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Abstract

The governance structures of the value-creating activities of MNEs have evolved
towards more networked forms that are geographically highly concentrated
and involve partnering with diverse actors. The experimentation that takes
place within these corporate networks has a parallel on the government side,
where subnational governments, and particularly cities as hubs of economic
activity, have increased their profile and level of cooperative activity. We argue
that engagement in these partnerships is an essential way in which firms and
governments co-evolve and create the basis for sustainable economic growth in
the Information Age. While the origins of this collaborative form of governance
reside in the increasing knowledge intensity of value creation, its implications
go far beyond MNE value creation and capture, extending to issues of global
governance such as climate change and sustainable development goals. We
examine the implications of this process of co-evolution both in terms of the
costs of developing the requisite corporate capabilities as well as the legitimacy
of these efforts as part of a deliberative democracy.
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INTRODUCTION

The past half-century has witnessed a massive transformation of
the global economy, as developed economies have shifted from
manufacturing to service-driven economies where innovation and
knowledge intangibles are essential for value creation, and some of
the most dynamic parts of the economy are related to digital
services (Branstetter, Glennon, & Jensen, 2018). Research in the
field of international business (IB) has also been transformed
during that time, with much attention being paid to the changes in
the governance structures of the multinational enterprise (MNE)
that have transformed it from a centralized and home-country
dominated enterprise to a multicenter network enterprise where
the corporate headquarters coordinates both the internal and
external networks that comprise the value-creation system.
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While intrafirm trade (internalized transactions
across borders within the MNE) continues to play
an important role in world trade, both global
merchandise trade and trade in commercial services
actually shrunk in 2015-2016, although both
recovered past their earlier levels prior to the onset
of the COVID-19 pandemic.' At the same time,
while MNEs have taken advantage of the opportu-
nities offered by the ‘fine-slicing’ of the value
chain, the past decade has been marked by a rise
in both left- and right-wing populist politics and
politicians, at least some of whom are hostile to an
open global economy and the flows of capital and
people this entails (Devinney & Hartwell, 2020;
Rodrik, 2018).

The goal of this paper is to ask what the shift into
the Information Age implies for our understanding
of the impact of MNE activity on the home and
host countries. We propose that the shift in focus
from tangible capital investments (which of course
do include intangibles) to investment in new types
of knowledge-intensive intangibles has profound
implications for governments, as well as for the role
of MNEs as corporate citizens. We build our argu-
ment by reference to recent research that looks at
different forms of public—private partnerships. For
example, Lorenzen, Mudambi & Schotter (2020)
propose local entrepreneurial development as a
strategy to mitigate the costs of extreme concen-
tration at the core locations and the impoverish-
ment of peripheral locations that are associated
with cross-border MNE activity. While Lorenzen
et al. (2020) look at this strategy of ‘local spawning’
mainly from the point of view of diversifying local
entrepreneurial efforts, and by so doing developing
a socially sustainable business model, we extend
this discussion to examine how local spawning fits
into a broader conception of corporate citizenship
that we argue is necessitated by the shifts in the
global economy.

Our argument proceeds as follows. We begin by
taking a look back at one of the earliest empirical
studies in IB, which was a study by Dunning on the
impact of American manufacturing investment in
Britain (Dunning, 1998 [1958]). This pioneering
study highlighted the importance of the produc-
tivity advantages that were transferred as a result of
MNE investment and how this contributed to the
upgrading of British industry. We then turn to
examine how the shift to the Information Age has
changed our understanding of the kinds of advan-
tages that are relevant from the host-country
perspective. This change is particularly evident in
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the concentration of knowledge-intensive activities
within a relatively small number of locations
globally. At the same time, in a distributed model
of innovation, knowledge is not simply carried
from the home countries to the host countries, but
investment in the development of intangibles takes
place in multiple locations that are connected
within the MNE.

We then argue that the experimentation that
takes place within these corporate networks has a
parallel on the government side, where subnational
governments, and particularly cities as hubs of
economic activity, have increased their profile and
level of cooperative activity (Acuto & Rayner, 2016;
Coté, Estrin, & Shapiro, 2020). This is manifested in
city networks that are looking to forge new types of
relationships both horizontally and vertically, i.e.,
both across borders between cities and between
cities and other actors, including MNEs.

We develop this argument within the co-evolu-
tionary framework of Cantwell, Dunning & Lundan
(2010) where both firms and governments are seen
as adjusting to the shifts in the global economy by
engaging in experimentation and generating
increasing variety of new governance forms. We
will argue that engagement in these partnerships is
an essential way in which firms and governments
create the basis for sustainable economic growth in
the Information Age. While the origins of this
collaborative form of governance reside in the
increasing knowledge intensity of value creation,
its implications go far beyond MNE value creation
and capture, extending to issues of global gover-
nance such as climate change and sustainable
developmepnt goals. We conclude by discussing
the implications of co-evolution both in terms of
the costs of developing the requisite corporate
capabilities, as well as the legitimacy of these efforts
as part of a deliberative democracy.

