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Guest Editor’s Introduction

Multinational corporations (MNCs) are frequently pictured as being at the
vanguard of global integration. MNCs face strong incentives to maximize
economies of scale in research and development, purchasing, production and
marketing, and encounter low barriers in the dissemination of technologies and
best practices. The days are past that subsidiaries of MNCs operated as quasi-in-
dependent companies, optimally adapted to local circumstances and with very
little interference from headquarters. Even in markets where adaptation to local
circumstances is mandatory, MNCs work hard to bridge the gap between global
and local, and to identify ways of reconciling global integration, e.g., in produc-
tion, with the required extent of local responsiveness, e.g., in marketing

Thus, MNCs function as motors of a process of international convergence that
may ultimately make national differences rooted in institutional and cultural idio-
syncracies less relevant or may even make these differences disappear. However,
very few studies have empirically gauged processes of global integration in MNCs.
Those studies that did seek to investigate global integration within MNCs found
that in addition to convergence due to company-wide policies there are also
enduring sources of divergence, such as attempts by local subsidiaries to become
centers of excellence (Bélanger et al. 1999). Furthermore, there are also studies
demonstrating that cultural and institutional differences play a role in the manner
in which seemingly universal techniques and procedures are implemented within
different countries (Hancké/Casper 2000).

This special issue of Management International Review brings together five
papers that focus on different aspects of the tension between global and local
within MNCs, and the attempts of MNCs to integrate internationally in spite of
these tensions. In the first paper, Becerra and Santald study the question to what
extent being a part of a particular MNC influences the performance of regional
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units. This can be seen as an indicator of the extent to which the MNC is capable
of putting its corporate-level resources to work on a global scale. Becerra and San-
tal6 find that about ten percent of the variability of regional units is attributable
to corporate effects. The more internationalized the MNC is, the stronger the cor-
porate effect. This suggests that the more internationalized MNCs are also more
successful in integrating their international operations, whether by employing
worldwide home-grown advantages, or by spreading over the entire organization
resources and capabilities developed by a particular subsidiary.

This integration within the MNC, that can be assumed to be responsible for
the stronger corporate effect in the more internationalized MNCs in Becerra and
Santalé’s sample, is the focus of Mauri and Sambharya’s paper. These authors
study the effect of global integration on the performance of the MNC, operatio-
nalizing global integration as the inter-area product flows within the multinatio-
nal. They find a non-linear relation between global integration and MNC per-
formance. At low levels of global integration, there is a negative relation with
performance, which turns positive at intermediate levels, but negative again at
very high levels of global integration. Their explanation is that at very low and
very high levels of integration the balance between the costs and benefits of global
integration activities is negative. At low levels this is because of the high setup
costs of international integrative devices, at very high levels the boundaries of
effectively managing of a network of specialized and geographically dispersed
subsidiaries are reached. Only at intermediate levels global integration yields
surplus value.

In the third paper Noorderhaven and Harzing focus on an issue somewhat
related to that of both previous papers, but from a very different angle. MNCs not
only influence the performance of their subsidiaries and the entire organization
through the integration and transfer of resources and capabilities, they also exert
a homogenizing influence through company-wide management approaches and
control systems. These management approaches and control strategies, in turn,
are heavily influenced by the national origin of the MNC. This influence cannot
easily be described in the global versus local terminology, it is a dominance of
certain local approaches over others. In Noorderhaven and Harzing’s paper the
sources of these country-of-origin effects in MNCs are discussed, and proposi-
tions are formulated concerning the home-country and MNC-related conditions
that moderate their strength.

Buckley, Clegg and Tan look more closely at the processes of knowledge trans-
fer within MNC:s that so often are taken for granted. Focusing on two firms in the
telecommunication sector in China, the processes of knowledge transfer between
these firms and their western parent companies, as well as between these firms
and other subsidiaries of the same parent firms are studied. Their findings de-
monstrate path-dependency: the ownership entry strategy of the western parent
firm locks their Chinese subsidiary or joint venture into constraints from which
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itis difficult to escape. Buckley, Clegg and Tan’s findings and analysis show that
MNCs cannot choose freely in their integration strategies, in as far as knowledge
transfer is concerned, as they are constrained by previously made, seemingly un-
related choices.

The paper by Moore, finally, looks more closely at MNC integration strategy, in
her case that of a German multinational bank as it is received at its London branch.
Her observations give yet another turn to the local-global dichotomy. Not only are
the integrative pressures exerted by head office embedded in a highly local per-
spective on the business (putting their ‘global’ character in doubt), but the respon-
ses at the London branch diverge between local sub-groups. This case study shows
that it is not only too simplistic to think in terms of local-global dichotomies, it is
even too simplistic to think in terms of confrontation between localities, as the iden-
tities within MNCs transgress the boundaries of local units. MNCs that ignore these
diverse identities at localities do so at their peril, as Moore’s case study illustrates.

Taken together the five papers in this special issue drive home both the
importance and the complexity of international integration within MNCs. Inter-
national integration in multinationals is important, as it is related to the per-
formance of the MNC (Becerra and Santalé; Mauri and Sambharya). However,
this integration does not necessarily make the MNC a harbinger of best practices,
as the influence of headquarters may be more like the dominance of one particu-
lar local approach over others (Noorderhaven and Harzing). As far as the trans-
fer of technology is concerned, the capabilities of MNCs to perform this effec-
tively critically depend on other corporate strategies and management practices,
with the effect that a company may get locked into a trajectory that seriously hin-
ders further integration of competences and capabilities (Buckley, Clegg and Tan).
Finally, international integration within MNCs is best pictured not as the substi-
tution of global for local practices, nor as an opposition between competing local
approaches, but as a process in which practices are shared and transferred smooth-
ly among certain groups within the MNC, cutting through the boundaries of or-
ganizational units, but not in others (Moore). All in all, these papers suggest that
it is time to leave behind thinking of MNCs in terms of ‘local’ and ‘global’, and
to come to grips with the much more complicated reality these organizations have
to deal with.

NIELS G. NOORDERHAVEN
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An Empirical Analysis of the Corporate
Effect: The Impact of the Multinational
Corporation on the Performance of Its Units
Worldwide'

Abstract

= This paper investigates the sources of variability of MNC performance in
different areas of the world, particularly the influence of corporate-level factors,
the geographical areas, and their specific industries.

» The key goal is to measure to what extent MNC corporate-level resources, such
as ownership advantages and core competencies, affect the performance of the
MNC'’s international subsidiaries.

Key Results

= Variance decomposition analysis shows that approximately 10% of the per-
formance of MNCs in different parts of world can be attributed to the corpora-
tion as a whole. As expected, this corporate effect is larger for more highly in-
ternationalized firms.

Authors

Manuel Becerra, Professor of Strategy and International Management, Instituto de Empresa, Madrid,
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Introduction

The literature on international diversification and performance constitutes one of
the central topics in the field of international business (Hitt/Hoskisson/Kim 1997,
Dess et al. 1995). Researchers have suggested a number of reasons why multi-
national corporations may enjoy a significant advantage over their less inter-
nationalized competitors, such as greater market opportunities (Buhner 1987),
benefits from internalization and integration (Rugman 1981, Kobrin 1991), in-
creased market power and lower risk (Kim/Hwang/Burgers 1989), greater
opportunities for learning (Kogut 1984), and many other arguments generally
related to acquiring “ownership advantages” and exploiting them in different
locations (Dunning 1988, Delios/Beamish 1999).

The mixed empirical evidence points toward some positive relationship be-
tween international scope and performance (Kim/Hwang/ Burgers 1989), prob-
ably curvilinear (Hitt et al. 1997), and moderated by the extent of product diver-
sification (Hitt et al. 1997, Delios/Beamish 1999), which would explain the
insignificant results obtained in some studies (Geringer/Beamish/daCosta 1989).
This research has been criticized for being often descriptive rather than analyzing
why we observe certain empirical association (Dess et al. 1995). More recently,
however, researchers are probing further into what lies behind the performance
implications of international diversification and, for instance, whether greater per-
formance results from greater geographical scope or vice versa (Delios/Beamish
1999).

This paper is aimed at expanding this line of research from a different angle.
Rather than explaining the direct impact of international diversification on MNC
performance, we will study the sources of variability of MNC performance world-
wide, particularly its corporate-level resources and the moderating role of inter-
national diversification. The focus is, thus, placed on the relative importance of
the different factors that drive the performance of MNCs throughout the world,
i.e. how global is indeed the performance of MNCs throughout their different lo-
cal units. The key research questions to be investigated are: How much, if any-
thing, of the performance of a MNC in different regions of the world is attributa-
ble to the corporation as a whole? How does the degree of internationalization af-
fect the size of this corporate effect?

As mentioned above, the abundant empirical research on the international
diversification-performance relationship is based on the assumption that owner-
ship advantages drive the performance of the MNC and that greater unique
advantages of the MNC should be empirically observable in the higher per-
formance of more internationalized firms. The empirical studies of this stream of
research try to estimate this relationship between internationalization and per-
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formance through a regression coefficient. In contrast, this paper does not study
the direct relationship between internationalization and MNC performance, but
instead it investigates the relative influence of the entire MNC versus other factors
that presumably explain the performance of MNCs across their lower-level units
worldwide. In addition, we will also study whether this influence is moderated by
the extent of internationalization of the MNCs.

The methodology and underlying motivation of this paper draws heavily from
recent research on strategic management that investigates the sources of variance
of firm performance and, particularly, the relative effects of the industry, the
corporation, and the product-based business unit in diversified companies (Ru-
melt 1991, McGahan/Porter 1997). The study brings this research approach into
the international arena, where the focus is now on the performance of the MNC
across different geographical areas and, mainly, the corporate effect in multi-
nationals. Thus, whereas earlier research focuses on the corporate effect of di-
versified firms across their different product-based subsidiaries, we will study the
corporate effect of internationalized firms across their different geographic-based
subsidiaries. Such a MNC corporate effect (as opposed to the product-based cor-
porate effect in diversified corporations investigated in earlier research in stra-
tegy) plays an important implicit role in the theory of International Business that
has not been empirically investigated and measured yet. A significant MNC cor-
porate effect would provide justification for the study of corporate strategy in
MNCs and, more specifically, the role of the corporate office and other corporate-
level factors that affect the performance of the MNC worldwide.

The next section discusses the results from previous research in the field of
strategy that explore the corporate effect in diversified corporations. Later, this
notion is extended to the international context of MNCs where the effect of cor-
poration as whole is investigated over its different regional units, rather than over
its product-based divisions explored in earlier research. The following sections
present the methodology used in the study and the conclusions regarding the effect
of corporate-level factors on the performance of MNCs in different regions world-
wide. We conclude the paper with a discussion of the meaning of the corporate
effect for MNCs, the different types of influence that the MNC headquarters can
provide, and the limitations and implications of the findings for the field of in-
ternational business.
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The Corporate Effect

The Corporate Effect for Diversified Firms

For about a decade, scholars in the fields of Strategy and Industrial Organization
have engaged in a debate about the relative importance of different sources of
organizational performance (Schmalensee 1985, Hansen/Wernerfelt 1989, Rumelt
1991, Powell 1996, Roquebert/Phillips/Westfall 1996, McGahan/Porter 1997).
Using several methods of variance decomposition, these researchers have
estimated how much of the performance of the business units in their samples
(with responsibilities for a given line of products or services within larger diver-
sified corporations) can be attributed to: (1) the industry in which the units com-
pete, (2) the corporation to which they belong, (3) unit-specific factors stable
through time, and (4) other factors and random variations in business unit per-
formance (error term).

Using typically a set of dummy variables that reflect the industry, the corpo-
ration, and the period in which the performance of a business unit was observed
(usually ROA), a components of variance analysis would estimate how much of
the performance in relative terms is attributable to the industry, the corporation,
and the business. Despite some differences in methodologies and datasets, the
results of this line of research are starting to converge into a somewhat coherent
picture of sources of organizational performance. Industry membership seems to
be an important factor that accounts for an average of almost 20 % of business-
unit performance. This result, first obtained by Schmalensee (1985), highlights
the relevance of the industry and the competitive context in which firms operate.
On the other hand, business-unit specific factors stable through time account for
nearly 40 % of business-unit performance (Rumelt 1991, Roquebert et al. 1996).
Thus, business-level considerations seem to be twice as important as industry-
level influences in explaining organizational performance (Rumelt 1991, Han-
sen/Wernerfelt 1989, Powell 1996). This result provides empirical support for the
claim that firm strategies should be studied beyond the analysis of industry struc-
ture and attractiveness (Rumelt 1991).

The corporate effect has been more difficult to detect empirically. Schmalen-
see (1985) and Rumelt (1991) showed their surprise to find only a negligible im-
pact of corporations over their business units using data from the FTC database
in manufacturing industries. More recently, other researchers have detected a
larger corporate effect using different approaches (Roquebert et al. 1996, McGa-
han/Porter 1997, Brush/Bromiley/Hendrickx 1999).

As it is measured and tested in these studies, a negligible corporate effect in
this sample of diversified firms would mean that the performance of a corpora-
tion’s business units in different industries is not due to corporate-level factors.

10 mir vol. 43 - Special Issue - 2003/2



An Empirical Analysis of the Corporate Effect in MNCs

Several researchers have claimed that, therefore, this result would imply that
corporate strategy would not matter (Bowman/Helfat 2001) and that we should
focus on business-level competitive strategy. In such case, studying the corporate
office, the decisions they take, and the resources that affect the entire corporation
(i.e., all the business units across the corporation) would be useless, since per-
formance would be mostly determined at the business unit level.

The corporate effect detected by more recent empirical research provides evi-
dence, however, that indeed the corporate office and corporate-level resources in
general have an impact on the performance of its lower-level business units, either
creating or destroying value through the corporate management of the diversified
firm. For instance, diversified companies may be able to benefit from vertical,
synergistic, and financial economies generated by having different businesses un-
der the same corporate umbrella (Hill/Hoskisson 1987); as a result, firms, whose
corporate office does a better job in taking advantage of these possibilities, would
have better performance. It is the role of the corporate office to make sure that
these economies are realized through their administrative (loss prevention) and
entrepreneurial (value-creation) activities throughout the entire organization
(Chandler 1991).

The Corporate Effect in MNCs

The previous discussion and the existing empirical research have dealt exclusively
with the effect of corporate-level resources on diversified firms. In addition to
product diversification, however, the corporate office, wherever it may be located,
also manages geographical diversification. In MNCs, their headquarters, regio-
nal offices, and centers of excellence have the responsibility to integrate the
activities of the organization worldwide. The impact of corporate-level resources
on the international operations and performance of the MNC worldwide consti-
tutes the essence of the ownership advantages that lie behind the nature of the
MNC, particularly the generation and the transfer of competitive advantage and
knowledge across borders (Dunning 1988, Bartlett/Ghoshal 1989).

MNCs need to develop operational capabilities to manage interdependencies
and various resource flows through the MNC network (Roth/Schweiger/Morrison
1991). These capabilities include, for instance, the coordination and configura-
tion of the functional activities worldwide (Porter 1986) and the managerial
philosophy shared throughout the MNC (Bartlett/Ghoshal 1989). There is a vast
literature that analyzes the different control and coordination activities of the MNC
corporate office and the change in its role toward more subtle coordination
mechanisms (Doz/Prahalad 1981, Martinez/Jarillo 1989, Ferlie/Pettigrew 1996).
The coordination of subsidiaries can be a source of value for the MNC (Kogut
1985). For instance, Nohria and Ghoshal (1994) have shown that MNCs can im-
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prove their performance by adapting their headquarters-subsidiary relationships
to fit.

In an international business context, corporate-level decisions and competen-
cies, like the ability to coordinate the activities among geographically dispersed
units, can have a direct impact on the performance of the subsidiaries worldwide.
In fact, the units of the MNC depend on the corporation as a whole for key human,
financial, technological, and managerial resources and for coordination activities
(Doz/Prahalad 1981). These resources that reside at the corporate level and are
used throughout the MNC should impact all the international subsidiaries and their
performance in local markets. Such an impact should be empirically detectable
as a corporate effect that would reflect to what extent there are MNC-level factors
behind the performance of lower-level geographical units (e.g., MNC ownership
advantages). In this paper, we want to measure how large is this MNC corporate
effect relative to other factors that may drive the performance of MNCs, such as
industry influences.

Extent of Internationalization and the Size of the Corporate Effect

The argument above deals with the presumed impact of various corporate-level
factors on the international subsidiaries of the MNC. We could expect this in-
fluence to be larger when the MNC has more or better corporate-level resources
to share across or transfer to its subsidiaries. When properly managed, the cor-
porate office facilitates the realization of the economies from internationalization
through activities of control and coordination within the MNC (Doz/Prahalad
1981). These activities have an impact on the performance of each of their inter-
national subsidiaries and, through aggregation, in the entire MNC. It is reason-
able to believe that more internationalized MNCs can take greater advantage of
the economies of scale, scope, and learning that having international presence
provides by standardizing products, rationalizing production, and coordinating
critical resources (Kogut 1985, Kobrin 1991), thus showing a greater corporate
effect in the performance of their different units worldwide.

The possibilities for global learning of more internationalized MNCs have
been stressed, in particular, by Bartlett and Ghoshal (1989). Transnational cor-
porations, with dispersed and interdependent assets and resources embodied in
subsidiaries with specialized roles, have the opportunity to learn from different
locations and transfer the accumulated knowledge to other subsidiaries within the
organization that may need it (Bartlett/Ghoshal 1989, Hitt/Cheng 2002, Doz/
Santos/Williamson 2001). Corporate MNC headquarters have an important role
in facilitating this learning of the subsidiary and the entire MNC (Doz/
Santos/Williamson 2001), which may be expected to be greater when the MNC
is more internationalized.
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This idea is also consistent with traditional internalization theory (Rugman
1981, Dunning 1988). MNCs with a larger international presence may take ad-
vantage of globalization and worldwide learning to build a competitive advantage
for the entire MNC (Rugman 1981, Doz/Santos/Williamson 2001). Assuming that
ownership advantages allow firms to become MNCs in the first place (Hymer
1960, Dunning 1988), those MNCs with larger ownership advantages can be
expected to become more highly internationalized. In this case, we should also
observe a greater corporate effect for more internationalized MNCs, though the
driving force would be the initial amount of corporate-level resources and
advantages that started off the process of internationalization. It should be noted
that this paper is not aimed at clarifying the causality direction between extent of
internationalization and an MNC’s corporate-level factors, but the empirical ana-
lysis of the MNC corporate effect and how it relates to the extent of MNC inter-
nationalization.

Finally, a positive relation between the size of the corporate effect and the
extent of internationalization is also consistent with the abundant empirical lite-
rature that has detected a positive relationship between degree of internationa-
lization and MNC performance (Buhner 1987, Kim/Kwang/Burgers 1989, Rug-
man 1979). However, a corporate effect would also be detectable with any other
relationship, whether linear or not, such as a quadratic relationship (Hitt/Hoskis-
son/Kim 1997) and even a negative association (Geringer/Beamish/daCosta
1989). The key idea is not whether international diversification provides an
intrinsic advantage or disadvantage to the MNC, like Grant, Jammine, and Tho-
mas (1988) claim, or, based on the opposite causality relationship, whether the
internationalization results from the amount of ownership advantages available
to the MNC. Instead, our goal is to measure whether more internationalized MNCs
have a larger corporate effect relative to other factors that could presumably drive
the performance of MNC in different geographical areas worldwide.

The arguments supporting the notion of a detectable MNC corporate effect on
its lower-level units is already implicit in the existing literature in strategy and
international business, but it has not been measured in terms of relative impact,
nor has been estimated for different levels of internationalization. In the next sec-
tion, we will discuss different ways to estimate this effect as well as the sample
of MNC:s used in the study.
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Methodology

Data

To investigate empirically the MNC corporate effect, we used data from Compu-
stat. This database compiles information about publicly held companies from the
Securities and Exchange Commission and other sources, such as the stock mar-
ket and accounting statements of the corporations. As opposed to Roquebert et al.
(1996) and McGahan and Porter (1997), who used the Compustat Business Seg-
ment Reports, this study is based on the Geographic Segment Reports that pro-
vide information about the subsidiaries performance in different countries or re-
gions in the world.

To base the analysis on a relatively homogeneous set of highly internationa-
lized firms and to reduce other potential sources of variability not controlled for,
we focused on the 100 largest American corporations from the 1994 Standard and
Poor’s list. Though every company in the S&P100 reported data for their US ope-
rations, there was wide variation in the denomination of their other international
operations, usually one or two countries per continent and occasionally the con-
tinent itself. We aggregated these international operations to the continent level
to reduce empty cells in the design and to allow meaningful comparisons. There-
fore, the unit of analysis is (called regional unit in this paper) the MNC in each
of four regions worldwide (North America, Europe, Asia-Pacific, and South Ame-
rica).

We collected annual data on Net Income and Identifiable Assets from 1991 to
1994 for each regional unit to compute the Return on Assets (ROA), which is the
performance measure traditionally used in research on sources of performance
(Rumelt 1991, McGahan/Porter 1997). To determine each MNC’s industry, we
used the 4-digit primary-SIC code in which the MNC (and also each of its regio-
nal units) competed.

From this initial sample, we placed several constraints on the firms and the
industries in the sample to eliminate single-unit cells, so that the different effects
could be distinguished for all observations. Thus, we eliminated firms that were
present in only one geographical area and also those industries that did not have
atleast two MNCs in the sample. If we had not included these constraints, it would
not have been possible to separate the area, the corporate, and the regional unit
effects for the observations in the first case, and the industry and the corporate ef-
fect in the second case. Finally, we deleted four clear outliers with extremely high
ROA greater than 100 %, substantially above the rest of the observations.

The final dataset had 747 observations, which represent 76 American MNCs
in 14 industries, 4 geographic areas, and data for 4 years for the 198 regional units
in the sample. Following standard practice in this stream of literature, we used

14 mir vol. 43 - Special Issue - 2003/2



An Empirical Analysis of the Corporate Effect in MNCs

dummy codes to capture how much of the variability in ROA in the sample can
be attributed to the different year, industries, corporations, geographical areas,
and lower-level units within the MNC (regional units). Therefore, each observa-
tion contains the dependent variable (ROA of the regional unit) and a set of dummy
codes: year (4), industry (14), corporation (76), area (4), and regional unit (198).
The characteristics of the sample result in a complex research design in which
corporation is nested within industry, and regional unit is nested within corpora-
tion, industry, and area. Descriptive statistics for the sample are shown in Table 1.

Table 1. Descriptive Statistics

1. — Sample Characteristics

198 Regional units for 4 years, 747 total observations in:
-~ 76 US MNCs

~ 4 geographical areas

— 14 industries

2. - Average Profitability:

* By Period ROA Regional units MNCs

1. Year 1991 0.1500 180 75

2. Year 1992 0.1142 185 75

3. Year 1993 0.1319 190 75

4. Year 1994 0.1102 192 75

For Periods 1-4 (total sample) 0.1263 747 76

* By Area

1. US 0.1198 292 74

2. South America 0.1469 73 21

3. Europe 0.1018 220 59

4. Asia-Pacific 0.1621 162 44

* By Industry Foreign Assets

to Total Assets

1. SIC 1311 Energy 0.0751 41 4 22.25%
2. SIC 2000 Food 0.1640 37 4 24.72%
3. SIC 2040 Processed Foods 0.1540 44 4 32.27%
4. SIC 2621 Paper 0.0649 38 5 30.02%
5. SIC 2800 Chemical 0.1116 52 5 25.07%
6. SIC 2834 Pharmaceutical 0.2692 112 11 27.78%
7. SIC 2911 Oil 0.0603 92 11 23.41%
8. SIC 3510 Engines and Turbines ~ 0.0537 34 4 20.85%
9. SIC 3570 Computers 0.0447 60 5 42.20%

10. SIC 3571 Microcomputers 0.1147 79 8 29.34%

11. SIC 3711 Automobiles 0.0319 32 3 18.50%

12. SIC 3714 Motor Vehicle Parts 0.0984 42 4 25.76%

13. SIC 3841 Medical Instruments 0.1750 40 4 30.30%

14. SIC 7372 Software 0.1985 44 4 53.72%
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Estimation

We used two different methods to decompose the observed variability in regional
unit ROA into the five independent variables under study (i.e., sources of per-
formance): year, industry, corporation, area, and regional unit effects.

