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ABSTRACT
The concepts of asset co-specialization and dynamic capabilities have been
instrumental in furthering the organization and strategy scholarship agenda, but have
so far had limited impact to the theory of the MNE and FDI. In addition, the role of
entrepreneurial management in orchestrating system-wide value creation through
market and eco-system creation and co-creation, in order to advance private
appropriation, has been all but ignored. We claim that these ideas can help explicate
the nature of the MNE in the knowledge-based, semi-globalized economy. The nature
of the MNE in its turn should not be seen as separable from either the objectives of
the agents (entrepreneurs) who set them up or its essence — the employment of

strategy to capture co-created value.
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I. Introduction

2010 marks 50 years since the PhD thesis of Stephen Hymer (1960/1976), who is
widely regarded as the founder of the theory of the multinational enterprise (MNE)
and foreign direct investment (FDI) (Dunning and Rugman, 1985; Teece, 1985;
Dunning and Pitelis, 2008). It is also 30 years since the development of John
Dunning’s (1980) “eclectic paradigm”, subsequently renamed as “Ownership,
Location, Internalisation” (OLI), Dunning (1980, 2001), Dunning and Lundan (2008).
It is, however, arguable that limited progress has been made on the economic theory
of the MNE and FDI following these classics and subsequent canonical contributions
from Buckley and Casson (1976), Teece (1977, 1981b), Williamson (1981), and
Kogut and Zander (1993). A reason for this lies in the employment of a limited
economic lens by many scholars of the MNE, a lens which has discouraged the
leveraging of recent scholarly developments in organization theory and strategic

management.

Our aim in this paper is to build on such developments over the past 25 years or so, to
inform our understanding of the nature, objectives and essence of the MNE. We
suggest that in contrast to the conventional economics-based approaches, the
aforementioned can fruitfully be seen as interrelated, co-determined and co-evolving.
Moreover, MNEs exist because of the desire by their principals (entrepreneurs) to
create and capture value through the establishment and design of organizations that
help co-create cross-border markets, shape eco-systems, and leverage capabilities. We
submit that the concepts of co-specialization, market and eco-system creation and co-
creation, and dynamic capabilities (DCs), are essential to explicating the nature and

essence of the MNE. Embracing critical developments in organization, strategy and



entrepreneurship scholarship can help the theory of the MNE move beyond the purely
economics-based paradigm toward a multidisciplinary perspective that is both richer

in descriptive content and more poignant in predictive power.

Hymer (1960/1976) drew inspiration and insight from the field of industrial
organization (I0). The focus of the field for many years was on industrial structure
and monopoly power. Concentrated industrial structures were assumed to cause
market power. Since FDI was common in concentrated industries, Hymer deduced
that FDI led to global monopoly—a highly questionable proposition (Dunning and

Pitelis, 2008).

The IO literature did not have much to say about the factors covering innovation. In
fact, in many models innovation is often taken as exogenous. Moreover knowledge is
assumed to transfer costlessly and frictionlessly. Firms are often treated as ‘black
boxes’, bereft of intra-firm issues. Analysis of decision making, innovation, resources,
capabilities and strategies is largely absent. To the extent that internal organizational
issues are examined, they tend to be related to incentives and principal-agent

problems

While scholarship in the field of strategic management has drawn extensively on the
10 economics approach in the 1980s and 1990s, notably in the work of Porter (1980,
1985), the concerns, focus, and tools of strategic management scholars over the past
25 years or so have advanced beyond the 1O tradition. In part this is in recognition of
the rather limited ability of IO economics, its concepts, assumptions and method, to

inform organizational issues (Coase 1991; Simon, 1995; Makowski and Ostroy, 1995;



Lippman and Rumelt, 2003a,b; Augier and Teece, 2009). It is also in part a
recognition that product market “positioning” (e.g. market share) is at best an
ephemeral statement of where an enterprise might have been. Product market
positions, whether domestic or global, are a poor reflection of where the enterprise is
and where it can go. Such questions depend much more on the firm’s “resources” and
“capabilities”, which are more primitive characteristics of the business enterprise.

Technological and organizational capabilities are core to these assessments.

By employing concepts and ideas developed in the context of the resource-based-view
(RBV) of the firm (Penrose, 1959; Teece, 1981b, 1982; Wernerfelt, 1984; Barney
1991; Peteraf, 1993; Foss, 1996; Pitelis, 2000), the (dynamic) capabilities (DCs)
based views (Dosi et al., 2000, 2008; Teece et al. 1997, Pitelis, 2007b; Teece, 2007,
Di Stefano et al., 2010; Kay, 2010; Romme et al, 2010), as well as the
entrepreneurship literature (Casson, 2005; Rathe and Witt, 2001), scholars are
beginning to explore more fundamental issues. These include understanding how the
pursuit of value creation and appropriation motivates economic agents to design and

set-up organizations and even markets with both domestic and global footprints.

The twin concepts of co-specialized assets and dynamic capabilities have become
influential in the development of the theory of the firm (Teece, 2007; Pitelis and
Teece, 2009). However, so far they have had limited impact on the theory of the MNE
and FDI (Augier and Teece, 2007). Existing literature in international business (IB)
scholarship has neglected to explore whether and how entrepreneurial management’s
capabilities to effectuate cross-border value co-creation and capture are important to

the theory of MNE. We claim that in the modern semi-globalised, knowledge-based



economy, entrepreneurial management’s capabilities in cross-border market and eco-
system co-creation (and related technology development and transfer) should be seen
as the essence and a reason for the existence of the MNE. This is a wider mandate and
purpose than merely minimizing transaction costs, although that remains an element.
Our focus is not just on cost minimization but also on opportunity generation and
value capture. In particular, we focus on how MNEs, their principals and managers,

create and capture value on a global scale.