PRODUCTIVITY AND OWNERSHIP
ADVANTAGES
While research that is relevant to what we today
consider international business was present before
Dunning’s 1958 study, it was fragmented.
Although a distinction was made between foreign
direct investment (FDI) and portfolio investment
(which Hymer (1976 [1960]) was about to render as
explicitly central to subsequent IB analysis), the
controlling aspect of MNEs was not present in most
of the early studies (Buckley, 2011). By reference to
carefully collected empirical evidence, Dunning’s
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pioneering study demonstrated that American
investors in British manufacturing had notable ad-
vantages as compared to the indigenous firms.

In his study, Dunning (1998 [1958]) presented
systematic empirical evidence of the sectors in
which American MNEs were active, how their size
and other characteristics compared with those of
the domestic firms, and how their management
and organizational systems differed from their
British counterparts. Based on this evidence, he
was able to draw some fundamental insights that
would come to inform his later development of the
eclectic or OLI paradigm. Beyond demonstrating
the quantitative significance of this investment for
the British economy, Dunning asked the crucial
question of what it was that allowed the American
firms to outcompete British firms in Britain? After
all, it would be reasonable to assume that any
domestic firm would have an advantage in its home
market vis-a-vis a foreign rival that had less infor-
mation about the state of the current competition,
networks of suppliers, methods of distribution, and
available financing, factors which later on came to
be known as the liability of foreignness (Hymer,
1976 [1960]; Zaheer, 1995).

Although Dunning was not focused on measur-
ing productivity differences as such, the data he
collected revealed it was a productivity advantage
(broadly understood) that was fundamental to the
ability of the American investors to outcompete the
British firms. While some American firms were
clearly utilizing superior (proprietary) technology,
others gained an advantage through effective mar-
keting and organizational systems that were trans-
ferred in whole or in part to their operations in
Britain. This benefited British consumers, but it also
resulted in productivity improvements in many
industries in Britain.?

From this initial realization, we can draw a line to
the subsequent development of the theory of the
MNE, and particularly internalization theory (Buck-
ley & Casson, 1976; Dunning, 1980). If the Amer-
ican firms had a productivity advantage over British
firms, it would stand to reason that this advantage
was first developed in the United States before
being transferred to the subsidiaries of American
MNEs in Britain. Early scholars of international
business focused on technological product and
process improvements that resulted in greater
efficiency, reflecting in part the focus at the time
on manufacturing industries. Explaining the trans-
fer of technological assets and the trade in inter-
mediate goods associated with these knowledge

transfers became the focus of theorizing about the
essence of the MNE.

However, empirical investigations also demon-
strated that MNEs (firms that owned or controlled
value-adding activity in more than one country)
were disproportionately present in industries that
had a higher intensity of research and development
(R&D), but also a higher advertising intensity
(Morck & Yeung, 1991). Thus, while some of the
knowledge intensive assets were technological, and
in some industries also patentable, other advan-
tages had more to do with branding and marketing.
Additionally, MNEs often benefited from the
exploitation of a scale-based advantage and market
power, an aspect of the multinational firm empha-
sized in the early theory of Hymer (1976 [1960]).

An interesting but often-neglected feature of the
early discussion on ownership advantages was that
they were defined as advantages due to the nation-
ality of ownership of the firm, drawn from the
conditions in its domestic home economy, includ-
ing any natural or created resources as well as
competitive structure (Dunning, 1980). These
advantages were then utilized by the firm to
develop a productivity advantage. While some
advantages such as proprietary technology would
clearly be firm-specific, in other words not available
to other firms, other aspects of ownership advan-
tages were drawn from elements that at least in
principle were openly available to other firms
originating and embedded in the institutional
environment of the home country.® In subsequent
iterations of the eclectic paradigm this distinction
became less prominent (Dunning, 1998: 265) as
MNE networks grew in maturity and complexity.

Economic theory suggests that since there are
costs related to the need to overcome the liability of
foreignness, internationalizing firms need to pos-
sess a productivity advantage to cover these costs
(Helpman, Melitz, & Yeaple, 2004). Specifically, it is
expected that since FDI presents even greater costs
and risks than exporting, firms that self-select to
becoming multinational should be more produc-
tive than firms that export, and firms that are more
multinational should be more productive than
those whose global footprint is smaller (Yeaple,
2009). The empirical evidence concerning produc-
tivity advantages reviewed by Dunning & Lundan
(2008) is remarkably consistent with this ‘pyramid
of productivity’, and it was also confirmed for the
US by Mataloni (2011).

