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ABSTRACT

Absorptive capacity has been widely used in management and international business (IB) studies
to explain the way organisations use external information to their benefit in commercial exchanges.
This chapter attempts to extend the concept by applying it to the relationships between customer—
subsidiary—headquarter (HQ) of multinational enterprises (MNES), where the subsidiary acts as
the focal unit for knowledge flows. We further use absorptive capacity concept to explain the
knowledge inflows, in terms of new service development and knowledge outflows, leading to
value creation. Based on in-depth theoretical discussions, we present propositions addressing the
organisational and social dynamics in the four phases of absorptive capacity, from acquisition and

assimilation, to transformation and exploitation.
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1. INTRODUCTION

Absorptive capacity has been widely recognised as a crucial element of an organisation’s ability
to transfer knowledge and utilise it in their customer relationships (Lewin et al., 2011;
Winkelbacher and Walter, 2015). In fast-changing global market environments, firms are
increasingly focusing on their customers to understand their unfulfilled needs and provide services
accordingly (Lightfoot et al., 2013; Zimmerling et al., 2017). To gain competitive advantage from
these customer relationships, firms must not only be able to source information from the field and
transfer it to decision-makers but must also make changes in their service offering to those

customers within a reasonable timescale and be able to provide them value.

In international business (IB) contexts, the capacity to absorb external knowledge and apply it for
commercial ends is a more complex exercise than in domestic business, due to the varied host
locations and the organisational dynamics colouring HQ-subsidiary relationships. This is evident
for example in the influence of language for knowledge transfer, as in MNEs, local subsidiaries
must use the organizational language to convey their message to HQ, preventing a natural flow of
information if language skills on either side are lacking (Peltokorpi, 2017). MNEs must also
manage their subsidiaries dual embeddedness in order to gain most benefits from their international
presence (Achcaoucaou et al., 2014), and balance the needs of individual subsidiaries with the

needs of the network as a whole (Bouquet and Birkinshaw, 2008a; Weng and Cheng, 2018).

As a construct absorptive capacity has been used to examine firms’ ability to learn from the
external environment and capitalise on their learning (Cohen and Levinthal, 1990). It has also been
conceptualised as a capability, a dynamic capability, a process, a mechanism, and a stock of prior
knowledge (Lane et al., 2006; Song, 2014). This definitional proliferation has caused some
confusion in the field, leading to fears of reification of the term (Lane et al., 2006) and,
consequently, a need to reconceptualise it by taking into account the wider concept of
organisational dynamics (Marabelli and Newell, 2014) as well as internal and external networks
(Ebers and Maurer, 2014; Kotabe et al., 2017). Recent academic research has enhanced
understanding of absorptive capacity as an embedded element in a firm’s learning process.

However, a gap still remains in mapping out the path from local customer input to global corporate



boardroom resulting in new service development and new value offers that are applicable at host

locations.

In this book chapter, we aim to offer a conceptual discussion, where customer knowledge from
external relationships in host countries is linked internally with new service developments
resulting in value creation with the customer. According to the knowledge-based view (KBV),
knowledge is the most essential resource possessed by a firm, and the ability to use it for
commercial ends determines the competitiveness and therefore success of an enterprise (Kogut
and Zander, 1993). In a bid to enhance competitiveness, many MNEs are attempting to offer
innovative services that differentiate them from their competitors and increase their customer
loyalty (Javalgi et al., 2014; Zhang et al., 2015). Knowing what customers view as a valued
product or service in varying locations and cultures and being able to balance the needs of global
standardisation with local adaptation and responsiveness through innovative and transformational
processes is of utmost importance to the firms. This chapter applies KBV in the specific context
of new service development, arguing that an MNE’s absorptive capacity is associated with its

ability to offer customers new and valuable services.

By connecting service development with value creation in subsequent customer engagements, our
book chapter enhances understanding of absorptive capacity not only as a process that transfers
intangible knowledge but also as a vehicle that has the potential to change MNE service offers and
operations leading to new value offers and revenue streams. The main contribution of this book
chapter is therefore to the intersection of IB literature focused on subsidiary — HQ relationships,
and knowledge transfer through the lens of absorptive capacity. Our novel conceptualisation of
absorptive capacity as a process through external and internal relationships provides a further
contribution to this literature, as it provides a stepping stone for understanding and measuring the

effects of knowledge absorption within the different frameworks of the international firm.