Section II provides a critical account of developments in the economic theory of the
MNE and FDI. Section III considers how DCs can be usefully injected into the theory
of the MNE. Section IV proposes that DCs in cross-border market, eco-system and
value co-creation are seen as the DCs par-excellence in explaining the nature and the

essence of the MNE. Section V has conclusions and policy implications.

II. The Economic Theory of the MNE and FDI

a. Historical Review
The modern theory of the MNE and FDI is rooted in the economic theories of the firm
and 10 (Hymer, 1960/1976; Horst, 1972; Magee, 1977; Buckley and Casson, 1976;
Teece, 1977). Hymer (1960/1976) claimed that the pursuit of monopoly profits by
firms already dominant in developed country markets such as the U.S., would
eventually motivate them to consider ‘foreign operations’, including the establishment

of overseas subsidiaries (FDI).

For Hymer, the reason for the global leveraging of domestic assets was rooted in

some version of monopoly theory.1 His fundamental insight was that the MNE was



not primarily a capital market phenomenon engaged in leveraging capital from
geographic domains where it enjoyed low returns to geographic domains where it
might earn higher returns. Instead he claimed that Rivalry reduction, benefits arising
from the intra-firm use of Advantages, and the risk Diversification (RAD) — related
benefits of FDI explained the existence of the MNE, as well as why MNEs were able
to compete with locally-based rivals in foreign countries, despite potential inherent

disadvantages of being foreign (Hymer, 1976: 46).

Subsequent development in the economic theory of FDI and of the MNE stressed
efficiency. In particular, the contributions of Buckley and Casson (1976), Teece
(1977, 1981a,b), Rugman (1980), Williamson (1981), Dunning (1980, 1998) and
Kogut and Zander (1993) explored the various reasons why the intra-firm exploitation
of advantages could be more efficient than market-based arrangements.2 The
emergent ‘internalisation’ literature focussed on explicating the reasons for FDI in

terms mainly of lower transaction costs.”

The nature and role of knowledge was addressed by Hymer in a subsequent paper in
French (Hymer 1968) and more so by Buckley and Casson (1976), Teece (1977,
1981a,b), and Kogut and Zander (1993). The focus on knowledge and industrial
know-how has come back into vogue following the emergence of the resource-based-
view (RBV) and knowledge-based views of the firm (Penrose, 1959; Teece, 1982;
Wernerfelt, 1984; Barney, 1991; Peteraf, 1993; Grant 1996; Spender, 1996; Mahoney
and Pandian, 1992). RBV and learning-based-ideas have been employed to provide
more dynamic interpretations and to update Dunning’s OLI (Dunning, 2001; Pitelis,

2007a).*



One of the potential knowledge-related ‘advantages’ of being an MNE involves the
creation of a portfolio of subsidiaries. Subsidiaries can be thought of as each
representing a distinctive cluster of capabilities. Leveraging the skills of subsidiaries,
as well as identifying the best way to do this (for example through ‘granting’
subsidiaries relative autonomy, or keeping ‘tight’ controls), has emerged as an
important issue in IB scholarship (Hedlund, 1986; Birkinshaw, 1997a,b; Birkinshaw
and Hood, 1998, 2000; Eden, 1991; Yamin and Forsgren, 2006; Papanastassiou and

Pearce, 2009).

b. Theory of the MNE versus Theory of the Business Enterprise
It is arguable that despite much progress, there is little that is specifically “multi-
national” or “foreign” about the economic theory of the nature of MNE and FDI. For
example, all three elements of Hymer’s triad, apply equally well to diversified firms
within a nation (Penrose, 1987). This is also true concerning ‘internalisation’-type
theories as well as the OLI. Multi-nationality involves the existence of borders, of
different sovereign nations, all with the ability to regulate and tax individuals and
firms (North, 1994). Accordingly, a theory of the MNE needs to explore the
differential costs and benefits of different sovereign legal jurisdictions (Penrose,

1987; Ghemawat, 2007).

Despite the fact that numerous commentators share the above views, there have been
few attempts so far to focus on what is uniquely 'multi’-national or ‘foreign’ in the
economic theory of the MNE and FDI (see Boddewyn and Pitelis, 2009). In an early
exception, Teece (1977) collected primary data in order to identify the extra costs of

technology transfer attributable exclusively to multi-nationality. While the results



confirmed his view that multi-nationality matters, he also went on to conclude that:
“Further analytic research and more extensive data collection are required if our
understanding of international technology is to be improved” (Teece, 1977: 260).

Unfortunately, there has been little progress on this front since.

Teece’s (1977, 1981a,b, 1985) insights and analysis were subsequently developed
independently by Kogut and Zander (1993) into their evolutionary theory of the
MNE. Teece’s focus was on the costs of (international) technology transfer. Kogut
and Zander emphasized (lower) intra-firm costs, which was what Teece found to be
generally, though not always, true. Cantwell (1991) employed the concept of
technological accumulation to flesh-out the nature and extent of MNE superior
advantages. Pitelis (1991) assembled market failure and firm advantage-related
arguments to explain the firm and the MNE, in an early differential abilities-based

framework.

