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Abstract

This paper analyzes Birkinshaw’s (2000) model of multinational enterprise (MNE) as an internal market system. This model addresses the issues related to the emergence of market-based mechanisms of coordination within the MNEs as well as the strategic decisions that shape such internal markets. The internal market configuration builds on the perspective of MNE as a differentiated network, characterized by: dispersed, specialized but interdependent resources and capabilities; relevant subsidiary-specific advantages and strategic initiatives; highly complex activity of coordination. The study shows that, rather than being a monolithic framework, the internal market model draws on three mainstreams of research: internalization theory, resource-based view and organizational learning literature. Therefore, the value of the model is identified in its potential to reconcile and integrate different theories of the MNE.
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Introduction

This paper analyzes Birkinshaw’s (2000) model of multinational enterprise (MNE) as an internal market system. This model addresses the issues related to the emergence of market-based mechanisms of coordination within the MNEs as well as the strategic decisions that shape such internal markets. Through the discussion of the theoretical foundations and implications of the model, the contribution of this study is to point out whether and to which extent the internal market configuration can be useful to integrate different theories of MNE in a coherent whole.

The first section briefly describes the shift from a hierarchical to a network-based configuration which characterizes the recent theoretical perspectives of the MNE. Especially in the 90s, research works drawing on network theory and resource-based view have provided new insights for the analysis of strategies and configurations of the modern MNEs. In spite of the differences in their contributions to the theory of the MNE, these more recent theoretical perspectives share a common emphasis on processes, decisions and patterns of capability development that take place at subsidiary level and on their influence over the MNE’s strategic behavior and competitive advantage.

Section two analyzes the context that the internal market model better fits. As strategy and organization of MNE have deeply changed during the last 20 years, the explanatory power of the different models is to be evaluated in close connection with the conditions in which the MNE’s activities take place. This section also focuses on what is meant by internal market in order to highlight the differences between this model and alternative configurations of the MNE. 

Section three contains a detailed discussion of Birkinshaw’s model through the analysis of the three types of markets that jointly constitute the MNE internal market system. The thesis around which the discussion is developed is that, rather than being a monolithic framework, the internal market model draws on three mainstreams of research: internalization theory, resource-based view and organizational learning literature. Therefore, the value of the model is identified in its potential to reconcile and integrate different theoretical perspectives of the MNE, rather than in its innovativeness compared to previous theories. 

The modern MNE: from hierarchy to network 

Internalization theory (Buckely and Casson, 1976; Rugman, 1981) has been the most widely adopted theory for the explanation of the existence of the MNE. Such theory draws on transaction cost economics (Williamson, 1975), which focuses on the organization of economic activity in markets and firms. Transaction cost economics argues that price system (markets) and hierarchy (firm) are the two different ways of organizing any given transaction. Markets are less than perfectly efficient because of bounded rationality and opportunism. Market failures or high transaction costs, experienced through market transactions, make hierarchy a more efficient mechanism of organizing economic activities. Building on these considerations, internalization theory explains the existence of the MNE as a response to imperfections existing in international markets. The MNE emerges as a way of coordinating activities across countries when ownership-specific and location-specific advantages combine with intermediate market imperfections (Dunning, 1981, 1988). The rationale behind the existence of the MNE, provided by internalization theory, is strictly efficiency-based. The preference for market or hierarchy is based on the evaluation of the costs related to their governance mechanisms: the existence of the MNE will occur when the organization within the firm of interdependencies between agents located in different countries is more efficient than the organization through markets and when the benefits of organizing interdependencies within the firm are higher than their costs (Buckley and Casson, 1976; Rugman, 1981).
Internalization theory was developed in a context in which the portrayal of the MNE as hierarchy reflected its actual working. The theoretical framework for the choice between market and hierarchy assumes that market and hierarchy are well-defined alternatives. However, the traditional hierarchical model became increasingly inadequate to reflect the complexity of the modern MNE (Birkinshaw and Morrison, 1995). The changes occurring in the 80s and 90s resulted in the collapsing of such clear distinction and, consequently, in the emergence of hybrid configurations of MNEs, which contemporarily adopt market-like and hierarchy-like mechanisms and structures. 

The conceptualization of MNE as ‘heterarchy’ (Hedlund, 1986), ‘interorganizational network’ (Ghosal and Barlett, 1990) or ‘transnational solution’ (Barlett and Ghosal, 1989) emphasizes this characteristic. Hennart’s (1993, 2001) distinction between method of organization (prices and hierarchy) and institutions (markets and firms) proves useful to capture the meaning of the increasing overlapping between the two alternatives described above. Markets and firms adopt both methods of organization, but in different proportions as firms rely more on hierarchy, while markets mostly adopt prices. 

Recent theoretical perspectives point out that, far from being a centralized hierarchy, MNE is an interorganizational network (Ghosal and Barlett, 1990) of loosely coupled nodes, characterized by their own unique resource and capability profile. The network form of organization is identified as an alternative to both market and hierarchical organizational structure. In this approach the configuration of the MNE moves from an hierarchical perspective, in which all the strategic activities fall into the business domain of the parent company, towards a configuration which recognizes the existence of centers of excellence (Holm and Pedersen, 2000) and specialized knowledge in multiple nodes of the MNE, linked to one another by flexible governance mechanisms. Network theory assumes that each unit does not act atomistically, but as a player within a system of actors, whose activities are characterized by high level of interdependence. Therefore, the traditional asymmetric dyadic relationship between parent company and subsidiary is replaced by a more complex network of multiple interorganizational relationships within the MNE. From this perspective, not only internal but also external relationships qualify the MNE’s network. External embeddedness is an important determinant of subsidiary’s possibility to affect the strategic behavior of the MNE and contribute to the MNE’s competitive advantage (Anderson and Forsgren, 2000). 

