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This paper discusses the internal patterns of competence building in the multinational enterprise
(MNE), with a focus on the creation of capabilities in its foreign subsidiaries. We present a
new framework to synthesize 10 types of MNE-subsidiary linkages leading to capability
development. We find that several of the 10 capability development processes are associated
with subsidiary-specific advantages. We discuss the process of subsidiary-specific advantage
development within the organizational structure of the MNE when it is a differentiated network
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INTRODUCTION

An emerging stream of literature in strategic man-
agement over the last 10 years is that dealing
with the strategies of subsidiary managers within
the multinational enterprise (MNE). Within the
general area of international management strategy
and the specific subtopics of parent—subsidiary
relationships, world product mandating and
intrafirm dispersed and differentiated network
relationships a number of interesting frameworks
have emerged. A new feature of these analytical
approaches is the treatment of the manager of
the subsidiary as the relevant unit of analysis
(Birkinshaw, 1996, 1997; Birkinshaw and Hood,
1998b). The process by which subsidiary man-
agers make strategic decisions and undertake
‘subsidiary initiatives’ within intrafirm organi-
zational networks presents new challenges to our
thinking in strategic management. There are
multiple patterns of subsidiary initiatives and their
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complexity calls out for the type of synthesizing
framework developed here.

Today there are many cases of MNE subsidi-
aries in host countries performing specific value-
creating activities, which are fundamentally
‘embedded’ in these host countries’ knowledge
development systems. Evidence to support this
appears in Cantwell (1989, 1992, 1995), Dunning
(1994, 1995), Florida (1997), Shan and Song
(1997), Kuemmerle (1999), and Rugman and
D’Cruz (2000), amongst others. However, this
embeddedness often appears to arise for particular
value chain activities (or product lines) only,
rather than for the entire range of activities
performed by the subsidiary. This calls into ques-
tion the sometimes prevailing perspective in inter-
national strategic management research that each
subsidiary in an MNE’s internal network can
somehow be assigned an unambiguous and well-
defined ‘role’ according to a clear and coherent
role classification system.

In this paper, the functioning of subsidiaries
within the MNE network is analyzed through an
alternative lens. The focus is on the development
and diffusion of firm-specific advantages (FSAs)
within the MNE network. More specifically, an
organizing framework is developed to analyze the

Received 23 March 1999
Final revision received 25 January 2000



238 A. M. Rugman and A. Verbeke
various ‘generic’ types of FSA development and
diffusion processes. We demonstrate that a single
subsidiary can be associated with several of these
processes. Here, subsidiary initiatives are critical
because they may strongly contribute to effective
resource deployments within the MNE network,
an issue discussed in this paper’s first section.
The second section focuses on the generic
resource deployment processes which have been
documented in the recent academic literature on
MNE growth. We synthesize the 10 possible
patterns of MNE-subsidiary capability develop-
ment processes that have been identified in the
literature.

The third section explores three of these proc-
esses in more depth, namely those that rely
entirely on subsidiaries as a source of FSAs. It
is shown that these FSAs can sometimes be
more usefully designated as subsidiary-specific
advantages. The framework developed reconfirms
the perspective of the MNE as a differentiated
network of dispersed operations, with a configu-
ration of competencies and capabilities that cannot
be controlled fully through hierarchical decisions
about foreign direct investment (FDI) taken by
corporate headquarters. We explore how subsidi-
ary-specific advantages are linked to the more
conventional FSAs of the overall MNE. Finally,
the implications suggest the need to adapt current
prevailing views on MNE development patterns.

THE ROLE OF FOREIGN
SUBSIDIARIES IN THE MNE: AN
INTERNALIZATION PERSPECTIVE

The MNE is defined as a firm with value-added
activities in at least two couniries. It is able to
achieve a satisfactory economic performance only
if it can build on some type of FSA that, at the
simplest level, is nonlocation-bound, i.e., easily
transferable across borders as an intermediate
product. A nonlocation-bound FSA can take two
main forms. First, it may reflect a functional,
production-related proprietary asset, typically
technological, manufacturing or marketing know-
how. Second, it may refer to an organizational
capability to efficiently coordinate and control the
MNE’s asset base (Rugman, 1981; Dunning and
Rugman, 1985; Dunning, 1988). The FSA con-
cept thus covers a very broad set of unique
company strengths (competencies and capa-
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bilities) which have been analyzed and classified
in much more detail by scholars espousing a
resource-based view (RBV) of the firm. Foss
(1997) presents an overview of the RBV, albeit
from a domestic perspective only. The unique
perspective brought by researchers studying the
MNE is, of course, their focus on the inter-
national, intrafirm FSA creation and diffusion
issue.

The importance of FSA (ransfer to explain
MNE success has been widely researched for four
decades, beginning with the seminal works of
Dunning (1958), Hymer (1960, published 1976)
and Vernon (1966). One of the most detailed
descriptions of the significance of internal FSA
transfer in MNEs can be found in Rugman
(1981). This work, as well as much of the earlier
mainstream transaction cost-based literature of the
MNE, for example McManus (1972), Buckley
and Casson (1976), Magee (1977), Caves (1982),
and Hennart (1982), focused on the need to avoid
FSA (and rent) dissipation, when penetrating for-
eign markets.