Nevertheless the economic theory of the MNE and FDI has been slow in
incorporating more recent conceptual developments from the wider organization,
entrepreneurship and strategy fields. In addition it faces a significant challenge in
explicating current practice and strategies of MNEs. Such practices and trends include
outsourcing and offshoring of components and subsystems. R&D is also beginning to
move offshore (Teece, 2006a). Offshore R&D used to be primarily for adaptation
(Mansfield et al., 1979). Many firms have moved to “open” innovation, or combined
‘closed’ with ‘open’ innovation (Chesbrough, 2003). Often this involves keeping
sufficient in-house R&D to create the ‘absorptive capacity’ to identify (or even

develop) ‘open’ innovation opportunities created by others, or in collaboration with



others (such as universities), that can be captured by the MNEs (Research Policy,

2006; Panagopoulos and Pitelis, 2009).

Despite Hymer’s and much of subsequent literature’s focus on the unique advantages
of FDI, many MNEs today, for example Starbucks, adopt a ‘portfolio approach’,
combining simultaneously FDI, franchising and inter-firm cooperation. They also
often employ a ‘stages’ approach, whereby an initial joint venture is eventually
followed by FDI. In addition, MNEs seem now more aware of the systemic benefits
of overall value creation and “eco-system” engineering on a global scale. Large firms
like Siemens, Microsoft and McDonald’s can stimulate the creation of productive
environments by funding universities, collaborating with and rivals, helping
complementaries to innovate. Many other firms, like IBM and Apple, focus on
employing their complementary integration, design and marketing capabilities to
create and capture value. They package extant industrial and design knowhow into
attractive new products. The MNEs have gradually morphed from ‘system-
integrators’ (Teece, 1986, 2006a) within the firm, sector, region or nation, to become

“orchestrators” of the wider global value creation process.

It is arguable that the extant economic theory of the MNE has failed to address the
above issues adequately and is thus unable to explain how MNEs develop and sustain
competitive advantage (CA). We claim that the concepts of cross-border market co-
creation by entrepreneurs and entrepreneurial managers can help address limitations
and provide a differentia specifica, or raison d’étre, for the MNE. In addition, the

concepts of co-specialisation and dynamic capabilities (DCs), both at firm and



country-levels (Teece, 2006a; Augier and Teece, 2007), could be usefully leveraged

to explain the origin and exploitation of CA by MNEs. We pursue these ideas below.

II1. Resources-Capabilities and the Theory of the MNE

a. Resources/Capabilities
Largely missing from the economic theory of the MNE and FDI has been
consideration of the importance of agency and the particulars of the firm’s managerial
and organizational capabilities.” This is despite the fact that the work of Edith Penrose
provided important elements of a resource/capabilities perspective (Pitelis, 2009b).°
A careful reading of Hymer, would indicate that he too was aware of
resources/capability arguments, particularly in his 1968 article (Teece 1985; Dunning
and Pitelis, 2008).’ Hymer referenced Bain (1956) for what we know about ability
(Teece, 1985). However, Bain’s framework did not endeavour to develop capability
concepts. Cantwell (1989) correctly recognized that MNEs are frequently active
generators of firm specific competitive advantages. He saw the firm in evolutionary
terms accumulating technology (and capabilities) over time. Moreover, technology
transfer activities by MNEs create spillover benefits. These external economies
enhance the competitive capabilities of regions, thereby possibly stimulating more
inward FDL® The capabilities approach outlined below emphasizes both the
organizational and the technological capabilities of MNEs and is thereby capable of

adding to our understanding of such phenomena.

b. Resources/Capabilities Compared to the ‘“Internalization’ School

The internalization school saw the essence of MNE activity as being driven by market

“failure”. There was little room for seeing the MNE as an instrument to embrace the

10



global creation of knowledge assets, markets and value. Even appropriability was
given limited attention. Magee’s (1977) early mention of it was primarily confined to

market power issues.

In Teece (1977), knowledge and capabilities were explicitly flagged as being central
to the MNE. If a firm possesses capabilities, it can create and capture additional value
by scaling them globally. The modern capabilities approach represents business
enterprises as bundles or portfolios of difficult-to-trade assets and competencies.
Within this framework, CA can flow at least for a period from the possession and
protection of scarce and difficult to imitate assets.” However, sustainable competitive
advantage (SCA) can only flow from whatever unique ability business enterprises
have to continuously shape, reshape, configure and reconfigure, and align those assets
to create new technology, to respond to competition, gain critical mass, and serve

changing customer needs. The particular (non-imitable) “orchestration”'”

capacity of
business enterprises has come to be known as the firm’s (dynamic) capabilities

(Teece, 2007; Augier and Teece, 2007, 2009; Katkalo et al., 2010)..

The DCs framework is especially relevant to markets embedded in a semi-globalized,
knowledge-based economy. With the continuous expansion of world trade and
investment, with factors of production being highly mobile, and with the sources of
innovation becoming increasingly global, an increasingly larger share of the global
economy is reasonably accurately characterized as “open” i.e. as being exposed to the
forces of global competition, and to the international flows of capital, technology, and
skilled labour. The payoff to ﬂexibility“, agility, entrepreneurship, learning, and

astute investment choices and other factors that are central to the DCs framework has

11



increased since the 1960s when the global liberalization of trade and investment
began gaining momentum (Teece, 2000). Moreover, intangible assets and intellectual

capital are playing a greater role in economic activity.