The different effects can be estimated through hierarchical regression analy-
sis in which the independent variables are added in a sequence of steps. The in-
crease in R? of the last set of dummy variables indicates the relevance of such an
effect. A test of significance can be performed for each step and the increase in
R? for each one measures the relative effect of each source of performance.
Unfortunately, since regional areas are nested within corporations, we cannot re-
gress regional areas first and then the corporate dummies, because the regional
areas would capture all the variability. However, if we regress corporations first
and then the regional areas, we could not be sure that the variability absorbed by
the corporate dummy variables is not really due to lower level variability in
regional areas (Rumelt 1991). Thus, hierarchical OLS regression (fixed-effects
ANOVA) should be interpreted with caution only as a maximum possible esti-
mate for the corporate effect (Bowman/Helfat 1998).

An alternative methodology widely used in previous research is the variance
components approach (Schmalensee 1985, Rumelt 1991, Roquebert et al. 1996,
McGahan/Porter 1997). This method has several advantages over the fixed-effect
hierarchical regression. We can estimate the relative importance of the diverse
effects simultaneously, despite the nesting of the model, and therefore we can now
distinguish the corporate from the regional unit effect. Furthermore, this metho-
dology allows a much more efficient use of degrees of freedom, since only five
parameters need to be estimated, i.e., the variances for each effect’. When using
this approach, we assume that all effects are realizations of random processes,
with zero means and constant but unknown variances, from an underlying popu-
lation of the class of effects.

In the next section, we estimate the different effects using these two alterna-
tive methods. Though the actual estimates are expected to differ across methods,
a large corporate effect in both would lend support for the importance of corpo-
rate-level resources in the MNC. Given the emphasis on the measurement of the
corporate effect in this paper, we consider appropriate to present the results from
these two alternative methods to observe the robustness of the results across me-
thodologies®.
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Results

For the traditional fixed-effects hierarchical regression analysis (OLS), we intro-
duced the sets of dummy variables in the following order: period, area, industry,
corporate, and regional unit. The full model shown in Table 2 provides an adjusted
R? of 0.70. When we include the corporate dummy variables in the model, the R*
increases by 0.24 (significant at 0.001 level), providing initial evidence in favor of
a significant corporate effect. This figure is larger than Rumelt’s (1991) and
McGahan and Porter’s (1997) estimates of 0.15 and 0.09 respectively. However, as
discussed in the previous section, we have to interpret this estimate with caution,
only as the maximum possible magnitude of the actual corporate effect in MNCs.

InTable 3, we present the components of variance computed from the Expected
Mean Square estimates obtained from the GLM procedure in SAS, when all effects
are considered random in this nested design. We also report the estimates of
McGahan and Porter (1997), Roquebert et al. (1996), Rumelt (1991), and Schma-
lensee (1985).

The 17.90% industry effect we find is similar to the ones that these studies
report that oscillates near 20%. More important for this paper, we can see that
10% of the variability in the performance of the regional units in our study is
attributable to corporate effects. This statistically significant result is larger than
the 4.3 % corporate effect for the business units of domestic corporations obtained
by McGahan and Porter (1997) or the negligible effect found by Rumelt (1991)
and Schamlensee (1985); however, it is substantially smaller than the 17.9%

Table 2. Fixed-Effects Hierarchical Regressions

Effects df Increase F value

in R?
Period 3 0.01 2.381*
Area 3 0.02 5.155%**
Industry 13 0.21 15.083***
Corporate 62 0.24 4.912%*
Regional unit 119 0.31 6.445%**
Total Model 200 0.78 9.796%**
Error 546 0.22
Adjusted R? 0.71

NOTE: Each variable is included in a sequence of steps that incorporate the previous variables. The
F value is computed for the last variable included in the model in this set of sequential
regression analyses.

* significant at 0.1 level
** significant at 0.05 level
*** significant at 0.01 level
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reported by Roquebert et al. (1996) for their full sample results (which decreased
to about 5% when the less diversified corporations were excluded). Our estima-
tion of the regional unit effect, 40.88 %, is larger than the 31 % business unit effect
found by McGahan and Porter, but lower than the 46 % reported by Rumelt. Thus,
the analysis of variance for the full sample provided clear evidence in favor of a
MNC corporate effect for the full sample.

It should be noted that we also replicated the analysis using just a cross-sec-
tion of the data to check whether the inclusion of data from several years could
be affecting the results. Each observation in this cross-section contained the aver-
age of ROA for the four-year period, as well as the different sets of dummies. In
this analysis, we found very similar estimates, in fact a greater corporate effect,
to the ones we report in the paper for the full sample.

Next, we investigated how the extent of internationalization affects the size
of the corporate effect. For each MNC, we constructed the ratio foreign assets to
total assets with information reported in Compustat. We use this ratio as a proxy
for the degree of internationalization of the company in order to divide the full
sample into three equal-sized parts. One sub-sample contains the 33 % of obser-
vations that belong to relatively low-internationalized companies in which the
MNCs had an internationalization ratio below .25. Another sub-sample has the
33 % of observations corresponding to relatively medium-internationalized com-
panies, while the last sub-sample includes the 33 % of observation from highly-
internationalized corporations with a ratio larger than .32. We show the results of
the subsample analysis in Table 4.

We expected that the corporate effect should be larger for more internationa-
lized MNCs and the estimates of the variance components show this hypothesis
to be correct. The results reported in Table 4 indicate that the corporate effect is
indeed more important for the highly internationalized MNCs (19 %) than both in
the medium internationalized (11 %) and the less internationalized MNCs (0 %).
It seems that the relevance of the corporate effect increases linearly with the degree

Table 3. Variance Components Estimates (%)

Source This study Roquebert McGahan/ Rumelt Schmalensee
et alia Porter
(1996) (1997) (1991) (1985)
Period 1.06 23 2.39 0 x
Area 2.15 X x X x
Industry 17.90 10.2 18.68 16.12 19.46
Corporate 9.99 17.9 4.33 0.80 0
Regional unit 40.88 - - - -
(Business unit) - 37.1 31.71 46.38 x
Error 27.99 32.0 48.40 36.70 80.54

x indicates that the variance for that effect was not estimated
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Table 4. Variance Components Estimates by Degree of Internationalization (%)

Source Full Low Medium High
Sample Internat. Internat. Internat.
Sub-sample ~ Sub-sample  Sub-sample

Period 1.06 0.31 5.66%* 1.89
Area 2.15* 4.30 10.29*** 0.53
Industry 17.90%** 45.56*** 19.89%** 0
Corporate 9.99** 0 10.84 18.99*
Regional unit 40.88*** 32.97%%x* 22.34** 46.97***
(Business unit)

Error 27.99 16.89 30.94 31.60

* significant at 0.1 level
** significant at 0.05 level
*** significant at 0.01 level

of internationalization of the MNC, while the effect of the industry decreases. The
corporate effect is not significant in either the low or medium internationalized
firms, but it is at least marginally significant (p-value of 5.6%) for the most
internationalized companies. We believe that the low number of observations in
each sub-sample makes it very difficult to find high levels of statistical signifi-
cance®.

Discussion

This study expands to an international context the investigation on sources of
organizational performance. Whereas strategy researchers have studied the cor-
porate effect in diversified corporations in the US, this paper investigates the in-
fluence of corporate-level factors on the performance of the regional units of
MNCs worldwide. Based on variance decomposition analysis, the results show
that a significant corporate effect can be detected for a sample of some of the
largest American MNCs. This effect accounts for approximately 10% of their
performance in different regions of the world. Though the factors behind this
corporate effect are not explicitly analyzed in this paper, they are widely used in
the strategy and international business literature (e.g., core competencies and
ownership advantages). Therefore, the empirical support obtained in this paper
provides evidence in favor of the study of corporate-level issues in MNCs, in par-
ticular the role of the corporate office.
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Measuring the MNC Corporate Effect

Since, to our knowledge, this is the first paper to estimate the corporate effect in
MNCs, it is worthwhile to discuss what exactly is being measured. The variance
decomposition methodology that we employed measures in relative terms the
extent to which the variability in performance of the MNCs across different regions
of the world can be attributed to the whole MNC worldwide, as opposed to other
sources of performance like the specific industry of the MNC, the area in which
the regional unit operates, the year when the measure is taken, and other stable-
through-time factors associated with the regional unit of the MNC. Since the cor-
porate effect is measured through a dummy variable that identifies the different
MNCs in the sample, it actually estimates the portion of the performance of the
regional units that is shared with other units of the same MNC. Therefore, it in-
cludes any direct impact of the MNC corporate office (that all international sub-
sidiaries feel to a similar extent), but also any other tangible or intangible resources
of the MNC as a whole that potentially affect the performance of subsidiaries
worldwide. Thus, it basically absorbs any overlap in performance, positive or
negative, of the different regional units of the MNCs in the sample. It is, there-
fore, an average estimate of how much of the variability in performance of regional
units can be attributed to corporate-level factors, though in each MNC the
corporate effect will be greater or smaller than the 10% estimate for the entire
sample.

This shared overlap is associated with the ability of the corporate office to di-
rectly influence the units or transfer among them capabilities and advantages de-
veloped locally. However, there are different ways in which we could obtain a
corporate effect for the MNC. In our opinion, we could think of the corporate ef-
fect as comprised by three elements based on where it originated initially: the cor-
porate office, the entire corporation, or specific subsidiaries. First, the source of
the advantage could be located precisely at the corporate office. MNC headquar-
ters, with its practices and decisions, provide guidance to the organization and,
thus, affects positively or negatively its subsidiaries (Ferlie/Pettigrew 1996). Se-
cond, the strategic resource may actually reside in all the regional subsidiaries at
once, through the effect of some “ownership” advantage of the overall MNC
worldwide (Dunning 1988). For instance, this is the case of core advantages that
accrue to the entire organization and are created jointly and shared by all the sub-
sidiaries, like the brand value of Mc Donald’s and Coca Cola. Finally, the corpo-
rate effect, as we define it and measure it in this paper, also captures the impact
of resources and capabilities developed by any particular subsidiary that later
spread to the rest of the organization, such as the contribution of integrated play-
ers and world product mandates (Bartlett/Ghoshal 1989, Doz/Santos/Williamson
2001).

20 mir vol. 43 - Special Issue - 2003/2



An Empirical Analysis of the Corporate Effect in MNCs

Corporate Office Impact on MNC Subsidiaries

From the three elements that constitute the corporate effect, we would like to focus
particularly on the influence on subsidiaries initiated at the corporate office, along
with the theme of this special issue. The role of the corporate office of diversi-
fied corporations has been studied by Goold, Campbell, and Alexander (1994).
Their analysis of “parenting advantage” can be useful to understand how the MNC
headquarters create (or destroy) value for its international subsidiaries, which can
be done in four different ways:

1) Stand alone influence: Headquarters’ direct impact on the strategy and the
organization of each regional unit. Even in highly decentralized MNC, head-
quarters are typically involved in approving major capital expenditures, in
agreeing and monitoring performance targets, and in selecting and motivating
the regional units’ chief executives. Through this type of decisions that direct-
ly affect each subsidiary individually, the headquarters will have an impact on
their performance, whose overall average influence in the subsidiaries per-
formance will be captured by the corporate effect.

2) Linkage influence: This type of corporate influence includes all MNC head-
quarters attempts to promote cooperation and establish inter-unit linkages be-
tween the different subsidiaries. How well the MNC headquarters manage these
linkages, including for instance transfer of knowledge internally, rotation of
managers, and inter-unit coordination mechanisms in general, will also be cap-
tured within the overall corporate effect.

Central functions and services: Headquarters may centralize certain function

and services for the overall MNC. Typically, these are likely to be staff func-

tions, such as finance, central R&D, communications and public relations, and
human resources. These activities, often regarded as corporate overhead, also
have an impact on the performance of all the subsidiaries within the MNC.

Corporate development activities: The decisions about acquisitions, divest-

ments, joint ventures, and alliances are typically carried out by the corporate

office. These decisions, in particular the excellence of the corporate office in
setting and managing the diversification policy, can also be expected to affect
the different subsidiaries and, thus, be included in the overall corporate effect.

3

~

4

~

Conclusions and Limitations

The results provide clear justification to the study of corporate strategy in multi-
national corporations. Having detected empirically a MNC corporate effect, future
research may investigate why some corporations have a larger impact on their
worldwide performance than other MNCs and what the optimal impact may be.
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This perspective is very different from earlier analysis in centralization, that
concentrated exclusively on the level at which decisions regarding certain activi-
ties were made inside MNCs (Gates/Egelhoff 1986)

Of course, MNC corporate resources are obviously not all that matters. In-
dustry and regional unit specific effects also exist and they are much more im-
portant, each one accounting for 18 % and 41 % respectively of the variability in
performance of MNC across geographical areas. Based on the observed results,
we could claim that how well a MNC is managed in different regions and the
specific characteristics of the industry in which itis operating have a greater impact
in the ultimate profitability of the MNC subsidiaries than the unique characteri-
stics and resources of their parent corporation. In other words, local factors seem
to matter more than MNC-level factors. However, they are not the only important
sources of performance and MNC-level also contribute to lower-level unit per-
formance.

The results also indicate that the extent of internationalization determines the
size of the corporate effect. The evidence of a larger corporate effect for more
highly internationalized MNCs contrasts with Roquebert et al. (1996) empirical
finding that firms with greater product diversification showed a smaller corporate
effect. The results in our paper are consistent with the empirical research that
studies the different nature of product and international diversification and their
unlike influences on MNC performance (Grant/Jammine/Thomas 1988). We
would like to emphasize that, whereas greater product diversification apparently
dilutes the effect that corporate resources may have on their businesses, greater
internationalization probably allows the MNCs to develop and to leverage to a
greater extent their own corporate resources worldwide.

Future research could also analyze the relatively small size of the geographi-
cal area effect. The trend toward greater globalization of markets and strategies
may be facilitating the internal convergence of the performance of the MNC in
different parts of the world, regardless of the unique effect of the regions in which
the MNC has activities.

These results, however, should be taken with some caution given particularly
the limitations of the dataset. First, the sample is comprised of 76 of the largest
American corporations, such as IBM and General Motors. On the one hand, it is
not clear to what extent the results can be generalized to smaller firms with in-
ternational operations, which may differ substantially from established MNCs
(Lu/Beamish 2001, McDougall/Oviatt 2000), or to those from a non-USA country
of origin, which frequently have very large levels of internationalization. Only
replication of this type of study with data from MNCs from other countries and
size would shed more light on this issue. Second, given the current impossibility
of obtaining comparable performance data at the country level, we had to aggre-
gate the results provided by the Compustat database to four regions in the world
in order to have a reasonably balanced design to estimate the different effects. In
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the search for improved balance, the data obviously lose precision and we will
have to wait until new databases become available with sufficiently detailed com-
parable data to make the entire analysis at the country level. In any case, it is
reasonable to believe that the aggregation of data at the regional level may have
reduced the estimate for the area effect, but it probably does not have too large an
impact on the corporate effect. Third, we have examined the main sources of
variance without using control variables that may drive the performance of
regional subsidiaries, like extent of diversification. As future studies include
different control variables, the corporate effect may be estimated with more
precision after discarding other more specific influences on performance. In our
opinion, would have we included, for instance, the extent of diversification of the
MNCs, the estimate of the corporate effect would have been slightly smaller, since
diversification is a decision about corporate development usually taken at the
MNC headquarters and, thus, presumably included within our current estimate of
the corporate effect. Finally, it should be noted that the estimation of the different
effects is based on dummy variables, as it is traditional in the study of source of
performance in the strategy field (Rumelt 1991, McGahan/Porter 1997). In this
paper, there was no attempt to measure specific types of corporate influence, like
the four types of influence discussed above, for instance. The goal was to measure
how much of the variability in ROA of MNCs in different geographical areas of
the world can be attributed to the MNC as a whole. This is what dummy variables
for the MNC (and the other sources of performance variability) allow us to
measure, but it does not get into the nature of such effects.

Despite these limitations, the results seem to provide sufficient empirical
evidence about the existence of a MNC corporate effect moderated by the extent
of internationalization of the MNCs. We hope that more accurate estimates and
in different contexts will appear in the international business literature in the
future.

Endnotes

—

We would like to thank Anil Gupta, Judy Olian, Stefan Wally, and Gabriel Benito for their hel-

pful comments on an earlier version of this paper

2 For further discussion of this methodology, see Rumelt (1991). Its limitations and one alterna-
tive estimation method are discussed in Brush/Bromiley (1997) and Brush/Bromiley/Hendrickx
(1999), which obtains substantially larger corporate effects.

3 However, in none of the methods we take into account the possible autocorrelation between ob-

servations from different years that belong to the same regional unit. This effect can potentially

underestimate the variance of our estimates and therefore inflate artificially the significance of

our findings. We test the robustness of our results to the existence of serial autocorrelation by re-

plicating the analysis using just a cross-section of the data with the average ROA for each re-
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gional unit. Note that proceeding in this way we could only estimate the effect of three sources
of variation: area, industry and corporation, but not the effect of the regional unit, since we can-
not be separated from the error term, as Rumelt (1991) explains in detail. Thus, we use only this
cross-sectional analysis to check the results. Another possible methodology is Repeated Measu-
res ANOVA. We did not use this methodology because we are intrinsically interested in the in-
teractions with time of the different effects, which constitutes the focus on this alternative me-
thod.

4 The cross-sectional analysis based on the average ROA for each regional unit also showed a li-
near increase in the corporate effect through the three sub-samples.
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Introduction

Several international management scholars have focused on the role of global
integration of activities for firms pursuing a global strategy (Bartlett/Ghoshal
1987, Hout/Porter/Rudden 1982, Roth 1995). The global integration of a com-
pany’s operations is a response to the fundamental nature of global competition
(Ghemawat/Spence 1986) and represents a key dimension of an international stra-
tegy (Kutschker/Baurle 1997, Prahalad/Doz 1987). Global integration indicates
the importance given by the international firm to geographically disperse and
specialize its operations with the intention of building sources of competitive
advantage (Porter 1986).

Global competition is becoming commonplace in many industries. Host coun-
tries have liberalized regulations concerning the foreign control of assets and have
reduced tariff barriers. By allowing the free movement of goods across borders,
trade liberalization promotes the establishment of global integration strategies.
Multinational enterprises (MNEs) are globalizing at a frantic pace to meet this in-
creasingly global competition and achieve economies of scope and scale. MNEs
are relocating operations globally in an unending search for cost efficiencies and
location economies.

However, despite the theoretical and practical importance of global integra-
tion, surprisingly little empirical research has been done on this topic. This study
investigates the performance implications of a strategy of global integration by
constructing an index of global integration based on inter-area product flows (Ko-
brin 1991, Mauri/Phatak 2001). Using a sample of US MNEs in four global in-
dustries for the period 1992-1997, empirical results show evidence of a curvi-
linear relationship between global integration and performance. For low and high
levels of global integration, the global integration index is related negatively to
MNE performance; however, at moderate levels of global integration a positive
relation with performance is found.

Theoretical Framework

The MNE Network and Global Integration

Current theoretical developments in organizational theory consider the MNE as
an interorganizational network (Andersson/Forsgren 2000, Ghoshal/Bartlett 1990,
Ghoshal/Nohria 1989, Malnight 1996). The network view suggests that an MNE
is a collection of differentiated units, operating in different parts of the world, and
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using various organizational modes (Ghoshal/Nohria 1989). The genesis of the
network view lies in the seminal works by Emerson (1962), Pfeffer and Salancik
(1978) and Thompson (1967), who examine various organizational issues based
on an analysis of critical resources and resource linkages among network mem-
bers. Their research explores power-dependency relations (Emerson 1962), a
firm’s adaptation and survival based on the access to scarce resources held by a
limited number of external actors (Pfeffer/Salancik 1978), and the notion of
resource interdependencies influencing the fit between an organization’s admini-
strative structure and the environment (Thompson 1967).

A highly interdependent network implies significant and frequent resource
linkages and exchange across units. In an MNE, this resource exchange occurs
between the parent company and the highly specialized subsidiaries, and among
the subsidiaries themselves. As a result of the increasing network differentiation
and integration needed to effectively compete internationally, the subsidiaries be-
come interdependent nodes, and their outputs become inputs to other units located
in other countries.

Consistent with the network view, a growing research stream in international
management has attributed a more prominent role to the subsidiary (Anders-
son/Forsgren 2000, Birkinshaw/Hood 1998, Malnight 1996). According to this
literature, some foreign subsidiaries become centers of excellence (Anders-
son/Forsgren 2000) that contribute key resources to the rest of the MNE by making
use of subsidiary initiatives (Birkinshaw/Morrison 1995) or global mandates
(Roth/Morrison 1992). Thus the subsidiary has a significant role in the MNE net-
work since it possesses its own advantage and may even be an equal partner for
headquarters (Andersson/Forsgren 2000, Birkinshaw/Hood 1998).

The integration of global operations can be gauged by the international
resource exchange between interdependent MNE units (Bartlett/Ghoshal 1987,
Ghoshal 1987, Gupta/Govindarajan 1991, Kobrin 1991). This exchange involves
several types of resource flows: product and components, financial capital, and
knowledge. Bartlett and Ghoshal (1987) and Kobrin (1991) underscore the
importance of the product exchange compared to other resource flows. Bartlett
and Ghoshal (1987, p. 48) suggest that product interdependence is the “most fun-
damental” among the resource exchanges. Product flows in globally integrated
companies exhibit high frequency and lead to critical operational interdependen-
cies requiring complex coordination processes.

Intra-firm trade statistics reveal the magnitude of the international product
flows between units of MNE networks. Approximately 20 years ago, intrafirm
shipments accounted for 24 percent of the entire US manufacturing trade (Hipple
1990). This fraction has become even more pronounced in recent years. The
aggregate value of intrafirm exports has fluctuated between 32 and 40 percent of
US exports in goods, and between 37 and 43 percent of US imports in goods, for
the period 19821994 (Zeile 1997). The most recent statistics available from the
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US Bureau of Economic Analysis (Mataloni Jr/Yorgason 2002, Zeile 2001) show
that intrafirm trade is currently at a level of 34 percent of US exports and 38 per-
cent of US imports. This increase in magnitude over previous years indicates the
importance accorded to global integration by US MNEs.

According to the network view, the globally integrating MNE faces two fun-
damental challenges: the geographic configuration of value-adding activities, and
the coordination of those activities (Porter 1986). The configuration dimension
involves arranging the overall system of MNE activities, including selecting the
geographic location and defining the scope of responsibilities of each MNE unit;
while coordination implies building the administrative mechanisms that enable
the MNE to effectively organize its geographically dispersed units.

The Configuration of the Integrated Network in a Global Industry

Market structure and firm-specific factors affect the configuration of the integra-
ted network for an MNE competing in a global industry. Market structure repre-
sents the technical and economic conditions that provide the context for industry
competition, and which influence strategy choices and performance levels for the
firms participating in an industry (Bain 1968, Scherer/Ross 1990). Porter (1986)
suggests that global industries present converging patterns of competition “where
a firm must in some way integrate its activities on a worldwide basis to capture
the linkages among countries” (p. 19).

More specifically on the geographic configuration of global industries, Por-
ter (1986) proposes that global competition is shaped by substantial upfront
investments for creating new technologies and scale economies, as well as by the
establishment of specialized subsidiaries in countries that offer the most attrac-
tive conditions. Another aspect of configuration lies in standardizing products and
components to achieve cost reduction due to the convergence of consumer needs
(Levitt 1983). Furthermore, Ohmae (1990) suggests that the expectations for
building a global base provide strong incentives for an MNE to make large and
specialized investments before it can take the products to their respective markets
and generate revenues.

In contrast to the market structure explanations, firm-specific forces illustrate
the influence of a firm’s unique resources on the integration configuration of the
MNE. Internalization theory (Dunning 1988) and transaction costs theory (Caves
1996, Hennart 1991, Teece 1986) suggest that firm-specific resources and loca-
tion factors encourage the global firm to internalize value-adding activities ab-
road. The firm-specific resources provide an ownership advantage that enable the
globally integrated company to develop and transfer knowledge and other re-
sources internationally in a more efficient manner than if it used market trans-
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actions; while location factors influence where these value-adding activities are
internalized.