More specifically, this literature emphasized the
need to internalize external markets in cases
where contracts between the MNE and third par-
ties in foreign markets (e.g., potential licensees
of MNE know-how, suppliers of inputs, distribu-
tors of outputs, foreign agents) would be inef-
ficient in the sense that they would reduce the
MNE’s performance (profits, market share, etc.)
as compared to the situation whereby subsidiaries
would be established to exploit the MNE’s FSAs.
Hence, the internalization perspective was useful
in explaining the transformation of domestic firms
into MNEs within the institutional context of
the 1960s and 1970s, when most organizational
structures of MNEs were hierarchical and cen-
tralized. The conventional internalization view on
MNE functioning provided an insightful, but styl-
ized, explanation of many FDI flows, especially
those related to horizontal integration, although
Dunning (1993), synthesizing most of the relevant
literature, also demonstrated its relevance for sev-
eral other types of MNE expansion.

However, in terms of new patterns of parent—
subsidiary relationships and network relationships,
conventional internalization theory suffers from
five main weaknesses. First, it was usually
assumed that FSAs in the form of intangible,
production-related assets could be transferred
relatively easily across borders within the firm
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without too much attention to adaptation or codi-
fication problems. A notable exception is Teece
(1976, 1977). Second, in spite of the recognition
of the importance of time associated with inter-
national know-how diffusion processes, the
approach lacked a dynamic component in terms
of learning within the organizational structure.
In this context, the emphasis was on predicting
outcomes that would prevail in an equilibrium
situation, with relatively little attention to the
actual process of FSA generation. Third, mana-
gerial entrepreneurship, in terms of local subsidi-
ary-level initiatives that could contribute t0 new
FSA development and exploitation, was largely
neglected. Fourth, the MNE’s internal functioning
was described in a very stylized way, without
much recognition of the impact of the credibility,
experience, and reputation of individuals and
groups within the organization. Fifth, given the
elements above, perhaps too much emphasis was
put on both the importance of cost optimization
and the danger of FSA dissipation, rather than
capability creation.

In this context, the dominating FDI pattern was
one whereby key nonlocation-bound FSAs needed
to be transferred from the home couniry center
to host country subsidiaries, and where subsidiary
roles were determined by the parent company. In
contrast, the past decade has witnessed increased
attention to several other FSA development and
diffusion patterns associated with FDI, as
described in the next section.

In parallel with the further development of the
internalization framework and its integration into
what has now become the dominating, main-
stream international business approach, namely
the eclectic paradigm (Dunning, 1981, 1988,
1993), much insightful academic work was done
on the MNE’s internal functioning during the
1970s and 1980s. Most of this work was driven
mainly by empirical observations of the evolution
of subsidiary roles. This research sometimes led
to useful classifications of such roles, without,
however, an attempt to develop an integrated
conceptual basis for the analysis of knowledge
creation and diffusion processes in MNEs, e.g.,
Bartlett (1986), Franko (1978), Hedlund (1981,
1986), Hood and Young (1983), Hulbert and
Brandt (1980), Jarillo and Martinez (1990), Rug-
man and Bennett (1982), Rugman and Douglas
(1986), Stopford and Wells (1972), White and
Poynter (1984), and others. Some of this work,

Copyright © 2001 John Wiley & Sons, Ltd.
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such as White and Poynter (1984), was partic-
ularly interesting because of its departure from
the three (often implicit) assumptions on which
most of the prior mainstream MNE research had
been built (Birkinshaw, 1997):

e first, the evaluation of subsidiary roles and
capabilities from a mere corporate ‘portfolio
analysis’ perspective;

e second, the ‘simple allocation’ of roles and
capabilities to subsidiaries by corporate head-
quarters;

e third, the enactment of coordination and control
by corporate headquarters through the design
of an appropriate ‘structural context.’

The 1990s were then characterized by a further
elaboration of sophisticated subsidiary role classi-
fications with a strong focus on subsidiary man-
agement. The papers in Birkinshaw and Hood
(1998a) and Taggart (1998) are representative
examples of this work. In the next section, we
build upon this work, without assuming, however,
that each subsidiary performs a single, well-
defined role within the MNE. Instead, we attempt
to identify patterns of competence building in
MNEs, whereby a single subsidiary may be
associated with several of these patterns si-
multaneously.

FSA DEVELOPMENT AND DIFFUSION
PATTERNS

In Figure 1, 10 patterns of FSA development and
diffusion in the MNE are presented within a new
synthetic framework. Each of these patterns has
been amply documented in the academic litera-
ture, both conceptually and empirically. Two
determinants are important for our framework.
These two determinants constitute the core of
both the eclectic paradigm (Dunning, 1993) and
the modern internalization theory of the MNE
(Rugman and Verbeke, 1992). They are the
MNE’s FSAs and the country specific advantages
(CSAs) upon which it relies to obtain a competi-
tive advantage in the international market place.
It is these two parameters which are the most
critical to describe and explain the international
expansion patterns of any MNE.