IV. Some Microfoundations of MNE Dynamic Capabilities (DCs)

a. General

DCs include hard to imitate cognitive skills and organizational processes; global
sourcing and global marketing routines; the business intuition and insight needed to
create new business models and revenue architectures that scale globally; the
investment insights, protocols, and procedures which enable the business enterprise to
identify, address and importantly create new markets and technologies. These
capabilities are firm specific and do not migrate automatically from one firm to
another. DCs also include the capacity to calibrate uncertainty, and continuously
effectuate the co-alignment and efficient governance of co-specialized assets
domestically and internationally. They are rooted in organizational routines and
processes, and also in the capabilities of entrepreneurial management (Augier and

Teece 2009; Katkalo et al., 2010).

The typical MNE owns and/or controls assets in numerous jurisdictions. Differences
between firms can be considerable and need not erode instantly, as assumed in some
economic theories. When there is a wide diversity of assets inside and outside the
enterprise and complex regulatory and taxation regimes to navigate, global
orchestration skills are important. Orchestration needs and opportunities tend to
expand as the firm globalizes, since the panoply of assets an MNE can control is

likely to be more extensive (Augier and Teece, 2007). As already noted, for example,

12



MNE:s increasingly recognize that each of its (globally distributed) R&D laboratories
can be the source of new innovation, and it must organize itself appropriately to

capture these potential benefits (Almeida and Anupama, 2004; Kottaridi et al, 2010).

Inasmuch as change requires continuous adjustments to business models and
realignment of assets and competences to sustain value capture and creation, an
MNE’s DCs requires the continuous sensing and seizing of changing opportunities
and needs on a global basis and prompt execution. This ability to orchestrate assets,
globally referred to here as “managerial orchestration”, is an essential element of DCs

(Teece, 2007; Katkalo et al., 2010).

b. The Special Role of Complementary and Co-specialized Assets

An especially important cognitive and strategic skill in the context of global
competition and innovation is understanding the role of complements and
complementary investments to enterprise success (Teece, 1986). In most analyses of
competition and competitive advantage, it is common to stress that various
innovations are substitutes, rather than complements. Schumpeter (1934), for
example, stressed that successful innovations/firms are threatened by swarms of

imitators, all striving to product “me-too” substitutes.

Of equal if not greater significance, however, (particularly in industries in which
innovation might be characterized as cumulative), is complementary innovation. For
instance, in the enterprise software industry business applications can be especially
valuable to users if they can somehow be integrated into a single program, or into a

tightly integrated suite.'> With the sources of technology being widely distributed

13



internationally, there is a requirement to integrate globally distributed assets using the
MNE as the instrument to do so. Accordingly, cross-border operations by MNEs are
not just about scale and extending global reach. They are also about achieving

complementarities horizontally and vertically.

Complementary assets (the case where the value of an asset is a function of its use in
conjunction with other assets) can be referred to as co-specialized assets."> With co-
specialization, joint use is not only value enhancing;'* It also will be asset specific
(i.e., the co-specialized assets do not have a market in which they can be sold for their

full value).

Situations of co-specialization can emerge from R&D investments or from ‘“thin”
markets i.e. the assets in question are idiosyncratic and not readily bought and sold in
a market. Capturing co-specialization benefits frequently requires integrated
operations. An enterprise’s ability to identify, develop and leverage specialized15 and
co-specialized assets built or bought is a core dynamic capability (Augier and Teece,

2007).

With co-specialization, value can be added, and potentially appropriated by another
party when an asset owner is not cognizant of the value of its assets to other parties
with assets whose value will be enhanced through combination.'® This arises because
the markets for co-specialized assets are necessarily thin, and are frequently global in
nature.'” This implies that co-specialized assets may need to be combined in order to
enable systemic innovation'® to proceed and to allow value appropriation in

multivariate contexts (Somaya et al. 2009). If they cannot be procured externally, they

14



will need to be built internally. MNEs can therefore create value by combining co-

specialized assets.'”

¢. Dynamic Capabilities and SCA

The DCs perspective on the MNE is about rapid innovation, adaptation, and flexibility
across multiple jurisdictions. It puts substance behind the concept of ‘agility’.
Importantly, it also about the proactive entrepreneurial shaping of the footprint of the
MNE itself, but also the market and ecosystem. It is necessary for CA for the MNE to
build the right capabilities and that they be non-imitable. Non-imitability is best
assured in the presence of “isolating mechanisms” and “tight appropriability
regimes”20 (Rumelt, 1987; Teece 1986, 2006b). Under a “tight” regime, superior

performance can be more readily sustained, at least for a time.

Below we claim that the firm-level DCs described above can help explain the new
nature and the essence of the MNE and FDI in the semi-globalised intangible
economy. Towards this objective we leverage the concept of cross-border market co-

creation and explore its implications for the economic theory of the MNE and FDI.