Similarly, the resource-based view examines a firm’s collection of specific
resources to explain the sustainability of its competitive advantage. (Barney 1991,
Conner 1991, Wernerfelt 1984). This resource advantage is difficult to imitate be-
cause of the long time periods required in developing firm-specific resource stocks
(Dierickx/Cool 1989); the irreversible nature of the investments (Ghemawat
1991); and the uncertainty, complexity, and conflict that occurs while developing
resources (Amit/Schoemaker 1993). The resource-based perspective suggests that
the essence of a firm’s competitive advantage resides in its ability to create, trans-
fer and combine new knowledge efficiently across organizational units. Several
authors have clearly illustrated the constant search for knowledge and technolo-
gical developments in global industries (Ghoshal 1987, Ghoshal/Bartlett 1988,
Kobrin 1991, Mauri/Phatak 2001, Roth/Morrison 1990). Consistent with this view,
Kogut and Zander (1992) suggest that new knowledge and learning result from a
firm’s “combinative abilities” to generate new applications from existing knowl-
edge and that these abilities are embedded in the social relations across members
of the network.

In summary, configuring an integrated network requires arranging activities
consistent with the characteristics of global industries, as well as with the inter-
nalization of firm-specific resources. While the industry forces call for conver-
gent competitive patterns, firm-specific forces lead to the creation of competitive
advantage.

Coordination of the Network

The information-processing theory of the MNE (Egelhoff 1982, Egelhoff 1991,
Sambharya/Phatak 1990) provides a useful framework to examine the coordina-
tion demands of the dispersed and interdependent activities of the global MNE.
Information-processing theory focuses on organizational adaptation to uncer-
tainty. Galbraith (1973) defines uncertainty as “. . . the difference between the
amount of information required to perform the task and the amount of information
already possessed by the organization” (p.5). The essence of information-
processing theory is that the information-processing requirements due to
uncertainty in the environment should be matched with the information-proces-
sing capacities created by the organization (Galbraith 1973, Tushman/Nadler
1978).

With respect to global integration, the coordination of interdependent activ-
ities is difficult because the global company operates in several countries in en-
vironments characterized by a high degree of rivalry. According to the informa-
tion-processing theory (Egelhoff 1991, Tushman/Nadler 1978), globally inter-
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dependent activities call for the creation of coordination mechanisms able to
handle the complexity inherent to a global strategy.

Several studies illustrate the increasing requirements for information proces-
sing associated with international integration. Empirical studies of MNE opera-
tions indicate the important of balancing information processing requirements
with information processing capacities in the form of establishing the appropriate
organizational structure (Habib/Victor 1991, Stopford/Wells 1972). The head-
quarter-subsidiary literature (Ghoshal/Nohria 1989, Gupta/Govindarajan 1991,
Martinez/Jarillo 1991) illustrates the process of establishing the requisite coordi-
nation capacity by adjusting other dimensions of organizational structure such as
centralization, formalization, integrative mechanisms and socialization. Further-
more, other studies suggest that information-processing capacity can be increased
by the simultaneous use of formal and informal control mechanisms, such as the
creation of shared values (Baliga/Jaeger 1984), the use of information and career
planning systems (Prahalad/Doz 1987), and the improvement of inter-unit com-
munication patterns (Ghoshal/Korine/Szulanski 1994).

Hypotheses on the Influence of Global Integration
on MNE Performance

This paper is based on the premise that the performance consequences of a global
integration strategy can be examined by looking at the net balance between be-
nefits and costs of global integration and coordination. We propose that for firms
competing in global industries the performance implications of a global integra-
tion strategy differ for low, moderate, and high levels of global integration. As a
result of these differences, the relation between global integration and perform-
ance follows a non-linear pattern.

Consistent with the previous discussion, firms with low levels of global inte-
gration have strong incentives to configure an integrated network by conforming
to the market structure forces of global competition and by building firm-speci-
fic resources. This network configuration has the potential to increase profitabi-
lity because of scale economies and learning, and because the investments in firm-
specific resources can be leveraged across international markets. However, build-
ing a collection of firm-specific resources requires substantial investments and
takes considerable time. While building these resources, the incremental costs are
likely to outweigh the benefits because of the difficulties in the accumulation pro-
cess when building firm-specific resources. In addition, inter-temporal tradeoffs
between the long-term benefits and current costs (Laverty 1996) for developing
and deploying this ownership advantage contribute to a negative balance affec-
ting firm performance in the short-term.
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Several empirical studies have documented the strong links between invest-
ments in firm-specific resources in the form of intangible assets, and the interna-
tional expansion of firms. Regarding global integration, studies by Kobrin (1991)
and Mauri and Phatak (2001) showed evidence of the positive link between the
development of intangibles assets, such as those produced by R & D and adver-
tising, and the deployment of a global integration strategy. Similarly, Kotabe and
colleagues (2002) and Morck and Yeung (1991) studied the moderating role of
intangible assets in increasing the profitability of an MNE’s international expan-
sion. These studies suggest that investments in ownership advantage support the
internationalization of firms. However, notwithstanding the long-term value of
intangible assets, accounting rules treat the development of intangibles as current
expenses with an immediate negative impact on firm profitability. This is parti-
cularly important for firms with low levels of global integration since as a con-
sequence of the temporal tradeoff, the investments supporting the configuration
of a globally integrated network may take years to become profitable.

According to information-processing theory, a firm’s performance depends
on its ability to build the appropriate organizational structures and effective co-
ordination mechanisms to match the requirements for information processing.
Firms may experience temporal setbacks during the initial phases of the global
integration process. Kogut and Zander (1992, 1993) highlight the difficulties for
creating an appropriate collaborative context for transferring tacit knowledge
across MNE units. They argue that it takes considerable time and investments to
build the combinative abilities between units of an MNE network to create and
transfer new knowledge effectively. These delays may contribute to a negative
balance between benefits and costs for firms willing to increase their commitment
to become more global.

Consequently, for low levels of global integration the difficulties of develop-
ing the firm-specific resources required in a network configuration and the inter-
temporal tradeoffs when building such resources, as well as possible delays in
building a collaborative network context are likely to result in a negative balance
between benefits and costs. Hence, the following hypothesis is proposed:

Hypothesis 1 (H1). At low levels of global integration, global integration is
negatively related to firm performance.

In contrast, at moderate levels of global integration, the benefits of an inte-
grated network allow global firms to increase performance in relation to their
rivals by the use of national differences, economies of scale and scope, and global
learning and innovation (Ghoshal 1987, Porter 1986). Under these conditions, an
MNE is likely to realize the benefits of the investments in firm-specific resour-
ces and reap the rewards of configuring an integrated network of geographically
dispersed units. Regarding coordination, at moderate levels of global integration
we expect that on average MNEs will be able to perform well given the moderate
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information-processing requirements and the availability of the several coordi-
nating mechanisms outlined above. Furthermore, the larger exposure and longer
experience at integrating the operations of interdependent units create a collabo-
rative context encouraging innovations and entrepreneurial actions from em-
ployees operating within the network of subsidiaries. Therefore:

Hypothesis 2 (H2). At moderate levels of global integration, global integration
is positively related to firm performance.

As global integration becomes high, the costs of managing and operating an
integrated network of subsidiaries may begin to outweigh the benefits. Specif-
ically, high levels of reciprocal interdependence (Thompson 1967) across the net-
work produce strong demands for tightly coordinating activities and leave firms
with a small margin of error. Under these demanding conditions it is likely that
coordinating mechanisms may fail, and the firm’s information-processing capa-
cities are not up to the requirements of high global integration levels. In this case,
the structural mechanisms are likely to be overwhelmed and lead to bottlenecks
and breakdowns. This in turn will lead to delays and administrative problems that
could disrupt operations and flows of information. Ultimately, any prolonged dis-
ruption could affect the firm’s financial performance.

Levy (1995) developed a conceptual framework in which distance can reduce
the advantages derived from the national differences owing to increases in in-
ventory, high lead time, unfulfilled demand, and high transportation costs. Using
a case study of a personal computer company and a subsequent simulation, Levy
shows that these factors may have a significant effect on the costs of sourcing
parts and components internationally. Consequently, the complex interdependen-
cies are likely to lead to lower performance levels because the firm is likely to
experience coordination problems.

As a result, a firm can handle global integration only up to a certain point;
past that point, breakdowns occur due to overload in the system. The MNE is un-
likely to succeed at building the appropriate information-processing capacities to
match the overwhelming information-processing requirements at high levels of
global integration. Consequently, we propose the following hypothesis:

Hypothesis 3 (H3). At high levels of global integration, global integration is
negatively related to firm performance.
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Methodology

Sample Selection

The sample of companies used to test the previous hypotheses was created from
industries in which global integration may be assumed relevant for developing a
competitive advantage. We selected the top four industries based on the Index of
Transnational Integration reported by Kobrin (1991, p. 22). These include the
computer equipment (SIC 357), communications equipment (SIC 366), electronic
components (SIC 367) and motor vehicles (SIC 371) industries. Previous studies
have also considered these industries to be of a global nature (Bartlett 1986, Bir-
kinshaw/Morrison/Hulland 1995, Flaherthy 1986, Hout/Porter/Rudden 1982,
Johansson/Yip 1994, Levy 1995, Porter 1986, Roth/Morrison 1990, Takeuchi/Por-
ter 1986). Companies were included in the sample according to their participa-
tion in the selected industries, as indicated by the primary SIC code from COM-
PUSTAT. Only firms with annual revenues greater than $50 million were select-
ed. In addition, the level of international exposure was controlled by only in-
cluding companies that derive a minimum of 10 percent of sales from overseas
operations (Daniels/Pitts/Tretter 1985, Habib/Victor 1991, Palepu 1985) and that
explicitly disclose inter-area sales in their financial statements. Thus the sample
resulted in 69 firms with a complete data series during the period 1992 to 1997
for a total of 414 firm-year observations.

Measurement of Independent and Dependent Variables
Global Integration Index

The index of global integration was based on intrafirm trade among corporate
units in different geographic areas. Studies by Kobrin (1991) and Mauri and Pha-
tak (2001) consider the inter-subsidiary product flows as an indicator of global
integration. More specifically, the index of global integration was operationaliz-
ed as follows:

GL,=YIS it / (Total company sales), ,
j

~ in which IS; refers to the inter-area sales reported in year t from subsidiaries
located in area j to other geographic regions where the firm has operations. This
index reflects the percentage of total sales that is within the firm and across geo-
graphic regions as an indicator for global integration of a company in year t. This
information was collected from the financial statements of US companies.
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According to the Financial Accounting Standards No. 14 (FAS 14), companies
are required to disclose information on their operations in geographic areas that
represent sales or assets greater than 10 percent of the amounts presented in the
consolidated financial statements. In addition to inter-area sales, sales to unaffi-
liated customers, identifiable assets, and operating income are disclosed. This in-
formation is usually included as a note to the financial statements.

The global integration index was created from sales of units directly or in-
directly controlled by the parent company (the accounting criterion for consoli-
dating sales of affiliated units is direct and indirect ownership by the parent com-
pany of more than 50 percent). Hence, sales from joint ventures or affiliates in
which the parent company owns less than or equal to 50 percent are excluded from
the index.

Control Variables

Several control variables that may have an impact on performance were included
as controls: firm size, leverage, product diversification, level of internationaliza-
tion, and industry effects. The data source for constructing all control variables
was COMPUSTAT. Firm size was constructed to control for possible economies
of scale at the corporate level, and was measured by calculating the log of sales
for each year in the period 1992-1997. Leverage has been argued to be associat-
ed with financial performance (Jensen 1989) and has been used in previous stu-
dies examining the relation between internationalization and firm performance
(Hitt/Hoskisson/Kim 1997, Tallman/Li 1996). Leverage was constructed using
the fraction of total debt to total assets by firm and year. Similarly, product di-
versification was operationalized using an entropy index of diversification (Pa-
lepu 1985) from four-digit SIC segments sales. This index was calculated as:

ST,=Y.S,, In(15S,,),
k

—in which Sy, is the share of total company sales of each four-digit SIC industry
segment k during year t. The diversification index was calculated for each year
in the period 1992-1997. The level of internationalization was measured using
the ratio of international assets to total assets for each year in the period
1992-1997. Industry effects were added as a control variable in the regression
model using dummies for the industry groups.

Firm Performance

The dependent variable was measured using Return on Sales (ROS) for each year
in the period 1992 to 1997 from COMPUSTAT. Return on sales was calculated as

36 mir vol. 43 - Special Issue - 2003/2



Performance Implications of Global Integration

net income before extraordinary items divided by sales. The sales denominator
reduces potential distortions while measuring firm performance because sales are
generally expressed in more current monetary terms than total assets (Gerin-
ger/Beamish/daCosta 1989).

Statistical Methodology

We used the Prais-Winsten regression that corrects for serial correlations. The
Prais-Winsten method uses a generalized least-squares estimator. The most com-
mon autocorrelated error process is the first-order auto-regressive process. Under
this assumption, the linear regression can be written as Y, = fX, + u,, where the
errors satisfy u, = Qu,_; + e, and e, is independent and identically distributed as
N(0, 0%). The Prais-Winsten method provides a transformed Durbin-Watson sta-
tistic, useful in evaluating the removal of autocorrelation.

In the first model, we ran the regression using all control variables and the
linear term of the global integration index. We then sequentially added the qua-
dratic term of the global integration index in the second model. Finally we added
the cubic term of global integration index in the third model. This methodology
enables testing the proposed set of hypotheses. In particular, we expect negative
regression coefficients for the linear and cubic terms of the global integration in-
dex, while the quadratic term should yield a positive coefficient.

Because of possible multicolinearity between the linear, quadratic and cubic
terms of the global integration index, we followed the methodology developed by
Jaccard, Turrisi, and Wan (1990). This procedure uses a “mean-centering”
approach, originally proposed by Cronbach (1987), in which the linear variable
is mean-centered before constructing its respective quadratic and cubic terms.
This procedure also requires testing whether adding the quadratic and cubic terms
to the regression equation indeed increase the explanatory power of the base model
using the linear global integration term, the control variables and the auto-re-
gressive factor.

Results

Table 1 shows descriptive statistics of the variables used in the sample.

Table 2 shows the results of the Prais-Winsten regression models using return
on sales (ROS) as the dependent variable. For the firms sampled, the regression
coefficients for the “mean-centered” linear, quadratic and cubic terms of global
integration were similar to those obtained using the original global integration
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Table 1. Descriptive Statistics

Variable Mean S.D. 1 2 3 4 5

1. Size (log sales) 722 1.78

2. Leverage 042 0.18 -0.01

3. Product diversification 024 0.36 0.18***  0.02

4. International assets 024 0.16  0.46*+* (.18**k* _(23%**

5. Global integration index  0.16 022 0.22*** _0.05 =031 %k (. 43kkx

6. Return on sales 0.05 0.08 0.09% -0.45*** -0.02 -0.05 0.05
N=414

Pp<0.1, *** p<0.001

variable. In order to facilitate the interpretation of the global integration regres-
sion coefficients, the results shown in Table 2 correspond to the original global
integration index without the transformation.

As can be seen in Table 2, the regression results for Models 1 to 3 explain a
considerable portion of the variation of performance for the companies sampled.
The total R-squares, including both the regression model and first order auto-re-
gressive error, range from 37.6 to almost 40 percent of the variation of firm
performance. Of this total, the regression component explains between 13 to 16
percent of this variation, while the auto-regressive component represents the
remaining 23 to 24 percent. The strong statistical significance of the auto-regres-
sive coefficients across Models 1 to 3 confirms the relevance of this auto-regres-
sive source. In addition, the Durbin-Watson coefficient in the three models showed
a value close to 2, indicating the removal of the first-order serial autocorrelation.

Regarding the control variables, firm size was positively related to ROS, but
only significant at the 0.10 level in model 2, and at the 0.05 level in Model 3. The
leverage regression coefficient showed a negative and strongly significant asso-
ciation between leverage and performance for all regression models. This relation
is consistent with previous studies (Hitt/Hoskisson/Kim 1997, Tallman/Li 1996)
and indicates a tendency for highly leveraged firms to present lower performance
levels. Neither product diversification nor international assets were significantly
related to ROS.

Regarding global integration, the regression results show evidence supporting
anon-linear relation between the index of global integration and firm performance.
As can be seen in Model 1, the combination of the linear term of the global inte-
gration index, the control variables and the auto-regressive component are able
to explain to 37.6 percent of the total variation of ROS. By adding the quadratic
term of the global integration index to the regression equation in Model 2, the to-
tal R-square increases by 0.6 percentage points over the R-square of Model 1. This
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Table 2. Results of Prais-Winsten Regression

Independent variables

Dependent variable: ROS

Model 1 Model 2 Model 3
Firm size (log sales) 0.005 0.006¥ 0.007*
(1.56) (1.92) @.17)
Leverage —0.156%** -0.160*** —0.164***
(-6.62) (-6.83) (-7.04)
Product diversification 0.007 0.004 0.000
(0.44) (0.25) (0.00)
International assets -0.015 -0.003 0.010
(-0.42) (-0.09) (0.28)
Computer industry dummy 0.013 0.019 0.027¥
(0.97) (1.40) (1.94)
Communications industry dummy -0.017 -0.007 0.003
(-1.00) (-0.38) 0.17)
Electronic components 0.028 0.033* 0.034*
industry dummy (1.91) (2.25) (2.35)
Global integration index -0.0002 ~0.090¥ -0.330***
(-0.01) (-1.80) (-3.53)
Global integration index square 0.088* 0.706***
2.05 (3.38)
Global integration index cube -0.336**
(-3.02)
Constant 0.068** 0.063* 0.063*
(2.72) (2.52) (2.55)
Auto-regressive coefficient —0.419*** ~0.412%%* —0.412%**
(-9.27) (-9.08) (-9.07)
Regression R-square’ 0.1319*** 0.1426%** 0.1617***
Total R-square 0.3755%** 0.3817*** 0.3955%**
Change in Total R-square - 0.0062* 0.0200**
Durbin-Watson 1.9651 1.9574 1.9489

t-statistic in parentheses

Y p<0.1, *p<0.05, **p<0.01, ***p<0.001
! Includes the regression component of the model, excludes the first order auto-regressive error com-

ponent.

increment is statistically significant with a p-value of 0.0449 (F=4.05;

df = 1,403).

In Model 3, adding the quadratic and cubic terms of the global integration in-

dex, simultaneously, showed a much stronger increase in R-square. In Model 3,
the total R-square increases 2 percentage points over Model 1. This change in to-
tal R-square is statistically significant with a p-value of 0.0015 (F=6.63;
df = 2,402). Furthermore, the comparison of Model 2 and Model 3 shows the in-
dividual contribution of the cubic term of global integration to the explanatory
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power of the regression model. In this case, R-square changes from 38.2 percent
in model 2 to 39.6 percent in model 3. This increase of 1.4 percentage points has
a p-value of 0.0027 (F = 9.14 df = 1,402), hence confirming the significant con-
tribution of the cubic term.

Finally, in Model 3, the sign of the regression coefficients for the linear, qua-
dratic and cubic terms of the global integration index are consistent with the pro-
posed hypotheses. Both coefficients for the linear and cubic terms showed a sig-
nificant negative association with firm performance. In contrast, the coefficient
of the quadratic term of the global integration index was positive and highly sig-
nificant. The signs of these coefficients provide evidence supporting the hypo-
theses that low and high levels of global integration are negatively associated with
firm performance (H! and H3), while moderate levels of global integration are
positively associated with firm performance (H2).

Figure 1 shows a graphical representation of the relation between global in-
tegration and firm performance according to the regression results of Mo-
del 3. This curve shows how the average level of ROS varies in relation to the
global integration index in sampled firms.

Figure 1. Graphical Representation of the Relation between the Global Integration Index and ROS*

15.0%

. » /\

I\
R

0.0% T T T T —— )
0.00 025 0.50 0.75 1.00 125 1.50

ROS

Global Integration Index
* Calculated from the regression results of Model 3 and using the Global integration index as the in-

dependent variable. The computer industry dummy variable was set to 1 and other dummy variables
to zero, all other regression variables were held constant using their respective sample means.
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Discussion and Conclusions

The Prais-Winsten regression results for Models 2 and 3 suggest the existence of
a non-linear relationship between the global integration index and performance.
The results of Model 3 show that low and high levels of global integration are
associated negatively to firm profitability. In addition, the middle segment has a
positive slope as suggested by the significance of the regression coefficient for
the quadratic term of the global integration index. These findings support the view
that the benefits derived from integrating operations globally (Ghoshal 1987, Por-
ter 1986) may be offset by the costs of managing and coordinating distant inter-
national operations between the headquarters and subsidiaries and across sub-
sidiaries themselves (Bartlett 1986, Davidson/Haspeslagh 1982, Levy 1995).

These results are consistent with the network view of the MNE. As can be
seen in Figure 1, the left and negative portion of the curve represents the “thresh-
old” to global integration. The negative slope in this section is consistent with the
obstacles for developing and deploying the firm-specific resources that support
the configuration of the integrated network. This negative segment also illustra-
tes the efforts by the MNE for developing the necessary scale economies con-
sistent with the market structure forces of global industries. The middle segment
of the curve represents the “realization” of the global integration potential and
suggests that moderate levels of intra-firm product flows result in an effective
deployment of a global strategy across interdependent MNE units. This portion
of the curve suggests that a global firm can achieve a competitive advantage by
creating an integrated network of interdependent units.

Further, the right negative segment of the curve represents the “limits” of
global integration. This negative section suggests the managerial boundaries for
creating a network of specialized and geographically dispersed units. As illustrat-
ed in Figure 1, this negative segment represents a global integration index beyond
100 percent, and implies inter-area segment sales larger than a firm’s annual sales
to its external customers. At this level, the intra-firm product flows create exces-
sive interdependencies that produce a tremendous strain on the organizational
system. This segment highlights the dilemma faced by MNEs from the informa-
tion-processing perspective. At very high levels of globalization, even mature and
experienced MNEs have difficulty coping with the enormous information-pro-
cessing requirements, and are likely to find their information capacities inade-
quate.

The managerial implication of integrating international product flows among
MNE units is that global integration has costs as well as benefits. Firms are likely
to start their internationalization process by exporting or serving local markets
through local production. As firms become more internationalized, global inte-
gration becomes both feasible and profitable. Global integration allows compa-
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nies to develop a competitive advantage by use of national differences, and
economies of scale and scope. However, the integration of operations also brings
coordination costs. The evidence found in this study clearly points in the direc-
tion of a non-linear relation between the index of global integration and perform-
ance. Managers should be aware of the difficulties of developing and coordinat-
ing their interdependent international operations. The negative relation between
integration and performance at low levels of global integration implies that
managers should realize that the firm needs to be prepared to sustain heavy costs
before the benefits of the integration strategy are realized. Furthermore, at
moderate levels of integration they should be aware that more integration is not
necessarily better, and thus some activities may rather remain “decoupled.”
This study has several limitations. One clear limitation refers to the issue of
causality between global integration and performance. The Prais-Wisten regres-
sion is a cross-sectional methodology that permits correcting for serial auto-
correlation. A more rigorous test would require examining how longitudinal chan-
ges in the global integration index affect changes in MNE performance. Another
limitation is the selection of sampled firms from only four global industries. It
may be interesting to evaluate the generalizability of the non-linear results by
selecting firms from other industries in which global integration may have com-
petitive relevance. One more limitation refers to the use of only one archival
measure of global integration based on inter-area exchange of products. As the
use of questionnaires is a common technique to collect data on the topic of global
strategy, a methodology combining primary and archival sources can be used to
validate the results of this study. This combined methodology may be applied to
examine how other dimensions of global integration may affect MNE perform-
ance. Future research could continue to measure global integration as the inter-
area product exchange disclosed in financial statements and enhance our under-
standing of the complex relation between global strategy and performance.
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Introduction

Globalization is assumed to bring about a process of convergence of cultural,
political and economic aspects of life (Giddens 1999). In the globalization debate
the multinational corporation (MNC) is often presented as a harbinger of global
practices (Dicken 1998). As knowledge is assumed to move more easily within
than across organizational boundaries (Buckley/Casson 1985, Bartlett/Ghoshal
1989), MNC:s operating in many different countries can be expected to speed up
the international harmonization of technologies and organizational practices
(Mueller 1994). While practices rooted in local idiosyncrasies may survive in local
firms, within MNCs international ‘best practices’ are expected to disseminate more
quickly. At the same time, however, students of the MNC are increasingly reco-
gnizing the complexity and internal differentiation of this type of organization. As
subsidiaries play different roles within the MNC and are faced with divergent lo-
cal institutional, cultural and economic conditions, it stands to reason that these
subsidiaries are not only internally differentiated, but are also managed in diffe-
rent ways by the MNC headquarters (Martinez/Jarillo 1991, Nohria/Ghoshal 1997,
Harzing 1999). Furthermore, even though business may become increasingly glo-
bal in many respects, the MNC remains dependent upon certain local environments
for its competitive advantages and renewal thereof (Solvell/Zander 1995).