In this paper, we are interested especially in
the CSAs ‘endogenized’ by the MNE to build

Strat. Mgmt. J., 22: 237-250 (2001)
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new FSAs or augment existing ones. Here,
national boundaries are critical, because individ-
ual countries may be characterized by path depen-
dencies in their knowledge development trajecto-
ries. These path dependencies are themselves
idiosyncratic and shaped by institutional and sys-
temic elements which are hard to replicate else-
where, such as government technology policies,
business government interactions in the inno-
vation field, the functioning of business networks,
the role of the nonbusiness infrastructure includ-
ing universities and research centers, etc. (Dosi,
Pavitt and Soete, 1990; Nelson, 1993). Hence,
the diffusion of this knowledge base across bor-
ders may be limited because of the low absorptive
capacity of potential recipients located abroad.
Only firms with affiliates located within the
national borders (and often even within narrowly
defined geographic regions in a country) then

Copyright © 2001 John Wiley & Sons, Ltd.

Ten patterns of FSA development in MNEs

have direct and full access to the accumulated
specialized resource pools and positive exter-
nalities of the national knowledge development
system. Only these firms will benefit from the
country-specific, technological, and organizational
capabilities and their linkages with both local
and global profit opportunities (Campbell and
Verbeke, 2000). In other words, advanced
national knowledge development systems may act
as a ‘pull” on MNEs to locally perform particular
FSA-creating activities, especially in areas where
these host countries have a revealed comparative
advantage. Consequently, an FSA may be
developed internally from three possible geo-
graphic locations, each associated with particular
CSAs: a home country operation, a host country
operation, or an internal network whereby oper-
ations in various countries are involved. This is
represented on the vertical axis of Figure 1.

Strat. Mgmt. J., 22: 237-250 (2001)

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyz\w\w.manaraa.cor



In addition, the generic FSA type is critical,
with a distinction being made between nonlo-
cation-bound and location-bound FSAs, as shown
on the horizontal axis of Figure 1. The former
are defined as FSAs that can be exploited glob-
ally, and lead to benefits of scale, scope, or
exploitation of national differences. In the context
of FDI, the nonlocation-bound FSAs typically
lead to scope economies and can be transferred
abroad at low marginal costs and used effectively
in foreign operations without substantial adap-
tation. In contrast, location-bound FSAs can be
defined as FSAs that benefit a company only in
a particular location (or set of locations), and
lead to benefits of national responsiveness. In the
context of FDI, these location-bound FSAs cannot
easily be transferred as an intermediate good and
require significant adaptation in order to be used
in other locations. This distinction between nonlo-
cation-bound FSAs and location-bound FSAs as
a resource-based interpretation of Bartlett and
Ghoshal’s (1989) work was developed by Rug-
man and Verbeke (1992, 1993, 1998a, 1998b).

The 10 alternative methods of competence
building are briefly described below.

Pattern I: A nonlocation-bound FSA is created
in the home base and is subsequently diffused
across borders to the subsidiaries as an inter-
mediate product or marketed internationally,
embodied in final products. This is the conven-
tional pattern, as described in the economics
literature and most international business text-
books (e.g., Dunning, 1993). It is consistent
with Vernon’s (1966) product life cycle
approach to FDL. It also reflects the dominating
patterns of FSA development found in so-
called ‘international’ and ‘global’ firms,
according to the Bartlett and Ghoshal (1989)
classification of MNE managerial mentalities.

Pattern 1I: A location-bound FSA is developed
in the home base and is subsequently
transformed into a nonlocation-bound FSA in
the home country, again to allow diffusion to
foreign operations and markets. This approach
builds upon the assumption that competencies
and capabilities are usually developed first in
a home-based cluster for the domestic market
and only later on become the source of com-
petitive advantage abroad because of high pro-
ductivity achieved in the domestic diamond (a

Copyright © 2001 John Wiley & Sons, Ltd.
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national or subnational system at the level of
an industry sector; consisting of four inter-
acting elements: factors conditions; demand
conditions; related and supporting industries;
strategy, structure and rivalry) as compared to
foreign diamonds (Porter, 1990).

Pattern 1II: A nonlocation-bound FSA is
developed in the home base, but its diffusion
to foreign subsidiaries is accompanied by the
creation of location-bound FSAs in the various
host country operations. The FSA transferred
could be viewed as a bundle of value-creating
elements, whereby the substitution of a few
elements or the addition of new elements may
increase the FSA’s rent generating potential.'
The necessity to adopt this pattern in many
industries (‘global thinking, local acting’) has
led to a large academic literature on the
requirement for ethnocentric firms to become
more nationally responsive (e.g., Bartlett,
1986).

Pattern  1V:  Location-bound FSAs are
developed in each host country operation and
their exploitation is confined to the specific
host country concemed. This pattern describes
the dominant logic in a typical ‘polycentric’
MNE (Perlmutter, 1969) or the ‘multinational’
mindset (Bartlett and Ghoshal, 1989) whereby
each subsidiary develops its own competencies
and capabilities, usually confined to the host
country in which they are created. Important
managerial problems may arise when forces of
globalization impose the requirement to sup-
plement these location-bound FSAs with cen-
tral coordination and control systems, i.e., non-
location-bound FSAs in the organizational area,
which may be rejected by the subsidiary man-
agers (Prahalad and Doz, 1981).

