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Resumo

Este trabalho apresenta a evolugado da filial de mmiéinacional localizada em um pais emergenteredomo
objetivo descobrir os obstéaculos enfrentados deremblucéo da realizagéo da fungdo estratégicdorgn de
um estudo histérico, voltando 40 anos atras, oajodescreve marcos na evolucdo e destaca os olbstacu
enfrentados para o desenvolvimento e aplicacacedarsos, sejam eles vindos dos HQ's ou do proaksso
incorporacéo da filial. O resultado da pesquisantpos obstaculos encontrados pelas filiais ao durapseu
papel e mandatos a fim de alcancar internaciorg@® as tipologias de evolucdo que emergem dic¢ate
entre as barreiras locais e empresariais.

Palavras-chave evolugédo da filial; fungBes estratégicas; capmbidda filial; multinacionais.

Abstract

This paper presents the evolution of a multinatisrsubsidiary, which is located in an emerging oy, and
aims to uncover barriers encountered during théuéea of the accomplishment of its intended styataole.
Throughout a historical study that goes back 40syge paper depicts milestones in the subsidiagyblution
and highlights barriers encountered to developimd) deploying capabilities, whether they are tramefkfrom
HQ's or emerge from the subsidiary’s embedding essc The results of this research point out thedrara
subsidiary faces while accomplishing its role amdied towards the ends of internationalization amdlution
typologies that emerge from the interaction betwleeal and corporate barriers.

Key words: subsidiary evolution; strategic roles; subsidieapabilities; multinationals.
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Introduction

Traditionally, the study of the internationalizatiof a firm's activities finishes once Foreign
Direct Investment (FDI) occurs. However, we belighat success or failure in every attempt at
internationalization depends not only on activitezsried out during the establishment of foreign
subsidiaries but also on post-FDI activities; thaeme attention should be paid to the subsidiaries’
evolution rather than merely to the localizationgass in which strategic intentions and measuees ar
put in place.

In theory, if the localization process is propeplanned and concluded, subsidiaries have a
greater chance of succeeding in foreign marketsneb®less, some subsidiaries face diverse barriers
rendering them unable to accomplish their strategjie. What is meant byarriers are all difficulties
in a subsidiary’s business environment that cabeotasily overcome through corporate knowledge,
even though the subsidiary in question went throagtroper localization process where corporate
coordination and control mechanisms were put irtglaoordination and control mechanisms are
defined as those processes and procedures to leddto by subsidiary managers in order to
replicate corporate knowledge.

Some attempts have been made to focus research anosaebsidiaries. For example, while
discussing multinationals’ (MNE) coordination menisans, researchers have highlighted that
companies not only allocate resources and tramsinologies but also benefit from the knowledge
collected from every node in the network (CassaarkD& Gulamhussen, 2009; Jenkins & Tallman,
2010; Nachum, Zaheer, & Gross, 2008). The impogafaistinguishing between configuration and
coordination activities throughout the internatiliration process has also been stated (Beugelsdijk,
Pedersen, & Petersen, 2009; Cerrato, 2006; Li &narg 2007). Due to this, international business
studies (IB) have concentrated their efforts orcuising what are the most suitable coordination
mechanisms that allow a MNC to benefit better frimreign subsidiaries; such as the research of
(Criscuolo & Narula, 2007; Maritan, Brush, & Karma2004; Reger, 2004). Meanwhile, international
manufacturing studies (IM) tend to concentrate ¢tratnconfigurations enable effective execution, as
in the research of (Ferdows, 1997; Luo & Zhao, 2@ & Gregory, 1998; Vereecke & Dierdonck,
2002). Further research about how subsidiariesaidkinowledge states that subsidiaries’ linkageks an
the linkage density are very important in regam®drformance and influence within the corporate
network (Almeida & Phene, 2004; Luo & Zhao, 200%Fhis concept has given rise to the term
embeddednessdefined as the number of exchange relationshgdeden the subsidiary and other
entities in and out of the corporate network frommiak the subsidiary is able to collect potentially
commercially exploitable knowledge (Almeida & Phe@604; Andersson, Forsgren, & Holm, 2001;
Clark & Almond, 2004; Garcia-Pont, Canales, & Nob@809; Holm, Malmberg, & Sdlvell, 2003;
McDonald, Warhurst, & Allen, 2008).