This view of the MNC casts doubt on the presumed role of these firms in the
globalization process, as far as the international transfer and harmonization of
technologies and practices is concerned. Moreover, the view that whatever is trans-
ferred by the MNC to its subsidiaries can indeed be assumed to be international
‘best practice’ is increasingly questioned. Far from being ‘nationless’ organiza-
tions, as suggested by Ohmae (1990), even the most global MNCs in many respects
still appear to be strongly rooted in their country-of-origin (Hu 1992, Ruigrok/Van
Tulder 1995). A small but growing body of literature discusses this ‘country-of-
origin’ effect in MNCs (for overviews, see Ferner 1997 and Harzing/Sorge 2003).
Pauly and Reich (1997), looking at MNCs from the United States, Japan, and
Germany, conclude that the behavior of the firms studies divides into three distinct
‘syndromes’, typical of the respective national origins; and that these ‘syndromes
are durably nested in broader domestic institutional and ideological structures’
(Pauly/Reich 1997, p. 24). Ngo et al. (1998) studied the effect of the nationality
of the parent company on human resource practices of subsidiaries operating in
Hong Kong. Comparing these practices for subsidiaries with parent firms from
the United States, Great Britain, Japan, and Hong Kong itself, they find strong
support for the hypothesis that country-of-origin influences the firms’ human
resource management practices (Ngo et al. 1998, p. 642). Lubatkin et al. (1998)
focus on the administrative approach used by headquarters in recently acquired
subsidiaries in Britain and France. During the transition period following an
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acquisition, the initial control strategies employed by the parent firm are seen as
reflecting the acquiring firm’s beliefs about ‘how things ought to be done’ (Lu-
batkin et al. 1998, p. 671). They conclude that British and French parent firms
tend to establish different headquarters-subsidiary relationships, with the French
acquiring firms being more inclined to transfer managers to key positions in the
acquired firms than British acquiring firms, and also exerting higher levels of
centralized control (Lubatkin et al. 1998, p. 679-680). Most recently, based on
data on 287 subsidiaries from 104 MNCs, Harzing and Sorge (2003) conclude that
country-of-origin comes forward as one of the most important predictors of the
control mechanisms used by MNCs, while also influencing their overall interna-
tionalization strategy to some extent. Likewise, Harzing, Sorge, and Pauwe (2002)
find large differences between German and British MNCs in nearly all aspects of
the headquarters-subsidiary relationship.

To the extent that the country-of-origin effect is significant, the influence of
MNCs in the globalization process becomes ambivalent, and in internal MNC
exchanges MNC headquarters cannot properly be regarded to be representing the
‘global’ and subsidiaries the ‘local’. On the other hand, not all the evidence points
in the same direction. Tregaskis (1998) conducted an analysis comparable to that
of Ngo et al. (1998) for firms operating in Britain, comparing nationally owned
companies with subsidiaries of MNCs from continental Europe, the United States,
and Japan. But in contrast with Ngo et al. (1998), she found only limited differ-
ences in human resource development practices associated with the parent com-
pany’s national origin. Likewise, Lindholm (1999-2000) found that the European
MNC he studied adopted standardized performance management policies and
practices both in its home country and in overseas subsidiaries, and that these
policies and practices had a broadly similar impact on the job satisfaction of host-
country employees in different subsidiaries. Hayden and Edwards (2001), al-
though stating that ‘MNCs continue to be firmly embedded in, and strongly
influenced by, their country of origin’ (p. 132), nevertheless observed that the
country-of-origin effect in a large Swedish MNC eroded as foreign, mainly Anglo-
Saxon, practices were adopted.

Hence, although there is significant evidence of the existence of a country-of-
origin effect on MNCs, there are also conflicting findings, and it seems that there
are many factors influencing both the manner in which the effect manifests itself
and its strength. This is not surprising, since — as we will expound below — there are
many factors at different levels that have to be taken into account, and these factors
may be assumed to interact in complex ways. In this paper we aim to unravel the
complex set of factors associated with the country-of-origin effect on MNCs by loo-
king at the sources of the effect, the mechanisms through which it affects the MNC
and its subsidiaries, and the conditions that moderate the effect. Such an analysis
can help future research to delimit the country-of-origin effect more clearly, and in
doing so become more cumulative.

mir vol. 43 - Special Issue - 2003/2 49



Niels G. Noorderhaven/Anne-Wil Harzing

In order to keep complexity within bounds, the next section will first provide
our reasoned interpretation of the country-of-origin effect, and we will restrict our
further discussion to the effect delineated in this way. After that, we discuss the
sources of the effect, as well as the mechanisms through which it impacts on the
MNC and its subsidiaries. Finally, based on this discussion of sources and
mechanisms, we focus on the conditions that moderate the country-of-origin
effect, since an explanation for previous, sometimes conflicting findings, may
well be that the strength with which the country-of-origin effect manifests itself
depends on a set of factors which are not invariant across studies. Our discussion
leads to a number of propositions regarding the strength of the country-of-origin
effect that can offer guidance to further research in this area. Conclusions follow.

Definition of the Country-of-origin Effect

The country-of-origin effect so far remains ill-defined. As a consequence, authors
discuss widely diverging phenomena as examples of the effect, and in their
explanations refer to very different mechanisms producing the effect. In order to
streamline our discussion, we will have to delineate our understanding of the
country-of-origin effect. In this respect, we will discuss two important distinc-
tions: the distinction between phenomena at the level the individual subsidiaries
and phenomena at the level of the MNC as a whole, and the distinction between
the effect of deliberate policies of the MNC and that of subconscious influences.

Firstly, regarding the distinction between subsidiary-level and MNC-level
phenomena, there is an abundance of research indicating the existence of impor-
tant differences between subsidiaries of the same MNC (Ghoshal/Nohria 1989,
Martinez/Jarillo 1991, Harzing 1999). These differences can be caused by adap-
tation to local circumstances, differences in the roles played by the subsidiaries
within the MNC, differences in size or age of the subsidiaries, differences in their
origins (start-up versus acquisition), as well as overall MNC policies, to name just
afew. If we don’t clarify whether the country-of-origin effect pertains to the over-
all policy of the MNC or to characteristics of the subsidiaries, we run the risk of
falling into circular explanations, in which the country-of-origin effect is seen as
influencing itself. Arguably, the level of complexity is highest at the level of the
subsidiaries, since units at this level have to deal with ‘a multitude of different
and possibly conflicting institutional pressures’ (Kostova/Roth 2002, p. 215).
Therefore, we restrict our definition of the country-of-origin effect to phenomena
at the level of the MNC as a whole, realizing that the extent to and the way in
which these phenomena make themselves felt at the subsidiary level depend on
many factors we cannot control for. More specifically, we limit ourselves to the
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influence of country of origin on two related sets of phenomena at the MNC level:
the internationalization strategy and the international control strategy of the MNC.
The concept of ‘internationalization strategies’ refers to the way in which the
MNC models relationships between headquarters and subsidiaries, as well as with
the markets and institutional context they operate in (Harzing/Sorge 2003). Based
on the seminal work of Bartlett and Ghoshal (1989), the two main dimensions in
which internationalization strategies differ can be said to be the responsiveness
to local markets and other local factors and the extent of global integration. The
concept of ‘international control strategy’ refers to the mechanisms the MNC uses
to achieve coordination and alignment between its many units. Here the main
dimensions are the directness and explicitness of control on the one hand, and the
impersonality of control on the other (Harzing 1999).

There are many other phenomena in MNCs that could be claimed to be sub-
ject to country-of-origin effects, such as human resource policies, industrial rela-
tions, or the communication systems (see Ferner 1997, Bomers/Peterson 1977, and
Nobel/Birkinshaw 1998, respectively). We have chosen for two broad categories
of potential country-of-origin effects repositories because they represent two im-
portant and related aspects of MNCs at two different levels of policy generality.
The internationalization strategy reflects fundamental choices concerning what
type of MNC the company wants to be (Bartlett/Ghoshal 1989). One would expect
the international control strategy to be partly determined by the internationalization
strategy, but Harzing and Sorge (2003) show that companies appear to have a lot
of leeway in fashioning their control strategy, even within a particular internatio-
nalization strategy. The international control strategy may, in turn, be expected to
exert a relatively strong influence on lower-level phenomena in which country-of-
origin effects may be expressed (Tregaskis 1998). The internationalization stra-
tegy and the international control strategy represent the most ‘international’ and
potentially most decontextualized aspects of the MNC (Harzing/Sorge 2003). If
country-of-origin effects can be found here, there is strong evidence that these ef-
fects do indeed remain relevant in spite of globalization.

Secondly, as mentioned above, we are of the opinion that we should distin-
guish between the effects of deliberate decisions and subconscious influences.
Both can lead to home-country specific characteristics of MNCs. For instance,
Pauly and Reich (1997) refer, among other things, to the decisions of MNCs to
invest in R & D facilities at geographical locations outside of the home country,
and find significant differences between American, Japanese and German MNCs
in this respect. The step to invest in R & D facilities at a specific locality clearly
is the result of a deliberate decision, presumably taking into account objective
factors regarding the comparative attractiveness of potential localities. Other oc-
currences of home-country specific effects, however, may be expected to be much
less subject to deliberate decision making. This appears to be true for the control
strategies used by MNCs. Lubatkin et al. (1998, p. 671) see organization members’
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beliefs about ‘how things ought to be’ as the source for the country-of-origin
effects they identified, and quote Nonaka’s (1994) reference to judgments that
‘transcend factual or pragmatic considerations’ in assent. We think that an expla-
nation of country-of-origin effects should concentrate on this type of effects, as
this seems to us to be the more ‘pure’ type, uncontaminated by deliberations that
have to do more with contingency factors that happen to differ between countries,
than with country-of-origin effects as such.

Sethi and Elango’s (1999) conceptual paper about country-of-origin effects on
MNC strategies does not make this distinction. The authors put forward a concept
of country-of-origin effects comprising three elements: ‘(1) economic and physi-
cal resources and industrial capabilities; (2) cultural values and institutional norms;
and (3) national government’s economic and industrial policies’ (Sethi/Elango
1999, p. 287). To combine three so radically different factors in a single concept
of ‘country-of-origin effects’ seems counterproductive. This effect should rather
be isolated from contingency effects and policies of national governments (the first
and third categories mentioned by Sethi and Elango), in order to more accurately
gauge its effect. Meshing factors that are subject to deliberate decision-making and
choice and factors that are not, Sethi and Elango come to talk not only about ‘a fir-
m’s choice of international competitive strategies and operational modes’, but also
of a firm that ‘takes cognizance of . . . cultural values and norms and patterns its
organizational structure and operational practices so as to maximize the beneficial
aspects of these norms’ (Sethi/Elango 1999, p. 287 and p. 291, respectively). In
our view, the second quote is symptomatic of a view in which culture and institu-
tions are just another set of factors the MNC will have to take into consideration
in determining its policy. In contrast, we adhere to the view that culture and (to a
lesser extent) national institutions influence MNC behavior not primarily because
they are deliberately factored into a decision equation, but rather through tacit be-
liefs and implicit values of its key decision makers. This view of the country-of-
origin effect fits in with the sources of the effect and the mechanisms through which
it operates, discussed in the next section.

To summarize: we restrict our analysis of the country-of-origin effect on
MNCs to phenomena at the level of the MNC as a whole, notably the internatio-
nalization strategy and the international control strategy of the MNC, and we fo-
cus on the undeliberate influence of factors related to the culture and institutions
of the home country. A possible criticism of this approach could be that there is
a tension between the focus on undeliberate influences and the selection of inter-
nationalization strategy and international control strategy as main elements in
which the effect manifests itself. However, it seems impossible to completely
isolate subconscious effects from those produced by deliberate decision making.
We contend that both the internationalization strategy and the international control
strategy of an MNC are partly the result of deliberate decisions by MNC manage-
ment, in response to objective factors in the environment, and partly the result of
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choices made by the same management, but on the basis of largely subconscious
beliefs and values. This means that if we want to measure the country-of-origin
effect, we will always have to control for all relevant contingency factors.

Diagram 1 clarifies the conceptual model underlying our definition of the
country-of-origin effect. Internationalization strategies are assumed to be in-
fluenced by both contingency factors in the task environment, and the country-
of-origin of the MNC. The contingency factors differ between industries, and
cause particular internationalization strategies to be more popular in some in-
dustries than in others. However, the choice of an internationalization strategy
could also be influenced by the country of origin of the MNC (Dowling/
Welch/Schuler 1999, S6lvell/Zander 1995). The international control strategy may
be assumed to be influenced by the internationalization strategy, as some inter-
nationalization strategies ask for more control, or control of a different kind, than
others (Harzing 1999). However, we cannot rule out the possibility that the
international control strategy is also directly influenced by contingency factors,
such as for instance size or industry (Harzing/Sorge 2003). Hence, in analyzing
the country-of-origin effect on international control strategies we will have to
control for both internationalization strategy and factors in the task environment
of the MNC.

Diagram 1. Conceptual Model of Country-of-Origin Effects

task
environment

country-of-
origin
effects

internationalization
strategy

international
control
strategy
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Based on the discussion above, we adopt the following definition of the coun-
try-of-origin effect for the purpose of the analysis in this paper:

The country-of-origin effect consists of that part of the differences in interna-
tionalization strategies and international control strategies of MNCs that can
be ascribed to the different national origins of these MNCs, rather than to
variations in their task environment.

One final issue needs clarification: what country can be assumed to be the ‘coun-
try of origin’ of an MNC? This is not necessarily given by the location of MNC
headquarters, as this may be relocated for, for instance, tax reasons at a moment
at which the internationalization strategy and international control strategy are al-
ready formed. Rather, the country-of-origin is determined by its ‘historical ex-
perience and the institutional and ideological legacies of that experience’
(Pauly/Reich 1997, p. 4), i.e., the country in which the MNC ‘grew up’ is impor-
tant. As most MNCs have initially started to operate within national borders, this
criterion should not pose too many problems. The only exceptions would be MNCs
that at an early stage acquired a bi-national status (e.g., Shell), MNCs that are the
result of an international merger and have since developed into a new entity (e.g.,
ABB) or MNCs that could be classified as born global firms (Bell/McNaugh-
ton/Young 2001). The following discussion applies to those MNCs that have a
clear single country of origin.

Sources and Mechanisms of Operation
of the Country-of-origin Effect

Differences between countries that can give rise to country-of-origin effects are
well-documented in the international comparative management literature. The
literature can be divided into two schools of thought: the culturalist and the
institutionalist orientation. The culturalist tradition leans heavily on the work of
Geert Hofstede, and in particular the indices of national value dimensions he
developed (Hofstede 1980, 2001). The underlying assumption is that individuals
become ‘mentally programmed’ by the way they are raised by their parents and
peers and by the institutions (in particular the educational institutions) in the coun-
try in which they grow up. This makes them adopt broad preferences for certain
states of affairs that they share, to a certain extent, with other people that have
grown up under comparable circumstances. For the study of management and
organization Hofstede’s dimensions of power distance and uncertainty avoidance
are most relevant. Power distance is related to preferences regarding the distrib-
ution of authority, uncertainty avoidance to the importance of rules and procedures.
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In the culturalist perspective, managers from a large power-distance culture will
be inclined to centralize decision making, and their subordinates will allow them
to do so. Managers from strong uncertainty avoiding cultures will be inclined to
use formal rules and procedures to coordinate the activities within the firm, and
employees will tend to take these seriously (Hofstede 2001). There is a wealth of
studies demonstrating that issues such as leadership and management, centraliza-
tion of authority, organizational role ambiguity, and authority relations correlate
significantly with one or more of Hofstede’s cultural indices (see the references in
Hofstede 2001). These behaviors are typically not the result of a deliberate eva-
luation of the pros and cons of various courses of action, but are regarded the na-
tural thing to do: ‘Because our values are programmed early in our lives, they are
non-rational (although we may subjectively feel our own to be perfectly rational!)’
(Hofstede 2001, p. 6). Values guide the selection and justification of actions, the
evaluation of people and events, and the social construction of reality.

The institutionalist school sees the institutional environment as the key deter-
minant of organizational characteristics (DiMaggio/Powell 1991, Scott 1995).
Three aspects of institutions are distinguished, regulative aspects, as institutions
set, monitor and enforce rules; normative aspects, as institutions prescribe desirable
goals and the appropriate means of attaining them; and cognitive aspects, as insti-
tutions influence the beliefs of actors (Scott 1995). In the field of international
comparative management the institutionalist approach is exemplified by, among
others, the ‘business systems’ approach (Whitley 1992a, Whitley/Kristensen 1996).
This approach is based on the conviction that differences in the structure and ope-
rations of firms from different countries ‘clearly stem from variations in dominant
social institutions such as the state and the financial systems’ (Whitley 1992b, p. 1).
In later work, Whitley expanded the range of institutions considered with ‘cultu-
ral conventions’ and the ‘labour system’ (Whitley 1996, p. 51). Variations in the
institutional features of countries are linked to characteristics of economic actors
in complex ways, spelled out in many examples in this strongly descriptive litera-
ture. A school of thought related to the business systems approach, and chronolo-
gically preceding it, is the societal effect approach (Maurice 1979, Maurice/Sorge/
Warner 1980, Sorge/Warner 1986). While focussing on a narrower range of coun-
tries in its empirical applications (most studies compare France, Germany and Great
Britain), the societal effect approach studies the mechanisms through which insti-
tutions imprint the firms operating in a country in more detail. The societal effect
approach started with a comparison of wage differentials in Germany and France,
and gradually broadened to work organization, qualification systems, organizatio-
nal structures, etc., summarized in the concept of ‘organizational form’. Orga-
nizational forms can be functionally equivalent, meaning that various organiza-
tional forms can function equally well under a given set of environmental condi-
tions (Sorge 1995). This leaves open the possibility that organizational forms are
selected on the basis of their correspondence with societal institutions.
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Both the culturalist and the institutionalist approach have tended to focus on
the cross-national comparison of purely local or domestic firms, thereby limiting
their relevance for cross-national management issues. The pertinent question in
the context of this paper is how local culture and institutions of the country of ori-
gin impact on MNC policies, in particular internationalization and international
control strategies. Through what mechanisms could these sources of local idio-
syncrasy exert influence on the MNC?

First of all, as indicated above, almost all MNCs can be associated with one
particular country of origin that influenced them during the period that they were
not yet extensively internationalized. In these early years, the MNC may be
assumed to have been influenced in a way and to an extent comparable to a purely
domestic firm. However, in order for a country-of-origin effect to be present, we
need to assume this influence is lasting. One approach would be to assume
‘hysteresis’, or ‘a lagging effect after a causal force has been removed’ (Pau-
ly/Reich 1997, p. 5). Corporate inertia could cause MNCs to continue behave in
ways that were attuned to their cultural and institutional environment as long as
they were operating within their country of origin, but that are not necessarily so
when operating in an international environment. Although corporate inertia is an
important element in any explanation of consistency in firm behavior, we think a
satisfactory explanation of the country-of-origin effect has to go beyond that.

As stated earlier, we focus on country-of-origin effects working through sub-
conscious choices influenced by cultural and institutional characteristics of the
country in which the decision makers grew up. In doing so, we subscribe, with
Ghoshal and Nohria (1989, p. 334) to the view that the cognitive orientations of
senior managers are key to understanding the organizational processes through
which MNCs adapt themselves to their environment. After all, cultural and insti-
tutional elements enter organizations through the people working in them (Ko-
stova/Roth 2002, p. 218). However, in contrast to Ghoshal and Nohria (1989), we
also explicitly focus on non-rational influences. Managers may seek to adapt the
MNC to its environment, but their view as to how this should be done is colored
by the cultural and institutional characteristics of the society in which they were
raised. In this we follow Calori et al. (1997).

According to Calori et al. (1997), the ‘administrative heritage’ of a country is
historically influenced by the industrialization process, the system of government,
dominant philosophies and religions, and geographic and demographic conditions.
Historical events and processes give shape to institutions, which in turn influence
the national culture. Building on the business systems approach Calori et al. (1997)
distinguish between ‘proximate institutions’ which tend to have a coercive in-
fluence on management practices, such as legal regulations regarding corporate
governance, and ‘background institutions’ such as the family, schools, and religious
organizations. Schools are assumed to play a particularly important role in the trans-
mission of cultural values. The primary socialization that people from a particular
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country receive at school strongly influences their administrative behavior later in
life. On the basis of studies of the French and British educational systems, Calori
et al. (1997, p. 687) conclude that ‘the science and social values that are explicitly
and implicitly communicated at schools in France (. ..) are different from that
which is communicated at comparable British schools. Specifically, the French
learn to construct reality in terms of orderly hierarchies, while the British learn to
do so in a less controlling, more individualistic way’. Comparable analyses are
made of the religious and family systems of the two countries.

While endorsing the approach followed by Calori et al. (1997), we believe that
an explanation on the basis of values instilled by institutions such as the family,
schools, and religion, melts into the culturalist approach. The culturalist and the in-
stitutionalist approach seem to be complementary, as neither the concept of culture
nor that of institutions alone captures the full spectrum of national differences that
are important for the MNC (Xu/Shenkar 2002). However, we prefer to reserve the
term ‘institution’ for more formal arrangements, such as legislation, and the term ‘cul-
ture’ for informal institutions and forms of influence, such as typical child-raising
practices and typical career patterns. Obviously there is overlap between the two con-
cepts, but the influence of the ‘background institutions’ described by Calori et al.
(1997) can be effectively gauged with previously identified dimensions of culture,
whereas that of the ‘proximate institutions’ appears to be less susceptible to this type
of measurement. We will return to this issue in the next section.

Given that the country-of-origin effect is assumed to work through the admi-
nistrative behavior of country-of-origin nationals working for the MNC, a prime
mechanism for a permanent (or at least durable) country-of-origin effect is the
continued hiring of country-of-origin nationals, even when the firm is operating
internationally. Of course, it is not necessary — and not very well conceivable —
that the MNC exclusively hires nationals from its country of origin. It suffices if
key management positions are dominated by home-country natives. According to
Ferner (1997, p. 19), senior management positions continue to be staffed ‘dispro-
portionally — often overwhelmingly — by home country nationals’. This continued
hiring of home-country nationals for key management positions is the first me-
chanism through which the country-of-origin effect is preserved.

Secondly, the administrative preferences of the home-country nationals that
traditionally have shaped the MNC - and still in many cases dominate top manage-
ment — will become embedded in organizational structures, procedures, and
processes. Organizational structure can be seen as the crystallization of the power
relations within the corporation (Pfeffer/Salancik 1978). Both organizational
structure and culture embody strategies of the past, and are very difficult to change
(Johnson 1988). When the company starts to expand abroad it will tend to use the
same structures, etc., in managing its foreign activities; MNCs may be fairly
‘ethnocentric’ in this regard (Jain/Lawler/Morishima 1998, p. 566). The inter-
national application of nationally-inherited administrative approaches can be
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effected both through formal and informal procedures and through the influence
of expatriates (Tregaskis 1998). Presumably, the tendency to use home-grown
administrative practices for international operations will to a certain extent be
counterbalanced by other forces, calling for either more diversity of practices or
for a dominant practice that is different from that of the country-of-origin (Gho-
shal/Nohria 1989, Kostova/Roth 2002). So increasing internationalization of the
firm will be likely to lead to some extent of adaptation of the way in which it is
managed. In this sense the country-of-origin effect as it can be found in a truly
international MNC can be seen as a residual of its history. But, assuming conti-
nued hiring of home-country nationals for key management positions and em-
bedding of administrative preferences in organizational structures, procedures and
processes, this may be expected to be a particularly persistent residual, and hence
the country-of-origin effect should be given due attention in studying the manage-
ment of MNCs.