The analysis of the MNE patterns of development of firm-specific advantages (FSAs) largely draws on the resource-based view, which emerged as dominant paradigm in the strategic management studies during the 90s. The question that resource-based view can help address is how an MNE can extract rents from its set of firm-specific resources. The MNE’s competitive advantage relies on its capability to accumulate, exploit, recombine, and innovate its set of firm specific resources as well as transfer such resources among the different nodes of its extended network
. However, the original theoretical framework of the resource-based view has been extensively revised in the last years, so as to extend the analysis of resources, which was initially based on the internal endowment of a single firm. The relational view of competitive advantage (Dyer and Singh, 1998) as well as the contributions drawing on network theory point out that competitive advantages and patterns of growth are related not only to the resources that firms can individually develop, but also to the network resources they can leverage (Gulati, Nohria and Zaheer, 2000). The processes of acquisition and exploitation of critical resources have their setting outside the boundaries of the parent company, as they are embedded in the MNE’s extended network, consisting of the MNEs’ subsidiaries and their linkages within their specific environment. Therefore, a distinction cannot be easily made between “totally internal” and “totally external” ways of developing resources and capabilities because “hybrid” (between internal and external) modes of resource development are rising. As the next paragraph discusses, in the internal market model, not only the distinction between hierarchy and market becomes more difficult to define, but also the difference between internal and external partially looses its traditional meaning.

a framework for the analysis of the Internal Market Perspective 

The internal market model arises from the need to identify a new powerful way of describing the complex working of the modern MNE. Birkinshaw (2000) moves from the largely consolidated recognition that, given the obsolescence of the traditional hierarchical model of MNE, new modes of coordinating activities across countries are emerging. Hence, the potential of the internal market system as a new configuration of MNE is to be evaluated in close connection with the context in which the modern MNE operates. Specifically, the context that the internal market model fits is characterized by:  

1) The importance of subsidiary initiatives and endorsement of resources and capabilities, including those deriving from the subsidiary embeddedness in the host country environment. 

Subsidiary is the primary unit of analysis in Birkinshaw’s model. His aim is to highlight the role of subsidiary managers from an analytical perspective that focuses on the internally-driven changes in the strategy/structure of the MNE. Such approach implies a greater emphasis on subsidiary managers as free agents, rather than mere players of the roles imposed by the parent company. The extent to which a subsidiary shapes its own destiny is a function of the uniqueness and distinctiveness of its resource profile which lessens the dependence from other nodes in the network and increasingly shifts the determinants of its pattern of growth from the headquarters directives towards autonomous internal decisions (Birkinshaw, 2000).

Network theory points out that a firm’s network linkages are an important source of resources and capabilities. Grounded on such perspective, recent literature about subsidiary strategy has emphasized subsidiary embeddedness in host countries’ knowledge networks (Andersson, Forsgren and Holm, 2002) even though embeddedness is not a distinctive characteristic of all subsidiary activities, but may be critical for specific value-chain activities (Rugman and Verbeke, 2001). 

Specific relationships with local actors (suppliers, customers and other stakeholders) give a measure of external embeddedness (Andersson and Forsgren, 2000) and contributes to identify the resource profile of each subsidiary. As Ghosal and Barlett (1990, p. 606) point out: “the uniqueness of the MNC as an organizational form arises from the fact that its different constituent units are embedded in different national environments in which the structures of these relational networks can be and are often very different”. Therefore, learning processes and capability development in the subsidiaries are strongly enhanced, shaped and affected by their local environment (Westney, Zarheer, 2001, pp. 368).

2) A greater dispersion of the value-adding activities of the MNE and the emergence of new, hybrid (between markets and hierarchy) governance mechanisms of economic interdependencies across countries.

Subsidiaries can assume a broad variety of roles (Barlett and Ghosal, 1989; Jarillo and Martinez, 1990; Roth and Morrison, 1992; Birkinshaw and Morrison, 1995). Particularly, there is evidence that subsidiaries play a role that goes far beyond a merely instrumental one. Research about world product mandate (Rugman and Douglas, 1986; Roth and Morrison, 1992), charters (Birkinshaw, 2000; Birkinshaw and Hood, 1998) and the emergence of centers of excellence (Holm and Pedersen, 2000) shows that a subsidiary has the potential to provide significant contribution to the MNE competitive achievements, in terms of local responsiveness, global integration and learning activities. In general, the evolution of the MNEs over the last two decades can be summarized as a shift from a prevalence of parent company FSAs to a mix of location-bound and nonlocation-bound FSAs across the MNE network.

In Birkinshaw’s (2000) view, the MNE is not only a network of dispersed value-adding activities, but also of dispersed corporate entrepreneurship.  The exploitation of entrepreneurial opportunities relies on the availability of resource and capabilities, which are not necessarily owned by the parent company, but can be subsidiary-specific
. 

The conditions sub 1 and sub 2 represent two sides of the same coin in the sense that the increasing dispersal of value-adding activity across subsidiaries is related to the increased amount of specific resources they control. 

In the modern MNE, the coordination of a network of dispersed value-adding activities becomes an increasingly complex task and the obsolescence of the classic centralized MNE requires the parent company to play a different role. In addition, greater exchanges of products and knowledge flows enhance the interdependences between a subsidiary and the rest of the MNE.