We believe that the study of barriers to the ewofubf subsidiaries is an important research
topic because it could not only help managers tesiee and prevent evolutionary constraints but also
drive international business studies (IB) to foaus and recognize subsidiary evolution as a key
element to success. Another important issue isaltfadugh current research has focused on how Post-
FDI activities come as a consequence of previotgsriationalization efforts, the idea that they are
continuation of the internationalization process het to emerge. This paper claims Post-FDI
activities to be a further stage in the maturitytted relationship between a parent company and thei
subsidiaries, and also an extension of the intemmalization process. Therefore, this paper aims to
ascertain how barriers to subsidiaries’ evolutimane of the main characteristics of its evoluaon
also to establish which roles plants and subsiBaaire able to play within their networks, rattnemt
merely the traditional view of what the networksque through the plants and subsidiaries.
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Literature about Strategic Roles of Subsidiaries, RBsearch Question, Gaps &
Propositions

Some research (Narula & Dunning, 2000) classifiB$ fotives as: resource seeking, market
seeking and efficiency/strategy seeking. Henceceforand motives combined with companies’
strategy and the attractiveness of location carstit complex mechanism for explaining what it is
that MNEs pursue through their subsidiaries. La002), at his end, define FDI benefits based on
proprietary assets (ownership assets) and noniptapr assets that can be obtained from the market.
In consequence, if internationalization explains thsource allocation drivers in foreign countries,
then localization should discuss not only the waynpanies establish and transfer knowledge and
technology to their subsidiaries but also how thbsgliary evolves via the development of its
capabilities. Once a foreign subsidiary has bednupeto play a specific role within a corporate
network, coordination between headquarters and sinesidiary is needed to ensure that the
corporation gets the best results from that speniide.

It has been stated that the difference in powewden foreign business units relies on profit
contribution, distance to heartquarters (HQs) arspeeially the control of critical linkages
(Birkinshaw, 1995; Gammelgaard, 2009; Ghoshal &tlBtr 1990; Kang & Li, 2009; Marin &
Verdier, 2009). By controlling these linkages, sdiasies can influence the assignmentooflers
from HQ’'s and engage in further functional and gapbical responsibilities (Birkinshaw, 1996;
Cantwell & Mudambi, 2005; Eckert & Rossmeissl, 2DOFMowever if this were absolutely true,
subsidiaries’ success would be limited to only &hfisv targeting growing markets that were managed
solely by expatriates and having control of pdditiand financial sources. In contrast, it is pdssib
see disparities in subsidiaries’ performance evéhinvhealthy organizations or those operating in
frugal geographical regions; many of these subs@iahave failed to accomplish their intended
strategic roles and currently remain in their laoad. In consequence, our research questioVisat
are the barriers to the accomplishment of subsididaes’ strategic roles that would keep them
from being competitive, not only in their locality, but also across their corporate networks?

Literature about subsidiaries’/plants’ strategideso shows two research strands: authors
concerned about the role subsidiaries play basexh uppe of interaction and flows within the
network, and those interested in the role they flased upon characteristics of their location and
available knowledge.