V. Dynamic Capabilities, and Cross-border Market Co-creation: Towards an

Entrepreneurial Theory of the MNE

a. Introductory Remarks

Following on Coase’s (1937, 1960, 1991) footsteps, the economic theory of the firm
and the MNE:s relied on a separation between the objective of firms (usually taken to

be the pursuit of profit), the nature of the firm (for Coase, the employment contract

15



between capital and labour), and the essence of the firm (or how do firms “run a
business” to achieve competitive advantage) (Pitelis and Teece, 2009). The economic
theory of the MNE has largely relied on the same conventions. In the previous
sections we showed that the injection of DCs into the theory of the MNE helps
explain the essence of the MNE — or how firms achieve cross-border strategic
advantage (SA). In this section we claim that the distinction between objective, nature
and essence is of limited relevance to organization, strategy and entrepreneurship
scholarship, not least because it downplays the role of economic agency (in particular
entrepreneurship and entrepreneurial management) that the DCs perspective brings

centre stage.

In particular, a defining, even existential issue of the strategy field, is whether and
how the pursuit of value capture motivates economic agents to set-up organizations
and develop strategies that assist them in capturing value. We suggest that
organizational value capture, value creation and CA are co-determined and co-
evolving, in that the objective (value capture), informs the nature and the essence,
which are in turn intrinsically interrelated (Pitelis, 2009a). In this context, the
concepts of co-specialisation and DCs help explain the nature of the MNE and the

creation of firm specific advantage.

b. Cross-border Co-specialization

As applied to the case of the case of the MNE, co-specialisation (scope economies
and subadditivity being just one example) helps explain why it is often beneficial to
bring together firm-level and country-level advantages in setting up of an organisation

cross-border, which is the nature of the MNE (Verbeke, 2009). As noted, for example,

16



it is often the case that co-specialisation dilemmas (and hence co-specialisation
opportunities) are found cross-border. This is especially true for co-specialised
intangible assets, at least knowledge embodied in specialist human resources (Teece,
2009). In such cases co-specialisation explains why the MNE is a desirable structure
for organizing economic activity when (internalization) is deemed preferable in terms
of its ability to better capture the value from such opportunities, (through designing
requisite value appropriation architectures), cross-border integration (i.e., the
internalization of activity inside the firm) will be chosen over market-based
transactions. Thus the nature (designing and setting-up of organisation) and the
essence (employing strategy to capture value) are co-determined and are linked to

asset co-specialisation and the DCs required to orchestrate such assets.

Consider the example of mPortal, a young venture involved in wireless content
provision. According to its CEO, JP Venkatesh, mPortal is a naturally born global
firm “from day zero” and because he himself “knew no other way”. Besides the
CEO’s own multi-national background, an important reason involved cross-border
asset co-specialisation. In a rather extreme such case, the suitable programmer for
prototypes (development partner) in terms of flexibility, creativity and
complementarity was based in Holland. That led to a fruitful collaboration, without
the two parties ever having to meet. The case of mPortal shows why cross-border
asset co-specialisation and complementarity help explain internationalisation, but not

necessarily integration.

In the case of OriGene Technologies, a US-based young venture mapping the human

genome, cross-border asset co-specialisation (between the USA and China) probably

17



constitutes the key reason it can exist. According to OriGene Technologies’ CEO
Wei-Wu He, the requisite technology is only available in the US, which leads China
by at least 20 years. However, the production of protein (a high labor-intensive, rather
tedious job), could only be undertaken in China. For the time being, it happens that no
other place (or technology) could satisfy OriGene’s objectives, leading to a perceived
view of extreme cross-border co-specialization. Integration (FDI) in this case may be
predicated on the need to protect the technology, ensure quality control and related
reasons. Importantly, however, for OriGene’s CEO, an important reason for FDI is to
“be there as a leader”. This goes beyond extant theory of co-specialisation, and is

pursued below.

c. Market Creation and Co-creation

The extant IO economics-based approach assumes pre-existing markets, which fail
under certain conditions, necessitating the emergence of business — firms to address
these failures. However, in real life conditions of uncertainty and limited knowledge
and rationality, the critical issue for aspiring entrepreneurs and/or entrepreneurial
managers, involves creating markets for their ideas in the first place. Such markets
often do not exist, or are very thin or otherwise imperfect. As often discussed in the
folklore of the history of business strategy, early path-breaking ideas, such as the PC
or the CT scanner, were met with scepticism and over-pessimistic guesstimates of
their market size potential (Teece, 1986). In such cases it was up to the originators of
these ideas to try to prove themselves right. This often requires amassing the co-
specialized and complementary assets required to set-up an organization and adopt the

requisite structures and strategies to create and co-create the (final product) markets.
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Once these markets are established, the enterprise will endeavour to capture as much
value as possible through the simultaneous development and leveraging of value

capture strategies and vehicles (Pitelis and Teece, 2009).

Importantly, as markets for ideas created in one national location are less likely to
exist in another one, in the knowledge-based economy cross-border market creation
and co-creation is likely to be the norm. In everyday language, we submit that to help
co-create a market one needs to at least be a part of the co-creation process. As
markets are co-created, exchanges occur; as local players participate with their firm
and country-specific advantages, the co-creation of cross-border markets enhances

social value creation.

