo 

continual “political contestation” between firms and states alike (Gellert, 2003; Hess 

& Coe, 2006).  These sorts of studies have the potential to profoundly impact IFP 

research because they directly influence the internationalization and fragmentation of 

the firms themselves.  On the other hand, the role of institutions in “localizing” and 

“domesticating” global economic forces is also important, but in general, this 

literature is less directly concerned with the internal dynamics of IFP itself, than it is 

with intermediating IFP’s effects on domestic economies. In this light, the recent 

focus on social upgrading seek to complement, not re-write, more bread-and-butter 

issues of firm or economic upgrading (Special Feature International Labor Review 

2011).  

Furthermore, the dual roles of institutions in shaping IFP itself and domesticating 

its effects are likely much greater in advanced countries “where national institutions 

are…powerful and highly standardized”(Whitley, 1996,p.412), especially when they 

constitute a coherent constellation of self-enforcing institutions.  However, a 

“varieties of capitalism” approach has been applied far less in developing countries, 

where much value chain research is focused (Gereffi, 2005,p.169). 

While it is a necessary truism that all firms are grounded in particular territories, 

it does not necessarily follow that all industrial dynamics (particularly transnational) 

derive from territorial and institutional embeddedness.  Thus, it is important to 

distinguish instances when transformations in transnational industries occur without 

state or institutional intervention, such as the emergent processes of modularization 

(Sturgeon 2002), the entrepreneurialism of early outsourcers (Bonacich et al. 1995), 

and the circular causality linking economic organizations in advanced and developing 

countries. For instance, resisting both statist and market perspectives, Feenstra and 

Hamilton (2006) seek to reinterpret the East Asian development experience by 

highlighting the iterative process by which US retailers’ outsourcing demands became 

increasingly differentiated, which caused and was caused by the “emergence” and 

“divergence” of business group structures in Korea and Taiwan, until each country 
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became specialized – Korea in mass production and Taiwan in small batch, varied 

goods.  Thus, even when “strong” states were strongest (pre-1990s), emergent 

international dynamics can restructure business organization, even in opposition to 

attempts by the Korean state to promote alternatives to chaebols. 

 What can be said about policies for developing countries?  Despite the 

well-acknowledged opportunities and new challenges of IFP for developing countries, 

“much less attention has been given to the normative and policy implication of 

changes in the international organization of production” (Antras and Rossi-Hansberg 

2009, p.61).  It is widely acknowledged that industrialization for developing 

countries under IFP differs from industrialization experienced by the prior era’s 

export-oriented industrializers (EOI) and import substitution (ISI) industrializers 

(Baldwin 2011, Breznitz and Zysman 2013, Milberg, Jiang and Gereffi 2014).  The 

primary difference is that industrialization previously required the acquisition of labor 

skills and mastery of technologies along every stage of production.  By contrast, IFP 

allows developing country firms to gain a toehold at any slice along the value chain, 

dramatically lowering barriers to entry into manufacturing and export-oriented 

industrialization.  

 This has contributed to two interrelated trends in contemporary industrialization.  

On the one hand, global manufacturing has increasingly shifted to developing 

countries, evidenced by rapid declines in advanced countries’ share of global 

manufacturing from 65% in 1990 to 47% in 2010, and a concomitant rise among 

emerging markets located close to “headquarter” economies: North America, Europe 

and Japan (Baldwin 2013).   

On the other hand, industrialization is less important for development today.  

Globally, these trends are evident in the convergence between advanced and 

developing countries with regards to levels of industrialization, and a simultaneous 

divergence in manufacturing incomes and export prices (Arrighi, Silver and Brewer, 

2003; Wood, 1997); at the same time, contemporary industrialization absorbs a far 

smaller share of the non-agricultural workforce compared to earlier eras of 

industrialization.  Thus, industrialization is increasingly spreading to developing 
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countries through international fragmentation, but it also has become less important 

for development.   What are the roles for developing country governments and 

policy in this new world of fragmented production?  The remainder of this paper 

examines how the three dimensions of the Conceptual Tree derive different policy 

implications (summarized in Table 1), following the same order of sectoral 

organization, firm scope and firm boundaries. 