In the following section, we outline the premise of absorptive capacity and how it interacts with
the practices of new service development and value creation in the external and internal networks
of MNEs. This discussion is followed by theoretical propositions addressing the conceptualisation,

organisational dynamics and customer relationships in the context of knowledge transfer and



absorptive capacity of MNEs. The book chapter concludes with a discussion of the implications,

limitations and future research directions of absorptive capacity.

2. ABSORPTIVE CAPACITY IN MULTINATIONAL ENTERPRISES

Cohen and Levinthal (1990) are credited with conception of absorptive capacity in strategy and
management literature. In their seminal work on absorptive capacity, Cohen and Levinthal (1990:
131-132) state that: “an organisation’s absorptive capacity does not simply depend on the
organisation’s direct interface with the external environment. It also depends on transfers of
knowledge across and within subunits that may be quite removed from the original point of entry”.
Some recent studies have focused on the subsidiary—HQ bond (e.g., Schleimer and Pedersen, 2014;
Song, 2014; Ferraris et al., 2017; Weng and Cheng, 2018) and others on the external-internal
dichotomy (e.g., Ebers and Maurer, 2014; Zhang et al., 2015; Shaw and Luiz, 2018). In these
studies, absorptive capacity has been presented as an innovation that builds on existing
organisational knowledge embedded in routines and processes aimed at recognising the value of
external knowledge, assimilating it, and applying it for monetary gains. Thus, it has been argued
that high absorptive capacity leads to high innovation in firms including MNEs (e.g., Ferraris et
al., 2017: Shaw and Luiz, 2018). However, scant attention has been paid to the dilemma of
knowledge acquisition and subsequent decision-making taking place in these vastly different

spaces.

The conceptual discussion offered in this chapter follows four phases of absorptive capacity as
presented by Zahra and George (2002); acquisition, assimilation, transformation and exploitation.
These phases have been widely used since their conception over a decade ago and offer a workable
process for absorptive capacity, especially when complemented by a feedback channel which adds
a dynamic dimension to the discussion (e.g., Todorova and Durisin, 2007; Leposky, 2017). The
discussion offered in the current book chapter enhances earlier conceptualisations of absorptive
capacity by specifically highlighting the significance of IB context. In doing so, it acknowledges
how the external environment influences customer interactions in host country locations
(acquisition and exploitation) and how the internal environment between culturally and

geographically distant units has an impact upon knowledge integration (assimilation and
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transformation). Furthermore, our study conceptually highlights the specific context of customer
knowledge leading to new service development, thereby contributing to the intersection of

literature spanning knowledge transfers and business models.

The MNE context is especially pertinent for knowledge development as foreign subsidiaries are
embedded in their local contexts and they create knowledge-laden linkages with supply chain
members, collaborative and alliance partners, and institutions (Giroud and Scott-Kennel, 2009).
Foreign subsidiaries can hold a significant role within the MNE if their local knowledge through
these linkages provides a competitive advantage for the overall organization (Birkinshaw and
Hood, 1998). Indeed, the access to new knowledge can be an important motivating factor for
MNEs to acquire foreign subsidiaries, even when it is widely acknowledged that cultural
differences can present significant barriers to gaining integration benefits (Bjorkman et al., 2007).
Therefore, MNEs differ from domestic firms in that they have access to a wider knowledge base,
which can be leveraged across a differentiated network (Nohria and Ghoshal, 1994), while at the
same time facing complexities and balancing integration and autonomy within a multiplicity of

national contexts.

Foreign subsidiaries also hold a strategic position within the MNE network as they implement HQ
marketing strategies in their own localities. Standardisation vs. adaptation of marketing strategies
is an age-old question within the IB literature, as MNEs seek economies of scale through
standardisation but may be unable to benefit from them if the strategy does not fit the local market
(Katsikeas et al., 2006). Especially in uncertain conditions that may differ significantly from the
home country, understanding the performance implications of strategic fit are important,
particularly when local market conditions do not conform to the theoretical expectations
formulated in Western economies (Lukas et al., 2001). Consequently, in this chapter, we discuss
the MNE context with the stated assumption that it contains unique characteristics relevant to 1B.
For the purposes of clarity, these have been divided to external knowledge and networks, which
are not accessible to HQ in an international structure, and internal network dynamics, which are

influenced by cultural differences and distance.