The matrix in Fig. 1 represents the main determinants of interdependence among the units of the MNE network. The vertical dimension indicates the subsidiary’s role. It represents the importance of subsidiary’s strategic initiatives and resources in terms of contribution to the MNE’s strategic behavior and competitive advantage. The classic hierarchical, centralized model of MNE, where most strategic activities are carried out by the parent company, falls in lower side of the matrix while the modern MNE, characterized by the emergence of centers of excellence and by multiple islands of dispersed and specialized knowledge and competence, should be positioned in the upper side. The horizontal dimension shows the strategic orientation of the MNE. Specifically it classifies the MNE’s strategy on the basis of the focus on an integrated worldwide strategy. Holding other factors constant, a greater focus on integration implies a greater interdependence of activities carried out by the subsidiaries and requires more numerous linkages in terms of products/services exchanges and knowledge flows.

Fig. 1 Interdependence in the MNEs








The cases in quadrants 1 and 4 are the two extremes: quadrant 1 is the case of low interdependence among subsidiary activities because most strategic activities, competencies, and choices are centralized. In addition, as strategic orientation pays little attention to the implementation of an integrated worldwide strategy, coordination by the parent company is not a critical task and mostly relies on simple tools of financial control and supervision. Quadrant 4 is the case in which an integrated worldwide strategy builds on the coordination of differentiated contributions and dispersed activities by multiple centers of competencies. Interdependence is multidirectional as significant flows of products and knowledge link each subsidiary to the rest of the MNE. Therefore, coordination needs are higher and imply the adoption of an expanding array of control mechanisms so as to enhance horizontal linkages among multiple centers. Quadrants 2 and 3 are cases of intermediate level of integration: in quadrant 2, in spite of the need for coordination due to the focus on integration, interdependence is merely unidirectional because the headquarters provide strategic leadership and control over subsidiaries and centralize strategic activities and competencies. Quadrant 3 depicts the case where the MNE consists of a set of multiple independent strategic centers, the importance of which for the MNE’s overall success is significant. However, coordination is largely based on market-based mechanisms and financially-based organizational linkages, as a consequence of little or no concern for the implementation of an integrated worldwide strategy.

Why Internal? And why Market ?

The conceptualization of the MNE as an Internal Market System shares with recent literature the shift from the classic hierarchical model to a network configuration. However, rather than stable configuration, with well-defined characteristics, such conceptualization of MNE has porous boundaries compared to other models. Birkinshaw (2000) distinguishes three configurations: hierarchy, internal market model, and virtual corporation. They are characterized by a different mix of coordination mechanisms (hierarchy-like vs. market-like).

Figure 2 shows a framework for positioning the archetypes mentioned above on the basis of two dimensions: a) headquarter’s influence and control over the exchanges of products and knowledge flows within the MNE network (high or low) and b) degree of interdependence among the activities across different countries (high or low). 

Quadrant 1 is the case of the classic, hierarchical model of MNE, based on high degrees of centralization and centrality of the parent company’s role in the coordination of differentiated activities. This case has been the main object of analysis of early internalization theory which focused on the parent company’s strategy and control over subsidiaries.

Fig. 2 A framework for the analysis of alternative configurations of the MNEs








Quadrant 4 is the case of the “virtual corporation” which outsources most of its activities. This model results from the most widespread dispersal of activities across countries. In the virtual corporation, coordination of dispersed operations and value-adding activities rely on purely market-based mechanisms. From a perspective focused on firm-specific advantages, the virtual corporation is the model that fits better the case in which the MNE’s competitive advantages primarily consist of multiple location-bound FSAs, while the traditional hierarchical corporation is based on the centrality of a home-country FSA. In the latter model, the dominant pattern of FSA exploitation is represented by the transfer of nonlocation-bound FSA from the home country to the host country through a process in which the parent company determines the roles played by subsidiaries as mere “implementors” of headquarter strategy. The internal market model lies in the middle between the two extremes, because MNE “continues to own most of its business system, but coordinates if through a more bottom-up process” (Birkinshaw, 2000, p. 115).

Such articulation shows that the concept of internal market adopted by Birkinshaw is quite different from the traditional view of internal market. A conceptualization based on the distinction between internal market and hierarchy is not consistent with the framework developed by internalization theory, according to which internal market is hierarchy, as opposed to (external) market
. However, the difference between the two perspectives is due to the different context in which the modern MNE operates, rather than a misinterpretation of the concept of internal market. As explained  above (see section 2), internalization theory assumes a clear distinction between hierarchy and market or, put in different words, between internal market and external market. In the modern network-based configuration of the MNE, to which Birkinshaw’s model is referred, such clear distinction collapses. 

The issue is not only (and not so much) what hierarchy or market are, but also what “internal” and “external” mean. In internalization theory, the boundaries of the firm are well-defined, while in the modern MNE those boundaries become porous. In the internal market model flows of products and services involve buyers and sellers both inside and outside the MNE network. 

In the models positioned in quadrants 3 and 4, resources and capabilities are specialized, accumulated in different parts of the MNE and characterized by high interdependence. The greater interdependence requires a wide set of control mechanisms so as to assure coordination. In the internal market system, coordination of dispersed value-adding activities carried out in different countries is largely based on market-like mechanisms. However, the headquarter still plays a significant role in terms of definition of the “rules of the game” (Birkinshaw, 2000, p. 116) concerning the working of the internal market and the governance of the exchanges of products/services and resources mobility. In fact, as Birkinshaw explains (see table 1), in spite of the reliance on market mechanisms, the headquarter is responsible for the strategic choices that determine the extent to which an internal market is established.