Moderating Conditions of the Country-of-origin Effect

If the analysis of the origin and mechanisms of the country-of-origin effect in the
previous sections is correct, the question remains why — as indicated in the intro-
duction — in some studies this effect comes out much stronger than in others. We
believe that this is caused by a number of factors that influence the existence and
strength of the country-of-origin effect. Further progress in the study of the effect
depends crucially on taking these influences into account. This section will dis-
cuss the circumstances under which the country-of-origin effect may be expected
to be stronger or weaker, and we will formulate propositions regarding the direc-
tions of these effects to guide future research. These propositions pertain to the
country-of-origin effect as it has been defined earlier in the paper, i.e., that part
of the differences in internationalization strategies and international control
strategies of MNCs that can be ascribed to the different national origins of these
MNCs, rather than to variations in their task environment. In order to control for
variations in the task environment, any empirical study of the country-of-origin
effect on MNCs will have to control for industry membership, as the transmission
of home-country influence will be more marked in industries in which operating
units are more integrated into the international corporate strategy of the parent
(Ferner 1997). In the propositions formulated below, the ceterus paribus clause
is assumed to apply as far as industry membership is concerned.

We will discuss the effect of three categories of moderators of the country-of-
origin effect: culture, institutions, and contingencies (in as far as they are not covered
by industry membership), both at the level of the home country and at the level of
the MNC. Hence we distinguish six categories of moderators (see Table 1).
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Table 1.  Moderators of the Country-of-Origin Effect

Culture Institutions Contingencies
Home Homogeneity of Characteristics of Size of home country
Country home-country culture home-country economy
factors (proposition 1a) institutional regime (proposition 2a)
Characteristics of (no proposition) Openness of home
home-country culture country economy
(proposition 1b) (proposition 2b)
MNC-specific Cultural diversity of Diversity of institutional International growth
factors environments in which  regimes in which MNC  path of MNC
the MNC operates operates (proposition 5)
(proposition 3) (proposition 4)

Home-Country Factors

The culture of the home country of the MNC may be expected to moderate the
strength of the country-of-origin effect. We expect a stronger, i.e., more homo-
genous national culture in the country of origin to lead to stronger country-of-
origin effects in MNCs originating from that country. The importance of strength
of culture has been documented for organizational cultures by Peters and Water-
man (1982), who observed that excellent companies are characterized by strong
cultures, with shared values forming the core of these cultures. These cultures are
‘strong’ because, since they are homogenous, there is unity of purpose. The
influence on individuals will be very strong as there is little room for divergent
behavior. The same mechanism may be expected to be at work at the level of
national cultures. In more homogenous national cultures the variety of behaviors
is smaller, with the consequence that the culturally approved or permitted ways
of doing things, including the management of organizations, is less likely to be
questioned. In cultures that are more heterogeneous, culturally transferred prac-
tices will be more easily recognized as optional, rather than necessary. Hence:

Proposition 1a. The cultural homogeneity of the home country positively mode-
rates the strength of the country-of-origin effect.

Secondly, particular characteristics of the home country culture (rather than its
homogeneity) may be expected to moderate the strength of the country-of-origin
effect. Firms from some countries, with certain cultural values, may be better able
to adapt to local conditions than firms from other countries (Ngo et al. 1998). Lu-
batkin et al. (1998) note that the managers from the French firms in their data-set
tend to exert much more strategic control than their British counterparts, and they
explain this on the basis of the different ‘administrative heritages’ or cultures of
these two countries. Looking at Hofstede’s (1980) indices, we note that the two
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countries differ in particular in the dimensions of power distance and uncertainty
avoidance, with France scoring higher on both dimensions. A large power distance,
as mentioned earlier, is associated with centralization in management, as found,
for instance, by Wong and Birnbaum-More (1994) in a sample of multinational
banks. Strong uncertainty avoidance is associated with strict control (see, e.g.,
Offermann/Hellmann 1997). Without denying the possibility that other dimen-
sions of national culture in some way moderate the country-of-origin effect, we
focus on power distance and uncertainty avoidance, as these two dimensions are
particularly relevant for the functioning of organizations. (Hofstede 2001, p. 375).

The influence of power distance and uncertainty avoidance on headquarter-
subsidiary relations as observed by Lubatkin et al. (1998) can be interpreted in
two ways. The relatively ‘hands-off” approach of the British acquiring firms can
be seen as an expression of the small power-distance, weak uncertainty-avoidance
characteristics of the home country culture, and the strong control attitude of the
French acquiring firms as an expression of the contrasting characteristics of the
French national culture in these respects. While such an interpretation would not
a-priori be invalid, it would form the basis of a hypothesis regarding the sub-
stantive country-of-origin effects of cultural characteristics of the home country.
However, it would not be helpful in understanding why the country-of-origin ef-
fectis stronger in some cases than in others, i.e., the moderating effect of the home
country culture on the strength of the country-of-origin effect. As we are inte-
rested in these moderating factors, we choose to look at the issue from this per-
spective. Both a large power distance and a strong uncertainty avoidance can rea-
sonably be hypothesized to lead to a tendency to exert strong influence from the
home country on the management of subsidiaries overseas. Hence, these dimen-
sions may also be assumed to positively affect the strength of the country-of-ori-
gin effect:

Proposition 1b. Home-country cultures that are characterized by a large power
distance and/or a strong uncertainty avoidance positively mode-
rate the strength of the country-of-origin effect of MNCs.

Apart from culture, the institutional characteristics of the home country may mo-
derate country-of-origin effects. Kostova (1999) distinguishes three components
of ‘country institutional profiles’: the regulatory component, the cognitive com-
ponent, and the normative component. The latter two aspects of institutional pro-
files overlap with culture, but the regulatory component is unique to the concept
of institutions (Kostova 1999, p. 314). Dimensionalizing and measuring country
institutional profiles may in due time enable the formulation of propositions based
on concrete substantive institutional characteristics. However, before that is pos-
sible more developmental work on measuring institutional profiles is necessary
(Kostova 1997). Busenitz et al. (2000) measure the three dimensions of institu-
tional profiles with questionnaire items. This has the disadvantage, particularly
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with regard to the regulatory dimension, that it yields very abstract institutional
profiles, as respondents’ general impressions and perceptions of government po-
licies rather than actual laws and regulations are tapped. Another issue that has
to be addressed is the level of specificity that is desirable in measuring country
institutional profiles. Kostova (1997) argues that institutional profiles should be
measured with regard to specific domains. However, the more specific the
measurement of institutional characteristics is to the organizational phenomena
studied, the larger the danger of tautological explanations. A strong point of very
general societal characteristics (such as Hofstede’s dimensions of culture) is that
the relationship with organizational phenomena is not self-evident, and hence
constitutes a non-trivial finding.

At present, our knowledge of the influence of the institutional profile of the
home country on the management of MNCs is insufficient to form the basis of
plausible propositions pertaining to substantive characteristics of institutional
environments. Whitley (1999), for instance, distinguishes six ideal types of
business systems, based on the degree of ownership-based coordination of
economic activities, and the extent of non-ownership-based or alliance form of
organizational integration. But while the implications of these types of business
systems for firms operating within them are analyzed, it remains unclear to what
extent these environments differ in the extent to which firms originating from
them display a tendency to ‘export’ home-grown practices to their subsidiaries
overseas. This is not to say that the institutions of the home country are assumed
not to moderate the country-of-origin effect. To the contrary, such moderating
effects are quite likely. For instance, Hayden and Edwards (2001, p. 117) note that
the fact that Sweden had a set of highly distinctive institutions for a long time has
influenced the country-of-origin effect in Swedish MNCs. But as these authors
also note, the differences between the home country institutional environment and
that of the host country are also important. German MNCs have been willing to
export German-style vocational training in UK subsidiaries because Britain lacks
the institutions necessary to underpin these practices (Hayden/Edwards 2001, p.
122). On the basis of these considerations, we do not formulate a proposition per-
taining to substantive characteristics of institutional characteristics of the home
country and the strength of country-of-origin effects here. We restrict ourselves
to differences between institutional environments (see proposition 4 below).

Finally, we discuss two home country contingency variables that might mo-
derate country-of-origin effects: the size and openness of the economy. A smal-
ler and more open economy in the country of origin may lead to weaker country-
of-origin effects for MNCs originating from that country. Firms from smaller na-
tions and nations with more open economies have been forced in their history to
compete and/or cooperate with foreign companies and to demonstrate adaptabi-
lity (Pauly/Reich 1997). MNCs from countries such as Sweden or Switzerland,
with smaller home markets, are likely to be more ‘international’ in terms of the
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proportion of their foreign operations than MNCs from larger countries (Ferner
1997). MNCs originating from small nations also presumably started doing bu-
siness abroad at an early stage of their development, and hence have acquired the
ability to accommodate foreign administrative approaches. If two MNCs are at
present internationalized to the same extent, the MNC from a small open economy
may be expected to have embarked on the path of internationalization earlier in
its history, and hence bear a weaker imprint from the culture and institutions of
its home country.
Hence, our propositions:

Proposition 2a. Home countries with small economies negatively moderate the
strength of the country-of-origin effect.

Proposition 2b. Home countries with open economies negatively moderate the
strength of the country-of-origin effect.

MNC-Specific Factors

Above we have discussed moderating effects of the homogeneity and of specific
characteristics of the home-country culture. But culture may also be assumed to
play a role in another way. Depending on the set of countries in which they ope-
rate, MNCs face different levels of cultural diversity in their environments. The
greater the cultural distance between home and host country, the harder it will be
for the MNC to transfer home-country philosophies and practices (Ferner 1997).
This effect at the level of the single headquarters-subsidiary relationship will pre-
sumably also play in an aggregated form at the level of the MNC as a whole. The
greater the cultural diversity of the environments the MNC is working in, the
weaker the country-of-origin effect in that MNC may be assumed to be. Hence
more geographical dispersion will negatively moderate the country-of-origin
effect, if this geographical dispersion is across cultures (Hayden/Edwards 2001).
Since it becomes more difficult to apply the home-grown administrative approach,
MNC-management will become aware of this, and will — perhaps through trial
and error — adapt its strategies. The extent of cultural diversity in the MNC’s
environments is expected to correlate — but imperfectly — with the extent of in-
ternationalization of the MNC (see below), as well as the openness and size of the
home country economy (see above).

Proposition 3. The level of diversity of the cultural environments in which an
MNC operates will negatively moderate the strength of the coun-
try-of-origin effect.

Parallel to the predicted moderating effect of aggregated cultural distance, the
diversity of institutional environments in which the MNC operates may also be
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expected to negatively influence the strength of the country-of-origin effect.
MNCs working across a diversity of institutional regimes will feel a reduced iso-
morphic pressure (Xu/Shenkar 2002). Hence:

Proposition 4. The level of diversity of the institutional environments in which
an MNC operates will negatively moderate the strength of the
country-of-origin effect.

Finally, we propose that the international growth path of the MNC will moderate
the strength of country-of-origin effects. MNCs that have historically grown and
internationalized through start-ups, rather than acquisitions, are expected to dis-
play a stronger country-of-origin effect, since it is easier to install home-grown
management practices in new start-ups than in acquired existing firms (Harzing
2002). We could also formulate a proposition pertaining to the overall level of
internationalization of the MNC (in terms of sales, production, personnel, or geo-
graphical spread of key functions), with the level of internationalization negati-
vely moderating the strength of country-of-origin effects. However, we believe
that this effect is already effectively captured by the cumulative cultural and in-
stitutional distances, subjects of propositions 3 and 4, respectively. Hence, we re-
strict ourselves to a single proposition:

Proposition 5. Internationalization through start-ups (rather than acquisitions)
will positively moderate the strength of the country-of-origin
effect.

Conclusions

There is a growing recognition of the influence of the country-of-origin on im-
portant aspects of MNCs. However, empirical findings are not always consistent.
This may be caused by the fact that the concept of ‘country-of-origin effects’ re-
mains ill-defined, and is used by different authors to refer to different aspects of
MNCs. It may also be caused by the fact that there are factors moderating the
strength of country-of-origin effects that so far have not been identified and ad-
equately incorporated in empirical studies of the effect. In this paper we define
the country-of-origin effect as that part of the differences in internationalization
strategies and international control strategies of MNCs that can be ascribed to the
different national origins of these MNCs, rather than to variations in their task
environment. Based on this demarcation, we discuss the sources of the country-
of-origin effect, and the mechanisms through which it manifests itself. The sources
of the effect are seen to lie in the culture and institutions of the home country of
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the MNC. The mechanisms through which the effect manifests itself are the (con-
tinued) hiring of home-country nationals by the MNC, and the embeddedness of
the administrative preferences of these home-country nationals in the organiza-
tional structures, procedures and processes of the MNC.

The strength of the country-of-origin effect manifested in this way is expect-
ed to be moderated by factors related to the home country and to the MNC. The
more homogenous the home-country culture, the stronger the country-of-origin
effect. A large power distance and/or strong uncertainty avoidance of the home
country culture are also expected to positively moderate the strength of the coun-
try-of-origin effect. In addition, the size and openness of the home country are
expected to be of importance, with smaller and more open home country econo-
mies being associated with weaker country-of-origin effects. With regard to the
MNC, MNCs operating in a greater diversity of cultural or institutional environ-
ments are expected to show weaker country-of-origin effects. Finally, MNCs that
have internationalized predominantly though start-ups are expected to show stron-
ger country-of origin effects than MNCs that have grown predominantly through
international acquisitions.

The propositions regarding moderators of the country-of-origin effect can
form the basis of refutable hypotheses that can be empirically tested. We believe
that our understanding of the management of MNCs will be increased through a
careful study of country-of-origin effects and the factors moderating these effects.
Such knowledge will be theoretically relevant, as it will contribute to an under-
standing of the role of MNC:s in the international transfer of organizational prac-
tices. It will also be of practical importance, as the country-of-origin effect, as
defined in this article, manifests itself largely undeliberately through decisions by
managers that are influenced by taken-for-granted cultural values and institutio-
nal influences. Being aware of this type of influences and biases increases the
possibility of shaping MNC management to reflect the requirements of the task
environment, rather than the historical home country culture and institutions.
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Introduction

This paper examines knowledge transfer to China. It uses case studies for theory
development in an exploration of secondary and reverse knowledge transfer. The pa-
per’s key propositions are sequential. (1) The ownership mode of entry (wholly
owned subsidiary (WOS) or joint venture (JV) with a Chinese partner) determines the
feasible strategy set of the entrant. (2) The strategies selected within the
constraints of the Chinese environment must reflect the absorptive capacity of the
Chinese unit and the cost of transfer. (3) The nature of the primary knowledge trans-
fer influences secondary and reverse transfer out of the primary affiliate. The paper
fills gaps in existing theory by focusing on the process of strategy formation in
knowledge transfer and by examining transfers into an emerging economy. This con-
trasts with the vast majority of studies that are conducted on advanced economies.

We propose a tentative model running from entry to strategy to outcome,
depending on the constraints of ownership, cost and feasibility in Chinese con-
ditions. Our paper’s primary objective is to develop new conceptualisation and
insight into the transfer of knowledge into and out of foreign invested enterprises
(FIEs) in China. This theory-building exercise is conducive to further testing and
suggestive of future empirical developments.

In our model, reverse knowledge transfer occurs when new knowledge is
returned to a parent firm. This indicates corporate integration within the MNE on
aregional or a global scale. Secondary knowledge transfer can be defined as the
transfer of knowledge from the primary affiliate of the foreign investor to a se-
condary affiliate, that is, one controlled by the primary affiliate. Secondary trans-
fer to further affiliates represents extension or deepening of the reach of the
global system of the firm. The transfer of knowledge, technology in particular, in
a wide range of sectors has been a major objective of the Chinese government,
along with securing foreign capital, in return for which foreign firms are afforded
local market access (Engardio/Roberts/Symonds 1996). This principle has re-
mained intact since the inception of the Open Door Policy in December
1978. What has changed, however, is the means through which these objectives
have been pursued. In the early years of the Policy, in most sectors, MNEs were
unable to invest in China except via an international joint venture (IJV) with a
Chinese partner (Roehrig 1994). The IV was the legally required form of FIE. It
offered the opportunity for a Chinese industrial partner to acquire technical kno-
wledge, and satisfied the political imperative for Chinese interests to maintain
effective control over industry in China. Discriminatory treatment and excess
transaction costs arising from bureaucracy and the economic environment have
caused FIEs difficulty in operating profitably (Studwell 2002).

This paper explores secondary and reverse knowledge transfer using two case
study firms, Motorola (China) and Shanghai Bell. Their main respective areas of
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business are mobile and fixed line telephone equipment. In the fixed line tele-
communications equipment industry the government can provide market access
through its monopsony power. Until mid 2002 the incumbent national network
operator (China Telecom) was a monopolist in fixed line services, and it will re-
main dominant under the latest reform proposals (Financial Times 2002a). Under
the joint venture law, market access could be exchanged for FIEs’ knowledge and
capital transfer. Latterly, the joint venture requirement has been abolished for
much of manufacturing (Lemoine 2000, Luo 2000). In the more recent mobile
equipment market, access is provided through the freedom to compete in both in-
dustrial and consumer segments.

Theoretical Review

The purpose of this review is twofold. First, to formulate theoretical questions
based on the existing literature. Second, to identify gaps or inconsistencies in
respect of which the cases can be harnessed to generate further theoretical pro-
positions.

Our definition of knowledge is broad. It encompasses more than simply the
notion of technology, since other forms of knowledge are likely to accompany
this transfer. Knowledge refers to the tacit or explicit understanding in a firm
about the relationships between phenomena, structured in a more or less scienti-
fic manner (Hedlund/Nonaka 1993, p. 121). It is embodied in routines for the per-
formance of business operations (Nelson/Winter 1982, p. 99), in organisational
structures and processes, and in embedded beliefs and behaviour. Knowledge
transfer refers to knowledge communicated from one agent to another, such as
from one individual to another, or from a group to an entire organisation (Hed-
lund/Nonaka 1993, p. 123).

To date, research has concentrated on primary knowledge transfer from head-
quarters to foreign affiliates. This one-way transfer was characterised in the
Hymer-Kindleberger approach to the MNE (Hymer 1960 and 1976, Kindleberger
1969) and the product life cycle model (Vernon 1966). However, the MNE of
today, as opposed to the stereotypical ethnocentric multinational of the 1950s and
1960s, is rarely engaged in simple uni-directional transfer (Hedlund 1986, Pearce
1989). Chang and Rosenzweig (1995) foresee the affiliate’s eventual development
to the point where it will have newly developed knowledge and capabilities to
transfer. This evolution, while plausible, is not a prescription. Local influences
on strategy are taken up in the literature on organisational learning, reviewed
below.

mir vol. 43 - Special Issue - 2003/2 69



Peter J. Buckley/Jeremy Clegg/Hui Tan

Business Strategy, Knowledge Transfer and Organisational
Learning

There is a division in the literature between research on organisational learning
and that on knowledge transfer, and its offspring, knowledge management
(Easterby-Smith/Crossan/Nicolini 2000). This has produced a disjunction that se-
parates the body of work concerned primarily with the creation of new knowledge
throughout an organisation from that focusing on the re-use of knowledge
generated centrally.

The model for the re-use of existing knowledge within the multinational ent-
erprise dates from the earliest industrial organisation writings on the theory of the
MNE (Hymer 1960 and 1976, Kindleberger 1969, Magee 1977 a and 1977b). This
portrays the foreign investor as enjoying an absolute firm-specific advantage over
host country firms. Production is organised vertically, with knowledge creation
concentrated in the home country and horizontal diversification in the hosts. In
this account, barriers to knowledge transfer create transaction costs which, if grea-
ter in external markets (inter-firm transfer) than in internal markets (intra-firm
transfer), promote the choice of the multinational enterprise as an organisational
form (Buckley/Casson 1976).

However, if it is the aim of the firm to develop new products, whatever the
market or location, then a strategy for knowledge creation is needed. This
approach benefits from a “learning network” of people (Tempest 1999) that is not
necessarily related to the formal organisational systems and structures of the or-
ganisation, nor indeed to the formal boundaries of the firm. This social construc-
tionist view redraws the map of the firm’s knowledge creation activity (Daven-
port/De Long/Beers 1998, Ruggles 1998). This accounts for the current interest
in the role of the local embeddedness of the firm in the creation of new know-
ledge.

Both knowledge re-use and knowledge creation are important (Hansen/

Nohria/Tierney 1999). When the firm’s business strategy is primarily to replicate
existing products in new markets or production locations re-use is optimal. Thus
a codification strategy is ideal, whereby knowledge is recorded for access by the
knowledge recipients. This might be in the form of knowledge objects in data-
bases or libraries as part of a “people-to-documents” knowledge management stra-
tegy. When a knowledge creation strategy is implemented, personalisation is more
appropriate. This is described as a “people-to-people” approach, and is reliant on
human interaction and tacit knowledge transfer.
Knowledge transferred from the primary to the secondary affiliate may originate
in the foreign parent or from other sources, such as from primary affiliate lear-
ning or from the local parent in an IJ'V. Secondary knowledge transfer is illustra-
ted in Figure 1.
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Figure 1. Secondary and Reverse Knowledge Transfer — Schematic Diagram
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Reverse transfer is also shown in Figure 1. Local and foreign parents can be-
come not only recipients but also agents for disseminating the knowledge of their
own affiliates. This created knowledge might include context-specific manage-
ment skills and social knowledge. These result from the localisation of western
management skills combined with social knowledge gained in the local market.
The possibility of affiliates’ impact on parental learning clearly points to reverse
knowledge transfer. Context-specific knowledge can be generated and re-applied
in similar national or regional markets (Lyles/Salk 1996). This ‘harvesting’ of
practices that have been created within the MNE may facilitate subsequent in-
vestments (Lyles 1988) and would be diagnostic of organisational learning (Lind-
holm 1998). Technological advances made by these affiliates can also be part of
the package. The level and balance of the elements in reverse transfer will be in-
dicative of the firm’s strategy and of its success in execution. The strategy of the
MNE will influence not only the type of knowledge that is dominant in primary
knowledge transfer, but also that in reverse and secondary transfer. However, this
has not been fully integrated into the literature on organisational learning within
MNE:s, and a number of questions remain. If the primary knowledge management
strategy is based on re-use, then does it follow that any secondary transfer will be
a carbon copy of the primary, or is it different? If it is based on knowledge crea-
tion, then will secondary transfer be similarly oriented? In the context of a re-use
strategy, it is possible for reverse transfer to occur.

A few studies exist of reverse transfer concentrating on scientific (hard) tech-
nology between firms in developed countries, in circumstances where a know-
ledge creation strategy can be inferred (Frost 1998, Ghoshal/Bartlett 1988,
Nohria/Ghoshal 1997, Yamin 1997, Hakanson/Nobel 2001). The most recent study
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by Hékanson and Nobel (2001) — of Swedish R & D WOSs — finds that the
probability of reverse transfer increases with the level of organisational integra-
tion with the parent and the innovativeness of the affiliate. The weakly negative
independent effect of local WOS embededdeness is an indication that local in-
fluences on knowledge management strategy are as yet not fully understood, and
that theory is lacking. The dynamic structure of the relationship between know-
ledge transfer and learning is also unresolved. The view that knowledge transfer
and organisational learning begin simultaneously with the establishment of a new
affiliate (Inkpen 1995a, 1995b) does not sit easily with the premise that succes-
sful prior execution of primary transfer is a requirement for secondary transfer.
The relationship between knowledge transfer and learning will be investigated in
the case analysis.

Organisational Learning under Different Forms of Ownership

The choice of WOS versus 1JV ownership is unlikely to be neutral with respect
to knowledge transfer. It is true that both qualify as internalised forms of inter-
national business, and therefore should be expected to facilitate the transfer of the
tacit component of technology (Hennart 1982), which is the hallmark of interac-
tive learning. However, the IV is also a collaborative mode, and therefore pro-
vides opportunities for mistrust and opportunism.

The existing IJV literature focuses on the conditions in which the JV is the
optimal entry mode. It gives scant attention to the circumstances in which the JV
form is a legal requirement, and in which the freedom to select the partner is
limited or absent, as is often the case in an emerging host. The literature stresses
the importance of selecting a partner that offers complementarity in capabilities,
compatibility in management strategies, and low risk of becoming a competitor
(Buckley/Glaister 2002, Porter/Fuller 1986). However, if few of the desirable qua-
lities of an IJV partner are present, we should expect implications for knowledge
transfer and organisational learning. Empirical studies by Beamish (1985) and
Beamish and Banks (1987) of Vs in developing countries point to the likelihood
of excess transaction costs experienced by forced joint ventures with local firms
or government bodies. The relevant theory of how this impacts on knowledge
transfer and organisational learning is largely absent, and at present can only be
extrapolated from studies of unconstrained IJVs between developed country part-
ners.