 

 

 

6.1  Policy and Sectoral Organization 

Much policy-oriented research on IFP, and particularly “just trade” economists, 

agree that reducing trade costs is central for joining international production networks; 

though this also has been criticized for slipping neoliberal policy through the 

backdoor (Neilson 2014).  These include expensive “hard” policies, such as building 

physical infrastructure in transportation, logistics and communication, as well as 

inexpensive “soft” policies in trade and investment facilitation, such as port and 

customs reforms, which are estimated to contribute two-thirds of the US$2 trillion in 

the costs of conducting global trade (UNCTAD 2013,p.182, Ferrantino 2013). 

If reducing trade costs is widely acknowledged, scholars who emphasize 

categorical differences in sectoral organization are proponents of neo-industrial policy, 

distinct from older industrial policies.  In the prior era of ISI and EOI, industrial 
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policy segmented the international and national economies, and distorted market 

forces (such as the dictum to “get prices wrong,” Amsden 1989), in order to overcome 

endemic market failures by pushing resources into higher-tech, higher productivity 

activities (Rodrik 2007).  The goal was to create large and highly productive national 

champions, either vertically-integrated or with strong domestic backward linkages 

that could compete with leading-edge MNEs in final goods. 

IFP undermines many of these methods and aims: trade and investment 

liberalization are promoted, vertical and domestic backward integration can be 

disadvantageous, intermediate inputs have become the profitable heart of many 

products, and clear-cut boundaries between industries have been blurred, in that 

distinct high- and low-tech fragments exist across all light, heavy and 

knowledge-intensive industries.  Thus, the primary goal of policy under IFP is to 

enhance linkages to international lead firms (different in each industry), by upgrading 

the internal operations of domestic suppliers through national and firm innovation 

systems and by networking to tap into internationally dispersed skills and 

technologies (Low and Tijaja 2011).  Thus, GVC-oriented industrial policy does not 

seek to distort the external environment faced by all domestic firms; rather, since 

“various types of industrial policy are industry-specific” (Gereffi and Sturgeon 2013), 

it seeks to upgrade the capabilities of firms in specific niches so as to cultivate and 

retain linkages with international lead firms.  This implies that “GVCs require more 

fine-grained policies given that GVCs impact national economies on a much more 

disaggregated level…hence for government policies to be effective, they may have to 

be targeted more at specific activities…[and thus] attracting international investors in 

general or even along broad industry lines will thus be less effective” (OECD 

2011,p.35, UNCTAD 2013). 

 The specificity of neo-industrial policy takes on many forms.  For instance, the 

primary policy implication of Baldwin and Venables’ (2013) “snake and spider” 

framework is that under IFP “policy needs to understand the disruptive potential for 

abrupt and discontinuous change in the location of related activities” (p.253).  

Depending on the mix of trade costs, agglomeration effects and the organization of 
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production in a particular industry, it might behoove governments to generously 

incentivize very specific “anchoring” links in a production process, which may have 

spillover effects through co-location of other production tasks – something which in 

today’s world of international fragmentation is extremely industry- and niche-specific.   

This degree of targeted specificity undermines many general rules of thumb, such 

as the dictum that tax and subsidy incentives to attract FDI are rarely worth the costs 

(Wells 2001).  Rather, developing countries are urged to target pivotal global 

suppliers in particular industries, such as electronic contract manufacturers, which are 

networked within multiple supply chains and can anchor a value chain (Gereffi and 

Sturgeon 2013).   

One concern is that this requires “an increasingly sophisticated understanding of 

the global-scale patterns of industrial organization,” (Gereffi and Sturgeon 2013,p.353, 

OECD 2011), and governments may lack the expertise and understanding to 

formulate appropriately-scaled policies.  The range of policies which can be targeted 

to particular industrial niches within value chains include not just typical tax and 

subsidy incentives, but also rules of origin, skills training and even specialized 

financing (Manger 2009, Gereffi, Fernandez-Stark and Philos 2011).  Overall, 

neo-industrial policy requires less invasive, but much smarter and more targeted 

policies.    

 

6.2  Policy and the Scope of Inter-firm Relationships 

Dyadic and network conceptualizations also lead to divergent policy priorities. 