Pattern V: Nonlocation-bound FSAs are gener-
ated autonomously in host country operations
and then either diffused to the other MNE
affiliates or directly embodied in internationally

!In principle, the location-bound elements could also be
added in the home country operations, but if the home country
operations were able to perform this addition for each host
country, this would, in fact, reflect a nonlocation-bound FSA
in technological or marketing flexibility.
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marketed products. This pattern reflects a sub-
sidiary autonomously (without explicit ex ante
parent approval) engaging in ‘global market
initiatives’ that should typically lead to global-
scale efficiencies and higher local value added.
Birkinshaw (1997) found that this pattern is
facilitated by ‘high autonomy, a high level of
proven resources and a low level of parent—
subsidiary communication.” He also suggested
that, ultimately, global market initiatives might
lead to ‘the transfer of proprietary technology
and other capabilities within the corporate net-
work.” Within the ‘transnational solution’ con-
text of Bartlett and Ghoshal (1989), this type
of subsidiary would fit, from a corporate per-
spective, with the behavior expected from the
‘strategic leaders’ inside the company.

Pattern VI. Nonlocation-bound FSAs are gen-
erated in host country operations but closely
linked to home base decisions or guidelines
(e.g., subsidiary charter, granting of new sub-
sidiary role as a result of parent driven restruc-
turing, or an internal market opportunity) and
subsequently diffused internationally to other
MNE affiliates or directly embodied in inter-
nationally marketed products. This pattern is
reflected in Birkinshaw’s (1997) ‘internal mar-
ket initiatives’ (context of rationalization of
MNE activities) and ‘hybrid initiatives’
(context of site selection for new activities).
With the latter, the subsidiary seeks to attract a
global, internal investment which has received
corporate support. In either case, substantial
reflection must occur at the parent company
level before explicitly approving the location
of the relevant value-creating activity in the
subsidiary. Hence, in spite of relatively high
proven resources at the subsidiary level, auton-
omy is low and substantial parent—subsidiary
communication prevails.

Pattern VII: Location-bound FSAs are created
in  foreign subsidiary operations and
transformed by the subsidiary itself into nonlo-
cation-bound FSAs. The subsequent inter-
national diffusion or exploitation of these FSAs
usually requires home base approval. This pat-
tern has been called ‘local market initiative
driven’ by Birkinshaw (1997) as it is first

Copyright © 2001 John Wiley & Sons, Ltd.

inspired by local, host country needs and sub-
sequently exploited globally by the entire
MNE. The intended, worldwide internal learn-
ing process typically requires parent company
approval and support. It is important to
observe, however, that the initial, entrepre-
neurial process at the subsidiary level is
associated with high autonomy and low par-
ent—subsidiary communication. One of the
main differences with Pattern VI is the absence
of a charter or explicit corporate fiat to engage
subsidiary resources in these initiatives.

Pattern VIII: Nonlocation-bound FSAs are cre-
ated jointly by several MNE subsidiaries
located in various countries and then typically
exploited throughout the network. One
example, increasingly found in global service
firms, is the formation of ‘virtual centers of
excellence,” aimed to leverage the firm’s lead-
ing-edge competencies which may be geo-
graphically dispersed but can relatively easily
be codified and shared among various subunits
in the MNE (Moore and Birkinshaw, 1998).

Pattern 1X: Nonlocation-bound FSAs are again
jointly created by the efforts of a network
of MNE subsidiaries, but their exploitation is
associated with some location-bound additions
to maximize their earning potential in specific
countries. This pattern is typical for firms
adopting regional (e.g., triad-based) strategies.
They may want to create and diffuse ‘regional
best practices,” resulting from a network proc-
ess similar to Pattern VIII, but some adaptation
may still be required in each country. Here,
the different units operating in a region may
then be instrumental in creating the required,
complementary location-bound FSAs, at a sub-
regional level. One example of such a pattern
was described by Malnight (1996) in a detailed
analysis of Citibank’s evolution from a
decentralized (0 a network-based MNE,
especially after 1991.

Pattern X: Location-bound FSAs are created
by a network of MNE operations, usually to
serve a single, large national market, but are
subsequently transformed into nonlocation-

Strat. Mgmt. J., 22: 237-250 (2001)

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyz\w\w.manaraa.cor



bound FSAs to exploit their regional or global
earning potential, typically under the guidance
of the home base. This pattern would include
the development of ‘focused centers of excel-
lence’, formed by individuals or subunits
located in various countries but emphasizing
knowledge creation for a specific project, typi-
cally located in one country. At a ‘critical
juncture’ the parent company then recognizes
the center of excellence and provides resources
for the knowledge dissemination to the global
network and thus for the transformation of the
location-bound FSA into a nonlocation-bound
one (Moore and Birkinshaw, 1998).

These 10 patterns of subsidiary competence build-
ing do not necessarily constitute an exhaustive
set of FSA creation and diffusion processes.
Other, and perhaps more complex, combinations
may possibly occur in practice. However, these
10 well-documented patterns confirm the need for
a framework to handle the multidimensional and
complex nature of FSA development and dif-
fusion processes, especially if several patterns
occur simultaneously within a single subsidiary,
and change over time.