Emphasizing the importance of coordination mechmasjslarillo and Martinez (1990) discuss
the role that subsidiaries play in terms of therdegf coordination and localization of companies’
activities. Therefore aeceptive subsidiary would carry out activities needing a high degrée o
integration and a low degree of localizati@m autonomous subsidiarywould perform activities
with a high degree of localization but a low degoééntegration, while amctive subsidiarywould
need a high degree of both. It has been stated, (Tsa& Lee, 2006) that cultural distance between
HQs and Subsidiaries impacts on subsidiaries' peaesatisfaction of their efforts. Three different
roles were established: Respective Subsidiaries (txal responsiveness but highly integrated),
Autonomous Subsidiaries (high local responsivermgsiow integration) and Active Subsidiaries
(highly integrated and high local responsiveness)a similar sense, (Birkinshaw, 1995) defines
subsidiary roles based on the effect coordinati@ehranisms have on subsidiary responsibility as: a
local implementer if it is adopting HQ'’s technology, specialized contributor if it has significant
expertise in a specific function; andvarld mandate if it has extended responsibility, geographically
speaking. While analyzing the sources of fundingeased by the R&D labs of foreign multinationals,
Papanastassiou and Pearce (2005) also found apongence between coordination mechanisms and
strategic roles, and using this information defidedr roles R&D labs playSL1 to support local
production operations by assisting in the adaptadiothe products to be produced or processes to be
used;LIL to develop a distinctive new product that it wiloduce for its marketsSL2 to support
non-UK production operations of the MNE by advisiog the adaptation of the products to be
produced or processes to be used; Hhd to generate the MNE’s core technology. Concerning
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coordination mechanisms but based on network fl@&ugta and Govindarajan (1991) conceptualized
subsidiaries’ strategic roles in terms of high dowd levels of knowledge outflow and inflow: the
Global Innovator serves as the fountainhead of knowledge for athis; thelntegrated Player role
implies a responsibility for creating knowledgettisan be utilized by other subsidiaries; thecal
Innovator role implies that the subsidiary has almost coteplecal responsibility for the creation of
relevant know-how in all key functional areas; d@heimplementor role is one where the subsidiary
engages in little knowledge creation of its own aekiks heavily on knowledge inflows from sister
subsidiaries. Vereecke and Dierdonck (2002) expguwh the inter-organizational flows described by
Ghoshal and Bartlett, (1990) and, based upon tlggedeof centrality, recorded communication,
innovation and people movements in a pool of mastufang plants, defined a new network plant
typology: theisolated plant, theblue-print plant, thehost plant, and theglue for the network plant.
The commonality of the literature mentioned abawvéhiat they explain subsidiaries’ strategic roles
based on MNEs' coordination mechanisms. Howevegy tldo consider these coordination
mechanisms equally established and fair acrossefitiee organization, which constitutes our first
research gap, and enables us to state our finsopitan:

Proposition 1: Corporate coordination mechanisms are a potesbairce of barriers to
subsidiaries’ accomplishing their strategic roles.

On the other hand, researchers interested in thesubsidiaries play based on characteristics of
their locations and knowledge available state theportance of location competence for
internationalization drivers: manufacturing costcess to skills and knowledge, and proximity to
market. Ferdows (1997) states six strategic rofefactories: offshore, source outpost, leader,
server andcontributor . Location competence is the newly introduced dsi@mand here subsidiary
roles would depend not only on corporate coordimathechanisms but also on location competence.
Subsequent research about inter/intra organizdtimkages proposed by Bartlett and Ghoshal (1987)
evolved the concept of subsidiary embeddednessnedefas the subsidiary’s sum of total
interdependences as a consequence of its positi@nbusiness network. Andersson, Forsgren and
Holm (2002) argue that the stronger the technical business embeddedness of a subsidiary, the
better the subsidiary’s market performance andatporate influence (Andersson, Forsgren, & Holm,
2000, 2001; Andersson, Forsgren, & Pedersen, 189®erssoret al, 2002).

This is an important finding since it radically clggs the concept from the previously accepted
belief that corporate knowledge and technology #dveam HQ's to subsidiaries, to the concept that
knowledge can be created, codified and packagedc&onmercial exploitation and deployed
corporately from subsidiaries. This is a tremendapgrading of subsidiaries’ roles by naming them
centers of excellence. The literature mentioned/@lsonsiders subsidiaries’ locations as an importan
booster for subsidiary performance; however als¢hstudies are based on what MNEs can get from
the location and not on what the location can dffethem, which constitutes our second research gap
and enables us to state our second proposition:

Proposition 2: Location competence is a potential source of berito subsidiaries’
accomplishing their strategic role.