Quadrant 2 is the case of decentralized model of MNE (Malnight, 1996), including Porter’s (1986) multidomestic model and Barlett and Ghosal’s (1989) multinational model. Interdependences are not particularly significant: given the differences among national markets, each subsidiary operates autonomously and controls most resources it needs, with limited flows across the MNE’s units. As the linkages among dispersed operations are not strategically important for the MNE strategic behavior and competitive advantage, subsidiaries are controlled by the headquarter through financial mechanisms.

Therefore, the internal market perspective builds on the theory of MNE as a differentiated network, characterized by:

· dispersed, specialized but interdependent resources and capabilities; 

· significant subsidiary-specific advantages and strategic initiatives that greatly matter for the MNE as a whole; 

· highly complex activity of coordination, which increasingly draws on market-like mechanisms. 

These aspects have been analyzed by several recent contributions, which build on a network-based conceptualization of the MNE (Barlett and Ghosal, 1989; Hedlund, 1986; Prahalad and Doz, 1987).  In addition, the working of the internal market system shows some similarities with the flagship model developed by Rugman and D’Cruz (1996, 2000). This model aims to provide a contribution to the analysis of the interfirm networks in which the MNE is involved. The model proposes an alternative governance mechanism to markets and hierarchy as a result of asymmetric control by the flagship firm over the strategic actions of the network (Rugman and D’Cruz, 1996). 

Flagship model and internal market system share a common emphasis on the network-based approach to the analysis of the MNE. However, several differences exist between the two perspectives. The flagship model keeps the MNE as the hub firm in a set of key suppliers/customers/partners relationships. This model focuses on centralized decisionmaking and strategic guidance by the hub firm and neglects the importance of subsidiary-specific advantages and initiatives to the strategic behavior of the central firm. Therefore, the strategic influence is unidirectional, from the flagship firm to its network partners, even though it is not a hierarchical relationship, but based on asymmetric strategic control
. 

In the internal market system, the distinction between internal and external actors to the system is not so well defined: “under an internal market model there might be two or more internal suppliers and customers, and there might be several external suppliers or customers as well” (Birkinshaw, 2000, p. 117).  Each unit enjoys greater degrees of freedom in the choices about whom it sells to and whom it buys from. In addition, in spite of the recognition of the parent company’s role in the establishment and working of the market, this model is characterized by greater decentralization of decisionmaking and takes into account subsidiary-specific advantages. Hence, the internal market system better fits the case of a network configuration of the MNE characterized by relevant subsidiary-specific advantages. 

Disentangling the internal market model: market for intermediate goods and services, market for charters, market for practices and capabilities

Birkinshaw (2000) disentangles the concept of internal market through the analysis of three markets which jointly identify the characteristics of the model: market for intermediate goods and services, market for charters, and market for practices and capabilities (see table 1). The following analysis shows that the understanding of the three kinds of markets largely draws on three theoretical perspectives: internalization theory, resource based view and organizational learning perspective. 
Table 1 Three types of internal markets

	
	Type of Market

	Market for
	Intermediate product or service
	Charter
	Capability or practice, intangible resources

	Main question in the establishment of the market
	To what extent does MNE want to internalize the existing market system?
	Where does MNE want each value-adding activity to take place?
	How can leading-edge capabilities and practices be efficiently identified and transferred?

	Role of subsidiary 
	Compete with internal and external competitors in delivery of product or service to the next stage of the value chain


	Compete with internal and external competitors for new and existing charters
	Actively seek out ‘suppliers’ of practices, and make practices available to other units

	Role of Headquarter
	Define extent to which each stage of value chain will be internalized and customer’s freedom to select among competing alternatives
	Define extent to which new and existing charters will be competed for, and extent to which external bids will be accepted
	Define systems that help maximize flow of practices inward and internally, but which limit the outward flow of practices (to external entities)



	Theoretical perspectives which address the questions
	Internalization theory
	Resource Based View 
	Organizational learning and knowledge management literature

	References
	Buckley and Casson (1976) 

Rugman (1981)


	Birkinshaw (1996, 2000)

Birkinshaw and Hood (1998)

Rugman and D’Cruz (2000)

Rugman and Douglas (1986)
	Gupta and Govindarajan (1991, 2000)

Kogut and Zander (1993)

	Factors affecting the extension of the market
	· Input specificity and sunk costs
· Uncertainty of transactions

· Inefficiency related to lower incentives in case of lack of alternatives (inefficiency of the “captive market”)
· Need for flexibility
	Immobility of charters’ underlying resources and capabilities;

Subsidiary’s credibility;

Decentralization of decisionmaking;

Frequency and openness of communication


	· Tacitness and context specificity of knowledge

· Number and kind of interctions due to flows of products/services

· Frequency and openness of communication


Adapted from Birkinshaw (2000, p. 118)

However, the separate analysis of the three markets responds to descriptive purposes and does not imply the absence of interconnections. In fact, the three markets are linked: exchanges of products, knowledge flows, and changes in charters are related to one another. Therefore, the internal market model should not be intended as a sum of three separate approaches but as a model able to reconcile different perspectives. Similarly, in a recent work, Rugman and Verbeke (2003) show that internalization theory and strategic management perspective are linked as they are parts of the modern theory of the MNE as a differentiated network characterized by subsidiary-specific advantages.