From this, it follows that multinational affiliates
are nearly always likely to be more productive than
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the average local firm in the host country, but they
are not necessarily more productive than compara-
bly sized domestic firms in the same industry, or
indeed indigenous multinationals, particularly in a
developed country (Bellak, 2004). Nonetheless, the
productivity advantage has been one of the princi-
pal reasons for countries to try to attract FDI, and to
prefer foreign investment over domestic invest-
ment in the hopes of technology transfer through
linkages or spillovers to local firms (for reviews of
this substantial literature, see e.g., Giuliani &
Macchi (2014), Javorcik (2015) and Narula & Pineli
(2019)). This process of self-selection and the
resulting productivity advantage has also been used
to explain why MNEs could afford to pay higher
wages than comparable local firms (Driffield, 1996;
van der Straaten, Pisani, & Kolk, 2019).

FROM KNOWLEDGE TRANSFER TO
KNOWLEDGE INTEGRATION

Central to the role of MNEs as innovative engines
in the global economy is the transfer of knowledge-
intensive assets from the home country to the host
country. For the MNE, this entails the international
dissemination of parts of its core knowledge base in
order to sustain what may be termed competence
exploiting (CE) activities through adaptation to
various foreign contexts (Cantwell & Mudambi,
2005). This is complemented by the generation of
new knowledge-based assets in host countries with
the possibility of transferring them back to the
home countries. A key development in recent times
has been the increasing role of MNEs as interna-
tional knowledge integrators, whereby core busi-
ness knowledge grounded in home-country
networks is combined selectively in host countries
with local knowledge due to competence creating
(CC) activities which build capabilities for new
applications that extend the traditional domains of
expertise of the firm (Scalera, Perri, & Hannigan,
2018). In this way, firms and locations co-evolve
with each other, and this process of knowledge
development and transfer generates economic
growth (Cano-Kollmann, Cantwell, Hannigan,
Mudambi, & Song, 2016; Freeman, 2013).

CE capabilities are distributed and coupled
within the MNE through FDI, as they always were.
Thus, FDI retains a critical role in the more
geographically and organizationally dispersed
structures of international knowledge development
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that support higher levels of productivity or pro-
ductivity growth today. However, CE efforts which
adapt and extend the core knowledge base of the
MNE have now been incorporated into a wider
system of interconnected knowledge networks.
Given the rising complexity and increasingly inter-
disciplinary character of technological knowledge,
innovation networks have become more open and
informal in nature (Cantwell & Salmon, 2019).
Building relational capabilities in networks has
become more critical to sustaining ownership
advantages (Dunning, 1995), and MNEs endeavor
to move from positions of outsidership towards
insidership in the relevant networks (Johanson &
Vahlne, 2009). International knowledge networks
have also become denser and rely especially on
connections between major hubs, which are the
more central network nodes that now include some
actors in emerging markets as well. From an MNE
perspective, such increasing knowledge inter-
changes have helped to create the necessary envi-
ronment for the development of CC capabilities
concentrated in selected subsidiaries or closely
networked partners in selected host sites.

The traditional view of knowledge flows within
the MNE is essentially based on CE activities, which
emphasize the commonality of knowledge devel-
opment and the sharing of knowledge in use,
supported by communities of practice in the MNE
(Kogut & Zander, 1993; Nohria & Ghoshal, 1997).
Yet, innovative CC initiatives are also built upon
this foundation of the internal exchange of CE
knowledge held in common, as well as on the
advantages of external networks generally
grounded in the host location. CC efforts rely on
novel combinations of CE inherited knowledge and
newly discovered knowledge derived from local
network connections. So even with the emergence
and growth of some CC driven network nodes that
move into new areas of application, there is a
continuing rationale for an integrated MNE reliant
on FDI. Within the ownership-based structures of
an MNE, the sharing of CE capabilities has become
the glue that holds a now wider relational system
together. There is a cumulative interaction between
that CE base and the development of novel CC
capabilities around selected central nodes, which
feeds back into enhancement of the CE core by
facilitating an expanding range of new domains of
activity.
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The international knowledge flows long associ-
ated with FDI are now thus part of a system of
complementary knowledge exchanges through net-
work linkages. In relative terms, given their CE
foundation, intra-MNE transfers between the home
and host countries tend to be more focused on
knowledge exchange within the core technological
fields of expertise of the parent company (Cantwell
& Zhang, 2011; Frost, 2001; Zhao & Islam, 2017).
Conversely, since subsidiary CC activities by defi-
nition delve into new areas of capability building
and so move into some new technological domain
(Blomkvist, Kappen, & Zander, 2010), they are
relatively more likely to exchange knowledge across
technological fields through inter-organizational
networks. Because CC development typically com-
bines the established branches of MNE knowledge
with knowledge acquired through a host-country
network, it is in CC contexts in which a need most
often arises for subsidiary dual embeddedness
(Figueiredo, 2011; Marin, 2006). Although the
combination of global integration and local respon-
siveness is known to give rise to tensions, achieving
this balance has become vital for MNE CC activities
in innovation hubs. When subsidiaries enter into a
new domain for the MNE, this is precisely when
their need increases for mutual knowledge inter-
changes with their parent company and home
country, since they must often also expand upon
core business knowledge in the new domain of
application (Cantwell & Piscitello, 2015). If the new
area of application appears promising the parent
company is more likely to pay attention, so the
exchange is more likely to be encouraged from
their side as well and to become reciprocal (Mon-
teiro, 2015).