Research Method

Research background

The international community has, since the late0l9&eported an increase in Foreign Direct
Investment (FDI), with developing nations featurisggnificantly in the total (United Nations
Conference on Trade and Development [UNCTAD], 200yuntries attract FDI flow unevenly and
according to their potential, based on inherentaathges due to location and on created competitive
advantages (Davis & Meyer, 2004; Falck & HeblicB0&; Talay & Cavusgil, 2009), such as market
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size, strategic location, the country’s resouraeslustrial profile, industrial agglomeration and
synergy, and industrial policy, among others. Withieveloping nations, those with rich natural
resources, such as Mexico and Saudi Arabia, usée @t the top of the list but a change has been
reported in the FDI flow rationale from seekingdtons with inherent advantages to locations with
created advantages (Ozawa & Castello, 2001; Pen20@?) resulting in the emergence of important
manufacturing-base countries such as Singapordviataysia as well as large markets like China,
India and Brazil. In consequence, and since deugjogountries are increasingly dependent on FDI
inflow, mainly from MNE’s, it is important to undgiand the FDI rationale as well as the potential
roles MNE subsidiaries are able to play dependingtt®e geographical extent of their mandates
(Birkinshaw, 1995), goals pursued by HQ's (Ferdol297), how excellent subsidiary capabilities are
(Khurana & Talbot, 1998), subsidiary autonomy (Aml& Birkinshaw, 2010; Cantwell, Dunning, &
Lundan, 2010) and subsidiaries’ ability to adoptllipate and create knowledge (Andersson,
Forsgren, & Holm, 1996, 2001; Anderssatnal, 2001, 2002). The ultimate goal pursued in thiskwo
is to discuss the way MNE'’s’ subsidiaries can bignedt only their corporations but also from the
local environment.

Selection of research sample

This research started with the identification, tigio exploratory case studies (not reported in
this paper), of those factors that have made MNEHssidiaries in Mexico shift their production pkant
to more beneficial locations. There were five cdseged at in all before selecting the main case
reported in this paper, at three different leveisapalysis: country, sector and firm. These cases
focused on two different types of industries: appand electronic. Company cases were selected due
to the impact their divestments had on macro-ecandigures and the attention they received from
academics and policy makers in Mexico. Table 1 shomallenges that emerged from the exploratory
case studies, from which it was possible to dratpotential research questions to be analyzeddurth
through the literature review process. Differerstutes that could be obtained from this process:

1. Find accurate answers in the literature to the tgpress emerging from exploratory cases that can
also explain the phenomenon.

2. Find partial or incomplete answers to the questiemerging from exploratory cases that can
partially explain the phenomenon. This would idignttheoretical gaps and questions could then be
modified accordingly until they derive appropria¢ésearch questions.

3. Find no answers to the questions emerging fromoeajry cases. Then the research would need
to build a theory that either explains the phenamneor assists in furthering research in this matter
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Table 1

Summary of Challenges and Resulting Literature Topis

Case Study Challenges which emerged from Questions which  Literature to
exploratory cases emerged Review

Economic and 1. Understand the dynamics of global 1. How can MNE’s 1. Firm growth

Industrial competition. be encouraged to theory

evolution in 2. Understand the ways technology can be n&ay longer in - Definition of

Mexico only adopted from abroad but also created arld€xico? growth
spread across Mexican manufacturers. 2. How can - Growth

3. Understand the role of industrial policy in indigenous industry mechanism

reinforcing the internal market and be underpinned? o
underpinning indigenous and foreign 3. How can the entrepreneurship
companies. technological - Role of
I orientation of
Apparel 1. Understand the way indigenous products technology
Industry in manlffactur?rs can access technology and e viredin | 2. Theory of
Mexico novel manufacturing practices. Mexico be International
2. Understand the dynamic of international  pgosted? Production
JV's and the role of systems integrators. 4. How can - Inherent & created
Sara Lee 1. Understand different costs involved in sustainable FDI competitive
divests producing in foreign countries. inflows be advantages
operationsin 2 Understand drivers that motive such ensured? - Transactional cost

Mexico companies to operate under Maquiladora 3. International
program. Manufacturing
3. Understand the role of technology in studies
firm/location wealth. - Network

Electronics 1. Understand the role of research institutions configuration

Industry in on the development of technology. - Plant roles

Mexico 2. Understand the role of industrial policy in 4. International
reinforcing the infrastructure of the country. Business studies
3. Understand the dynamics of global - Network
competition and its effects on industrial coordination
organization. - Subsidiary
4. Understand industrial trends and their effect management
on regulatory matters.