It follows from the above that the reason for the MNE is not just co-specialisation and
related issues. Importantly, the MNE exists because cross-border presence can well be
part and parcel of the market co-creation process. The MNE becomes a proactive
element in the global economic system. It does more than rectify market failures. In
our schema, it also proactively helps create and orchestrate a panoply of global assets
in a manner which engenders the creation of markets in which both the MNE and
other enterprises subsequently participate. The outcome of this process depends on the
actions of the firm itself and the other participants in the market co-creation process
(such as customers, suppliers, competitors, potential entrants, etc). These actions are
partly endogenous to the actions of the MNE, and partly dependent on the actions of
the markets co-creators, which are more often than not, not known or even
predictable. Put differently, extant economic theory of the MNE and FDI assumes

prior knowledge on O advantages, L advantages and I advantages. This is an heroic
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assumption. In addition it assumes behaviour based on extant conditions, however, in
practice entrepreneurs act on the basis of anticipated and partly malleable conditions,

both internal and external to the firm (Pitelis, 2007a).

Through market co-creation, entrepreneurial management also helps establish the very
eco-system within which the MNE operates. In contrast to Porter (1980, 1985) and the
basic IO model, the DCs literature utilizes the concept of the eco-system (not the
industry) (Teece, 2007) as the unit of analysis We extend this idea by submitting that
eco-systems are also partly endogenous, being co-created by entrepreneurial
managers. Eco-system co-creation, as well as market co-creation, allows firms to co-

create social value for the purpose of its private appropriation.

Interestingly this idea is close to some of Porter’s other work on clusters, (Porter,
1990). This work and the emergent literature on clusters show how firm locational
decisions help engender eco-systems and augment markets. It often is the case that
MNEs act as catalysts for cluster creation (Cantwell, 2000). Cross-border market,
cluster, and eco-system co-creation, is arguably at least as important an explanation of
the nature and essence of the MNE, as is market failure, in our view more. The
orchestration of this process of social value co-creation involves critical DCs, in
designing and setting up organisations, and employing them to co-create markets,
clusters and eco-systems. Given the enormity of this task, we submit that the requisite
DCs are the DCs par-excellence. They involve setting-up organisation to scan and
leverage co-specialized and complementary resources cross-border, in order to co-
create and shape the, eco-system. They include in various and changing mixes all the

DCs discussed earlier and more. FDI is critical in this context, as it affords the control
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necessary to play the game — in which franchisees and/or partners may be inexistent,
uninterested, less committed and/or plainly less competent players. While at the very
conceptual level this is a form of market failure (a non- existent or thin market),
market and eco-system co-creation is only effectuated, through real presence in a

jurisdiction.

d. Some Examples and Observations

A look at the cross-border activities of MNEs is in line with our arguments. This
applies not only in high-tech sectors, but even in cases such as Coca Cola and
McDonald’s, companies usually associated with more low-tech activities and
outsourcing. However, take for example Coca-Cola and its cross-border activities in
China and India. These activities do not simply involve solving existing market
failures. Instead, they involve the creation of markets by designing and setting-up
bottling companies and distribution systems; by inventing new refrigerating
technology, and by influencing user perceptions. They also involve further co-creation
through the entry of competitors (such as Pepsi Cola) and competition with local
players. They involve make or buy decisions (for example vis-a-vis local competitors
such as Huiyuan in China) and careful dealings with foreign governments — who more
than anyone else perhaps can help co-create the market for carbonated drinks (even
unintentionally), for example through urbanisation. Importantly, it involves attempts
to shape the footprint and the direction of change of the market, and its partial closure
to others. This way, DCs in market co-creation simultaneously functions, in part, as a

value appropriation strategy for the firm.
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The case of McDonald’s is even more telling. When entering Russia, the company
had to build a new meat plant (greenfield FDI), and create a whole ecosystem of
suppliers, hitherto non-available in a previously centrally planned economy. It did so
by first undertaking in-house (internalising) all requisite activities for the 300 or so
ingredients needed by a McDonald’s outlet and then gradually externalising them to
independent suppliers that it helped create. Critically it was always McDonald’s
intention to eventually outsource (as noted by global chief executive Jim Skinner in
an interview with Andrew Kramer in the New York Times, February 2, 2010). It
internalised with an eye to eventual externalisation, thereby pro-acting in an
anticipatory way! As a result some suppliers went on to become large companies in

their own right, thereby co-creating a market and an eco-system.

The need to proactively shape and co-create markets often through presence on the
ground is undergirded by statements from CEOs such as OriGene Technologies’ Wei-
Wu He, to the effect that being there and being a leader, is an important factor for
success. Perhaps even nearer to our point is the view of Beth Comstock, CMO and
SVP of GE, according to whom GE is involved in defining and creating its eco-
system. Also the view of industry commentators to the effect that Apple opens up and
dominates new markets (The Economist, January 30, 2010). Such views support our
idea about market and eco-system co-creation. In addition, given the enormity of the
task (acknowledged for example by Comstock), the need for requisite DCs becomes

of the essence.

It should be emphasized that market and eco-system co-creation and value

appropriation strategies are not the result of some abstract, imaginary market that has
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somehow failed. Instead the objective of value appropriation motivates cross-border
organisation and market co-creation. DCs in value appropriation are leveraged
simultaneously in order to capture as much as possible of the co-created value, which
by virtue of the co- in co-created could simply not have existed, if players like Coca-
Cola, GE, or OriGene Technologies had not been part of the game to start with. As
noted by Foucault (1980:154), ‘Power is exercised by virtue of things being known

and people being seen’. The same is true of firms.