Market for intermediate goods and services

In a hierarchical integrated model, each business unit has no choice at any stage of the value chain about whom it sells and whom it buys from. On the contrary, in the internal market system, each unit responsible for a step of the value-adding system has greater degrees of freedom with regard to whom it sells its products and whom it buys from. The main purpose behind the establishment of a market for intermediate goods and services is that having two or more internal or external suppliers/customers for each step of the value chain can improve the MNE efficiency. 

Though not explicitly recognized by Birkinshaw (2000), internalization theory (Buckley and Casson, 1976; Rugman, 1981) provides useful insights for the  understanding of the functioning of the market for intermediate goods and services. In spite of the limitation of its earlier formulation
, the internalization theory proposes an efficiency-based framework that sheds light on the transactions costs associated with managing an internal market. In fact, the framework drawing on transaction cost economics (Williamson, 1975) for the governance of exchanges in external markets may also apply to the exchanges within the MNE’s internal market. 
Multiple paths increase all these costs associated with the internalization of transactions
. So, the establishment of an internal market should be pursued to the extent that the benefits it produces are equal to the costs involved by the management of the market itself. Those costs are specific to the nature of the intermediate products and services involved. High specificity of the intermediate product/service and a high level of investments needed to set up additional units producing the same input can make the duplication and the parallel working of multiple paths inefficient. Specificity refers to the ease/difficulty to which an asset can be destined to alternative uses (or transferred to a new unit within the MNE) without losing value. The level of sunk costs, i.e. the costs for implementing multiple paths and that could not be recovered in the case that the transaction is terminated because that specific component would not have any different application (Poppo, 2003), creates disincentives to invest. All these factors create inefficiencies within the MNE’s internal market just as they do in external markets, as the logic behind the exchanges is the same. Hence, similarly to external markets, also internal markets suffer from the same failure, i.e. under-investments in specialized assets. In order to avoid such risk, investments in specialized assets should be protected by the stability of an exclusive relationship with customers be it in the context of intra-firm and inter-firm exchanges. Therefore, 

P1: Input specificity and sunk costs are negatively related to the implementation of an internal market for goods and services.

Moreover, uncertainty in terms of difficulty to define product/service specifications and conditions of the final exchanges increase inefficiency of the market exchanges, due to communication costs, risk for non equitable transactions, etc. This consideration concerning the characteristic of the transactions can be summarized as follows: 

P2: Uncertainty related to market exchanges is negatively related to the implementation of an internal market for goods and services.

As far as these conditions are relaxed, benefits deriving from the promotion of internal competition can prove significant compared to the costs of establishing the market for two basic reasons. The first one is based on efficiency-based considerations: exposing the MNE units to internal/external competition represents an incentive to efficiency; such benefit will be as higher as the absence of alternatives for a given unit results in inefficiency, due to lower stimulus to innovation and improvements. In fact, if each unit within the MNE is protected by the existence of a captive market, incentives to improvements will be low. 

P3: The inefficiency of the “captive” market is positively related to the implementation of an internal market for intermediate goods and services.
The second kind of benefit is not based on efficiency considerations. An efficiency-based framework does not give an exhaustive idea of the importance of an internal market system. The existence of multiple choices for the production of intermediate products or services results in greater flexibility and availability of a broad range of strategic opportunities and alternatives, which would be excluded in case of an integrated, centralized MNE. Such strategic benefits will be as much more relevant as the MNE perceives a greater need for operational flexibility. These considerations can be summarized in the following proposition concerning the MNE’s strategic orientation:

P4: Need for flexibility is positively related to the implementation of an internal market for intermediate goods and services.

In conclusion, the decision about the extent to which an internal market for intermediate goods and services should be established builds on the analysis of a number of constraints (due to uncertainty and input specificity) as well as benefits (incentive to efficiency and flexibility). Propositions are summarized in figure 3.

Fig. 3 Factors affecting the establishment of an internal market for intermediate goods/services











Market for charters

A charter is a business or an activity for which a subsidiary has responsibility for the whole MNE (Galunic and Eisenhardt, 1996; Birkinshaw, 1996)
. The phenomenon of charters is relatively new and represents a clear evidence of the fact that, in some cases, a subsidiary “acts more like an equal partner of the MNC than a subordinate entity (Birkinshaw, 1996, p. 470). Recent research (Galunic and Eisenhardt, 1996; Birkinshaw, 1996; Birkinshaw and Hood, 1998) points out that in the modern MNE subsidiaries compete with internal and external units both for new and existing charters. The functioning of such market and the extent to which it could/should be established within an MNE requires the following questions to be addressed: 1) To which extent are charters actually contestable? 2) What are the benefits/costs of an internal market for charters?  

Research building on the resource-based view can provide useful theoretical explanations for the analysis of this kind of market.  From a resource-based perspective, the subsidiary capability to perform a world product mandate or charter relies on the availability of a bundle of firm specific resources, which can build a competitive advantage in the achievement of that activity. Charters and resources/capabilities are two sides of the same coin in the sense that the endorsement of specialized resources allows a subsidiary to take the responsibility to run a business or an activity for the whole MNE (Birkinshaw, Hood and Jonsson, 1998). 