Phillips 1. Understand the way companies get involved

transfers in activities upstream of the supply chain,

production lines

to China

including R&D.

2. Understand ‘manufacturing’ as the complete
process from the conception of the idea to
placing a product in the client’s hands.

Table 2 takes the questions emerging from exploratases, compares them with the literature
review and suggests four statements that could hgvesitive impact on such questions. However,
there is still a lack of answers for some spedggues that can potentially become theoretical .gaps
There are isolated relationships such as:

1. Long-term generation of profid MNE’s stay longer.
2. Subsidiary embeddednessbenefits to location.

3. Greater investment in subsidiary (knowledge/tecbag) > Greater chances of success.
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Therefore,

268

it is possible to paraphrase the questamerging from exploratory cases into one

more comprehensive one that includeseater investment (Plant/subsidiary role) witthong term
generation of profit (benefit to corporation) and wiubsidiary embeddednesgbenefit to location)
- How can subsidiaries upgrade their roles to supportheir corporations and the local economy?

Table 2

Linking literature review & exploratory cases

Summary of Literature Review

Firms’ Growth

Theory of
International
Production

International
Manufacturing
Studies

International
Business Studies

A: Sustainability growth only through the long-tegeneration of profit.

B: Growth depends on companies’ perception of: uiséértainty acceptance, ambition of
founders, managerial styleinctional heterogeneity and entrepreneurial attitude.

C: Companies embark on international production beeaf market imperfections.

D: Companies transfer a complete package of tecposkills and knowledge.

E: A close cultural distance between companies’ hantehost country and the incremental
commitment boosts internationalization.

F: Plant roles denote what the corporation aimstdrgm the new site.

G: Through location decisions companies select apreduction site, relocate an existing
facility and reallocate existing ones; the analgsis be done either in snap-shot or dynamic
basis taking in account either a single functioa aetwork approach.

H: Geographical dispersion and learning and thafability are the manufacturing

network’s features that shape its multi-domestiglobal-coordinated configuration.
Network’s operational performance depends on nédipiamt capabilities interaction.

I: Centrifugal/centripetal forces impact on interoiadlization speed for seeking: resources,
market, and efficiency/strategy.

J: Global coordination and national responsivenegsiisued throughout subsidiary roles, in
which operational freedom depends on subsidiatyente on network.

K: Subsidiary knowledge through adoption, diffuséom creation levels and intensity
depends on its degree of embeddedness.

Linking exploratory cases to literature review

Questions from
exploratory
cases

Do answers
satisfy question?

1. How can MNE’s be encouraged to stay longer imxibte?

2. How can indigenous industry be underpinned?

3. How can the technological orientation of produnanufactured in Mexico be boosted?
4. How can sustainable FDI inflows be ensured?

A: Partially; if profitable, MNE's will stay in Meigo but this is not directly related either to
the firm's degree of investment or its creationmeflth.

B: NO; even with a low degree of risk and uncertgiMNE’s will shift their activities.
C: NO; market imperfections appear to be worldwideMNE's stay just in certain locations.

D: Partially, greater knowledge transferred leadgréater chances to succeed but how can we
make this happen? Is HQ'’s knowledge enough?

E: NO; if that is the case then the process ofd@ttrg FDI is slow and very limited.
F: NO; MNE goals are never committed just to a djesite.

G: Partially; the amount of infrastructure encousag®I but it is not enough since global
competition is high.

H: Partially; how can subsidiaries influence netwookfiguration decisions?

I: NO; centrifugal/centripetal forces appear tanmeldwide but MNE's stay just in certain
locations.

J: Partially; since it does not explain how subsidgcan drive investments to their plants to
improve their position.