The next section will elaborate on the creation
of FSAs in host country operations and the speci-
fic problems associated with their diffusion within
the MNE network. We will focus on Patterns V,
VI, and VII as described by Birkinshaw (1997) to
the extent that they are associated with individual
subsidiaries creating and retaining a number of
idiosyncratic resources and capabilities which are
not diffused throughout the MNE; i.e., they are
sticky and cannot be simply absorbed by other
MNE operations. This perspective on the MNE
subsidiary is consistent with the empirical obser-
vation that an increasing number of MNEs func-
tion with (a) powerful affiliates that build upon
both the national knowledge development system
and the global profit opportunities provided by
the country in which they operate, and (b)
‘regional’ organizational units (e.g., one in Eu-
rope, one in North America, and one in Asia),
which are largely autonomous (Rugman, 2000).
These regional units perform value-creating
activities that span the borders of several nations
and they undertake the global exploitation of the
knowledge base under their control. In contrast,
the network approach (Patterns VIII, IX and X),
when successful, is usually associated with easier

Copyright © 2001 John Wiley & Sons, Ltd.
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diffusion of know-how throughout the entire
MNE.

SUBSIDIARY-SPECIFIC ADVANTAGES

Ultimately, firms differ in their ability to accumu-
late competencies and capabilities which are rare,
valuable, nonsubstitutable and difficult to imitate
(Rumelt, 1984; Wermerfelt, 1984; Dierickx and
Cool, 1989; Barney, 1991; Connor, 1991). When
valuable competencies and capabilities exist, one
of the expected roles of top management is (o
make sure that this knowledge can be diffused
throughout the company, so that economies of
scope are gained across markets and products
(Hamel and Prahalad, 1994). In other words,
given that the firm is the unit of analysis, the
focus is largely on the creation of internal, firm-
level competencies and capabilities (Teece, Pis-
ano, and Shuen 1997). However, a substantial
literature now exists which demonstrates the role
of idiosyncratic interfirm linkages, which may
lead to systemic ‘relational rents’ and competitive
advantages. Rugman and D’Cruz (2000) offer a
synthesis and a description of one major type of
interorganizational rent-generating  process,
namely the flagship-based multinational network.
At the opposite side of the spectrum, an equally
large and diverse literature observes an uneven
internal distribution of knowledge among MNE
affiliates (Birkinshaw, 1996, 1997, Birkinshaw
and Hood, 1998a, 1998b; Birkinshaw, Hood, and
Jonsson, 1998).

Birkinshaw and Hood (1998b) have attempted
to model the ‘generic processes’ of subsidiary
evolution. The three competence and capability
development and diffusion patterns revolving
around subsidiaries (as identified in this paper)
are fully consistent with their work, although we
confine ourselves here to capability enhancement
and do not contemplate capability depletion is-
sues.” The authors identify three interacting driv-
ers of subsidiary evolution and thereby capability
creation: head office assignment, subsidiary

2 Birkinshaw and Hood (1998b) are obviously correct to point
out that the accumulation of competencies and capabilities in
subsidiaries may not always be desirable from the MNE
perspective. However, in this paper, it is nonlocation-bound
FSA creation and diffusion that are of interest, irrespective
of initial goal alignment between the MNE headquarters and
the subsidiaries.
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244 A. M. Rugman and A. Verbeke
choice, and local environment determinism. How-
ever, in their analysis, no distinction is made
between nonlocation-bound FSA development (as
discussed in the previous section), whereby
knowledge can ultimately be diffused throughout
the company and the creation of subsidiary-
specific advantages.®> In the latter case, the com-
petencies and capabilities developed can lead to
value creation across borders, e.g., through world
product mandates, but the knowledge base itself
is characterized by mobility barriers (i.e., isolating
mechanisms) that make full absorption difficult
throughout the MNE. In other words, the subsidi-
ary-specific advantage, when embodied in prod-
ucts or services, leads to international rent cre-
ation but, in the form of an intermediate product,
such a subsidiary-specific advantage is not fully
transferable internally.

This characteristic of subsidiary-specific advan-
tages implies that the MNE’s knowledge base
consists of more than just nonlocation-bound
FSAs (easily diffused internally and with the
benefits of global exploitation, typically through
scope economies) and location-bound FSAs
(difficult to diffuse internally and with the benefits
of national responsiveness). Subsidiary-specific
advantages do not reflect a subsidiary’s com-
petences and capabilities to be nationally respon-
sive (the conventional location-bound FSAs
associated with Pattern IV, which have been
widely documented in the international business
literature). Instead, subsidiary-specific advantages
reflect the competencies and capabilities that can
be exploited globally (Patterns V, VI, and VII)
without, however, the bundle of knowledge itself
being easily diffused internally.

Given the joint impact of the three drivers
mentioned above, the subsidiary-specific advan-
tage development process is contingent upon
four determinants:

1. The relevant subsidiary competencies and
capabilities must incorporate knowledge that
is tacit (difficult to codify) and fundamentally
context specific (locally embedded and path
dependent on the subsidiary’s earlier techno-

3 This term is also used by Moore and Heeler (1998) but in
a different context, as an extension of Dunning’s eclectic
paradigm consisting of FSAs (ownership), country-specific
advantages (location), and internalization advantages, the so-
called OLI framework.

Copyright © 2001 John Wiley & Sons, Ltd.

logical and organizational trajectories). They
typically build upon the host country’s national
knowledge development system. They must
also be dispersed across several individuals
within the subsidiary (embedded in teams).
Thus, they are difficult to diffuse internally,
due to mobility barriers (Nonaka and Takeu-
chi, 1995; Nelson and Winter, 1982; Weick
and Roberts, 1993).