The contestability of a charter is related to the degree of mobility of its underlying resources and capabilities and, consequently, to the nature of the competitive advantage those resources and capabilities allow to achieve (location-bound vs. nonlocation-bound) (Rugman and Verbeke, 1992, 2001). As far as resources and capabilities needed to fulfill a charter are nonlocation-bound bound (i.e. can be transferred across the MNE), charters are contestable. On the contrary, as far as underlying resources and capabilities are location-bound and country-specific, contestability is constrained. 

P5: Resource mobility (i.e. nonlocation-bound nature) is positively related to the implementation of an internal market for charters. 

Within the constraints given by the contestability of charters due to the location-bound nature of underlying resources and capabilities, the headquarter has degrees of freedom in the implementation of an internal market for charters. Such implementation is related to multiple factors which can be grouped in subsidiary-specific, headquarter-specific as well as factors concerning the nature of the parent company-subsidiary relationship. 

First of all, the effectiveness of an internal market depends on the subsidiary’s credibility in the eyes of the parent company (Birkinshaw and Hood, 1998). In fact, without the recognition of the importance of subsidiary specialized resources by the parent company, the subsidiary’s capability to compete for charters is merely potential. Credibility, in its turn, is a complex construct resulting from a variety of variables. Prior international responsibilities or world product mandates increase a subsidiary’s credibility and enhance support by the parent company in the evaluation of the possibility that a subsidiary can challenge an existing charter or bid for a new one. Therefore, what matters for the functioning of the internal market for charters is how proven resources and capabilities are. Proven resources result from “a history of successful initiatives and an accumulation over time of specialized and valued capabilities” (Birkinshaw, 1997, p. 219). 

P6: A subsidiary’s credibility in the eyes of the parent company is positively related to its capacity to compete for charters.

Both benefits and disadvantages associated with an internal market for charter largely depend on the overall quality of the relationship between parent company and subsidiaries. The benefits of internal competition can be summarized as an incentive for subsidiaries to upgrade continuously their set of resources and capabilities. Internal competition can be viewed as “an internal proxy for an external market check on the capabilities and value of the projects originating inside the various subsidiaries” (Rugman and Verbeke, 2003). Therefore, internal markets create incentives for the subsidiaries to pursue autonomous initiatives and enhance the processes of capability development (Birkinshaw and Hood, 1998).

Bounded rationality and uncertainty are crucial aspects related to the working of an internal market, especially in the case of charters. Ex-ante bounded rationality characterizes the parent company decisions: “bounded rationality constraints force MNE headquarters to allow autonomous initiatives of subsidiaries to flourish, expecting that profitable opportunities will be captured well beyond the headquarters’ own ex ante capabilities to understand or even to identify such opportunities themselves” (Rugman and Verbeke, 2003). In other words, only ex-post corporate headquarters can understand how good the decision to encourage subsidiary initiatives or assign worldwide responsibilities was. In conditions of high subsidiary’s external embeddedness and location-bound knowledge, it is more difficult for the headquarters to identify a subsidiary as a center of excellence and implement a corporate strategy based on capabilities developed in different units of the MNE network. Therefore, centralized decisions made by the headquarter about the assignment of activities to the subsidiaries may not take into account subsidiary-specific capability profiles as much as market-like mechanisms would do. In these cases market-like mechanisms of resource allocation, based on competition among the MNE’s units, would be more beneficial in terms of fit between subsidiary-specific capabilities and activities performed. A greater decentralization of decision making processes is a necessary condition for the working of an internal market as it would provide subsidiaries with the autonomy and degrees of freedom needed to pursue the strategic initiatives that better can exploit existing subsidiary-specific capabilities and build new ones (Birkinshaw and Hood, 1998). 

P7: Decentralized decisionmaking is positively related to the implementation of an internal market for charters

On the other hand, market-like mechanisms may create a risk for distortion in the subsidiary pattern of development because the intent to affect the parent company decisions concerning the assignment of charters can bias the subsidiary managers’ behaviors. Given the uncertainty related to investment decisions about charters, the parent company tends to consider subsidiary performance as a reasonable justification for the decision to assign a new charter or keep an existing one (Birkinshaw, 1998). Subsidiary track record lessens uncertainty perceived by parent company decisions. High track records may also induce a less emphasis on formal control and higher degrees of autonomy, creating a virtuous self-reinforcing path.

However, resource and capability accumulation is a costly process and in many cases (for example, R&D activities) the payoff of investments can slowly emerge over time. The interest in preserving existing charters may represent an incentive for subsidiaries to prefer a short-term orientation, which can preserve short-term performance but weaken the subsidiary’s set of resources and capabilities in the long run. Such risk depends on the way parent company evaluates subsidiary performance. In fact, subsidiary performance is a complex construct (Birkinshaw and Morrison, 1995), depending on the primary goals of the parent company. “New market entry, for example, is typically associated with negative returns in the first few years but the subsidiary manager would be expected to deliver on market share growth. A well-established subsidiary, in contrast, might be evaluated on contribution income or ROI” (Birkinshaw and Morrison, 1995, p. 740). So the evaluation of subsidiary’s initiatives cannot always be based uniquely on financial ratios or short-term criteria because specific investments realized to acquire new competencies in the long run are not captured by merely financial controls. 

Therefore, the potential for distortion in the subsidiary pattern of capability development, due to the risk for charter loss, represents a limitation associated with the extensive working of an internal market. As a result, the quality of the relationship between parent company and subsidiary is essential to avoid the risk for bias in the market mechanisms. The MNE can adopt a number of mechanisms for the governance of the relationship with subsidiaries, including traditional forms of bureaucratic control and coordination, socialization mechanisms, market-like test of feasibility for new projects, enhancement of informal communication channels. As Rugman and Verbeke (2003) maintain, the development of an “optimal set” of control instruments is very much a firm-related problem. Among those mechanisms, openness and frequency of communication play a strategic role. In fact, communication enhances the possibility for the subsidiary to give adequate explanations of strategic choices and receive timely feedback on the initiatives. Therefore, communication speeds the process by which parent company acquires confidence about the subsidiary’s capability to perform activities successfully.