K: Partially; since it does not explain the procafssmbeddedness.

Continue
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Table 2 (continued)

Linking exploratory cases to literature review

Paraphrased
Questions

Statements that partially answer the questionsiwhinerged from exploratory case studies:
- Long term generation of profit.

- As greater knowledge is transferred, the chan€ssiccess become greater.

- High level of infrastructure encourages FDI infk

- High degree of embeddedness boosts investment.

Remaining lack of answers

- Is firm growth directly related to either the deg of investment or the creation of wealth?
- How is it possible to ensure the transferendenofvledge?

- How can subsidiaries influence network configioraidecisions?

- How can subsidiaries drive investments to thiin{s to improve their position?

- How can subsidiaries embed in their businessrenmient?

- How can subsidiaries upgrade their roles to stgpeir corporations and the local
economy?

Summary of Subsidiary Evolution

Table 3shows the characteristics ofthe developmephases of the subsidiary,
marked by milestones of initiation, as well adisire challenges.
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Table 3

Subsidiary Evolution in Brief

270

Phase Milestones  Period Characteristics Evolution Drivers Manufacturing Practices Business Practices Future Challenges
Phase I: Exposition 1935 open market for vehicles such as Evolution driver in phase I: exploit . SKD and CKD mechanisms were . Sales, distribution and1-Labor issues arise as one
Independent  of German 1949 Beetle was an important initial ~ Beetle’s characteristics of low cost ~ adopted before the automotive post-sales services in Of the key barriers for
Importer :\rﬂ1du§try in task. and stiff construction. decree of 1962 in order to reduce  main cities such as reacdhlgg Ithﬂe ﬂ%’i'b;“tg’

exico . . I . ico Ci needed. Inflexible labour

. The process of engagement . -Evolution driver within Phase | and ~ transportation costs. Mexico City, Puebla e

e i City and Torreon. egislation disables
between the company and Phase II: high taxes on imported managers from reducing
Mexico is an important vehicles; compulsory production of . Independent importers, . xing ti
e ; ] - orking time when market
characteristic of this stage. engines and manufacture of at least establish a formal :
\ h h : oo demand decreases, leading
60% of cars’ components in Mexico. relationship with VW. "\ oriers being laid-off
Phase II: Anewplant  1964—  gelection of a location in Mexico. Evolution driver in Phase Il is: . SKD and CKD mechanisms were . A formal relationship with a direct impact on
Localization is built in 1970 to establish a new plant. subsidiary managers concentrated on gradually changed by in-house between the Mexican training costs. This is
'\Pﬂléi?éi, . Process of localization of VW's  Quickly and accuratgly adopting production. plant Qnd VW is particularly important for
technology and business technology and business practices | The Mexican subsidiary adopted ~ €stablished, the the subsidiary since it is
practices. from HQ's. existing manufacturing technology Isubs||d|aryl_devilops immersed in a_nhmtirnal
> o . . . ) ; ocal suppliers to competition with other

. Emphasis is given to training. - EVvolution drivers within Phase Il and in the corporate network. which - ! \ !

P g g Phase Ill are: reduce dependency  was flex-mass production. comply with the business units to drive
from HQ's to run already established national content further investment into
business processes. exigency. their locations.

Phase III: A training 1970 - New vehicles were introduced . Evolution drivers in Phase lll: the . Technological change pushed the . Subsidiary starts e
Local center is 1088 ) . S ; . 2. The subsidiary is still
' and export to the US and Europe disengagement from HQ'’s in subsidiary’s managers to carry out adeveloping activities limited in two main
getw?rk . built started. operational terms; complying with  supplier development program.  not related to capabilities: participation
evelopmen ) ; i L i :
P . Technological change took place. 8XPorting mandates. . Operational complexity increased. ma}nuf_actgtrlng and ¢ of local suppliers in
: : . enlarging its base o ;