(Following the previous sections, dyadic approaches focused on inter-firm power 

relationships , like GVCs, will be discussed here, while others focused on incomplete 

contracts will be addressed next, under formal firm boundaries.)  Given the power of 

lead firms in organizing fragmented production, “the economic gains from GVCs are 

not distributed equally along the chain.  The ability of local firms and workers to 

capture value depends to a significant extent on power relationships in the chain” 

(UNCTAD 2013,p.184).  Because of inequalities in inter-firm power, there is a risk 

that the benefits from investments to lower trade costs (such as expensive 
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infrastructure improvements) or to enhance labor and technical productivity will 

simply flow downstream to powerful lead firms, and there will be no “value capture” 

in the developing countries.  Thus, if the primary objective of neo-industrial policy is 

to “create value,” the primary objective from the perspective of dyadic firm power 

relationships is to “capture value.”        

As such, UNCTAD (2013) and others recommend that “policymakers should 

consider options to strengthen the bargaining power of domestic producers relative to 

their foreign GVC partners, to help them obtain a fair distribution of rents,” for 

instance by fostering collective action through the formation of domestic industrial 

associations, agricultural cooperatives and associations of workers (UNCTAD 2013, 

p.185, Mayer and Milberg 2013).  Policymakers are also urged to establish laws and 

regulations specific to particular GVC activities, such as contract farming, as well as 

to bolster domestic competition policy in order to guard against collusion between 

independent operators within the same value chain, such as price fixing, territorial 

distribution of markets, transfer pricing (for intra-firm transactions), and other means 

by which transactions can be manipulated between two contracting firms (UNCTAD 

2013,p.180-81).   

A focus on network ties in IFP recommends different policy priorities.  Among 

countries which followed an EOI strategy, the primary objective was to export final 

goods produced by domestic firms to advanced country markets. In other words, 

bilateral trade relationships and final market access were critical foreign economic 

policy goals.   

However, in a world composed of networks of fragmented production, imports 

are entangled with exports, such that the competitiveness of exporters is heavily 

dependent upon accessing leading-edge intermediate goods imports. Hence trade 

relationships with “third party” countries are equally, if not more, important than with 

final market countries.  For instance, tariff reductions on intermediate imports have 

doubled domestic firm productivity (Amiti and Konings 2007) and increased trade 

with advanced countries (Debaere and Mostashari 2010), compared to tariff 

reductions in trading partners’ final goods market.  This partly explains the 
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widespread unilateral tariff reductions among developing countries engaged in 

networked production (Baldwin 2013).  Thus, under networked IFP, policies 

targeting the supply-side (production) can be more important than those targeting the 

demand-side (consumption) in final markets. 

Equally, countries heavily engaged in networked production have less reason to 

strategically leverage their exchange rates and they also become less sensitive to 

foreign exchange rate changes.  Under EOI, devaluing one’s currency offered a 

competitive boost to domestic exporters.  In networked production, imported 

components are critical to export success, and so devaluations will lower the price of 

exports, but it also might raise the price of component imports.  While this depends 

on the exact country trade patterns, in general, leveraging exchange rates has less 

clear-cut advantages for exporting countries.     

Furthermore, in networked production, because intermediate inputs often cross 

national borders multiple times before they are assembled and exported as final goods, 

trade costs create a “magnification effect,” making the final exported good 

substantially more expensive (Yi 2003). Thus, regional trade agreements (RTAs) take 

on new resonance for countries and firms engaged in networked, multi-country 

production sharing, particularly an RTA’s supply-side (production) potential.  While 

expanding market access (demand-side) is still an important element in RTAs, 

regional, supply-side objectives to reduce tariff and non-tariff barriers, improve trade 

facilitation and harmonize policies are critical for efficient intermediate goods trade 

(Milberg, Jiang and Gereffi 2014, Park, Nayyar and Low 2013).   

The same supply-side benefits prompt countries and firms engaged in regional 

production networks to seek “deep integration” measures beyond just trade – a trend 

which undermines WTO centrality (Baldwin 2013).  Deep integration refers to 

agreements which include standard trade reforms (tariff reductions, trade policy 

harmonization, rules of origin), but also include investment agreements, liberalization 

of services (particularly in trade-, infrastructure- and finance-related services), 

product standards and legal assurances over intellectual property rights.  Thus, 

regional production systems constitute a “trade-investment-services-IP nexus” and 
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require an integrated and synergistic package of agreements (Baldwin 2013); though 

given international bargaining power imbalances, developing countries can be 

compelled to bargain away too much (Shadlen 2005). 