A relationship based on frequent and open communication would:

· allow the subsidiary to explain the value of their projects;

· give the headquarters the opportunity to have as much as possible information to evaluate subsidiary initiatives. 

P8: Frequent and open communication increases the benefits associated with the implementation of an internal  market for charters.
Fig 4 Factors affecting the establishment of an internal market for charters










Market for practices and competencies

The third kind of market is significantly different from the previous ones. The functioning of the markets for charters and for intermediate goods and services relies on the existence of competitive relationships within the MNE, while the market for competencies and practices is based on the existence of cooperation among subsidiaries. Therefore, the concept of market itself may be misleading as the non-market (and non-competitive) character of the MNE matters in the transfer of competencies and practices.

Given the increasing dispersal of specialized knowledge across the MNE network, the capability to transfer practices and competencies becomes a key task, which affects the potential for exploitation of multiple sources of competitive advantages. Leveraging competencies and practices across different nodes of the MNE allows to extract superior rents from specialized knowledge compared to the value created in the case such specialized knowledge is constrained within a single unit of the MNE. 

Research works drawing on organizational learning perspective and evolutionary theory (Kogut and Zander, 1993) provide useful theoretical insights for the analysis of the transferability of practices and competencies. They share a common emphasis on the existence of multiple centers for knowledge creation and on the benefits that the MNE can achieve by transferring across the network resources and capabilities accumulated in different subsidiaries (O’Donnell, 2000). Particularly, knowledge-based resources are critical because of the difficulty to manage flows of resources which are not protected by property rights and are characterized by lower level of codifiability. 

Knowledge is difficult to protect because of its nature of public good (Buckley and Casson, 1976). Rugman (1981) identifies the reason for internalization in the failure of the market for information, pointing out that MNEs use internal market for the transmission of information. Moving from the perspective of firm as a social community, which specializes in the creation and transfer of knowledge, Kogut and Zander (1993) develop an evolutionary theory of the MNE. This theory shifts the focus from market failures and risk for opportunism, central in internalization theory, to the cooperative structures which originate a set of capabilities that are easier to transfer within the firm than across organizations. 

Knowledge transfer among different units require sunk costs, which depend on the very specific characteristics of knowledge. This issue is addressed by Szulanski (1996), who highlights the problem of internal stickiness which negatively affects interunit knowledge transfer. Similarly, Nelson and Winter (1982) say that interunit replication of routines is a costly process. A significant stream of literature deals with the factors affecting knowledge transfer. Kind and richness of transmission channels, absorptive capacity of the receiver unit (Cohen and Levinthal, 1990; Lane and Lubatkin, 1998) and overall quality of the relationship between sender and receiver have been identified as determinants of the feasibility and effectiveness of the transfer (Szulanski, 1996). Gupta and Govindarajan (2000) identify five factors which act as barriers/facilitators to knowledge transfer: value of the source’s unit knowledge stock; motivational disposition of the source unit to share knowledge; existence and richness of transmission channels; motivational disposition of the target unit to acquire knowledge; absorptive capacity of the target unit. Literature suggests there are different ways of describing knowledge. Most classifications are based on the ease/difficulty to transfer. For example, Winter (1987) maintains that four dimensions of knowledge are relevant: tacit/articulable, observable/not observable, simple/complex, independent/element of a system.

Tacitness is a quality of knowledge that makes the transfer more complicated. Tacitness is related to the fact that knowledge is implicit, associated with experience (Polanyi, 1966), not observable, complex and part of a system (Winter, 1987). The transfer of tacit knowledge is a costly process because it requires investments from the parties involved in order to make the knowledge understandable for the received unit. Zander and Kogut (1995) find that the degree to which capabilities are teachable and codifiable is positively related to the speed of transfer. Therefore,  

P9: Tacitness of knowledge is negatively related to the implementation of an internal market for knowledge and competencies

The concept of tacitness is related to that of context specificity. The ease of knowledge transfer is related to the source of the knowledge itself. For example, the complex interaction between a subsidiary and its local environment generates a kind of knowledge that cannot be exploited away from that specific context
. Foss and Pedersen (2002: p. 64) highlight that “the context specificity of the knowledge has an effect on the extent of knowledge transfer, both because the more context specific the knowledge is, the smaller the absorptive capacity of the received and the less it can be used in other MNC units”. Therefore, even though a subsidiary’s local embeddedness can be a powerful driver of capability development, “there is a trade-off between embeddedness and the possibility to transfer knowledge to other corporate units” (Andersson, Forsgren and Holm, 2002, p. 985).

In addition, even when possible, the transfer of knowledge-based resources always requires a process of adjustment that makes them firm-specific and embedded into the new set of resources. Consequently, the value of knowledge can be very limited when leveraged in a different context if not connected with complementary assets and learning capabilities in the subsidiaries (Rugman and Verbeke, 2003). Put in other words, nonlocation-bound resources have to be complemented with location-bound resources. 

P10:  Context-specificity is negatively related to the implementation of an internal market for knowledge and competencies.