It should also be noted that in the MNE context, direct contact with local customers is done through
local subsidiaries (Ciabuschi et al., 2017). MNE subsidiaries tend to have a variety of mandates
including customer connection specifically for sales and marketing subsidiaries (Birkinshaw,
2016). MNEs with network structures have long acknowledged the crucial role of local
subsidiaries as knowledge sources (Bartlett and Ghoshal, 2002) even though their performance is
usually measured in terms of sales and profitability (Birkinshaw, 2016). Moreover, the ultimate
strategic direction and apportion of support resources is often decided by MNE HQ. HQ attention
has often been found favourable for subsidiary success in many studies (e.g., Ambos and
Birkinshaw, 2010; Leposky, 2017). However, at the same time, other studies have cautioned that
if HQ enforces authority, it tends to negatively influence value creation (Foss et al., 2012; Balgoun
etal., 2019).

As noted earlier, the absorptive capacity of MNEs is influenced by both internal and external
sources. External information is generated by market actors and MNESs must be able to respond to
the requisition and acquisition of it. (e.g., lurkov and Benito, 2018). Moreover, internal forces that
generate information tend to range from individual preferences to organisational routines
assimilated in different knowledge streams (Scott-Kennel and Giroud, 2015; Lim et al., 2017).
These internal and external sources of information and knowledge are also referred to as networks
and have received significant attention in recent absorptive capacity studies s (e.g., Ferraris et al.,
2017; lurkov and Benito, 2018; Shaw and Luiz, 2018). These internal-external networks (sources
of knowledge) are found to be useful, if the absorptive capacity of the focal MNE is in line with
its learning objectives (e.g., Ferraris et al., 2017; Cenamor et al., 2017). This complementarity is
further dependent on relationship dynamics, as external knowledge may not always be readily
available from the partner firms (e.g., Kotabe et al., 2011; Ferraris et al., 2020). As a result, MNEs
may need to search for this external knowledge from other sources including customers (Leposky,
2017).

As social interactions are recognised as an essential part of any knowledge transfer activity, the
absorptive capacity of MNEs is also influenced by social context (e.g., Hotho et al., 2012; Presutti
et al., 2019). Social interaction and integration mechanisms have been found to lower knowledge

transfer barriers (Zahra and George, 2002; Presutti et al., 2019), introducing the actors to useful



sources of knowledge (Enkel and Heil, 2014) and aiding to establish connections through shared

values, norms and formal structures (Lewin et al., 2011; Schleimer and Pedersen, 2014).

A key element of the social context-knowledge transfer discussion in MNEs relates to the
subsidiary-HQ relationship; a topic which has already received significant scholarly attention (e.g.,
Leposky et al., 2017; Ciabuschi et al., 2017). Different MNE subsidiaries, and their HQs, are
considered to have unique embedded knowledge sources (Song, 2014; Zeng et al., 2018).
Subsidiaries in particular have been noted to hold dually embedded knowledge sources that include
specific operational mandates from their HQs, along with localised mandates that are driven by
market forces that may sometimes challenge HQ mandates (Schleimer and Pedersen, 2013, 2014;
Zeng et al., 2018). The HQ can force normative integration to offset these dual pressures on
subsidiaries (Schleimer and Pedersen, 2014), but this integration does not always occur (Ferraris
et al., 2020).

Along with the internal network, the subsidiary is exposed to the external environment, which may
also be complicated to decipher. A central position in the internal network exposes the subsidiary
to knowledge flows from across the organisation (Tsai, 2011; Ferraris et al., 2020), including
different markets and cultural contexts adding layers to the information. The immediate external
environment is no less complicated to decipher and absorbing the amassed complexity requires
continuous effort in order to maintain existing knowledge and to acquire and assimilate a new
knowledge base. Understanding, on one hand, the subsidiary’s motivation to engage in knowledge
activities (Song, 2014), and on the other hand, the power balance that influences the separate
phases of absorptive capacity (Marabelli and Newell, 2014) can shed light on the absorptive
capacity based on the dyadic internal relationships between subsidiaries and HQs. This can be
further linked to new service development and value creation by MNEs, a core premise of

discussion in the current chapter.