Buckley and Casson (1988) argue that lack of trust between the partners and
the absence of consensus over goals increase transaction costs in IJVs and thus
diminish absorptive capacity. These barriers may be considerable, but they can
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change over time. There is a dynamic dimension to generating trust within an IJV.
Trust may result from the growth of cooperation by “taking the easy decisions
first” (Buckley/Glaister 2002, p. 62). However, the literature currently gives no
guidance on whether this might be expected to extend to knowledge transfer.
Taxonomically, learning can be of the “knowledge transfer type” (how to trans-
fer knowledge), or of the “how to engage in a JV” variety. This can be specific to
a particular JV, or generic so as to produce “joint venture sophisticated firms”
(Lyles 1988). Joint venture sophistication on the part of parent firms would
suggest that they should be predisposed towards JVs. But would this still apply
if primary market entry were via a forced IJV?

The Model

The theoretical discussion suggests that ownership structure determines the stra-
tegy set. Two ownership modes have been followed in establishing FIEs in China;
WOSs and JVs with local Chinese entities. We hypothesise three strategy sets: an
“in-house” strategy for WOSs, a “constrained-strategy” for JVs with a sleeping
partner, and a “joint” strategy for a JV with an active partner (contrast Can-
nice/Daniels (2000) where ownership “operating mode” follows international
strategy, environment and technology transfer costs). “Sleeping partners” are
usually government nominees who theoretically oversee operations in China and
participate in decision making, but who are normally content with a distant, con-
sultative role. “Active partners” are normally manufacturers of cognate products
with pre-existing manufacturing facilities. The “active partners” constrain the
foreign entrants into using their facilities, making this type of entry more like a
takeover than a greenfield entry. This can be crucial because, unlike WOSs and
JVs with sleeping partners, old vintage capital, technology and management will
be brought into the JV by the Chinese partner. WOSs therefore are unconstrained
by their ownership structure, but JVs may have pre-existing management and
labour obligations to honour (particularly where they are denied the choice of JV
partner), which require the continuing employment of an excessively large work-
force and poor facilities to the cost of the FIE.

In practice, the line of demarcation between the two categories of JVs may
not always be entirely clear. Further, our model may be interpreted as if the
foreign entrant has full knowledge of the JV partner. This is often not the case —
many instances of Chinese partners not making their true economic circumstances
known to their prospective partners have occurred (Child 2000). The motivation
of the Chinese JV partner is also likely to differ from that of the foreign entrant.
“What seems to be missing from Chinese thinking, however, is any detailed bu-
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Figure 2. The Model
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siness analysis at the corporate level of why either side is involved in the JVs”
(Zhu/Speece/So 1998, p. 24). Modifying this thinking - introducing “marketized”
attitudes — is difficult for many FIEs. One expatriate manager quoted by Rosen
(1999, p. 50) on the imperative of avoiding goal conflict says “The JV still works
in China, but if you do use it, do so with someone who is not in your industry —
they are Neanderthals. Go with someone who just wants to make money . . .”.

Figure 2 shows our preliminary model. The later stages of the model, con-
cerning secondary and reverse transfer are the least complete, and require theo-
retical development. The strategies, as determined by the ownership structure and
type of partner, play out in different ways. The WOS is free to invest, transfer
knowledge and localise management, thus internalising the development of ab-
sorptive capacity (Buckley/Casson 1976). It can then establish local sourcing of
inputs (a major difficulty in China — given the difficulties of procurement, and
constraints on importing components), and establish its network in China. JVs are
constrained by their partners. At best, the sleeping partner will have no “baggage”
(dated old vintage capital, management outlook and facilities), at worst, this will
be brownfield entry, akin to the takeover of a bundle of resources, most of which
the foreign entrant will not want but which will impose a large, ongoing cost on
the FIE in terms of scrap machinery and a huge under-employed, unskilled work-
force (See Steinfeld (1998) for details of the difficulties in reforming state-ow-
ned enterprises in China). Establishing equilibrium here is likely to be costly and
time consuming. It represents a major managerial headache for JVs in China. Only
when this is corrected can absorptive capacity of all but the most rudimentary kind
be established (see the recent references to conflicts in the ITVs of Peugeot Citroen
and Pepsico in China (Financial Times 2002b and 2002 c)). Our model suggests
JVs will be much slower in achieving primary knowledge transfer than will WOSs.
There will also be a need to retrain old style managers and inculcate a modern
corporate culture into the JV. This is likely to divert managerial attention from the
real task of establishing a presence in China and penetrating Chinese and global
markets. Figure 2 is a schematic attempt to capture these divergent strategies. It
suggests that the process of knowledge transfer to China is predetermined by the
ownership mode of entry. Moreover it suggests that primary knowledge transfer
— from the parent to the Chinese affiliate — will be swifter in WOSs than in JVs.
Thus the age of the affiliate is a subordinate determinant of successful initial trans-
fer and therefore of secondary and reverse transfer. Figure 2 expresses this in terms
of the number of stages that have to be traversed before knowledge transfer can
be effective.

The importance of affiliate age is emphasised by Hakanson and Nobel (2001)
for Swedish MNEs, although it is not subordinated to ownership in the absolute
fashion of our model. Hikanson and Nobel find that “embeddedness in the local
network” is a positive factor in achieving knowledge (technology) transfer. Our
model suggests that embeddedness in the local network may inhibit and delay suc-
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cessful primary transfer (and therefore subsequent reverse and secondary trans-
fer). This arises from the need to spend time, effort and management resources
on upgrading local partners and suppliers in terms of legacy factors (facilities,
management and technology). Establishing absorptive capacity in the JV and in-
troducing a marketising philosophy in state owned entities can seriously delay
(even prevent) the introduction of knowledge.

However, after a (long) period of upgrading, learning and infusion of new re-
sources, the connections with JV partners may produce contracts and protection
unavailable to WOSs. The favouritism shown to those connected to the state may
pay dividends in the longer run for JVs. We therefore suggest, in contrast to Ha-
kanson and Nobel, that in China and comparable emerging economies a U-sha-
ped relationship exists between “strong local embeddedness” and successful
knowledge transfer. However, the upturn of the U may be considerably delayed
unless favourable market conditions, declining costs and successful cooperation
favour the JV. The positive relationship between local embeddedness and suc-
cessful operation predicted by Hakanson and Nobel may be a distant dream for
many JVs. In contrast, in the absence of government discrimination against them,
WOSs will not carry this burden and are likely to effect successful knowledge
transfer more rapidly than JVs. Our model utilises secondary and reverse trans-
fer as diagnostic of the success of primary transfer. These are, to a large extent,
codetermined by entry strategy in that wholly owned operation is a signal of full
integration into the MNE’s system. It should be borne in mind that Hékanson and
Nobel examine only WOS (in R & D) and therefore cover only half of the range
of potential ownership entry decisions.

Research Method

This paper is an exercise in theory building rather than the testing of theory, em-
ploying a multiple-case design (Yin 1994). The gaps and conflicts in the body of
theory reviewed permit a preliminary model to be constructed using existing theo-
retical concepts. We chose a case study approach consisting of two firms because
our research questions centre on the “how” and “why” of knowledge transfer in
the emerging market of China. This procedure enables us to generate new theo-
retical concepts grounded in case and cross-case analysis (Herriott/Firestone
1983).
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Data Collection

Most of the major telecommunications equipment manufacturers produce in the Chi-
nese market (Wu 1995, Andersen Consulting 1997). Nineteen companies met the sel-
ection criterion of a minimum of five years’ production experience in China (Inkpen
1995b, Lyles/Salk 1996). A positive response was received from seven firms. Two
firms were eliminated because they lacked the resources to cooperate and were una-
ble to provide access within the time schedule of the field research. Following pilot
fieldwork, Shanghai Bell and Motorola (China) were selected, as both were large fi-
nal assemblers. This meant that they had engaged in knowledge transfer to a greater
extent than the three other firms, which were component suppliers only. These two
firms topped the FDI league table of inward investors in China (MOFTEC 1996) and
remain dominant players in China’s telecommunications equipment market (Finan-
cial Times 2001 a and 2001 b). Their size ensured that we were able to interview mul-
tiple respondents within each firm, which is a distinctive advantage of this study.

The pilot phase involved collecting secondary data and obtaining sufficient
information to make the final selection of case study firms. Data collection pro-
tocols (e.g., letters and a semi-structured questionnaire) were designed for use in
the fieldwork. In Phase 2, two rounds of in-depth interviews were carried out.
Mixtures of open-ended and semi-structured interviews were conducted within
each firm. The interviewees were asked general questions first, then pre-deter-
mined and follow-up questions. Data from the twenty-four interviews with twenty-
three interviewees were transcribed from tapes. Postal communications with the
interviewees were maintained to ensure accuracy.

The interviewees were senior executives, including those responsible for func-
tional divisions such as business planning, marketing, finance, production and hu-
man resources. Members of the knowledge transfer team, such as the training ma-
nager, operational manager, project engineer and other technical professionals,
were also interviewed. As the interviewees consisted of both foreign expatriates
and Chinese, the English version of the questionnaire was carefully translated into
Chinese. Back translation, as suggested by Brislin (1970), was carried out to
verify the content consistency between the two versions of the questionnaire.

Data Analysis

Interview data and field notes were analysed by using the ‘critical incident’
approach suggested by Erlandson et al. (1993), involving the recording of signi-
ficant and meaningful data in descriptive terms, and structuring the data to focus
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on emerging themes. This was achieved through coding both secondary and pri-
mary data, according to the theoretical propositions and issues identified in pre-
vious research. For example, all the interview transcripts were coded by both “con-
tent” (such as “technology transfer” and “personnel exchanges”) and “importance”
(“very important”, “important”, “relevant” and “irrelevant”) paragraph by para-
graph. Irrelevant materials were removed to reduce data (Miles/Huberman, 1984)
and to highlight “theoretical properties and categories” (Glaser/Strauss 1967).

Using a “within-case” analysis, theory was first developed by examining the
context of knowledge transfer in one case. Then, pattern matching (Miles/Huber-
man 1984, Yin 1994) was adopted to compare the finding from this first case with
the second. Commonalties and differences of knowledge transfer practices bet-
ween them were identified and reasons responsible were established with gained
data and through prolonged contacts with interviewees. While the focus of inve-
stigation in the first case was “what” and “how”, in the second this shifted to
“why” there were differences between the cases and the theoretical impact arising
from them for our preliminary model. Our findings and conclusions are genera-
ted from this process of raw data analysis combined with juxtaposition with the
model, and are in the form of revised and new theoretical propositions. Where-
ver possible, the interview data was checked by triangulation with a second and
independent source.

Profiles of the Two Firms

Motorola set up its representative office in Beijing in 1987. In 1992, it established
Motorola (China) Electronics Ltd (Motorola (China)) in Tianjin, producing pa-
gers, cellular phones, two-way radios, network equipment, semiconductor, auto
electronics and accessories, largely for sale in China and other Asian markets. In
following its four-poiht business strategy (investment and technology transfer;
management localisation; local sourcing; JVs and cooperative projects), Motorola
(China) has made US$3.4 billion investment in China. By 2000, Motorola (China)
had established one wholly-owned company and seven JVs. It is now the largest
foreign investor in China’s telecommunications manufacturing sector.

Shanghai Bell Telephone Equipment Manufacturing Company Ltd (Shanghai
Bell) was established in 1983 as aJV between Belgian Bell (32 per cent of equity),
the Belgian government (8 per cent) and China’s Postal and Telecommunications
Industries Corporation (PTIC), part of the former Ministry of Post and Telecom-
munications (MPT, now Ministry of Information Industry) (60 per cent). In 1986,
Alcatel acquired Belgian Bell, becoming Alcatel Bell. However, Shanghai Bell
still reports to Alcatel Bell in Antwerp, Belgium. It specialises in the production
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and installation of Alcatel 1000 S1240 exchanges and related parts and compo-
nents. By 2000 Shanghai Bell had 12 subsidiaries in China and two in Europe.

Findings

Entry Strategy, Ownership Form and Partner Selection

By the time Motorola entered the Chinese market the law on inward investment
permitted the WOS form, which it chose in preference to an IJV. Motorola’s
affiliate was named Motorola (China), and its first activity was the greenfield
establishment in Tianjin of two wholly-owned factories (1992 and 1994). The
affiliate serviced a fast growing and highly competitive local consumer market,
with 10-20 per cent of production for export. As a WOS, Motorola (China) en-
joyed total discretion over recruitment and the sourcing of inputs. Changes in the
law on foreign ownership meant that Motorola could begin with a WOS but these
changes did not apply retrospectively, thus locking Alcatel Bell into its IJV struc-
ture. Shanghai Bell’s primary business area was fixed line telephony equipment.
The firm became a dominant supplier of digital exchanges that replaced the
ageing analogue infrastructure. This strategy could be guaranteed by Alcatel Bell’s
1JV partner (PTIC), the industrial arm of the then MPT, and the local post and tel-
ecommunications bureaux (PTBs).

Primary Knowledge Transfer Strategy

Everything on Motorola’s primary Tianjin site, from production equipment to or-
ganisational structure, from architectural design to corporate culture, was brought
in simultaneously from Motorola in the USA or from subsidiaries elsewhere in
the worldwide group. A wide range of knowledge was transferred with which the
affiliate constructed the Semiconductor Plant, the Back End Plant, the Pager Plant,
the Cellular Phone Plant, the Component and Power Source Parts Plant, and the
Semiconductor Wafer Fabrication Plant. A benefit of the main output of the affi-
liate, mobile handsets, is that they are fully interoperable with the new mobile
networks in China, constructed to the GSM standard, and required little adapta-
tion.

Since the foundation of the affiliate, Motorola (China) has used extensive short
term staff movements internationally in order to personalise knowledge. Expa-
triates were used on short term assignments, declining from over 30 per cent of
management positions to less than 15 per cent. The affiliate selected for English
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language ability in its recruitment. It also invested heavily in the language trai-
ning of its Chinese employees, to ensure that all were able to use the working lan-
guage of Motorola. This achieved organisational integration, both within the af-
filiate and between the affiliate and the group. This created a multinational lear-
ning network based on human interaction independent of the structure of the group,
rich in tacit knowledge transfer.

Alcatel Bell’s primary affiliate was limited to the production of just one pro-
duct - its public digital switching system, System 1240, for the Chinese market.
All the production technologies transferred to Shanghai Bell concerned this pro-
duct (customised large scale integration production, thick film hybrids, double si-
ded and multilayer printed circuit boards, fully automated assembly line/surface
mounting technology, computerised test facilities, and numerically controlled
equipment for piece part manufacturing). Significantly, the firm quantified the
transfer in codified form (technical documents and protocols covering more than
1,000 items of different specifications in fifteen categories relating to production
and testing, plus related computer software and state-of-the-art equipment). In
marked contrast to mobile telephony, product adaptation (both anticipated and
unanticipated) was necessary for this equipment to connect with the ageing Chi-
nese infrastructure.

Unlike Motorola, primary technologies were not transferred simultaneously,
but rather in a series of stages in a “from easy to difficult” approach. The first
related to assembling and testing of complete components imported from the
foreign parent. Underlying this gradualism were obstacles to relocating the tech-
nologies to the affiliate. The JV contract provided only for product and produc-
tion related technologies and the target dates for their transfer. No provision was
made in the contract for the transfer of management and other soft skills, and re-
cognition of the importance of social knowledge was entirely missing. This in-
hibited interaction as a means of knowledge transfer and imparts a bias away from
soft skills. To some extent this can be laid at the door of the Chinese partner’s
emphasis on hard technologies. But by the time of the data collection (1997-1998)
Shanghai Bell still employed 15 Belgian expatriates on long term contract. This,
combined with the shortfall in localisation, suggests the proposition that a forced
JV is more likely to suffer from goal conflict and absorptive capacity constraints
than either an unfettered JV or a WOS. Furthermore, we propose that the foreign
parent in a forced IJV will seek to maintain control through expatriate managers.

The deficit in the transfer of essential skills became apparent in the IJV, and
this gap was later addressed by informal transfers outside the contract through the
training and exchange of personnel, extending the timescale of primary knowl-
edge transfer. At the conclusion of this process, Alcatel Bell’s expertise in ope-
ration and management had been conveyed to the IJV, in the form of articulable
technical and management knowledge, again congruent with the codification stra-
tegy identified in the earlier transfer. This included corporate governance and or-
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ganisational models, systems for human resources management and production
management, together with financial practices, marketing expertise and quality
control systems?.

The low absorptive capacity of Shanghai Bell stemmed from a lack of con-
sensus over the goals of the firm. The wishes of the foreign parent to create a re-
search-based affiliate as part of a learning network came to nothing. The Chinese
partner resisted the transplant of the foreign parent’s research strategy®. The IJV
enjoyed an assured market because of central and local government procurement
policies. One senior Belgian manager explained the preference of the Chinese
partner for the IJV as a replicator of existing products:

“The reason for this is that the market situation is so wonderful that the Chinese
side just don’t listen to you. We have no choice. [. . .] When production is six mil-
lion lines a year and the JV’s major shareholder and biggest customer is MPT,
why should they worry about the next generation products? They try to extend
the life cycle of the present products, which is wrong. In a one billion people mar-
ket, it is not difficult to find customers.” (Senior manager, Alcatel Bell)

This dominant market position provided little incentive to the Chinese part-
ner for the IV to innovate. This only intensified when events in Tiananmen Square
resulted in an embargo on equipment supply to China, leaving the domestic mar-
ket for local producers alone.

From the timing of the adoption of a codified primary transfer strategy, it
appears that it was a coping response to the low absorptive capacity of the affi-
liate. A documentation and language translation centre was instituted in 1985,
after the establishment of Shanghai Bell, in order to progress the transfer of tech-
nology which was failing to meet targets. The language issue, which was addres-
sed by universal training in Motorola (China), was in Shanghai Bell addressed by
the creation of a translation group, to convert materials from the parent into Chi-
nese, for distribution to the relevant departments. This, therefore, absolved much
of the workforce from mastering technical material in a foreign language. This
codification strategy militated against organisational integration both within the
1JV (across the language barrier) and between the IJV and the foreign parent. The
scope to create a learning network was limited to the training and international
placements that did occur for certain Chinese staff in the Belgian headquarters.

The division of labour in the IJV displays asymmetry between the partners
with key posts retained by the foreign partner. The Chinese partner made a sig-
nificant input into human resources. However, this input was often negative. Pro-
motions desired by the foreign partner of Chinese employees were blocked if they
were not accepted by the Communist Party branch inside the IJV.

On the basis of this analysis, we propose that it is not the lack of comple-
mentarities between the partners that appears the most damaging to knowledge
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transfer to the IJV (and ultimately to organisational learning in the MNE). Rat-
her, it is goal conflicts. The failure in terms of under and mis-investmentinR & D
and human resources creates shortcomings in absorptive capacity. The 1JV then
faces a discrete choice in favour of a re-use strategy to avoid escalation in the cost
of knowledge transfer (Hansen/Nohria/Tierney 1999). Thus interactive learning,
rich in tacit knowledge, is suppressed and knowledge creation is eschewed. Our
cross-case analysis suggests the proposition that when an IJV is formed under le-
gal obligation, it is more likely to adopt a coping strategy of knowledge re-use
even though its foreign parent might employ a creation strategy.

The “from easy to difficult” transfer to Shanghai Bell also has resonance with
the building of trust between the partners of an IJV, in respect of “taking the easy
decisions first”. In circumstances where the transfer of technology is problema-
tic, the transfer of knowledge objects in a documentation centre was likely to
satisfy the appetite of the Chinese partner for hard technology. This practice
encapsulates the shift in affiliate strategy away from the creation of new techno-
logy. This suggests the proposition that, where the goals of the partners diverge,
the original business and knowledge management strategy of the IJV may be sacri-
ficed in order to accommodate the local partner’s preference. This may reduce
tensions and conflict, but it exacerbates structural dissimilarity with the foreign
parent in knowledge processing making subsequent transfer more costly. There-
fore, in line with our preliminary model, we propose that for a forced IV (for
which the likelihood of goal mismatch is heightened) conflicts will ensue. These,
requiring resolution, will lengthen the stages in knowledge transfer, and add to
their number. As a survival strategy, the goals of the IJV will be downgraded to
limit these costs.

The implication for our model is that business and knowledge management
strategy will follow structure when ownership structure is imposed. The remaining
question is: how can primary knowledge transfer be linked theoretically to se-
condary and reverse transfer?

Secondary Transfer

Since March 1995, Motorola (China) has formed seven JVs with local partners in
China, to which the two wholly-owned factories have made secondary transfers.
These JVs were created to manufacture a range of high-technology products, from
pagers and multi-media computers to CDMA (Code Division Multiple Access)
infrastructure and semiconductor products. These JVs were intended to colla-
borate in R & D with Motorola (China), and to generate new products, rather than
merely reproducing Motorola products. Each of Motorola (China)’s JV partners
were state-owned industrial concerns (as opposed to being government bodies),
with their own records of technology creation and development. The choice of lo-
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Figure 3. Secondary Knowledge Transfer by Motorola (China)

Keys:
—— Primary Knowledge Transfer
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cal industrial partners created a local production base and a positive image with
local authorities. These JVs were intended to enable Motorola to achieve a tech-
nological, as well as a production, division of labour within China and to gain
scale economies (Figure 3). JV establishment was also considered essential to
gain access to individual provincial markets.

Motorola (China) secondary affiliates’ operations represent a subset of the
activities of the primary affiliate, and the secondary transfer itself is therefore
delimited. In contrast with its primary knowledge practice, Motorola (China) con-
tractually assigned “expatriates” to the secondary affiliates. These were Chinese,
not foreigners. Motorola had six JV affiliates in China with a variety of regional
partners. These secondary affiliates were the only manufacturers of multi-system
cellular phones in China, and their products were sold in the USA and Europe.

Motorola (China) transferred multiple application technology, system inte-
gration, security technology, and design and manufacturing expertise to the se-
condary affiliates. This was characteristically less sophisticated than that in the
primary transfer, but it did include technology generated in the primary affiliate,
such as the facial design of mobile phones (including new functional keys) and
Chinese software. Local governments heavily regulated local markets, and a key
factor in selecting JVs for the secondary affiliates was the marketing ability of

mir vol. 43 - Special Issue - 2003/2 83



Peter J. Buckley/Jeremy Clegg/Hui Tan

the Chinese partners, especially their influence on local government procurement.
The affiliates also became after-sales service centres for the group’s products.

Despite the lesser degree of ownership symmetry between the primary and se-
condary affiliates (being JVs) Motorola’s knowledge management strategy took
the form of a learning network. The strategy of secondary technology transfer re-
mained to manufacture products for both national and international markets. The
level of management training was commensurate with this product development
function. Accordingly, the secondary affiliates adopted Motorola’s organisational
structure, financial and human resources management practices, and quality con-
trol systems. This training includes direct inputs from Motorola worldwide (e.g,
before the Leshan-Phoenix Semiconductor Company Ltd started production, key
Chinese engineers travelled to Motorola’s Seremban facility in Malaysia for
months of on-site specialised training). The quality control system of Motorola
(China)’s JVs also equated both to the primary affiliate and the parent worldwide.
For example, Motorola (China) established Smartcard System Co., Ltd. and Bei-
jing Huamin Smartcard System Manufacturing Co., Ltd. in June 1998 and has
brought to the JVs Motorola’s Six-Sigma quality system in services and products
to provide “total customer satisfaction”.

A crucial aspect of secondary transfer is the local sourcing of inputs, as this
requires the transfer of technologies and skills to produce key components. A
government policy of tax and tariff penalties applied to FIE localisation rates of
under eighty per cent. This effected a pressure to create a network of local
suppliers. In the face of general scarcity of quality component suppliers with ade-
quate absorptive capacity, Motorola (China)’s approach was to manufacture a
number of components in-house (as in our model), and simultaneously establish
anumber of research centres with local partners and potential suppliers to develop
new products. This strategy raises local embeddedness and is congruent with in-
ternal organisational integration of the MNE.