. Economic instability during this - E‘{OIUt'OrT drivers within Phase lll and \/yy closed down its manufacturing suppﬁerg in the forward sourcing and the
period impacted deeply on the IV exploit location’s advantages such pjant in the US and transferred location design of the vehicle’s hats
national market. as trade agreements, manufacturing  manufacturing lines to the Mexican for the North American

costs and strategic position in North plant. market.
America.
Phase IV: Closing 1988~ | iberalization of the automotive . Build interdependence between the . VWM is appointed as the . VWM increases its
Internal and  down of now sector in Mexico. Mexican subsidiary and different manufacturing center for North interdependency with
2)r(r:f)g:16:jledness:i/1\/ev82nt In . Faster technological upgrade of Pusiness entities in and out of the  American region. other business entities
vehicles than is demanded in the CorPorate network. . VWM put a special emphasis on
Mexican automotive market. improving its business practices

. Specialization of the Mexican with local suppliers by reducing
subsidiary to manufacture mid- logistics complexity and inventory
size cars. along the value chain.

Phase Vv: New Beetle 1998 — New Beetle is produced . Adopt and disseminate corporate . Mass customization of subsidiary . Subsidiary coordinates
Centre of is launched ~ Now exclusively in Mexico. knowledge, collect and package vehicles via the modularization of  activities regionally
excellence I\rllcz-:‘r;]ico . The subsidiary exports its commercially exploitable knowledge. parts and components. with US and Canada

manufacturing knowledge about .
the A4 production platform.

Coordinate solutions regionally with . Adaptation of company’s vehicles
other subsidiaries. to specific market needs.

subsidiaries
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Characteristics andAttributes of Subsidiary Evolution

In this section, the subsidiary’s (denoted by VWINramym) evolution attributes will k
depicted similarly to howhis was done for the parecompany (Salgado, 20). However, as is
expected in any HQ'subsidiaryrelationship, most of the subsidiary’s activitiespond to a corpora
strategy rather than isolated decisions made ldallconsequence, the analysis emgzes barriers
to the evolutionary process.

Figure 1 exhibitsfive main milestones denoting at the subsidiary went through
transformation process:

1. The Beetle exhibition at the 1953 Industrial FairMexico City raised expectations about
possibility of introducing such vehicles to Mexidacal investors embraced the venture, bec

exclusive importers and exploited Beetle’'s market foryears M ;).

. Independent importers sold their share toparent company and the company built a new plar
Puebla City; this was an intense period of trairamgl technology transfer which bore fruitly
seven years after establishing the plM>).

The creation of a training ceer enabled the subsidiary to reduce its dependent¢y@ontrol anc
on the use of expatriates. This capability was @ted later on by training Mexican managfor
executive positiondeading to theMexicanization of the subsidiaryM] s).

The closing down of a sister plant in the US aredtthnsference of its production lines into Me»
enabled the subsidiary to become the manufactwémer for North America and extended
manufacturing capabilities because of the needmtapty with different market requirements. T
capability was then exploited further and foreigles reached 82% of the total saM,).

Excellent performance by ttsubsidiary and the promising business environmemié Nortr
American region turned the subsidiary into a er of excellence; the parent company chose
subsidiary out of the whole corporate network tmizh the new version of the Beetle from Me: on
a worldwide basis. This capability was later exigldiby specializing the subsidiary’s manufactui
technology on the A4 platform, which has recentgt deployed to other subsidiariMs).

VWM's milestones denoting capability exploration and exploitation
Sources: Volkswagen Group's
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Figure 1. Milestones Denoting Capability Exploratior Exploitation Along Subsidiary Evolutiona
Process.
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After explaining the above examples of capabilitpleration and exploitation, Table 4 exhibits

272

a detailed list of main milestones as well as thkaracteristics and associated attributes.