The evolution of MNEs as documented by business historians, such as Jones (2002),
is also supportive of our arguments. Jones’ work paints a picture of multi-national
merchant entrepreneurs capturing value by leveraging their intangible advantages in
knowledge and human interaction — networking through distant foreign market
identification, creation and co-creation. When necessary this involved the creation of
supporting organizations (such as banks) as well as diversification in manufacturing,
supportive of their trading activities. Jones’ picture is one of co-evolution and
complementarity between entrepreneurship, markets and organizations whereby
entrepreneurs co-create markets and the wider eco-system, often by setting-up
organizations while at the same time solving market failures by also setting up the
complementary organisations. Agency, in the form of entrepreneurship and
entrepreneurial management, is of the essence in this context and helps establish the
coincidence between the objective, nature and essence of the MNE. Interestingly
market creation and solution to co-created market failures co-exist and are part and

parcel of the pursuit of value appropriation.
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In the above context, perceived advantages in cross-border market and eco-system
creation and co-creation, and the leveraging of strategies for value capture, can be
seen as important reasons why MNEs exist and seek quasi-SA. The above ideas

extend and extract Teece’s ideas on co-specialisation.

Market co-creation is particularly relevant in a semi-globalized, knowledge-based
economy, not least because knowledge markets are notoriously thin or even non-
existent (Teece, 2007). The objective of the principals (entrepreneurs-to-be and
entrepreneurial managers), motivates the setting-up of a cross-border organization
(the MNE) and the adoption of strategies for value capture through market, eco-
system and value co-creation. Cross-border asset co-specialisation and the need to be
a player with respect to market and eco-system co-creation help explain why MNEs
exist. The co-existence of internalisation with externalisation, closed and open
innovation, the adoption of a stages approach to entry modalities, and the
orchestration of the value creation process by MNEs, are much better explicable in
our proposed context. They are all part of the process of social value co-creation, for
private value appropriation. Profit-savvy MNEs increasingly realise they have more to
gain if they help increase the pool of social value, provided they position themselves
through strategy to capture more than it could have otherwise been the case. Extant

theory fails to address adequately these issues.

To the extent that the actions of MNEs do not undermine the process of sustainable
global value creation (for example through the adoption of the global collusive
strategies predicted and feared by both Hymer and Penrose, and/or the failure to

alleviate intra-firm conflict with employees (Pitelis, 2007b)), the process is global
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efficiency enhancing. Clearly this need not always be the case, which therefore
necessitates the design and co-evolution of appropriate corporate, public, civic and
global governance structures that foster economic sustainability (Mahoney et al,
2009). The development and leveraging of DCs for market, eco-system and value co-
creation and capture by MNEs can be a potent contributor to this process under the

conditions cited above.

VI. Concluding Remarks

Since Hymer’s canonical contribution on the MNE and FDI fifty years ago, scholars
have presented and tested ideas which help us to understand the MNE better, and to
explain FDI more cogently. In recent years, an understanding of capabilities has
begun to emerge in the strategic management literature. These capabilities are ones
that can generally be scaled successfully cross-border, are normally located within

firms and can be leveraged more effectively intra-firm.

The presence of non imitable firm-specific assets possessed by MNEs is important to
the theory of the MNE as it suggests, inter alia, (1) FDI can occur in industries other
than research intensive ones. MNEs may possess firm special organizational assets.
For example, Dell Computer’s business model can suffice to undergird its global FDI
strategy; (2) The assets that are at the core of the MNEs CA are ones for which the
market for knowhow is likely to function rather poorly. Organizational routines,
governance systems, and business models cannot generally be protected by the
instruments of IP law - and the absence of secure property rights is likely to handicap

the operation of the market for knowhow - indicating that FDI is likely an important
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vehicle by which firms’ capture value from innovation; (3) The firm with the high
performance systems is likely to be able to generate sufficient profits and the cash
flow to support scaling the business, domestically and internationally; (4) MNE
expansion is likely to be associated with entrepreneurial management i.e. firms active
in seeking and effectuating “new combinations” domestically are also likely to seek
and effectuate them globally; (5) MNE expansion is likely to be as much a function of
business creativity as it is technological prowess.”’ The capabilities approach
recognizes the importance of technological knowhow, but also a whole raft of

organizational and managerial factors which have hitherto received limited attention.

The DCs view also helps address currently dominant concerns of organization,
strategy and entrepreneurship scholarship. These refer to whether and how intended
value capture motivates the setting up of cross- border organizations (the nature of
MNE?), as well as market and value co-creation for the purpose of value capture (the

essence of the MNE).

The capabilities perspective, and concepts such as cross-border asset co-
specialisation, and market and value co-creation help explain the new nature and
essence of the MNE in the semi-globalised, knowledge-based economy. In particular,
the capability to orchestrate and leverage co-specialized and complementary assets in
order co-create cross-border markets is arguably the grandest of all DCs and an
important reason behind the spectacular advances of globalization, notwithstanding
the current crisis and apparent de-globalization set-backs. It is hoped that his paper
will stimulate further research and help us better appreciate the nature, behaviour and

impact of MNE activity.
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ENDNOTES

' Teece (1977, 2006a) attacked this perspective as being both inadequate and not as
powerful or relevant as the “efficiency” perspective.