Shanghai Bell’s secondary affiliates were also JVs, but with local government
bodies, such as local bureaux, rather than industrial partners. This replicated the
partnering strategy of Shanghai Bell on a smaller scale. Such partners helped the
affiliates to circumvent local market access barriers. Local government represen-
tatives on the boards of the secondary affiliates played no role in operational mat-
ters. For example, in Northeast Asia Telecommunications Manufacturing Co.
(NEAT) the management team was under a board of directors drawn from Shang-
hai Bell and from two Provincial Bureaux of Liaoning Province. Although Shang-
hai Bell was a minority shareholder, it played the dominant role.

As with Motorola, Shanghai Bell’s transfers to its secondary affiliates were a
subset in both scale and scope of those originally transferred to the primary affi-
liate, to create a division of labour. Activities were displaced as the core compe-
tence originally transferred from the foreign parent was relocated in secondary
affiliates, e.g., coils and miniature transformers to NEAT, but without the inclu-
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Figure 4. Secondary and Reverse Knowledge Transfer in Shanghai Bell

Keys:
—— Primary Knowledge Transfer
—_— Secondary Knowledge Transfer

............... > Reverse Knowledge Transfer

sion of technology generated in the primary affiliate (as was the case with Mo-
torola (China). In common with Motorola (China), secondary affiliates performed
a crucial after sales service and marketing role. Figure 4 illustrates the transfer of
technologies, management skills and social knowledge by Shanghai Bell to three
of its affiliates.

Of the three affiliates of Shanghai Bell, two were engaged in the manufacture
of parts and the assembly of the final product using parts from Shanghai Bell,
including some parts imported from Alcatel Bell. NEAT produced non-power
inductor coils, miniature transformers, and the processing, sale, installation,
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testing and after sales service of the S1240 series and other telecommunications
equipment. NEAT was distinctive in that it was established to service a large mar-
ket in Liaoning Province, where Shanghai Bell had previously experienced mar-
ket access problems. The other two affiliates were established for wider markets.

Human resources management practices demonstrate the contrast in know-
ledge management strategies. The managers of the secondary affiliates attended
Shanghai Bell’s training centre annually, but unlike Motorola’s policy, this was
not integrated within the training system of the foreign parent. Shanghai Bell sent
training and quality assurance officers to its affiliates to inspect and advise on im-
provements. As with Motorola (China), Shanghai Bell assigned “expatriates” to
key positions in the secondary affiliates, and these were often Chinese. Executi-
ves from Shanghai Bell occupied the general manager’s position of NEAT and the
managerships of the finance and engineering departments. Thus a similar stock
of expertise and knowledge percolated down to the affiliates, in an extension of
the primary transfer. The JV ‘model’ of transfer was re-applied to Shanghai Bell’s
affiliates, including the “from easy to difficult” approach. The secondary affiliates
were only involved in manufacturing and assembly for local markets so mirroring,
on a smaller scale, the approach of Shanghai Bell. This suggests the wholesale
transfer of the knowledge management strategy of the primary affiliate, under the
same constraints.

On the basis of our case comparison, we propose that if the ownership form
of the primary affiliate is an IJV formed under legal requirement, then the se-
condary affiliates will also tend to be JVs. This form better suits the re-use
knowledge management strategy of the IJ'V, and therefore the secondary transfer
of knowledge between donor and recipient. In contrast, a primary WOS remains
free to choose the optimal organisational form and, if relevant, Chinese partners
for its secondary affiliates. The imperative of local market access in regulated
markets militates in favour of the secondary JV form even when the primary af-
filiate is a WOS.

In respect of local embeddedness, the response of Shanghai Bell to the pres-
sures to localise took a different path to that at Motorola (China). While know-
ledge transfer to the secondary affiliates localised the production of basic
components, there was no local network of research and development partners-
hips to outsource production. Outsourcing was of the most basic items to sup-
pliers with links to the IJV and JV partners.

Thus, we theorise that embeddedness may be of two types. The first comprises
linkages that are created by the MNE specifically to construct a local loop in its in-
ternational learning network. Organisational integration and local embeddedness of
type one are linked to a common factor — a knowledge creation strategy. The se-
cond type of embeddedness consists of inherited linkages under obligation to a lo-
cal JV partner. Our model suggests that the second embeddedness in the local net-
work may well be a factor that inhibits and delays successful primary transfer (and
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therefore subsequent reverse and secondary transfer) but which may, after a consi-
derable delay, confer benefits on the affiliate. In contrast, WOSs with the first type
of embeddedness are likely to effect successful knowledge transfer more rapidly
than JVs (the direct relationship identified by Hakanson and Nobel (2001)).

Reverse Transfer

From the outset it was intended that Motorola (China) should conduct research
and development to create new products for the multinational group, in a globally
linked innovation system. This results from Motorola’s global strategy to develop
local technological capacity, rather than achieve market access through IJV part-
nering. The affiliate’s new product development served the needs of the whole
multinational. The flow of technology-related resources and outputs from the af-
filiate to other units of Motorola was the result of a planned division of labour
within the multinational group. Regional product mandates were allocated to Mo-
torola (China) with its associated R & D design centres. This integration was
repeated in a number of fields, e.g., software development, where research in
China made an input into worldwide product development. This created the ca-
pacity to remit knowledge (largely technical) to other parts of the Motorola group.

A number of expatriate managers and engineers sent to China were ethnic Chi-
nese, headed by a Chinese American with twenty years’ experience of doing bu-
siness in the region. Subsequently, knowledge acquired locally was employed by
Motorola (China) to re-invest in the Chinese market. Organisational integration
was witnessed in the transfer of selected Chinese managers to the USA, to im-
prove headquarters-subsidiary coordination. This personnel movement within
Motorola indicates informal reverse knowledge transfer about Chinese business
culture, i.e., a learning network not discernible from the MNE’s formal structure.

Although Alcatel Bell was a research-intensive multinational, there had been
very little R & D in Shanghai Bell for the reasons presented earlier. The knowledge
transferred from Shanghai Bell to Alcatel Bell was confined to local management
skills and social knowledge accumulated from ten years’ operation in Shanghai Bell.
It was employed by Alcatel Bell in its subsequent investments in China.

The western parent chose a different line of business for its six directly
owned Chinese JV affiliates (as distinct from the secondary affiliates of Shang-
hai Bell), so that these investments would not pose any threat to Shanghai Bell,
and therefore to the relationship with the Chinese partner. An Alcatel Bell mana-
ger explained:

“We have another six joint ventures in the Chinese market, but not in the same
product markets [switching systems] as Shanghai Bell. These joint ventures
are producing some “smaller” products, such as connectors, mobile phones.
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They are all relatively successful. Certainly the market growth has helped a
lot. But the experience of managing Shanghai Bell really enabled us on how
to proceed with joint ventures in the Chinese market.” (Senior manager, Alca-
tel Bell)

Knowledge transferred to Alcatel Bell concerned practices and experience in
dealing with JV partners, and in extracting knowledge from these partners about
how best to configure business within China (including local suppliers, central
and local governments, and other stakeholders such as banks, consumer groups):

“Having experienced various problems in Shanghai Bell when we first ente-
red the Chinese market, we changed the way of doing business in the subse-
quent subsidiaries we established by integrating our lessons learned in the de-
sign and process of operations of these firms. Indeed, we are seeking more
input from the Chinese side in decision making.” (Senior manager, Alcatel
Bell)

This response suggests that the parent firm had learned non-partner-specific know-
ledge about joint venturing in China, and in particular about the type of joint ven-
ture partner needed. The later joint venture partners of Alcatel Bell were all in-
dustrial partners, similar to those chosen by Motorola (China). As with Motorola,
tacit knowledge was acquired by the western parent on understanding the host
culture, the mentality of local employees, and the custom of doing business in the
local market.

Figure 4 presents a comprehensive picture of the knowledge transfer in Shang-
hai Bell, including primary knowledge transfer from Alcatel Bell to Shanghai Bell,
indicated by the thick line starting the knowledge transfer process. The know-
ledge transfer from Shanghai Bell to its own affiliates, indicated in the thin lines,
is part of the secondary knowledge transfer. The remaining part of the process is
reverse knowledge transfer from Shanghai Bell to both parents. In the case of the
Chinese parent, PTIC, this reverse transfer is limited to the management training
received by staff supplied to the JV, who subsequently rejoin the parent. It is now
common for the western parent in Sino-foreign JVs to place a restriction in the
JV contract that staff supplied to the JV should not return to the Chinese parent
within a stipulated period. This is to limit the expense of JV training that brings
little benefit to the JV. However, little can be done to prevent staff leaving the JV
to join rival firms, other than to improve the retention of staff through remunera-
tion and career opportunities. As Shanghai Bell was such an early entrant into the
Chinese market, it did become an ‘academy for the industry’, experiencing con-
siderable loss of staff to both Chinese and foreign-owned competitors.

The contrasting experiences of the two affiliates in reverse transfer result from
differences in strategy arising from ownership structure as outlined in the model,
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and drawing on the economics of supplying regional or global markets. In Shang-
hai Bell, the Chinese partner and the JV structure have locked the firm into ser-
ving the Chinese market alone employing a knowledge re-use strategy. Our ana-
lysis suggests the proposition that, when a knowledge re-use strategy is in force,
the nature of reverse knowledge transfer will be predominantly implicit and re-
lated to local operational conditions. The implicit knowledge remitted will not be
governed by a formal contract. Under a re-use model, knowledge flow is prima-
rily towards the market, not in reverse.

From a comparison of our cases we propose that the balance of tacit versus
explicit knowledge in reverse transfer differs with the knowledge management
strategy of the MNE in the host. Reverse transfers of tacit local knowledge occur
under both strategies, not governed by a formal contract. However, a knowledge
creation strategy in the affiliate implies the formal remission of explicit know-
ledge, accompanied by tacit knowledge linked to the technology.

The process through which reverse knowledge transfer results in learning at
the MNE level depends on the knowledge management strategy of the MNE in
the host. This influences the composition and volume of transfer. Under a know-
ledge creation strategy, the affiliate is contractually obliged to generate and remit
new knowledge, and the absorptive capacity of the MNE is already in place to re-
ceive formal reverse transfer. But under both strategies, reverse transfer of tacit
local knowledge will bereceived where it can be employed in furthering the MNE’s
business strategy in the host. We propose, therefore, that MNE learning from re-
verse transfer of different classes of knowledge depends on formal knowledge
management strategy, and on the MNE’s wider business strategy in the host (or
analogous) market, whether this is governed by a contract or not. A knowledge
creation strategy will result in more explicit reverse transfers (with tacit know-
ledge linked to the technology) than a re-use one.

The cases suggest the proposition that knowledge transfer and organisational
learning begin simultaneously with the establishment of a new affiliate. Howe-
ver, this is not the same as organisational learning at the level of the MNE. The
unit of analysis must be specified. We therefore propose that, at the MNE level,
both secondary and reverse transfer will succeed learning in the affiliate.

Conclusions

This paper has extended the theory of knowledge transfer and learning within mul-
tinational firms in an emerging economy. It is a theory-building study grounded
in the context of the entry and operations of foreign multinational enterprises in
Chinese manufacturing industry. Our primary results support the proposition that
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knowledge transfer is predetermined by entry strategy. Ownership structure on
entry may lock foreign firms into constraints from which it is difficult to escape,
causing a divergence from global business and knowledge management strate-
gies. Our research also indicates that secondary and reverse knowledge transfer
is conditional on the characteristics and success of primary transfer. Our findings
highlight the crucial importance of local factors such as the congruence of goals,
and the aptitude and ability of joint venture partners.

Our research suggests that local embeddedness may be of two types, both of
which are determined by the nature of the knowledge management strategy in the
primary affiliate. A knowledge creation strategy appears connected to internatio-
nal organisational integration and to a locally embedded learning network, ex-
tended through secondary transfer. Local embeddedness in the context of a for-
ced re-use knowledge management strategy may be inimical to the rapid transfer
of technology. Our propositions also suggest that reverse transfer differs in cha-
racter between cases. Only a knowledge creation strategy promotes formal tech-
nology (with linked tacit knowledge) reverse transfer. However, the reverse trans-
fer of tacit local knowledge appears to be a common factor independent of stra-
tegy.

Our study has considered the polar cases of constrained versus free owner-
ship on entry. The applicability of our propositions should be tested on a conti-
nuum of entry conditions. While many industries in China have been liberalised,
others will remain under some form of ownership restrictions during the pro-
gramme of WTO liberalisation, e.g., telecommunications services. The Chinese
government puts great emphasis on the inward transfer of the latest technology,
and on the building of domestic technological capacity. The propositions put for-
ward in this paper suggest that political control over sensitive industries may create
impediments to these objectives that are underestimated. Research is also requi-
red on sectors in which a global re-use knowledge management strategy is freely
chosen. Lastly, our propositions should be investigated in other restricted sectors,
such as financial services which, although not technologically based, face simi-
lar challenges of global versus local strategic choice in knowledge management.
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Endnotes

—

The authors are grateful for the comments of three anonymous referees and the Editor of the Spe-
cial Issue. Financial support from the Universities’ China Committee in London (UCCL) for con-
ducting interviews in China is gratefully acknowledged.

2 Alisting of the transferred technologies (hardware and software) initially appeared in a company
publication (Alcatel Bell 1998). No reference was made to managerial knowledge transfer. The
interviewed managers in Shanghai Bell and, with regard to secondary transfer, its subsidiary
NEAT were all asked to confirm the transferred knowledge. It transpired from their answers that
managerial knowledge had indeed been transferred. This was subsequently validated by mana-
gers at the headquarters of Alcatel Bell in Antwerp, Belgium.

3 The responses to the question on R & D were triangulated, and disagreement was found between
the foreign parent and the Chinese interviewees in Shanghai Bell. Chinese respondents claimed
that progress had been made in R & D, but this was contradicted by the testimony of the Belgian
executives and managers. We interpret this as a difference in understanding about what consti-
tutes R & D. The Belgians construed it conventionally as new technology creation, but the Chi-
nese included the adaptation of existing products (necessary for the Chinese market).
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Introduction

Since the 1980s, much has been written on the cultural issues surrounding the re-
lationship between the head offices of multinational corporations (MNCs) and
their branches. Few writers, however, have considered the implications of the fact
that each branch also contains within itself diverse groups, each with their own
interests, strategies and agendas. Through a case study of the implementation of
a matrix integration programme in the London branch of a German multinational
bank, I shall examine the impact of intrabranch (as opposed to interbranch)
diversity on an MNC.

Many writers in management studies have debated the question of whether a
branch’s home or host culture has the most influence on its cultural makeup. The
simplest view portrays the corporation as a more or less integral unit, whose in-
terests are largely dictated by Head Office (Bergsten et al. 1978). Branches, while
they may have superficial regional differences, are said to take the head office,
rather than the local culture, as their main influence (van Magren/Laurent 1993,
p- 304); they are seen as “colonies,” as it were, of the head office (Frobel/Hein-
richs/Kreye 1980). However, this approach has been criticised for ignoring the
fact that branches have of necessity to adapt to local conditions (Child/Kieser
1979, pp. 252-260). It is thus difficult to claim that the sole influence upon the
branches of MNCs is the home culture of their Head Offices.

Proponents of the “national business systems” approach (e.g. Whitley 1992),
by contrast, prioritise the influence of the branch’s host culture over that of the
home culture on its makeup. Taking Hofstede’s classic study of cultural difference
between employees of the branches of an MNC, Culture’s Consequences, as a
starting point, supporters of this view argue that branches are socially disparate
parts of the wider organization, which bring local expertise to the corporation as
a whole (Hofstede 1980, Mueller 1994, p. 408, Andersson et al. 2001, p. 1014).
One should thus consider MNCs less as single entities, and more as collections
of groups with diverse needs (Streeck 1996, Hofstede 1980, p. 381). This approach
has, however, come into question, as other studies have demonstrated that in fact
the culture of a corporation’s head office can be a major influence on its branches
(Mueller 1994, p. 408). Furthermore, although Hofstede acknowledged that there
were other influences on branches than simply the host culture, the scope of his
study does not permit him to develop this (1980, p. 105); subsequent writers have
consequently glossed over the influences of other sorts of culture, and have fre-
quently, through their efforts to develop a counterargument to the “home coun-
try” stance discussed above, focused their arguments more or less exclusively on
branch culture to a sometimes unrealistic degree (Mueller 1994, p. 407). Although
the host culture has an undeniable presence, then, it is not the only thing affec-
ting the branches of MNCs.
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The most complex approach has been to take a stance which acknowledges
influences from both sources. Mueller argues that “country-specific patterns . . .
interact with company-specific patterns to form varying blends” (1994, p. 40).
Ghoshal and Nohria propose a set of four distinct ways in which branches and
head offices interact, depending on the subsidiary’s environment and the corpo-
ration’s needs (1989); while one might question whether four is the most accu-
rate number, it is indubitable that there are a number of different ways in which
a branch’s culture can relate to that of the organisation as a whole. Kristensen and
Zeitlin (2001)’s ongoing studies of dairy-product MNCs show that not only do
the branches have their own goals and objectives within the organisation, but that
there are marked differences between those branches which were set up as for-
eign wings of a particular corporation and those which were formerly indepen-
dent companies acquired through takeovers or mergers. The most comprehensive
writing on the subject thus suggests a diversity of influences upon the cultural
makeup of branches.

Despite this, however, none of the studies mentioned above take into account
the question of intrabranch diversity. While Kristensen and Zeitlin refer to com-
pany-wide internal power struggles (2001), the other writers focus on the interac-
tion between corporate and local culture with regard to the branch’s relationship
with head office. Furthermore, it is becoming increasingly obvious that to ignore
this diversity is to ignore a crucial aspect of organization: not only are the parti-
cular relationships which different groups have with the home and host cultures
ignored, and branch employees made subject to the same treatment by Head Of-
fice, regardless of whether it is right for their situation, the considerable strategic
advantages of having a workforce with diverse cultural links are unexplored. Alt-
hough it has been acknowledged that branches are not undifferentiated units, and
actually contain many groups with diverse interests, then, the impact of this on the
branch’s culture and relationship with Head Office has seldom been explored.

Methodology

This project is based on an ethnographic study which was carried out at a Ger-
man multinational bank between January and June 2000, with follow-up work
done between July 2000 and January 2001, as part of an eighteen-month study of
German bank branches in London, England. Ethnographic fieldwork involves a
qualitative, first-person approach, focusing less on quantitative data such as sta-
tistics and more on interviews and observation. While this approach has been cri-
ticized for the difficulty in generalizing from the results thereby obtained, it has
proved useful in addressing questions of culture which are hard to understand in
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quantifiable terms; furthermore, the researcher does not work with predefined va-
riables and categories, but lets the phenomena studied determine the focus of the
material (Harris 2000, p. 755-776, Chapman 1997, p. 11). As we are here con-
sidering the lived experience of an MNC’s culture, rather than drawing cross-cul-
tural generalizations according to a predetermined framework, an ethnographic
approach will be used in preference to more statistical ones.

The material on which this paper is based consists of, firstly, six months’ worth
of observation of and participation in the office environment, which involved co-
ming in to the bank every working day and having access to a desk in a shared
office, the canteen and other basic staff resources, and meeting rooms in which
to conduct interviews. The location of the desk changed three times over the six-
month period, allowing me to see different parts of the organization in action.

Formal interviews were conducted on a periodic basis over the course of the
six-month participant-observation period and the six months following it, with
sixteen individuals at the London branch. Of these, six were expatriate Germans,
five were Germans living permanently in the UK, two were English who had
lived in Germany, and three were English with no German connection. The peo-
ple interviewed were mainly junior and middle managers, with three members of
top management and two non-managerial staff members also participating. In ad-
dition, formal interviews of this type were conducted at the bank’s Head Office
with six managers in the personnel department and one in a Front Office division;
these were conducted during three trips to Frankfurt, in April, September and
October of 2000, with follow-up work done via telephone and e-mail. Each par-
ticipant was interviewed between one and four times, with interviews lasting
approximately an hour apiece. Although a standard questionnaire was used to start
the interview, it was normally abandoned early on, with the interests of the inter-
view subject being allowed to shape the proceedings. Bilingual interviewees were
given the option of being interviewed in English or German; although most at the
London Branch chose English, and most at the Head Office chose German, no in-
terview was conducted exclusively in one or the other language, as participants
would occasionally drop into the other language for expressions that they felt un-
able to translate, or if they found giving an explanation in a language which was
not their mother tongue too difficult.

These interviews were also complemented by informal interviews and con-
versations with about twenty other members of the branch’s staff. These followed
no set pattern, although I made certain to ask whether or not I could use the rele-
vant part of the conversation in my study, and were usually conducted over lunch
or after work. Informal interviews of this sort were held with all but four of the
formal-interview participants; of the other people with whom I regularly had con-
versations of this sort, five were Germans living permanently in the UK, six were
non-Germans who had lived in Germany, and nine were non-German employees
with no connection to Germany.
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My position with regard to the bank was as an outside consultant to the Lon-
don branch, brought in to advise, based on my interview results, on the impact of
the matrix integration programme on Anglo-German relations in the branch. I was
expected to submit a report at the end of the first six months detailing the issues
in this area which had arisen from the matrix integration and suggesting soluti-
ons. Interviewees were thus aware that the results of their interviews might find
their way — albeit anonymously — into the final report; I have tried to compen-
sate for this by evaluating each interviewee’s answers in the context of their po-
litical agenda with regard to the bank and the matrix integration programme, and
thus to factor their individual biases into the report.

This project was, therefore, conducted using ethnographic research methods
while the researcher acted as consultant on Anglo-German cultural issues to the
bank in question. This approach was judged to provide a solid basis from which
to examine the lived experience of culture in the London branch of a German fi-
nancial corporation.

Four Into One: The Culture of London Branch

In order to investigate the impact of internal differences on the multinational
corporation, we must first define what exactly this internal differentiation con-
sists of in this case. In this section, therefore, I will be describing the bank which
is the setting of the study, its London office and the different groups which can
be found there.

The bank in question is a Frankfurt-based universal bank which, while it is
one of the largest banks of its kind in Germany and maintains an above-average
number of foreign branches, is still fairly limited in its international operations,
a not-atypical state of affairs in German banking (as noted in Ebster-Grosz/Pugh
1996). It has maintained a presence in London since the early 1970s, with a full
branch being opened in 1981. The longest-serving employee (a senior manager)
had been with London Branch for fifteen years at the time of the study, the shor-
test-serving (a trainee), three months. The branch had about 160 staff members,
including trainee, temporary and service employees (the latter frequently being
on contract from other organisations). Of these, about one-third were German,
Swiss or Austrian, one-tenth were non-German foreign staff (mainly from former
colonies of the United Kingdom) and the rest originated from the United King-
dom. Contrary to the usual pattern for German overseas bank branches, in which
the German staff tend to be concentrated in the upper echelons (Arthur D. Little
Ltd. 1979, p. 73), the Germans were fairly evenly distributed throughout the bank.
The focus of the bank as a whole is on the German market, with London
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Branch’s main function being to serve its clients’ overseas offices. When des-
cribed according to its population and market position, then, London Branch
appears to be a social unit with a single definite ethnic division, a common
history and a particular relationship with Head Office.

Beneath the surface, however, four social groups could be discerned within
the branch. These groups were identified over the course of the formal and in-
formal interviews mentioned above, as I noted that particular patterns of asso-
ciation between ethnic origin, length of residence in England, and their position
with regard to Head Office seemed to emerge among my interviewees. I also no-
ticed that branch employees also seemed to speak, in interviews and in conver-
sation, in terms of the branch as being socially divided between German and non-
German staff, and in terms of these being further divided into two groups based
on their social proximity to Germany, and that individuals tended to associate,
broadly speaking, with other individuals of similar national origin and degree of
association with England vis-a-vis Germany. We shall here call these groups “co-
horts,” in order to avoid confusion with any other sort of social group which may
be referred to in this paper.