GEOGRAPHY OF VALUE CREATION
Now that MNEs are more often positioned as
international knowledge integrators within net-
work structures, their development of ownership
advantages has shifted in two ways. First, their
capability building now relies to a greater extent on
some key host-country hubs as well as the parent
company in the home country, even if generally
the home base remains the single most important
location for innovation in the MNE (Patel & Pavitt,
1991). Within these selected central network nodes
subsidiaries are more geared towards local CC
activities, so they might be termed superstar

subsidiaries (Blomkvist et al., 2010). Second, the
knowledge sourcing that supports MNE innovation
increasingly relies on the integration of local and
global knowledge, which in turn entails more
systematic knowledge-based interactions between
the relevant actors in the host country and those in
the home country (Alcacer, Cantwell, & Piscitello,
2016). While in relative terms CC subsidiary inven-
tions depend on a higher share of local knowledge
sources compared to CE inventions (Cantwell &
Mudambi, 2011), CC inventions also depend on a
wider variety of knowledge sources in general, and
so they are more likely to combine local with
international knowledge.

In the past, the ownership advantages of MNEs
were mainly developed in the home country, or
arose through the hierarchical coordination of
international activities by key agents in the corpo-
rate headquarters. Once such advantages had been
developed, they were potentially transferrable for
use elsewhere, sometimes even throughout the
MNE. The local CE use of these capabilities in a
host-country context may have then led to further
creative development in some initially unantici-
pated new directions, and hence to feedbacks to
innovation in the parent company (Cantwell,
1989). However, the new and ever closer relation-
ship between technology creation and transfer
between the central nodes of MNE networks has
rendered the distinction between knowledge cre-
ation and exchange more ambiguous still, since
these more open networks depend on continuous
mutual reciprocity. This activity may not always
reach as far as the international co-development of
technology of the kind that is emphasized in the
literature  on international inventor  teams
(Branstetter, Li, & Veloso, 2015; Crescenzi, Nathan,
& Rodriguez-Pose, 2016; Hannigan, 2016). How-
ever, reciprocal knowledge exchange increasingly
occurs in internationalized epistemic communities
that are especially well represented in the places
(usually metropolitan areas) in which parent com-
pany and CC subsidiary innovation facilities are
most often sited (Bathelt, Cantwell, & Mudambi,
2018). As mentioned already, these headquarters
and central CC subsidiary innovation hubs are of
necessity also more often engaged in bidirectional
knowledge exchange, in a process through which
local and global knowledge is combined and
integrated.

Journal of International Business Studies
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The interconnected knowledge networks that
MNEs now coordinate or in which they are engaged
require more decentralized governance structures
and greater informality to function effectively. The
span of MNE orchestration and control has become
far more widespread than the span of ownership or
FDI, and connects selected parts of the MNE with
selected external actors, including some nonmarket
actors such as universities (Bathelt, Malmberg, &
Maskell, 2004; Cantwell & Salmon, 2019; D’Este,
Guy, & lammarino, 2013; Dhanaraj & Parkhe,
2012). However, while more open and internation-
ally connected knowledge networks have become
vital for sustained innovation and hence for new
value creation, they have given rise to ever greater
tension with especially financial and rent-seeking
interests more focused on value capture, which
continues to rely on the ownership of assets,
including intellectual property assets. More mer-
cantilist-oriented states have become involved in
the growing conflicts between the demands of
value creation and value capture, in which intel-
lectual property policies are generally the result of
having to maintain a delicate balance among
various stakeholders (Zhao, 2020). The balance to
be struck between these competing interests paral-
lels the long recognized balance between broad
patent scope (which may favor value capture) and
narrow patent scope (which may favor licensing
and exchange arrangements that facilitate contin-
ued innovation and value creation) (Merges &
Nelson, 1990).