2 ‘Rivalry’ received little attention, save in works such as Vernon (1966, 1979) and
Graham (1990). The impact of inter-national diversification on firm performance has
been explored by Delios and Beamish (1999); see Qian et al. (2008) for a recent
account.

3 Vernon’s (1966, 1979) ‘Product-life-cycle’ and Dunning’s OLI approaches had the
wider objective of explaining international production. This involves broader
considerations than the internalisation of advantages, hence Dunning’s focus on
location, and Vernon’s emphasis on inter-firm rivalry, intra- and inter- nationally. In
addition, Vernon (1979) aimed to explain the inter-temporal process of
internationalisation. This was initially at least less evident in internalisation theories,
as well as the OLI. Subsequently, Dunning aimed to rectify this, by developing the
concept of the investment development cycle (IDC) (see Dunning and Lundan, 2008).
A stages approach has been developed by the “Scandinavian school”, which purports
to explain the choice of location by MNEs partly in terms of degrees of liability of
foreignness (and more recently outsidership of markets) (Johanson and Valhne, 1977,
2009).

* Recent interest in institutions and development (for example North, 1994), led to
cross-fertilisation between international business scholarship and development and
institutional economics (Dunning, 2006; Dunning and Lundan, 2010; Cantwell et al.,
2009).

> Exceptions include Hood and Young (1979: 56) who state clearly (92) that “large

corporations do possess, and lay much store by, acquired managerial experience
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through which profit opportunities are diagnosed. Such experience is an important
dimension of an MNE’s comparative advantage”. The framework here endeavours to
specify what particular management expertise is likely to be critical.

% Penrose did not overplay, from a theoretical perspective, the international aspects of
large corporations (Pitelis, 2000). However, she did note that: “the managerial,
technological, or financial contribution from the parent may be considerable and
generally make new real resources available to the local economy” (Penrose, 1968:
43).

" In Hymer’s words: “The most important aspects of international operations may be
the capital flows associated with them, but it is by no means the only aspect. Also,
associated with international operations is the flow of business technique and skilled
personnel” (Hymer, 1976: 69).

8 See also Feinberg and Gupta (2004) and Pitelis (2000).

® It is critical to analytically treat the firm’s assets as not necessarily being
permanently bound (“integrated”) to the firm.

' Orchestration is the process by which managers make, build, acquire, deploy, and
redeploy decisions with respect to assets/capabilities.

' Makadok (2001) distinguishes between flexibility and commitment-based theories.
As explained in Teece et al. (1990, 1997) the DCs approach is Schumpeterian in its
lineage and can be thought of as endorsing the value of flexibility. However it ought
to be recognized that the DCs framework may not be relevant to all environments e.g.
highly regulated industries shielded from competition (such as water reticulation).

"2 The development of gyroscopic stabilizers for example made imaging devices such

as video cameras and binoculars easier to use, and enhanced the product, especially
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when the new features are able to be introduced at low cost. Likewise, better batteries
enable personal computers and cell phones to run longer between charging.

13 Lippman and Rumelt’s (2003a, 2003b) work on developing the microfoundations
for RBV is complementary to Teece’s development of the microfoundations of DCs.
In particular, they use the concept of supermodularity to bring in the tools of
cooperative game theory.

4 Complete co-specialization is a special case of economies of scope where not only
are complementary assets more valuable in joint use than in separate use, but they
may in fact have zero value in separate use and high value in joint use. Co-
specialization may stem from economies of scope, but they could also stem from the
revenue enhancement associated with producing a bundled or integrated solution for
the customer.

'> A specialized asset is an asset that cannot be put to alternative use without loss in
value (Joskow, 1985).

' Even if they are cognizant, they may not have the bargaining power to take
advantage of the situation (Teece, 1986).

7 Because the co-specialized assets in question are unique, competitors cannot
necessarily obtain these assets, and even if they could, the co-specialized asset is
likely to have a different value in use if the competitor has a different portfolio of
complementary assets.

18 For a discussion of systemic innovation, see Teece (1988, 2000).

" The computer, software, and electronics industries are riddled with co-
specialization requirements and opportunities domestically and globally. An example
is the iPod pioneered by Apple. Apple combined known technology (digital music

players had already been invented) with the iTunes music store (a co-specialized
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“asset” pioneered by Apple) and digital rights management (DRM) software
developed by Apple to give the artists confidence that their music would not be
pirated. These key elements were combined in a well-designed package (the iPod
player itself) which has all but obliterated competition in the personal stereo market.
Nevertheless, the components that make up the iPod are almost completely
outsourced. As one observer noted: “take an iPod apart and 83% of the components
are made by Japanese companies” (Jesper Kroll, quoted in The Financial Times, May
5, 2005, p. 11).

20 CAs are continuously eroded by actions of other players which lead again to higher
levels of competition and the need to react faster. These dynamic interactions between
firm learning and adaptation, on the one hand, and higher levels of competition and
selection, on the other hand, can cancel each other out. This is often dubbed an 'arms
race’ or ‘the Red Queen effect’” (Kaufman, 1995) after the comment to Alice, ‘it takes
all the running you can do to keep in the same place’ (Carroll, 1946). When isolating
mechanisms are operative, and appropriability regimes are tight, Red Queen effects
can be partly overcome.

2! Since technologies and intellectual property can generally be licensed more readily
than business intangibles, the framework would suggest high levels of FDI from

countries with high levels of business creativity, all else equal.
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