2. Sustainable  subsidiary-specific  advantages
must reflect the existence of a capability gap
with the other MNE affiliates. In this context,
Birkinshaw ef al. (1998) have coined the term
‘specialized resources,” defined as superior to
those elsewhere in the MNE. Here, the con-
testability of this ‘gap’ and the associated
potential competition from other MNE affili-
ates may fulfill a role similar to competition
by external parties at the firm level. It is
instrumental to subsidiary-specific advantage
regeneration efforts by subsidiary management.

3. Subsidiary-specific advantages can only be
sustained in the long run, and will only be
supported by the parent company subject to
the perceived absence of negative externalities
on other MNE operations.* One of these exter-
nalities is obviously the danger of subsidiary,
imprisoned resources, the benefit of which
would be withheld from the other affiliates.

4. Synergies must exist between the rent creation
potential of MNE-level nonlocation-bound
FSAs and the subsidiary-specific advantages at
the affiliate level; i.e., there must be ‘interest
interdependence.’

The third and fourth elements are strongly related
to the concept of ‘recognition’ by parent company
management. Birkinshaw er al. (1998) argue that
‘recognition refers to the widespread understand-
ing and acceptance of the subsidiary’s specialized
resources in other parts of the MNE.” This implies
that the potential for ‘reciprocal leveraging’ must
exist for subsidiary-specific advantages to be nur-
tured and sustained in the MNE. MNE-level FSAs
on the one hand and subsidiary-specific advan-
tages on the other hand must reflect specialized

* This point is not really studied by Birkinshaw and Hood
(1998b) as their analysis ‘deliberately excludes cases of self-
serving or empire-building behavior, in which the subsidiary
develops capabilities that are not aligned with the strategic
priorities of the MNE.’
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MNE-level
Non location-bound
FSAs

advantage development

1) internal knowledge mobility barriers
2) knowledge gap with other affiliates

bound FSAs

Contingent factors for subsidiary-specific

3) perceived absence of negative externalities
4) high synergy intensity with non location-

Performance outcome
of leveraging subsidiary-
specific advantages

l

Contribution to subsidiary-
specific advantage development

Figure 2. The development of subsidiary-specific advantages

competencies and capabilities, the bundling of
which leads to greater performance potential than
if they were exploited separately. In other words,
bundling increases the distinctiveness, perceived
value, nonsubstitutability, and nonimitability of
the firm- and subsidiary-level competencies and
capabilities. The higher the ‘synergy intensity’
the more likely it is that the creation of new
subsidiary-specific advantages will be stimulated.

The four distinctive characteristics of subsidi-
ary-specific advantages are depicted in Figure 2.
Pockets of competencies and capabilities within
the subsidiary will only become, and be allowed
to remain, subsidiary-specific advantages, as com-
pared to conventional MNE-wide nonlocation-
bound FSAs, if the four conditions described
above are met simultaneously.

The above suggests that Birkinshaw and
Hood’s (1998b) description of subsidiary evolu-
tion patterns (as a function of parent company

Copyright © 2001 John Wiley & Sons, Ltd.

assigned charter changes and capability changes
in the subsidiary) fundamentally reflects, respec-
tively, the parent company’s and the subsidiary’s
management appreciation of the four contingent
factors described in Figure 2. The ‘parent-driven
investment,” ‘subsidiary-driven charter extension,’
and ‘subsidiary-driven charter reinforcement’
processes largely describe behavioral patterns that
result from conducting the fourfold test. Conflict
may obviously arise between both views if the
subsidiary management focuses exclusively on
the first two determinants and parent company
management on the last two.>

*> Our fourfold test obviously does not imply that the contex-
tual factors identified by Birkinshaw and Hood (1998b) are
unimportant. The critical drivers of subsidiary evolution are:
parent company factors (competitive internal resource allo-
cation, decentralization of decision making, ethnocentrism of
parent management), subsidiary factors (track record of sub-
sidiary, credibility of subsidiary management, entrepreneurial
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In this context, Taggart (1997) has developed
an insightful framework linking autonomy and
procedural justice® to evaluate subsidiary strategy.
He has argued that, from the perspective of sub-
sidiary management, the ideal situation, at least
in a context of strong subsidiary-specific advan-
tages, is obviously one of both high autonomy
and high procedural justice. This situation is,
according to the author, difficult to achieve as it
requires the continued investment of scarce
resources in ‘social lubrication’” and ‘a wide array
of well developed leadership and management
skills being deployed at headquarters and affiliate
levels.” Furthermore, the danger exists that speci-
fic good subsidiary-headquarters relationships
may be resented by other subsidiaries, hence
reducing the potential of internal network forma-
tion. It is interesting to observe that Taggart
does not discuss the issue of mobility barriers
associated with subsidiary-specific advantages,
although these may complicate headquarters—
subsidiary relationships. He thinks, on the con-
trary, that headquarters’ induced changes will be
easy to manage and that corporate headquarters
may simply draw upon the affiliate as a ‘source
of well-trained and highly motivated executives
for deployment in other parts of the network.” In
contrast, our analysis suggests that the presence
of subsidiary-specific advantages may complicate
achieving procedural justice, as perceived by both
the corporate headquarters and the subsidiary
managers.

orientation of subsidiary employees), and host country factors
(strategic importance of country, host government support,
relative cost of factor inputs, dynamism of local business
environment). This is recognized in Figure 2, but from a
normative, resource-based, conceptualization perspective these
drivers are only secondary when compared to the four prime
determinants of subsidiary-specific advantage development.