It should be further noted that absorptive capacity has been conceptualised as a process of four
phases where focal MNE, its subsidiaries, and customers exchange knowledge in a dynamic
manner resulting in value creation and new service development (Leposky, 2017). These four

phases are acquisition, assimilation, transformation and exploitation (Zahra and George, 2002;



Leposky, 2017). This dynamic of relationship between customers, subsidiary and MNE HQ is

presented in following figure 1.

Customer Value Service HQ
(External Relationship) Creation Development (Internal Relationship)

Figure 1. The Four Phases of absorptive capacity in Customer-Subsidiary—-HQ relationships of MNEs (Adapted from
Leposky, 2017: 66)

The current book chapter builds on the work by Leposky (2017) on the four phases of absorptive
capacity, to specifically address new service development and value creation by MNEs based upon
internal and external knowledge sources in relation to all the above-mentioned four phases. We
present the discussion leading to theoretical propositions addressing all these factors in a step-by-

step manner in the next section.

3. VALUE CREATION, NEW SERVICE DEVELOPMENT AND ABSORPTIVE
CAPACITY IN MULTINATIONAL ENTERPRISES

In order to capture the two-way flow of knowledge between external and internal environments of
MNE, our focus is only on the relationships between customer—subsidiary and subsidiary-HQ.
The inflow from external to internal networks represents the innovation flow, in line with Cohen
and Levinthal (1990), with a delimitation on new service development, while the outflow is

concerned with value creation. This mapping is presented above in Figure 1.



The role of these relationships is further stressed in the development of new services as the process
generally requires a higher input of external information or customer involvement compared to
selling more traditional products (Hipp and Grupp, 2005; Storey and Larbig, 2018). Moreover,
service delivery appears to go through less formal planning than product development, as service
propositions can be formulated based on customer needs and wants, rather than what a physical
product is capable of delivering (Ettlie and Rosenthal, 2011; Gebauer et al., 2017). The
competence of the MNE managers in interpreting the organizational value proposition offers has
been referred to as a significant determinant of success for such service offers (Santamaria et al.,
2012). Such an offering also enhances the link between the organization and its external
environment through the customer relationship, and the internal links between the customer-facing

actors and the enabling actors from support functions and management.

In the absorptive capacity literature, potential absorptive capacity maps a firm receptiveness to
external knowledge and a greater potential absorptive capacity prevents a repetitive or path
dependent mind set unwilling to consider new information or new ways of doing things (Zahra
and George, 2002). The absorptive capacity therefore enhances an innovative approach, especially
in the international context since innovations and new ideas are typically not based on completely
new knowledge but rather recombination of knowledge from sources distant to each other (Enkel
and Heil, 2014). Considering the recent success of global platform businesses such as Uber or
Airbnb based on service business models utilising existing infrastructures and technologies, novel
knowledge constellations combining external knowledge in ways that fit the firm’s internal

strategic direction can therefore be used to drive service development.

In contrast to the potential absorptive capacity of MNEs, realised absorptive capacity corresponds
with the stages of value creation, specifically value in exchange occurring in the enterprise sphere
(Cuervo-Cazuura and Hui, 2017) and culminating in the specific point of value delivery through
exploitation (Gronroos and Voima, 2013). The original rationale behind Zahra and George’s
(2002) conceptualisation of potential and realised absorptive capacity centred on the different
forces that can affect each of them, the ability to measure them separately, and the insight in
understanding MNE absorptive capacity performance. The authors were intrigued by firms’

demonstrable skill in some parts of the process but lack of overall success, which they could
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explain by comparing the levels of potential and realised absorptive capacity and determining the
difference as an efficiency ratio. This rationale remains valid even if potential and realised
absorptive capacities are viewed as new service development and value creating processes, but
further benefits can also be gained from this classification. Firstly, this allows accounting for
outcomes for the phases of acquisition and assimilation in the form of the resulting innovation.
Using the innovation as a tangible result will help not only researchers in examining absorptive
capacity taking place in firms but also practitioners in measuring success of initiatives. Secondly,
this approach may help clarify antecedents affecting value creation as it is placed in a continuum

of knowledge transfer practices and organisational capabilities.