The first cohort consisted of the branch’s German expatriates. These were pri-
marily specialists who, like the elite labour migrants described by such resear-
chers as Anne-Wil Harzing (1999) and, in a more ethnographic vein, J. V. Bea-
verstock (1991, 1996), had been brought over from Head Office to fill a new post
or to ease a department through a transition period, usually for between one and
three years. All had at least a vocational-college education; most were in their
thirties, had spent seven to nine years at Head Office, and, with one or two ex-
ceptions, had prior experience of living, studying and/or working in London. All
had volunteered to be there, mainly to gain international experience and/or to “see
the world.” They were strongly associated with Head Office by colleagues, and
still maintained strong social connections with it. The expatriates thus had a par-
ticular stance with regard to Head Office and the local culture, which no other
group within the branch was in a position to share.

The second cohort consisted of locally hired Germans. These were fairly di-
verse in terms of age, background and length of time at London Branch, but all
were living in England permanently for one reason or other which was not bu-
siness-related: an English spouse, for instance, or a sense of estrangement from
German society. They tended to be more oriented to UK than to Head Office bu-
siness practices and culture, and were seen by many UK employees as “more like
Anglo-Saxons than the other Germans,” as one Southern English manager put it.
Most have worked at other (frequently, though not always, German) City of Lon-
don institutions before coming to London Branch; all make a point of identifica-
tion of being fluently multilingual, and do not show any particular solidarity with
the expatriates. The locally hired Germans are thus more distant from Head Of-
fice and closer to UK business culture than the expatriates.
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The third cohort was the “Germanophiles”: non-German staff members who
felt a strong connection with Germany and its culture, and who spoke the langu-
age with relative fluency. This group was varied, including as it did people with
German partners, ethnic Germans born elsewhere, and people who had been sent
on staff exchanges to Head Office. Some had joined the bank due to their interest
in Germany, while others had acquired their interest due to their work at the bank.
Most had university degrees, and tended to socialise primarily with each other
and with locally hired German staff. However, most expressed an ambivalence
with regard to Head Office; while participants in staff exchanges did express more
sympathy with its problems in dealing with branches than did other non-Germans,
they tended also to be critical of Head Office policies. As was the case with the
German staff, some non-German staff at London Branch were closer to German
business culture than others.

The final cohort is that of the “Anglophiles”: locally hired, mainly English,
staff with no particular connection to Germany beyond their having been hired by
this particular corporation. This is not to say that they bear any particular dislike
for Germany, but that they were not as strongly oriented towards it as were other
groups. They tended to conform more with UK business norms; few had univer-
sity or vocational-college degrees. Most also spoke of Head Office as an external
force, an outside entity with a totally separate culture. They were, however, no
less globally oriented than other cohorts with more obvious connections outside
the UK, frequently travelling or having worked abroad, or having relatives and
friends in other countries. The Anglophiles were thus more distant to Head Of-
fice, and closer to London, than the other groups.

While a traditional view of the organization might suggest that the most im-
portant dynamic is that between London Branch/UK culture and Head Office/Ger-
man culture, an examination of London Branch suggests that there are, in fact, se-
veral different groups with different relationships to Head Office and to German
culture in general within it. It remains to be seen, however, how these divisions
affect the branch at times of change.

Divided Loyalties: The Matrix Integration of London Branch

At the time of this study, the bank had embarked upon a restructuring programme
aimed at imposing a more transnational structure on the bank — referred to as the
“matrix integration programme”—which it had almost completed by the time I left
(see Hofstede 1980, pp. 385-386). While conflict between different factions of
employees seems to be an inevitable part of any restructuring (see Cody 1990),
here, the presence of ethnically-based cohorts within the branch was largely ig-
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nored in favour of a cultural integration plan which targeted supposed national
differences between branch and head office.

From its establishment until July 1999, London Branch had operated more or
less autonomously from the rest of the bank. It retained a traditional “pyramid
structure,” in which the heads of individual departments reported to the General
Manager, who was the only staff member in regular contact with superiors in
Frankfurt. Under the matrix integration system, however, individual department
heads reported directly to individual departmental superiors in Frankfurt, making
the bank’s structure less a matter of individual national branches reporting to a
centre in Frankfurt, as of globe-spanning departments radiating out from Frank-
furt, causing a shift from a multidomestic to a “transnational” business strategy
(see Ghoshal/Bartlett 1989, pp. 15-20). Consequently, many London Branch staff
members who had previously had little to do with the Frankfurt office now found
themselves reporting to a German “global head,” and there was an increased pres-
ence of visitors, expatriate employees and others associated with Head Office at
the branch; in addition, many employees had to learn particular business practices
which were commonly used at Head Office, but were less often seen in London.
The new initiative thus entailed a change from a structure focused on national
units to one focused on a Frankfurt-centred global network.

In London Branch, a number of problems arose from the integration, mostly re-
lating to employees having difficulty learning the new business practices, or to the
fact that many failed to use the new reporting system, continuing instead to use the
old structure. In addition, a sense of hostility between branch and Head Office de-
veloped, with London employees expressing fears that Head Office would restruc-
ture the bank along lines which were useful to its own purposes, but ultimately de-
trimental to the functioning of London Branch. Although such tensions do not seem
directly related to national identity, they were described to me exclusively as rela-
ting to differences in national business culture. Many employees spoke of practical
problems of adjusting London Branch to the (German) business system of Head Of-
fice; I was, as I said above, brought in specifically to report on “the problem” of
“the differences between UK and German business cultures,” by which managers
appeared to mean that they perceived resistance on the part of non-German and
some of the more locally integrated German employees to learning German busi-
ness practices, and difficulties on the part of more recent arrivals of learning UK
business practices. A number of Londoners took advantage of the situation to learn
German at corporate expense, which was described by some as a smart business
move and by others as “sucking up” to Head Office; both views again define the
key tension at issue as one of national culture. Consequently, both the extant and
anticipated tensions with regard to the matrix integration were seen in terms of clas-
hes between two national business cultures brought together in an organization.

Within London Branch, however, the four cohorts discussed above also had
different positions vis-a-vis the branch and the Head Office. The German expa-
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triates had all been sent from Head Office to ease key departments into the transi-
tion, and consequently presented themselves as forming a bridge between Head
Office and London Branch. At the time there were no other expatriates, bar a few
who had stayed on for ten or more years and become socially reclassified, as it
were, as “local hires.” Most of them described the initiative in terms of the for-
merly-independent London being brought into line with Head Office. They also
noted that the reporting structure brought in by the initiative is not new for them
as it is to others in the branch. While one or two questioned the applicability of
Head Office’s structure to the much smaller branch, none suggested that the inte-
gration programme should therefore be modified or abandoned, instead concen-
trating on ways of making the two structures compatible; one said that his London
staff had “a lot of learning to do,” rather than suggest that Head Office, or he him-
self, might equally be in need of developing outside knowledge. The expatriates
thus described themselves as interpreters, linking Head Office to London Branch.

The locally hired Germans, by contrast, focused on ground-level conflict in
London rather than on abstract talk of bridging cultures. The matrix integration
was discussed in terms of changes it would bring to their particular departments,
rather than as affecting the branch or bank as a whole. When they discussed ques-
tions of UK versus German business culture, it was usually in terms of specific
cases and individuals; they tended to express frustration with both Anglophiles
and recent German expatriates’ difficulties in understanding each others’ view-
points, and tended to voice more concerns about Anglophile colleagues’ lack of
foreign language skills than did other groups. Many also took pains to stress that
their ethnic identity did not necessarily make them partial to Head Office; mem-
bers of this group often began discussions of Head Office practices with the phrase
“While I'm German, I disapprove . . .” The locally hired Germans thus, like the
expatriates, portrayed their role as one of interpreting between cultures; the local
hires, however, focused on specific incidents and ground-level impacts upon Lon-
don Branch rather than talking in broad, abstract terms. They also took pains to
emphasise that being German did not automatically dispose one positively to-
wards Head Office culture.

The Germanophiles, hence, interpreted the situation in terms not so much of
conflicting national cultures, as in terms of cosmopolitanism versus parochiality.
Problems with the matrix integration were usually attributed to lack of familiarity
with other cultures on the part of both Head Office and London staff. The Ger-
manophiles were strongly critical of Head Office for, in their opinion, imposing
a new set of rules and nomenclature on the branch without consulting those di-
rectly affected; however, they were equally critical of Anglophile managers for
not taking advantage of company-sponsored programmes which would allow them
to spend time in Head Office, learn German and/or become more familiar with
the culture (by which, interestingly, they appeared to mean that of the wider Ger-
man society as well as simply its business systems), one saying “I’m not going to
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force people, but you should at least go, and see what they say in Head Office. . .
it’s not going to just happen, you have to make it happen.” Their criticisms in all
cases focused on their perception that both groups were “taking a local perspec-
tive” and not considering the wider consequences. The Germanophiles, then, fo-
cused not so much on conflict between German and UK business cultures as they
did on “local people” failing to take a global perspective.

The Anglophiles, lastly, tended to present the situation in terms of a hostile
foreign culture imposing itself upon an embattled local culture. Most emphasised
London’s formerly isolated status, saying that Head Office had until recently left
them to their own devices. Consequently, they described the integration in terms
of loss of UK culture to an outside body with a very different way of acting:

What we’ve got here is a structure which derived from Head Office — in a
branch. Which is in my judgement organised as if it were part of the Head Of-
fice. You’ve got a bunch of people in a different country, with a different cha-
racter and background, and a different sort of — a different understanding of
the way business functions. (Senior manager, English)

The Anglophiles thus described the initiative not so much in terms of bridging
gaps between national business cultures, ground-level conflict between colleagues
or of cosmopolitan versus local perspectives, but as the imposition of one busin-
ess culture upon another, whose members perceived it as vulnerable to being over-
whelmed.

The branch which appears to be unified on one level, therefore, in fact in-
cludes within it several different subgroups, each with a slightly different posi-
tion with regard to Head Office and the matrix integration, due to differences bet-
ween their positions and career perspectives within the company, their linguistic
makeups, their members’ life histories, and other factors. The expatriates spoke
in terms of broad differences between national business cultures and the need to
bridge the gap between Head Office and London Branch; the local hires focused
instead on the day-to-day problems of individuals adjusting to a new system,
distancing themselves from Head Office as they did so. The Germanophiles, by
contrast, focus on the globalisation aspects of the issue, presenting the problem
less as one of national cultures and more of lack of cosmopolitanism. Finally, the
Anglophiles present the situation almost as one of cultural imperialism on the part
of Head Office. Although one might, broadly speaking, argue that all the issues
stem from the fact that a German Head Office was brought into closer contact
with its UK branch, in practice each of the cohorts has slightly different issues
within this remit, which divided the branch internally. The result of this was the
expression of a good deal of inter-cohort suspicion — as each suspected the other
of either being partisan to or resistant to Head Office, depending on their feelings
towards it — which made for less easy acceptance of the matrix integration, and
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unnecessary friction between colleagues and departments, as different individu-
als were suspected or, occasionally, accused, rightly or wrongly, of adopting a po-
sition which was unpopular with another group.

The differences in interpretation also reflect diverse agendas within the in-
itiative. While there is a common concept of German business culture, for in-
stance, the cohorts with more of an interest in staying close to Head Office tend
to have a more positive interpretation of the initiative than those with more Lon-
don-focused interests. Similarly, those cohorts which are betwixt and between the
English and German business cultures — the Germanophiles and the locally hired
Germans — are safeguarding their positions by downplaying the possibility of in-
terpreting the conflicts as the result of a simple English/German opposition. Alt-
hough these different agendas could not be said to totally disrupt the restructu-
ring, they did lead to increased tension and lack of communication; several of the
expatriates commented that the local hires and Anglophiles were not willing to
talk freely around them, and interviewees from all cohorts generally evinced a
lack of sympathy for the issues of other cohorts when these were raised in inter-
views. Many of my informal interviews, for instance, were initiated by a staff
member approaching me during a break and telling me an anecdote about their
frustration in working with some colleague from another cohort, ranging from
mild (a Germanophile laughing over an Anglophile’s inability to speak German)
to severe (an Anglophile expressing the fear that they would be “promoted side-
ways” in favour of an expatriate). The cohorts were thus divided along the lines
of their interests in the organisation.

The sense of hostility and occasional intergroup conflicts which London Branch
experienced as a part of the matrix integration therefore did not stem particularly
from the irreconcilability of Head Office practices with the London business envi-
ronment, as both offices had been mediating the two systems for decades. Rather,
these problems stemmed from the unacknowledged fact that there were at least four
different interest groups within London Branch, each with a different position re-
lative to Head Office and to the other groups, and a different aim with regard to its
objectives in the restructuring of the bank. As a consequence, there was an increa-
sed level of suspicion within the workplace, as well as mounting distrust on the part
of all groups (including some of the expatriates) for the aims of Head Office.

The View from Frankfurt: Relations between Head Office and
London Branch

The view from Head Office, however, was somewhat different. In Frankfurt, the
issues arising from the matrix integration were seen exclusively in terms of branch

versus Head Office, and of UK culture versus German. Head Office’s difficulties
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in understanding the situation at London Branch thus stem from too great a focus
on cultural differences as opposed to considering the impact of the presence of
local subgroups on the branch.

Head Office consists of a complex of modern buildings close to the centre of
Frankfurt. It employs approximately two thousand staff in total, with all staff mem-
bers pertaining to particular departments generally being housed in the same area
of the complex, but in separate, enclosed offices containing two or three people
rather than the big open-plan offices of London Branch. A recent expatriate to
London described it by saying that “it’s just like head offices, it’s a lot of politics
in the organisation, very bureaucratic . . . in Head Office I would be one of many,
but here I am just one.” There were fewer non-German staff in Head Office than
there were non-English staff in London. While I could not obtain educational sta-
tistics on Head Office, I spoke with a number of people there who held postgra-
duate degrees, including doctorates, which was almost unheard-of in London; this
appears to be partly due to a higher valuation of qualifications over experience
on the part of German businesses, and partly to the fact that Head Office’s more
specialised functions necessitated more highly trained personnel. Head Office thus
is much larger, less diverse and more focused on formal qualifications than is Lon-
don Branch; its employees are thus starting from a very different position than
their London counterparts with regard to understanding the organisation.

As in London, the staff members at Head Office with whom I spoke described
cultural issues within the bank very much in terms of home versus host cultures.
London, one said, may be a big branch within the organisation, but the main re-
ference point of the bank is Germany. When discussing the overseas branches,
Head Office employees tended to speak of these as outposts which were, firstly,
opposed to Head Office, and secondly, were integral, undifferentiated units. Bran-
ches were perceived to be strongly oriented to their particular regions, and
described in terms of their “national” cultures. One manager spoke disparagingly
of “regional princes” who run branches according to their own agendas. Head Of-
fice was said to take a global, and branches a local, perspective; one personnel
manager from Head Office described the London Branch as important to the ban-
king system simply because a lot of German businesses operate in the UK, rather
than due to its location in a “global city” with connections all over the world. Ano-
ther said that local influence was what distinguished the branches from Head Of-
fice. The branches are thus described at Head Office as single units, taking a lo-
cal perspective.

The matrix integration, similarly, was described in terms of incorporating so-
lidary units of “foreign culture” into the “German culture” of Head Office. Most
people at Head Office spoke of the need to “integrate the overseas branches into
the system,” on the grounds that they were isolated from the culture of Head Of-
fice. One personnel manager said that the aim of expatriation — and in particular
the increase in expatriate numbers during the matrix integration — was to instil
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better knowledge of Head Office practices in the branches (see Edstrom/Galbraith
1977); there was never any discussion of the possibility of the two systems co-
existing. The expatriates were, furthermore, expected to replace “local” practices
with ones compatible to Head Office’s. Finally, other possible influences on the
branch (establishment mode, for instance) were never acknowledged. The matrix
integration was thus discussed, not only in ways which assumed the branches to
be monocultural, but which assumed that the branches must be either dominated
by the local or the bank’s home culture.

Consequently, London Branch’s difficulties in adjusting to the new practices
brought about by the matrix integration were discussed at Head Office in terms
of branches, dominated by their host cultures, resisting the imposition of the home
culture. One of the heads of the integration project said that her impression was
that the branches felt that Head Office was imposing its business culture on their
local practices, and that they were expressing anti-German feeling as a result - a
curious impression when one considers that this applied, in London, only to the
Anglophiles. Head Office managers thus described the branches in ways which
assumed that the problems of integration came from the resistance of the branch
as a whole to outside cultural imposition.

This idea appears to stem at least partly from lack of personal experience with
branch culture. Of the personnel managers with whom I spoke, only one had ac-
tually participated in the expatriate programme. Contact with foreign branches is,
moreover, organised by a specific section of the personnel department with a par-
ticular responsibility for this, and its members are the ones who have the most to
do with selection and preparation of expatriates. Outside of this section, few in
Head Office seemed to have much contact with, or even be aware of, current and/or
former expatriates. This impression of distance was echoed by London Branch
employees. While relations with Head Office were not unpleasant, London staff
usually described Head Office as having maintained a hands-off policy for the
most part prior to the matrix integration; some employees continued to speak of
it as if it were another bank. One Germanophile explicitly said that, in his opinion
“this [matrix integration] is like a foreign takeover.” While it is not true to say
that there was negligible contact between the institutions prior to the integration
— as a large minority of London Branch staff had participated in courses or ex-
changes, and one or two actually “commuted” between the offices on a weekly
basis — the percentage of staff who participated in such programmes is relatively
larger in London than in Frankfurt. London Branch thus has more awareness of
Head Office’s culture than Head Office has of the situation at London Branch.

Most of my Head Office interviewees had, however, some degree of fami-
liarity with management-studies theories on the subject of the influences of
home and host cultures on multinational corporations. Hofstede was continually
referenced, both explicitly and implicitly, in personnel department workshops on
how the matrix integration would affect the bank; one division had even developed
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a computer game, based on Culture’s Consequences, in which the user could fill
out a Hofstede questionnaire to discover which “national culture” best fit an in-
dividual or company (Hofstede 1980). Hofstede was continually invoked as a gui-
deline for explaining the differences, and the sources of friction, between the Head
Office and London Branch. In the absence of direct experience, then, Hofstede’s
findings were embraced as means of explaining and resolving issues.

There are, nonetheless, some significant differences between the way in which
the book in question is written, and how it is interpreted. While Hofstede
acknowledges throughout his work that multinational corporations are internally
divided along other lines than cultural ones (1980; see, for instance, p. 105), the
interpretation which the personnel managers drew from Culture’s Consequences
seemed to be, firstly, that branches are cultural units, secondly, that the host cul-
tures of branches are also undifferentiated units, and, thirdly, that national cultu-
ral differences are the only ones of relevance to the matrix integration (as opposed
to, say, age of branch, ethnic composition, establishment mode, and so forth). Anec-
dotal evidence suggests, furthermore, that many of the people who cited Hofstede
had not in fact read the original work, but were quoting secondary or tertiary sour-
ces. Throughout the integration process, then, the branches have been regarded as
single, solidary units, rather than as dynamic entities which are divided along se-
veral internal lines, due to the common interpretation of Hofstede as a literal de-
scription of branch/Head Office relations rather than an academic monograph.

The consequences for the integration of London Branch are thus plain. Firstly,
if the branch is considered to be a unit, all sections and employees will receive
more or less the same prescribed treatment, regardless of whether or not this ad-
dresses their issues. Secondly, the fact that the branch is not universally opposed
to Head Office goes unacknowledged, meaning that, as individuals sympathetic
to Head Office become alienated by the constant assumption that they are in
opposition to it, a culture of mutual hostility develops; several of the expatriates,
who had started out expressing their eagerness to help London integrate with Head
Office, were to be heard expressing open criticism later on in their tenure, and
Head Office people, for their part, tended to regard the local knowledge picked
up by expatriates as idiosyncrasies requiring elimination. Thirdly, it means that
the bank as a whole fails to capitalise on the internal diversity within the bran-
ches. By conceiving of the organisation not in terms of diverse cohorts of diffe-
rent degrees of social proximity to Head Office, but as national units, the organi-
sation may in fact be creating rather than solving its problems.

In sum, then, the lack of direct experience of branch culture, coupled with the
common interpretation of Hofstede as a guidebook rather than an academic work,
mean that the view from Head Office is one which focuses on national culture rat-
her than internal diversity. Had a different interpretation of the branch and the ma-
nagement-studies literature been embraced, the integration might have proceeded
more smoothly.
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Summary and Conclusions: Banking On Culture

The main issue regarding London Branch’s ability to adjust to the changes
brought about by the matrix integration programme is thus, contrary to much of
the previous work done on the subject, not so much the differences in national bu-
siness culture between London Branch and Head Office as the presence of differ-
ent groups within the branch with different perspectives on, and different agen-
das regarding, the organisation. This is not to say that the difference in “national
business systems” has had no impact on the integration, but it cannot be ignored
that an equal and possibly greater factor influencing the exercise is the different
perspectives and strategies of cohorts within individual branches and even Head
Office itself. This goes unacknowledged at all levels of the organisation, creating
problems when attempts are made to integrate the MNC into a global network
without addressing these issues. There is therefore a need to perceive cultural dif-
ferences, not as static givens, but as dynamic concepts which vary in degree, in-
tensity and aim depending on social factors within and outside the organisation.

Furthermore, although in this case it led to increased tension levels and con-
flict between parts of the organization, the presence of different groups is not a
bad thing, and in fact is a potential source of strength in cases such as the one dis-
cussed here. The Germanophiles who had been on exchanges to Head Office, for
instance, could not only mediate between the offices, but also make Head Office
seem a less alien place to coworkers; the German local hires could provide a more
general perspective on the issues of moving between UK and German cultures,
where the globally-focused viewpoint of the Anglophiles could challenge Head
Office’s images of branches as parochial. Furthermore, by reconceiving the branch
not so much in explicit ethnic terms as in terms of belonging to diverse groups
with different degrees of engagement with Head Office, the sense of hostility
which periodically emerged between English and German employees in London
could be reduced. The diversity of the organization, if recognized, could there-
fore be one of its strengths with regard to the matrix integration.

Much of the difficulty in recognizing this, furthermore, seems to stem from the
simplified view of Hofstede’s study adopted by many of the managers in the orga-
nisation, frequently via the work of popular business writers. It does have to be ack-
nowledged that this process is to some degree inevitable; stereotyping and the de-
velopment of collective “myths” are well-known to be a part of group formation
(Czarniawska 1997); note, for instance, the construction of the “problem” of “the
differences between UK and German business structures,” which seemed to be more
about defining the organization’s identity than about any real difficulties in this re-
gard. However, in this instance it would seem that the result has been the produc-
tion of hostility between two groups which should be working together, and the wa-
ste of potential resources and usable skills. It would not necessarily be difficult to
develop a collective myth which acknowledges greater diversity within the organi-
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sation, and it is possible that, as the current generation of academic literature is ad-
opted by the popular business press, this will develop; for the time being, however,
undue hostility has been the result in at least one corporation.

Furthermore, this case has implications for theorizing about the internal inte-
gration and diversity of the MNC. Although “home” and “host” cultures do have
an influence on MNCs in a variety of different ways, it appears that different
groups within the organization have different degrees and kinds of relationship
with the home and host cultures, as implied in Kristensen and Zeitlin (2001) and
Mueller (1994), depending on national origin, ethnic composition, establishment
mode and so forth. It also seems that to consider branches and Head Offices as
integral social units is to miss out on the potentially very influential internal di-
visions within these, which Hofstede hinted at but never fully developed. Finally,
the fact that the local hires took pains to highlight differences in opinion between
them and other Germans at the branch suggests that it is not “national culture” as
such which is at issue here, but something more complex. It might, therefore, be
better to think of branches not simply as nodes in a global network, but as net-
works in and of themselves, with diverse interests and influences coming to play
on different groups every bit as much as in the wider network of the corporation.

In order for this premise to be developed further, then, more research needs to
be done on the social makeup of branches, and the implications of this for their re-
lationships with Head Office. A longer-term study, which took in more branches
and developed a more extensive treatment of the culture of Head Office, would be
ideal, perhaps involving a team of researchers, or something along the lines of Kri-
stensen and Zeitlin’s ten-year-long periodic study of the same companies. It might
also be worth comparing this branch to other subsidiaries which developed from
specialised local companies later acquired by the bank in question.

In sum, the case of the matrix integration of a German bank branch in the City
of London does more than suggest that there is greater internal diversity within
MNC:s than previous studies have acknowledged. By highlighting the fact that
branches are not integral social units, but are made up of diverse groups with dif-
ferent relations to the corporation’s home and host culture, it suggests that it may
be better to conceive of MNCs as networks within networks rather than as linked
groups of solidary entities.
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