¢ The procedural justice concept was introduced in inter-
national management thinking by Kim and Mauborgne (1991).
They defined it as the extent to which the dynamics of the
multinational’s strategy-making process for its subsidiary units
are judged to be fair. In practice, the concept appears to be
a bundle of five distinct elements: (1) the extent of two-way
communication in the MNE'’s strategy-making process; (2)
the extent to which subsidiary units can legitimately challenge
the head office’s strategic view; (3) the extent to which the
head office appears knowledgeable of the subsidiaries’ local
situation; (4) the extent to which subsidiaries are given an
account of the MNE’s final decisions; and (5) the extent
to which the head office makes consistent decisions across
subsidiary units.

Copyright © 2001 John Wiley & Sons, Ltd.

IMPLICATIONS

The distinction between a conventional nonlo-
cation-bound FSA developed in a subsidiary and
a subsidiary-specific advantage is a subtle but
important one for five reasons.

First, an MNE parent company and one of its
subsidiaries cannot just decide upon a simple,
optimal structural context that would determine
all their interactions. This is because a single
subsidiary may be involved in several value-
creating activities, each of which is associated
with a particular bundle of four potential com-
petencies: location-bound FSAs; nonlocation-
bound FSAs transferred from the parent (or the
MNE network); nonlocation-bound FSAs created
by the subsidiary itself and diffused throughout
the MNE; and, finally, subsidiary-specific advan-
tages. In other words, subsidiary-specific advan-
tages may themselves be differentiated across
various value-creating activities. This implies that
the recent empirical studies on global knowledge
creation in MNEs (Nobel and Birkinshaw, 1998;
Pearce, 1997; Taggart, 1998), which have
observed substantial differentiation in subsidiary
roles and have attempted to identify generic sub-
sidiary roles in this area, need to be com-
plemented with detailed emprical analysis of FSA
and subsidiary-specific advantage bundles in sub-
sidiaries. These bundles may largely influence
which coordination processes in the MNE are
most conducive to rent creation.

Second, subsidiary-specific advantages result at
least partly from interactions with external net-
works specific to the subsidiary. The question
that arises is whether the parent company should
stimulate isomorphic flexibility by subsidiaries
(Rugman and Verbeke, 1995). On the one hand
this will facilitate the subsididary-specific advan-
tage development process, but on the other it will
increase the local embeddedness of the com-
petencies and capabilities created. An alternative
is the institutionalization approach. While the sub-
sidiary may act as the key agent in nonlocation-
bound knowledge creation, attempts are made to
reduce the local embeddedness of the knowledge
creation process. This is done by focusing on
organization routines that increase the MNE’s
overall absorptive capacity to properly assimilate
the knowledge created at the subsidiary level.
The problem with ‘institutionalization’ is that a
knowledge creation process aimed at reducing
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local embeddedness may actually reduce the sub-
sidiary’s capability to assimilate and exploit exter-
nally available information (Cohen and Levinthal,
1989; Campbell and Verbeke, 2000).

Third, the creation of subsidiary-specific advan-
tages leads to new challenges regarding the evalu-
ation and rewarding of subsidiary managers.
Should the existence of intracompany mobility
barriers to knowledge transfers be sanctioned,
given the problems created, as compared to the
situation whereby subsidiary managers would
have attempted to increase the internal knowledge
diffusion potential? Or should subsidiary man-
agers be rewarded for creating a ‘specialized’
knowledge base which is unique, thereby making
the MNE less vulnerable if competitive pressure
would erode its key nonlocation-bound FSAs that
are diffused throughout the company? Paradoxi-
cally, bounded rationality problems in the area of
subsidiary performance evaluation by the parent
company, and the multinational network as a
whole, may become so important when the scope
and volume of subsidiary-specific advantages in
an MNE increase, that the firm may revert to
the use of ‘second best,” simple, market-based
incentives (i.e., financial controls, and nonmone-
tary rewards such as access to additional corporate
technology or human resources) (Hennart, 1993).
Here, it is the external market which is ultimately
viewed as the best appraiser of the value-creating
capacity of subsidiary-specific advantages and the
synergies realized by combining them with FSAs.

This constitutes a sobering thought in an era
when influential academic work (Nohria and Gho-
shal, 1997) suggests the need to establish an
MNE-wide global corporate culture, based pri-
marily on socialization mechanisms such as inter-
personal communication, lateral networking, the
creation of shared values, etc. The perhaps
unpleasant reality of multinational business is that
in a complex, differentiated network, trust results
primarily from consistent and coherent, and there-
fore predictable, managerial decision making, on
the basis of facts and data which can easily be
codified and understood by all in the organization.
Here, performance visibility of individual subsidi-
aries is critical. The extensive use of socialization
mechanisms may be essential to increase
employee commitment to the organization, but an
MNE characterized by strong subsidiary-specific
advantages may need to be managed by a few
simple, price-based coordination and control tools

Copyright © 2001 John Wiley & Sons, Ltd.
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which ultimately should measure the customer’s
willingness to pay for the MNE’s products and
services. In a comparative institutional analysis,
the relative costs and benefits of increased sociali-
zation must therefore be carefully weighted
against the costs and benefits of alternative coor-
dination and control systems.