In order to benefit from innovation and value
creation, home countries need to rely on an open
and connected knowledge system that ensures
knowledge inflows and reciprocal exchange espe-
cially with other key nodes or hubs in the relevant
industry. Particularly in recent times, outward FDI
has raised incomes in the metropolitan areas in the
US, with a cumulative effect that has been strongest
in medium-to-high income cities, due to the
advantages of greater international knowledge con-
nectivity (Buchholz, Bathelt, & Cantwell, 2020).
Among global cities, there is a positive association
between international knowledge linkages and
local knowledge connections within metropolitan
areas, as measured by patent citations (Cantwell &
Zaman, 2018). In other words, global and local
knowledge networks are increasingly intertwined,
and prominent in the interface between the two are
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MNE parent companies, who now commonly play
a brokerage role and thereby benefit themselves
from the opportunities for new knowledge combi-
nations and further development.

Meanwhile, host locations need the flexibility to
respond to local diversification opportunities as
they arise. These are based on potential combina-
tions of the knowledge brought through inward
EDI and local strengths, through the creation of
new areas of technological relatedness. This is
essentially what CC subsidiary activities set out to
achieve, and so where successful, these imply not
just embeddedness in established local networks,
but also the building of new kinds of knowledge
network relationships. Yet, as MNE subsidiaries
sometimes struggle to become insiders in local
knowledge networks, there is now a sharper diver-
gence between those struggling units, and other
subsidiaries that evolve into local centers of excel-
lence or knowledge hubs. Selected, more CC-
oriented subsidiaries acquire much greater auton-
omy and dual embeddedness, while others remain
essentially MNE satellites. Although the MNE and
its FDI are a central and necessary part of the
distributed innovation transmission structure for
all subsidiaries through CE knowledge flows, in
peripheral host locations the benefits are more
limited, and such network nodes may be excluded
from frontier knowledge exchanges (Monteiro,
Arvidsson, & Birkinshaw, 2008). While MNEs have
become key international knowledge integrators, in
this process there are typically in-groups and out-
groups in terms of participation within the MNE
(Blomkvist, Kappen, & Zander, 2019).

An increasing geographic unevenness of devel-
opment is a consequence of these trends, and the
locations that benefit the most are more interna-
tionally dispersed, particularly metropolitan areas.
The key centers also vary across industries, and the
spatial structures of their knowledge networks
differ across industries (Mudambi, Li, Ma, Makino,
Qian, & Boschma, 2018). Core locations tend to
have more open knowledge networks, with more
inter-cultural exchanges across technical, func-
tional, and social boundaries, in which it is poten-
tially easier for MNE subsidiaries to transition to
positions of local insidership. The central nodes of
the MNE network are those that develop the
capabilities to integrate different strands of knowl-
edge, and thereby to connect their CC and CE
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activities. By contrast, in other locations, and with
some MNE suppliers, there may be less encourage-
ment and even deterrents to knowledge transfer
and learning (Alcacer & Oxley, 2014). So, the
productivity advantages of the MNE remain, but
they now derive primarily from innovation sup-
ported by capabilities for knowledge integration
developed in the home-country center and in a few
other well-connected central hubs.

Research in economic geography has demon-
strated that foreign investment in manufacturing is
highly location specific and benefits from agglom-
eration economies (Beugelsdijk & Mudambi, 2013;
Dunning & Lundan, 2008: 594). As services have
become an even more important component of
cross-border flows of investment, it has become
evident that knowledge-intensive service activities
such as financial services tend to cluster at a similar
or even higher intensity than manufacturing
investment (Rosenthal & Strange, 2020). Since
various knowledge-intensive clusters (combining
both services and manufacturing) are the dynamic
backbone of developed economies in the Informa-
tion Age, this has raised concerns about congestion
in the selected hotspots that is manifested in
overheated labor markets, housing price increases
and longer commuting times (Becker, Driffield,
Lancheros, & Love, 2020; Kerr & Robert-Nicoud,
2020).

Beginning with the financial crisis and its after-
math, the global economy has witnessed multiple
shocks, which have intensified anti-globalization
populism on both the political left and right
(Devinney & Hartwell, 2020; Rodrik, 2018). In
manufacturing industries, skill-biased technologi-
cal change has resulted in low to medium-skilled
jobs being either automated or offshored to emerg-
ing markets. The highly educated knowledge work-
ers that participate in the distributed networks of
learning coordinated by multinational firms in core
locations have benefited, while those in the periph-
ery risk being disconnected (Prashantham & Bhat-
tacharyya, 2020; Turkina & Van Assche, 2018).
Most recently, the COVID-19 pandemic has pushed
national governments to experiment with both
public health and economic recovery programs of
unprecedented scale and variety (Kobrin, 2020).