In the current book chapter, we posit that absorptive capacity occurs in two distinct relationships
of which one, the external, is value creating and the other, internal, is service innovating.
Furthermore, it is argued that the sequential steps of the absorptive capacity process take place in
these separate relationships. An interesting feature of this approach is that coincides with the
conceptualisation of potential absorptive capacity and realised absorptive capacity of MNEs as
functions of knowledge inflows and outflows. We argue that potential absorptive capacity of
MNEs is synonymous to new service development, as it requires the intake and processing of
knowledge in a way that leads to the creation of something new through the combination and
exchange of relationship- and firm-specific resources. The combination refers to the deployment
of resources, in this instance knowledge, in new ways, which generates ideas and insights, while
exchange is the mechanisms through which the outcome of the combination is validated (Moran
and Ghoshal, 1996). The ability to acquire knowledge, integrate it with existing knowledge —
thereby creating inroads to new knowledge - and store and share it effectively with others, is the
critical capability of MNEs resulting in a competitive advantage in the market (Kang et al., 2010;
Cenamor et al., 2017). Figure 2 illustrates the process similarities of absorptive capacity in external

and internal relationships.
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Figure 2. Illustration of the absorptive capacity process overlaying service development and value

creation with potential and realised absorptive capacity (ACAP).

Categorising the phases of absorptive capacity based on the relationships allows the inclusion of
dynamics from different sides of the subsidiary’s sphere of influence. After highlighting the
importance of phases of absorptive capacity for MNEs, we specifically address them in the context

of new service development and value creation below.

Dual embeddedness of MNE subsidiaries has been referred to earlier as an important aspect that
needs deliberation in the context of new service development and value creation, especially as it
is a phenomenon unique to firms operating in an international context. Dual embeddedness and
dual direction of knowledge transfer within MNE units (HQ and subsidiaries) have been positively
linked to influencing the absorptive capacity of subsidiaries (Najafi-Tavani et al., 2018). Dual
embeddedness represents a particular network position of subsidiaries because they are exposed
to different knowledge flows (Achcaoucaou et al., 2014). A subsidiary's external embeddedness
refers to a network of links to local partners (Ferraris et al., 2020). Specifically, subsidiaries have
alliances with local partners that constitute a source of crucial knowledge for reaching a
competitive advantage (Cenamor et al., 2017). New knowledge outside the organisation can
enhance the development of products, processes, and innovation in the subsidiaries (Ciabuschi et

al., 2012, 2017). Thus, instead of being totally dependent on the parent firm, subsidiaries in foreign
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locations where they have greater access to knowledge than the HQ, can use their external

embeddedness to contribute to MNES' competitive advantage (Zhang et al., 2015).

This access to external knowledge also improves subsidiary standing within the MNE network,
and improves its bargaining position (Bouquet and Birkinshaw, 2008a; Birkinshaw, 2016). As a
result, subsidiary propositions receive weight in HQs and have more chances on being accepted or
adapted (e.g., Bouquet and Birkinshaw, 2008a; Ciabuschi et al., 2017) On the other hand, a
subsidiary's internal embeddedness denotes its relationship with their intra-corporate counterparts.
In this respect, the subsidiaries can receive strategic knowledge from the parent that may reduce
dependence on local contexts and successfully respond to challenges in host environments (Luo,
2003; Najafi-Tavani et al., 2018). This dual embeddedness in external and internal networks offers
subsidiaries the potential for learning opportunities that may become the source of competitive
advantage (Ghoshal, 1987; Johanson and Vahlne, 2009; Oehmichen and Puck, 2016). As depicted
in figure 2 above, both new service development and value creation must happen in both the
external and internal relationships of MNE subsidiaries. This means that by necessity, both are
subject to, at the very least, two different sets of contextual influences for new service

development.

Based on the above discussion, we propose that:
Proposition 1: Customer knowledge-based new service development in MNE subsidiaries is
conveyed by the inflow of knowledge and takes place in both external and internal relationships

sequentially through knowledge acquisition and assimilation.

Proposition 2: Customer knowledge-based value creation in MNE subsidiaries is conveyed by the
outflow of knowledge and takes place in both internal and external relationships sequentially

through knowledge transformation and exploitation.