 

6.3  Policy and Formal Firm Boundaries 

Finally, distinct policy implications are suggested by scholarship that considers 

the firm boundary as a critical dimension of IFP.  Previously, we saw that dyadic and 

firm boundary literatures collapsed into one another over the problem of incomplete 

contracts in “relationship-specific” investments – investments which have rapidly 

grown with the rise of trade in complex (non-commodity) intermediate goods 

(Sturgeon and Memedovic 2010).  The problem centered around sub-optimal ex-ante 

investments by trade partners due to the potential for ex-post price renegotiations, or 

the “hold-up” problem.   

These market failures recommend more conventional government actions in 

establishing strong institutions supporting property rights, commercial law and 

contract enforcement, especially in high-tech industries where relationship-specific 

investments and sophisticated contracting are widespread. Theoretical models and 

empirical research suggest that contractual incompleteness leads to the adoption of 

less advanced technology among firms, and that countries with better property rights 

and contracting institutions have a comparative advantage in more complex industrial 

sectors (Acemoglu, Antras and Helpman 2007, Levchenko 2007, Nunn 2007).  

While this is not unique to IFP, countries which harmonize or share strong property 

rights institutions are more likely to engage in production sharing of complex 

technologies.  Thus, transactional-basic scholarship urges policymakers to bolster 

institutions for contract enforcement and property rights, in order to optimize levels of 

investments among international partners and allow for a wider range of contracting, 

especially in technologically complex goods.   

 

 7.  Conclusion 

 IFP constitutes a new path of industrialization for developing countries, 
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something government policy can facilitate.  This paper highlights that policies 

recommended by international organizations and pursued by developing country 

governments depend upon how the phenomenon itself is conceptualized.  It 

identifies three critical dimensions – sectoral organization, scope of inter-firm 

relationships, and firm boundaries – which differentiate conceptual approaches and 

yield distinct policy priorities.  Thus, differences in conceptualization are not “just 

academic” – a practical importance undergirds abstract theorizing and lends urgency 

to conceptual and methodological sharpening and more cross-disciplinary research.  

However, one critical difference in theoretical concept and policy implication 

between ISI and EOI compared to IFP, is that the policy distinctions across the three 

analytic dimensions in Table 1 are not mutually exclusive or in direct conflict.  

Under the umbrage of Cold War ideologies, ISI and EOI were constructed through a 

state-market dichotomization in which state interventions and market liberalization 

were often seen as diametric and mutually exclusive policy choices – more state 

meant less market. If bureaucrats controlled capital intermediation, then markets 

could not.  This generated endless and at times circular debates over the proper role 

of states.  

Under IFP, policy choices are far less mutually exclusive.  This is because the 

goal of policy is to assist firms to enter into value chains which other lead firms have 

already created.  Entering into a fragment of a value chain means that many market 

failures that traditional industrial policy sought to overcome are often resolved by lead 

firms, which apply strong governance to their suppliers.  Thus, policy needs to create, 

retain and improve linkages into these ‘governed’ markets in order to create and 

particularly capture value at home.  This can be achieved in many ways and varies 

by industry, niche and value chain.   

Thus, whereas liberalizing imports and investments, was not something promoted 

in ISI or EOI, under IFP, few would disagree with the “hard” or “soft” facilitation 

measures promoted by “just trade” economists.  Rather, disagreement arises over 

whether trade facilitation is sufficient for value chain linkage, not whether it is 

necessary.  The same holds true for other policies.  RTAs, bolstering firm and 
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country bargaining power, neo-industrial policy, property right institutions or deep 

integration are not mutually exclusive – having more of one does not reduce the 

others.   

However, even if there are fewer policy options that are mutually exclusive, all 

policies still have aggregate and distributional social costs, and so identifying and 

prioritizing policy choices is no less important.  It is according to national 

development goals (first) and cost-benefit analysis (second) that different policy 

priorities should be judged.  Seen through this lens, differences in conceptualization 

of IFP and their respective policy prescriptions remain critically important.   

 

 

Endnotes 

1
 This is not universally the case. As discussed below, the GPN literature adopts neither sectoral 

approach, preferring agnosticism regarding sectoral analysis. 
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