To alleviate these concerns, and to forestall a
populist backlash against their activities, Lorenzen
et al. (2020) propose that MNEs should adopt a

‘local  spawning’ strategy to  encourage
entrepreneurship in the cluster locations. In
essence, they argue that the MNEs’ social license
to operate, especially in high clock-speed industries
depends on being viewed not as promoting gentri-
fication and increasing inequality, but more as
nurturing a new generation of local entrepreneurial
ventures. Although not stated exactly in those
terms, the implicit view is that with the MNE
shifting from a short-term to a long-term view of
the sustainability of the core business, local spawn-
ing would not only be beneficial to the local
community, but it might also spur new knowledge
combinations to which the firm then has privileged
access.

This is an intriguing proposal, which in its basic
contours is similar to the arguments put forward to
encourage MNEs to adopt more comprehensive
corporate social responsibility policies in the area of
environmental management and human rights (see
e.g., Kolk (2016) for a review). It is also a proposal
that fits with the existing evidence on the effec-
tiveness of place-based policies, whereby invest-
ments in infrastructure, training and improved
land development appear to offer better results
than incentives, and targeting high-tech (but not
large) firms yields the best results in terms of local
economic development (Bartik, 2020). At the same
time, there are important differences which point
to the need to develop new governance arrange-
ments involving a broad coalition of national and
local governments, MNEs and other stakeholders in
a process of co-evolution.

LOCAL CO-EVOLUTION OF FIRMS AND
GOVERNMENTS
The above discussion has illustrated how MNEs
have adapted their structures to the demands of the
Information Age. This can be understood as an
experimental process whereby firms engage in
continuous experimentation to find new gover-
nance forms that not only change the balance
between equity-based and contractual modes, but
also diversify the kinds of partners who get
involved. Over time, these adjustments have
resulted in a geographically concentrated MNE
footprint, particularly for knowledge-intensive
activities, that nonetheless also spans the global
economy through different kinds of network rela-
tionships. The multiple embeddedness of MNE
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subsidiaries in a variety of local contexts has
necessitated the development of operational capa-
bilities to coordinate the intra- and inter-firm
network relationships (Meyer, Mudambi, & Narula,
2011).

At the same time, local governments have
entered into a type of policy vacuum left by
national governments that are locked into a mul-
tilateral system ill-equipped to deal with the chal-
lenges of the Information Age. The inability of the
multilateral system to deal with some of the most
pressing transnational issues such as climate
change has led governments at the subnational
level to take action to fill this institutional void by
setting local emissions targets and establishing
carbon trading markets (Acuto & Rayner, 2016).
Cities have also entered into economic diplomacy
on their own and by forming issue-driven collab-
orative networks (Coté et al., 2020).

While partnering with nonmarket actors is not
new to MNEs (Teegen, Doh, & Vachani, 2004), the
extent and variety of partnering is changing our
understanding of the ownership advantages
required for value creation and capture. Dunning
& Lundan (2008) identified the role of institutions
and institutional change as major challenges for
the theory of the MNE. This was based on an
understanding that the activities of MNEs in terms
of their location or the modality of the activity
would no longer be simply determined by the costs
and benefits related to the market context, but that
they were also increasingly being shaped by signif-
icant challenges and uncertainties arising from
nonmarket actors.

Their point of reference was the increasing
interest in the social performance of MNEs that
began with the studies on environmental manage-
ment in the wake of the of the United Nations Rio
conference in the early 1990s. This subsequently
widened into the broader agenda of corporate
social responsibility, and most recently to the
human rights obligations of MNEs, as outlined by
Kolk (2016). While some of this research has looked
at social engagement from the point of view of
minimizing threats and uncertainty in the long
run, other areas of research have been focused on
examining the possibility of new value creation. In
the environmental issues sphere, the participation
of MNEs in the regulatory process has become
widely legitimated, as these are often problems
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related to resource efficiency and process technol-
ogy, where the innovative role of (proactive) MNEs
is instrumental to generating solutions (Dowell,
Hart, & Yeung, 2000). In other areas, such as when
MNEs have been exposed in the media concerning
poor labor practices in value chains, their strategy
has been to self-regulate to stave off regulation that
might otherwise be imposed on them by govern-
ments (Graham & Woods, 2006). Consequently,
MNEs are seen not only as rule takers but in some
ways also as rule makers, though depending on the
type and location of activity (Lundan & Muchlin-
ski, 2012).