It has been established earlier that subsidiary and customer interaction leads to knowledge
acquisition (e.g., Ferraris et al., 2017; Zimmerling et al., 2018). For MNEs, this cooperation with
customers has been deemed very important specifically to gain valuable information on local

conditions and potentially service requirements (Bhawe and Zahra, 2017), given that foreign
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customer base requires heightened adaptation needs (Hakanen, Helander and Valkokari, 2017). In
case of a lack of information or market ambiguity, it might not necessarily lead to increased
customer involvement (Zhang et al., 2015). Customer involvement may even decrease unless the
subsidiary has a strong willingness to incorporate customer knowledge in service development via
clear absorptive capacity strategy (Najafi-Tavani et al., 2018). Prior research has also revealed
that a firm’s knowledge acquisition capabilities from its customers are linked to absorptive
capacity, and influence overall firm performance (Tzokas et al., 2015; Ferraris et al., 2017). Due
to this fact, MNE subsidiaries attempt to develop their relational capabilities to deal effectively
with customers including knowledge sourcing (e.g., Robodello et al., 2009; Ebers and Maurer,
2014). These relational capabilities also help these subsidiaries to improve their standing and
legitimacy in the eyes of MNE HQs (Balogun et al., 2019).

It is important to mention that the customer is part of the broader market and is influenced by
market forces like any other market player (Tzokas et al., 2015). As a result, customer willingness
to share knowledge or market information with the focal MNE subsidiary is not guaranteed
especially in cases, where there is a competing service offering by other players. In such situations,
it is pivotal for MNE subsidiary to be able to create inroads to this external environment so that
required customer knowledge gathering can be undertaken (Matusik and Heeley, 2005; Storey and
Larbig, 2018). Prior research has signified the importance of relational capabilities of firms (and
MNE subsidiaries) to create inroad to the external environment (Ferraris et al., 2020). It should be
further noted that this knowledge acquisition is also influenced by the specificities of the external
environment, as well as efficiency, scope and flexibility of the acquisition (Van den Bosch et al.,
1999; Kazadi et al., 2016). Therefore, we argue that MNE subsidiaries are operating in changing
environments and must adapt to their environmental context to make required inroads to acquire
customer knowledge to a greater extent than local businesses, where knowledge is more readily

available. Based on this discussion, we propose that:
Proposition 3: Foreign subsidiary acquisition of customer knowledge is influenced by

relationship-specific factors at the individual level and contextual factors at the organisational

level.
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The subsidiary’s position in the internal network has a significant bearing on the successful
assimilation of the knowledge because power dynamics within MNE structures have been found
to strongly influence a subsidiary’s legitimacy (Balogun et al., 2019). Earlier studies have
mentioned that recognition of external knowledge value is a primary condition for absorptive
capacity development (Todorova and Durisin, 2007; Lewin et al., 2011; Ferraris et al., 2017).
However, this recognition is not guaranteed to take place at every level and part of large
organisations with complex structures such as MNEs (Schleimer and Pedersen, 2014). So, in such
circumstances, it is highly likely that the MNE subsidiary may value service-specific knowledge
from the customers based on customer feedbacks, inputs and overall scoping of market trends (e.g.,
Javalgi et al., 2014). However, prior research has established that customer knowledge can only
be applied in new service design if it assimilated at the organisational level (e.g., Storey and Libarg,
2018). So, in such situations, taking the HQ on board becomes very important. It is also likely that
MNE HQ lacks this specific localised contact with the customer and market specificities due to its
cultural and geographic distance, so it may not value service proposition in foreign markets out of
sheer ignorance (Ciabuschi et al., 2012) or, by either inadvertently or knowingly, blocking
knowledge transfer efficiency (Birkinshaw, 2016).

Moreover, knowledge appropriability mechanisms may also be different for subsidiaries and HQs,
and different appropriability mechanisms have been found to create hindrance (Ho, 2014).
Therefore, in such situation, the MNE subsidiary must possess the means to overcome the HQs
resistance to subsidiary initiatives by wielding sufficient power (Bouquet and Birkinshaw, 2008a;
Marabelli and Newell, 2014). This may, however, be difficult for foreign subsidiaries especially
in peripheral positions (Gammelgaard et al., 2012) and is dependent on the subsidiary’s motivation
to engage in a possibly costly and time-consuming knowledge transfer process (Minbaeva et al.,
2014; Song, 2014) and its position in the network to be able to do so (Bouquet and Birkinshaw,
2008a; Ferraris et al., 2017).