Fourth, if the relative importance of subsidiary-
specific advantages in an MNE increases, as com-
pared to nonlocation-bound FSAs and location-
bound FSAs, a situation which appears especially
relevant in an era of mega-takeovers (e.g., the
takeover of the Belgian Tractebel energy group
by the Suez-Lyonnaise des Eaux utility group)
and megamergers (e.g., the formation of the
Daimler—Chrysler group), it may become increas-
ingly difficult to take charters away from parti-
cular ‘subsidiaries’ in the MNE. It could be
argued that this situation has already been widely
documented in the past, e.g., in the seminal Pra-
halad and Doz (1981) work, but the difference is
that here subsidiaries are involved which serve
the global market and possess competencies and
capabilities which cannot be altered just by
changing the subsidiary managers’ ‘cognitive,’
‘strategic,” ‘administrative,” and ‘power’ orien-
tations through a well-designed change process.

Fifth, and this is related to the two previous
implications, a substantial body of knowledge
now exists; which identifies the so-called
‘regional solution’ rather than the ‘transnational
solution’ as an organizational form that many
MNEs are, or will be, adopting in the near future.
The regional solution implies that, within the
MNE, both bounded rationality constraints and
value creation objectives require dispersing com-
petencies and capabilities among internal, region-
based networks, typically in each leg of the triad
(E.U., NAFTA countries, Asia). If this perspective
is correct—one author has even coined the phrase
‘end of globalization” (Rugman, 2000), to illus-
trate the tendency toward region-based net-
works—it implies that a much greater attention
will need to be devoted to the relative impact of
subsidiary-specific advantages associated with
high interregional mobility barriers.

CONCLUSION

In this paper we have demonstrated that the
analysis of the functioning of internal MNE net-
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works greatly benefits from the systematic investi-
gation of FSA development and diffusion proc-
esses. Our new conceptual framework suggests
that single subsidiaries may be associated with
several ‘generic’ FSA development and diffusion
processes in their value-creating activities. This
implies that attempts to classify subsidiaries
according to their specific ‘role’ in the MNE has
become less relevant.

We have developed an organizing framework
to assess patterns of competence building in
MNESs. Three types of knowledge bundles are
critical: nonlocation-bound FSAs; location-bound
FSAs; and subsidiary specific advantages. In this
framework, nonlocation-bound FSAs have two
key characteristics: (1) they can be exploited glob-
ally, and (i1) they are relatively easy to diffuse
internally. In contrast, location-bound FSAs have
the opposite characteristics: (iii) they lead to the
benefits of national responsiveness, and (iv) they
are difficult to diffuse internally. The concept
of subsidiary-specific advantages developed here
leads to a new mixture of characteristics, namely
(1) and (iv). In other words, subsidiary-specific
advantages combine the benefits of global exploi-
tation of know-how with difficulty in its internal
diffusion. This subsidiary-specific advantage case
has not been discussed previously in the rapidly
growing literature on the management of multi-
national subsidiaries.

If, in a single subsidiary, several patterns of
competence building can be identified, this
implies a multidimensional nature of the subsidi-
ary function in the MNE. The organizing frame-
work developed in this paper has identified 10
types of knowledge development and diffusion
processes and discussed these patterns of com-
petence building within the dispersed network of
the MNE. We have argued that the patterns
involving subsidiary-specific advantages may
become of increasing importance in the future.

Managers and researchers need to recognize
the existence of subsidiary-specific advantages.
This will lead to a focus on internal knowledge
mobility barriers, which may appear to be at
odds with the large recent literature on improving
internal know-how absorption and diffusion proc-
esses (Galunic and Rodan, 1998). However, if one
starts from the assumption that internal mobility
barriers will continue to exist and that, from a
normative perspective, this may even increase a
firm’s performance, then more research attention

Copyright © 2001 John Wiley & Sons, Ltd.

should be devoted to the functioning of regional
networks within MNEs. The increasing impor-
tance of subsidiary-specific advantages may also
reflect an urgent need to recognize the limits of
globalization, even from the perspective of the
MNEs themselves.

In order to test empirically the framework
developed in this paper, two streams of research
might be developed. On the one hand, case stud-
ies of MNE subsidiaries could be conducted
which would attempt to ‘deconstruct,” for each
value chain function performed by subsidiaries,
the knowledge bundles used and/or created. The
focus should be on the geographic source and
transferability of these knowledge bundles.

On the other hand, more large-scale statistical
studies could be conducted on the limits of
knowledge transfers within the MNE, for
example, by assessing the ‘nondiffusion’ of
recognized best practices, again per value chain
function for specific product lines. This type of
value chain-driven research within a single
governance structure has already been success-
fully conducted in the context of interorgani-
zational knowledge transfers, by Nordberg and
Verbeke (1999). Here the emphasis should be on
three types of affiliates:

e the subsidiaries which act as a home base for
the creation of new R&D knowledge, in order
to build at least partly on their host country
knowledge development systems, including the
nonbusiness infrastructure (e.g., local human
resource pools of scientists and engineers, uni-
versity laboratories, specialized public research
centers) and are responsible for its global
exploitation;

e the affiliates that perform the role of regional
headquarters, typically at the level of the
American continent, Europe and Asia;

e the affiliates that result from global mergers
and acquisitions, and have lost their former
corporate headquarters but remain fully respon-
sible for the global exploitation of a number
of product lines under their control, including
R&D, manufacturing, and distribution.
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