The more MNEs forge partnerships that allow
them to act as rule makers by influencing the
content of regulation or setting standards, the more
these processes can be interpreted as processes of
co-evolution, as envisioned by Cantwell et al.
(2010). This view emphasizes the fundamental
nature of MNEs as the innovative engines in the
global economy. Yet, this innovativeness relies on
an embeddedness in knowledge networks that
reach into many other parts of society, including
universities and research institutes, as well as civil
society. Relatedly, this innovative engine is not
only focused on generating innovations that
increase productivity in the conventional produc-
tion sphere, but it is also an innovative engine that
generates new forms of governance and relation-
ships. This dual nature of MNEs as both techno-
logical and governance innovators makes them
critical players in responding to many of the
transnational challenges facing the global econ-
omy, such as climate change impact mitigation or
more broadly the sustainable development goals
(Pisani, Kolk, Ocelik, & Wu, 2019; van Zanten &
van Tulder, 2018).

To deal with this new reality within the OLI
framework, Dunning & Lundan (2008) introduced
Oi advantages, which consisted of capabilities
needed to manage in the nonmarket domain, and
distinguished them from the Oa and Ot advan-
tages, where Oa are the classical asset-based advan-
tages of technologies and brand names, and the Ot
advantages are the advantages of common gover-
nance of activities inside the firm. In a hypothetical
world without external shocks, whether economic,
technological, or natural, and with stable institu-
tions, the asset and coordination advantages of
multinationals are sufficient to explain their

Journal of International Business Studies



3 § E The local co-evolution of firms and governments

Sarianna Lundan and John Cantwell

1524

location and internalization decisions. On the
other hand, in a complex scenario, where institu-
tional change is rapid or individual actors have
considerable influence on the outcomes, creating
institutional advantages increases in importance
(Lundan, 2010).

Such advantages can of course not simply be
assumed into existence, but need to be developed
through different forms of multi-stakeholder part-
nering, including partnering with governments (at
all levels) as well as civil society organizations
(Dunning & Lundan, 2010; Lundan & Li, 2019).
This process is difficult, since the objectives and
capabilities of the various parties are quite different,
and the joint objective is to develop governance
structures under which value can be created and
captured (van Zanten & van Tulder, 2018). In
addition to combining different sources of knowl-
edge, the process of gaining legitimacy for the
resulting governance forms can be challenging.

The idea that firms need to partner with multiple
stakeholders to develop the governance structures
under which value can be created and captured is
not something that has generally been thought of
as the responsibility of firms beyond the gover-
nance of their own value chains. In a narrow
conception of corporate social responsibility, firms
are tasked with becoming more attuned to the
changing environmental or social preferences of
their customers and employees from a profit per-
spective, but essentially on their own terms. In this
conception, what is considered to be in the remit of
responsibility, let alone how the results are to be
measured and reported, is largely left for the firms
themselves to define and implement, as long as
they abide by existing laws and regulations and can
satisfy the demands of their stakeholders.

By contrast, the concept of deliberative democ-
racy as discussed by Scherer & Palazzo (2007, 2011)
or corporate diplomacy as discussed by Henisz
(2016) that draw on sociology and political science
entail a wider remit of responsibility and a ques-
tioning of the legitimacy of different governance
structures. For example, while some public—private
partnerships in the infrastructure sector are long-
standing and have an established contractual form,
the kinds of smart city projects exemplified by
Sidewalk Labs in Toronto, which ran into difficul-
ties concerning the need to craft new regulations
for the digital economy (Co6té et al., 2020), or the

projects under the Chinese Belt Road Initiative
(Buckley, 2020), involve new forms of governance
where legitimacy is difficult to establish without a
process of continued deliberation. At the same
time, such processes of deliberation are likely to be
strongly influenced by local institutional condi-
tions as well as the micro-foundations of strategy
(Contractor, Foss, Kundu, & Lahiri, 2019), i.e., the
preferences and priorities of the individuals spear-
heading such projects. The notion that firms (or,
e.g., city governments) have active and legitimate
agency in such processes could be contested, but
ultimately it is the types of partnerships forged and
the outcomes achieved that matter, and these
should be the focus of attention of international
business scholars.

CONCLUSION

The complex effects that investment by MNEs
induces on their home and host countries by
creating new industries, increasing the efficiency
of existing industries, or accelerating the rate of
overall investment are traceable back to an initial
productivity advantage. Without this advantage it
would not be possible for firms to overcome the
costs of adjustment and distance that are required
to successfully exploit their knowledge-based assets
abroad. Furthermore, both the positive and nega-
tive effects resulting from MNE activity derive from
the unique combination of ownership-specific
advantages and market power each firm possesses.
These effects were present, at least in a rudimentary
form, already in the analysis presented by Dunning
(1998 [1958]).