Along with the subsidiary specific element, there is also a set of predetermined factors, from the
point of view of the subsidiary, in the form of social integration mechanisms, which influence the
free flow of information between the subsidiary and MNE HQs (Zahra and George, 2002). It

should be noted that although a subsidiary can influence its own activity level in social
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engagements, it can only have a limited impact on other mechanisms that either foster or hinder

knowledge transfer. Based on this discussion, we propose that:

Proposition 4: Assimilation of knowledge is influenced by the subsidiary’s power, motivation and

position in the internal network, and the social integration mechanisms prevalent in the MNE.

In this chapter focus is on the MNE subsidiary as a focal unit. Therefore, we address
transformation in terms of the subsidiary’s response to new service development. It has been
argued that even when a specific service innovation is customer-led, and its benefits can be clearly
communicated, the people responsible for carrying out the transformation may not know how to
do it or are intimidated by the consequences of changing their existing patterns of selling and
marketing (Witell and Lofgren, 2013). This “inertia” in organisational routines, processes, and
strategies has been highlighted in past studies as a major hindrance to change including new service
development (e.g., Lenka et al., 2018). To address this concern a reasonable approach is to
decrease the gap between sales and marketing functions, as this can facilitate knowledge exchange
leading to better internal buy-in of value proposition changes (Biemans et al., 2010; Lenka et al.,
2018). However, a transformation in the business model of the MNE can potentially result in
partial organisational support for such an endeavour. However, a true transformation of MNE’s

business model is expected to entail the support of the organisation as a whole.

Using a broad definition of a business model, Amit and Zott (2012), state: “A business model
depicts the content, structure, and governance of transactions designed to create value through the
exploitation of business opportunities.” We second their definition by arguing that business models
can be examined in the light of service value propositions and their exploitation. Todorova and
Durisin (2007) have suggested that social integration mechanisms hold a pertinent position in all
phases of absorptive capacity. However, it should be noted that their research viewed absorptive
capacity as only an internal phenomenon of a firm. As mentioned earlier, we view absorptive
capacity as influenced by both internal and external forces. Therefore, while it seems reasonable
that all internal social exchanges are influenced by the context in which they take place, this is not

necessarily true for external exchanges in the environment. Hence, the role of social integrations
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mechanisms is limited to assimilation and transformation phases. Based on this discussion, we

propose that:

Proposition 5: Transformation in the subsidiary is influenced by social integration mechanisms

and alignment of support functions with the business model.

Finally, exploitation occurs in the customer relationship as the subsidiary agent and customer
negotiate an agreement of value proposed and value perceived (Gronroos and VVoima, 2013; Eggert
et al., 2018). The customer alone experiences the service value and realises it in its use (Gronroos
and Voima, 2013). However, the subsidiary agent and subsequent customer relationship events
(e.g., sales and service events) can be used to enforce the value proposition (Leposky, 2017). The
employees or subsidiary agents who directly interact with customers can filter knowledge based
on its suitability for exploitation (e.g., Tippins and Sohi, 2003; Storey and Larbig, 2018). These
considerations lead us to argue that knowledge application plays a vital role in the creation of
customer value since it represents the capability to apply appropriated knowledge to refine the
existing services offered by the organisation and to improve its customer value (Bierly et al., 2009;
Eggert et al., 2018).

The application of knowledge means, that the organisation can quickly respond to resolve
problems quickly (Fahey et al., 2001; Winer, 2001). This is expected to help employees to
coordinate customer relations across all points of interaction and audiences (Chang and Li, 2007).
This response provides a common space of trust between the client and the organisation, restoring
customer confidence in the organisation (Cabrera and Cabrera, 2002; Stein and Bowen, 2003). As,
Kotler (2000) noted, when information or knowledge is not fragmented within an organization,
customer feedback (and, by extension, customer value) is easy to obtain. In the specific context of
knowledge exploitation, it has been argued that ambiguity in knowledge exploitation can be
reduced by a structured approach to customer interaction during service design (e.g., Storey and
Larbig, 2018). Therefore, the exploitation of knowledge is dependent on how the customer
perceives the proposition and this perception can be affected by developing relationship building

capabilities in MNE subsidiaries. Based on this discussion, we propose that:
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Proposition 6: Exploitation is influenced by customer’s perception of value and relationship-

specific capabilities.