Gupta and Govindarajan (1991) argue that the complex global/transnational MNE is characterized by multidirectional flows of products, capital and knowledge among subsidiaries located in different countries. Interactions depend on the level of interdependencies between the MNE’s units. Greater interdependencies in terms of flows of product/services enhances the transfer of knowledge. In fact, any exchange of products and services implies a flow of knowledge as knowledge is always somewhat embodied in products and services (Foss and Pedersen, 2002).

P11: Interactions due to flows of products and services are positively related to the implementation of an internal market for knowledge and competencies.  

The existence of multiple learning paths within the MNE does not imply that parent company role in the knowledge transfer within the MNE has lower importance than in the past. In a recent study Gupta and Govindarajan (2000) point out that knowledge flows from parent company to subsidiaries are still considerable. The parent company plays a key role in stimulating the mobility of knowledge-based resources and facilitating the integration of different forms of localized knowledge, given its centrality in the network and its structural autonomy (Burt, 1992). However, the parent company–subsidiary relationship is undergoing a modification, in terms of governance mechanisms. In fact, rather than being prevailingly characterized by hierarchy and bureaucratic control, such relationship is increasingly characterized by mutual interdependence and learning (O’Donnell, 2000). Therefore, the issue is to manage such interdependencies through a set of formal and informal processes and organizational tools, which take into account the variety of roles played by subsidiaries and the extent to which transnational capabilities can be identified within the MNE (Rugman and Verbeke, 2003). As in the case of the market for charters, the level and quality of communication among the MNE’s units is a critical condition for the implementation of a market for practices and capabilities. Therefore, a variety of organizational linkages and coordination mechanisms should be adopted so as to enhance frequent and open communication. Examples of such mechanisms are the creation of informal cross-border units so as to foster the sharing of the information and the enhancement of information management systems in order to implement a common platform which can serve as a communication channel. 

P12: Frequent and open communication are positively related to the implementation of an internal market for knowledge and competencies. 

Fig 5 Factors affecting the establishment of an internal market for knowledge and competencies













Conclusions

This paper has shown that the conceptualization of MNE as an Internal Market System benefits by the insights of different theoretical perspectives. Rather than a breakthrough in the theory of MNE, the value of the model relies on providing a framework for reconciling different theoretical contributions, namely internalization theory, resource-based view and organizational learning. 

However, though useful for analytical purposes, the distinction between the three kinds of markets does not entail that connections and commonalities among them cannot be identified. In fact, flows of products and services go along with knowledge flows. In addition, in the context of international business research, the three theoretical perspectives adopted for the analysis of internal markets are not to be intended as separate approaches, but as providing complementary contributions to a modern theory of the MNE (Rugman and Verbeke, 2003)

The effective working of an internal market system can be reduced because of the stickiness of existing relationships within the MNE (Birkinshaw, Hood and Jonsson, 1998). Stickiness does not characterize only knowledge transfer (Szulanski, 1996) but also refers to the market for charters or intermediate goods and services. For example, holding other factors constant, it can be difficult to switch from one internal supplier of a given intermediate product to another just because the former has always carried out that activity. Therefore, the choice of the same supplier can assume the characteristic of a routine rather than a decision which is renewed periodically. The same point applies to charters: the fact that a subsidiary has fulfilled a specific charter for a long time can lead the parent company to preserve stability and confirm that assignment for the future.
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� Particularly, knowledge-based resources fit better such condition of imperfect mobility (Peteraf, 1993) which resource-based view has identified as a potential source of competitive advantage. According to a broad definition, they include all those resources which are not protected by property rights, but by knowledge barriers (Miller and Shamsie, 1996).


� The relationship between initiatives and capabilities is not one-way. In fact, not only the pursuit of a subsidiary initiative relies on its resources and competencies, but also the process of capability development is enhanced by the efforts carried out to pursue the initiative itself (Birkinshaw, 2000, p. 61).


� An evidence of this difference is that Rugman’s book, one of the most influential contributions to internalization theory, is entitled “Inside the Multinationals: The Economics of Internal Markets” (italics added).


� Strategic asymmetry “is meant to imply that the flagship exercises control over the strategy of its network partners, while they have no reciprocal influence over the flagship’s strategy” (Rugman and D’Cruz, 2000, p. 117). As a result, the importance of subsidiary strategic influence and strategic initiatives is not assumed in the flagship model.


� As I have already pointed out, the limitation associated with early internalization theory is due to the fact that the choice between the alternatives market and firm assumes a clear distinction between the two for firm being a hierarchical monolithic, centralized corporation, while the modern MNE can be more effectively described as a network. However, in a recent work, Rugman and Verbeke (2003) demonstrate that internalization theory still provides a powerful analytical tool to understand the actual functioning of complex organizations such as the MNE’s differentiated network.


� Buckley and Casson (1976) disentangle the costs associated with internal transactions, focusing on: the costs due to the need for high volume of accounting information; the overhead costs, related to the management of an communication system; the costs to check the accuracy and reliability of information provided by each unit managers (Rugman and Verbeke, 2003).


� The concept of corporate charter can be considered equivalent to that of world product mandate, even though the former broadens the definition of mandate including both single value-adding activities and entire businesses (Birkinshaw, 1996).


� Foss and Pedersen (2002) identify three kinds of knowledge according to the source: knowledge that is mainly accumulated within the firm; knowledge created on the basis of knowledge inputs from network relations to external partners (network-based knowledge); knowledge created on the basis of knowledge input from a local cluster (cluster-based knowledge)
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