Further research over the past half century has
contributed to a substantial body of literature
within IB and economics examining the specific
contingencies that might lead to both positive and
negative outcomes for the home and host coun-
tries. Value chains coordinated by MNEs can lead to
innovation, industrial upgrading, higher wages and
better working conditions, or they can do the
opposite. While the positive outcomes can be
facilitated by policy (e.g., linkage programs, train-
ing, infrastructure, R&D credits), policy failures can
also lead to exploitation or overuse of resources,
and MNE investment can both accelerate and
amplify such failures. We have argued in this paper
that MNEs make a contribution to the global
economy by experimenting not only with new
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ways of configuring the value chain, but by devel-
oping new governance forms in multi-stakeholder
partnerships.

We presented a three-pronged argument. First,
we examined how the governance structures of the
value creating activities of MNEs have evolved
towards more networked forms that are geograph-
ically highly concentrated. Second, we expanded
on the proposal put forward by Lorenzen et al.
(2020) of ‘local spawning’ of entrepreneurial activ-
ity by MNEs as a way to alleviate some of the
negative social consequences of the high concen-
tration of innovative activity. We connected this
proposal to the broader discussion about corporate
social responsibility, and outlined some of the
governance challenges this model of engagement
implies. Third, we proposed that where multina-
tionals engage in local experimentation both in
their value creation activities and in terms of
governance forms, and where experimentation is
also being pursued in parallel by governments, a co-
evolutionary framework offers a general model for
understanding the dynamics of firm-government
relations in the Information Age.

For MNEs this is an unprecedented challenge, as
these partnerships take place in a very specific
context and require the development of specific
skills of partnering. Intra-country differences can be
very large, and consequently cities have emerged as
the effective level at which these strategies can be
crafted and new governance forms developed. We
can point to a few examples of these kinds of
developments already appearing in the literature.
One example is an urban development project led
by the Sidewalk Labs unit of Alphabet in Toronto
which ran into difficulties in negotiations about
new regulations for data governance, intellectual
property and privacy, with the project eventually
being withdrawn (Co6té et al., 2020). In other cases,
knowledge-intensive multinationals have
attempted entry but have been spurred by local
communities amidst fears of increasing inequality
and gentrification, as was the case with Amazon's
second headquarters, which was due to be located
in New York but was subsequently moved to
Virginia. Another example is the attempt by
Guggenheim to build a satellite museum in Hel-
sinki, which was seen as elitist and not serving the
public interest (Ritvala, Granqvist, & Piekkari,
2020). In all three cases, there was initial support
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from local government officials, who believed that
the projects would contribute to the city in a
positive way. However, in the latter two cases this
was coupled with a lack of sufficiently nuanced
understanding of the broader sensitivities sur-
rounding the project by its main promoters. This
blindness (at least in hindsight) on the part of
sophisticated actors is indicative of the complexity
of this kind of public—private partnering, and it is
also a prevalent characteristic in the examples from
the mining industry discussed by Henisz (2016).

In the current political and economic climate,
there is a distinct possibility that ownership advan-
tages may again become more closely tied to the
home country rather than being purely firm-spe-
cific. An essential aspect of this techno-nationalism
(Petricevic & Teece, 2019) is the increasing involve-
ment of national governments in the organization
of economic activity with the goal of not only
facilitating value creation, but ensuring value cap-
ture by domestic MNEs. Essentially, each country
tries to ensure that it occupies the upward parts of
the ‘smile curve’ involving R&D, design and mar-
keting, where value capture is the highest (Mu-
dambi, 2008). There is thus an inherent
contradiction between the techno-nationalist para-
digm and the reality of knowledge creation within
multinational firms, that is increasingly dependent
on access to localized knowledge sources abroad
(Buckley & Hashai, 2020).

At the same time, it is an open question how far
the structure of the current global economy is in
fact reversible, at least in the short run. The collapse
of the first global economy after World War I was
rapid and comprehensive, but Kobrin (2017) pro-
vides reasons to believe that in the current global
economy, which is much more interdependent and
much more diverse in terms of the modalities that
are used to govern cross-border flows of value
adding activity, it is conceivable that the structures
are more robust in the face of massive change. The
level and location of activity within value chains
can be adjusted without necessarily engaging in
equity investment or divestment (Cuervo-Cazurra,
Doz, & Gaur, 2020). In another process of experi-
mentation, the various restrictions on travel and
migration due to the COVID-19 pandemic are
being at least partially overcome by greater digital
connectivity by MNEs. These challenges underline
the need for MNEs to develop a broad variety of
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institutional knowledge and capabilities that allow
them to partner effectively and build ecosystems
that are both socially and economically
sustainable.
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