IMPLICATIONS, LIMITATIONS AND FUTURE RESEARCH DIRECTIONS

Absorptive capacity has proven to be at the epicentre of innovation and knowledge development.
However, less is known about the absorptive capacity as manifested in the customer—subsidiary—
HQ interface in context of MNEs, and how social and relational mechanisms shape its
manifestation and leverage. This chapter aims to conceptualise absorptive capacity in relation to
the MNE subsidiary’s external customer relationships and internal relationship with MNE HQs,
arguing that the IB context creates unique circumstances due to the specificity of local knowledge
that indicates adaptation needs on the strategic level, and the organisational dynamics inherent in
a differentiated structure. Through these two discrete relationships, in which new service
development and value creation occur, this chapter attempts to show how absorptive capacity can
be used to examine the differences in firms’ success in engaging in new service development

efforts across borders.

This chapter makes two major contributions to the knowledge transfer and IB literature. First, we
examine absorptive capacity within the under-researched context of the customer—subsidiary—HQ
interface. Exploring the role of absorptive capacity in the service development and value creation
in this unique context which both expands the domain of absorptive capacity beyond extensively
researched areas of innovation and knowledge management and highlights the active role of
customers in learning and information processing procedures in relation to the subsidiary and its
HQs. This marks a departure from the dominant view of absorptive capacity as a firm-centric set
of capabilities and routines (Cohen and Levinthal, 1990; Lane et al., 2006; Zahra and George,
2002) capturing a better view of the external sources and agents of knowledge and applies it
specifically to IB literature in line with Bouquet and Birkinshaw (2008Db).

The chapter also specifically highlights the initial role of customers in the very value that is offered
to them by the firms. In this vein, absorptive capacity can be viewed as the main underlying

capability of the sequential knowledge-related processes and it forms a positive closed-loop of
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knowledge-centred service development and value creation. Therefore, this chapter contributes to
the existing -extensive but fragmented- literature on absorptive capacity by applying it in the
specific context of cross-border customer—subsidiary—HQ relationships and to studies on new
service development and value creation by using absorptive capacity as a process underlying their

inception.

Second, we incorporate the role of social and relational mechanisms into the knowledge
management processes underpinned by absorptive capacity. Our propositions explain how each
step of absorptive capacity routines (i.e., acquisition, assimilation, transformation and
exploitation) is shaped by a unique set of social and relational mechanisms, which are specific to
the MNE context due to local embeddedness in the customer-subsidiary relationship, and
organisational dynamics exacerbated by cultural and geographical distance in the subsidiary — HQ
relationship. In particular, we advance that while relationship-specific factors influence subsidiary
acquisition of customer knowledge, subsidiary’s power, motivation and position in the internal
network, social integration mechanisms prevalent in the organization influence how subsidiaries
assimilate customer knowledge during the service development stage. During the value creation
stage, social integration mechanisms and alignment of support functions with the business model
influence knowledge transformation at the subsidiary level, and customer’s perception of value
and relationship-specific capabilities influence the knowledge exploitation. These arguments
extend the conversation on absorptive capacity and link the concept to the relational view of the
firm within and across organizational boundaries (Dyer & Singh, 1998; Bradbury & Lichtenstein,
2000; Capaldo, 2007; Leischnig et al., 2014). Thus, we contribute to the IB literature by showing
that absorptive capacity in MNEs must follow organisational and structural lines of knowledge
transfer and is subject to the same forces that influence MNE strategy development.

Our arguments in the chapter also differs from the extant literature in that it considers the
directionality of knowledge flows jointly with absorptive capacity and ties these to tangible
knowledge outcomes through measurable innovations and value propositions. While many prior
studies have considered knowledge transformation as a cognitive process, here transformation is
considered from the point of view of changing business models and the dynamics that are at play

in bringing the transformation from strategic to the operational level.
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The chapter has some limitations in that it is conceptual, so it only proposes possible antecedents
but does not empirically verify them. Future studies will hopefully use the foundations laid here
to do further testing on the applicability developed propositions. Furthermore, the chapter takes a
narrow view on the networks, consciously limiting itself to a triad of customer — subsidiary — HQ
in context of MNEs. This choice allows for the examination of specific issues around these
relationships but does not include knowledge flows from multiple other sources that subsidiaries
are in contact with. Therefore, the model does not claim to be all-inclusive or generalisable to other
contexts.
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