Table 4

From Subsidiary's Milestones to Evolution Attributes Table

No. Phase Milestone Characteristic  Attribute
1 Phasel: VW'’s cars exhibited in Mexico City Capability Corporate
Independent Exploration Barrier
2 Importer Volkswagen Mexicana is founded as independentCapability Local Barrier
(1954 - 1964) importer Exploitation
3 (1954 — 1964) Beetles participate in the Pan-American Capabili Local Barrier
Exploitation
4 JV signed with Chrysler Mexico to assemble Beet@apability Local Barrier
Exploration
5 First beetles are assembled in Mexico Capability  Corporate
Exploitation Barrier
7 2" agreement to assemble Beetle by British Moto€apability Local Barrier
Company Exploitation
8 Independent importer (Volkswagen Mexicana) If Capability Corporate
so name needs full capitalisation. If not, leavésas Exploration Barrier
and changes “acquires” to “acquire”] acquires
British Motor Company
9 Investigation into viability of producing Beetles  Capability Corporate
Mexico Exploration Barrier
10 VW buys independent importers’ shares and foun@apability Local Barrier
VWM Exploitation
11 Phaselll: A new plant is built in Puebla, Mexico Capability Local Barrier
Localization Exploration
12 (1964 -1970) Stamping process and production line start Ghyab Local Barrier
Exploitation
13 Another important supplier builds a press shmop i Capability Local Barrier
Puebla Exploration
14 Inauguration of the training center in Puebla p&tality Local Barrier
Exploitation
15 VWM exports its first engines to US and Colombi&apability Corporate
Exploration Barrier
16 VWM exports front seat coverings to Germany Gdjia Corporate
Exploitation Barrier
17 Credit given to local dealers to acquire velsielad Capability Local Barrier

spare parts Exploration
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Table 4 (continued)
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No. Phase Milestone Characteristic ~ Attribute
18 Phase llI: VWM exports cars to Central America Capability  Local Barrier
Local Exploitation
19 getwork Type 2 production starts Capability  Corporate
evelopment L .
Exploitation Barrier
(1970 — 1988) o ) . . ] - .
20 New training center, unique in Latin America @hitity Local Barrier
Exploitation
21 The Thing is exported to the US Capability  Corporate
Exploration Barrier
22 VW executives promote Brazil and Mexico trade Capability Local Barrier
exchange Exploration
23 The Brasilia model is launched on Mexican MarketCapability Local Barrier
Exploitation
24 Mexican workers are sent to Germany for technicaCapability Local Barrier
training Exploitation
25 Outsourcing of seats and harnesses Capability Local Barrier
Exploration
26 VWM trains 35 young engineers for executive Capability Local Barrier
positions Exploitation
27 Golf Al (Rabbit) is introduced to the market Ghitity Corporate
Exploitation Barrier
28 VW transfers Beetle’s production lines to Mexico Capability Corporate
Exploitation Barrier
29 VWM, VWAG and Banco de Mexico establish a Capability Local Barrier
financing instrument to cover exchange risks Exploitation
30 VWM hires 35 young engineers to be trained as Capability Local Barrier
executives Exploitation
31 Project to increase VWM's supplier base to reduc Capability Local Barrier
costs Exploitation
32 New manufacturing plant in the US (VWofA) Capitpi Corporate
Exploration Barrier
33 Investment in VWM to increase capacity to Capability Corporate
complement VWofA Exploitation Barrier
34 VW Institute is created Capability Local Barrier
Exploitation
35 VWM starts measuring industrial waste Capability Local Barrier
Exploration
36 Project for Mexicanizing the executive levetlud Capability Local Barrier
company Exploitation
37 Negotiation with VWofA to export Al vehicles to Capability Corporate
the US Exploration Barrier
Continue
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Table 4 (continued)
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No. Phase Milestone Characteristic ~ Attribute
38 Phase IV: Several of Beetle's parts are transferred to naltion Capability Local Barrier
Internal & suppliers Exploitation
39 External VW executives discuss doing business with US an@apability Local Barrier
Embeddedness canada with VWM and suppliers Exploitation
40 (1988 — now) Press and body parts are outsourced to a nationa Capability Local Barrier
supplier Exploitation
41 Painting of spare parts, sub-frames and axlgivén Capability Local Barrier
to suppliers Exploitation
42 Project to create local suppliers (PICE) with th Capability Local Barrier
sponsorship of the National Chamber of the Exploitation
Transformation Industry and World Bank
43 VWM, VW of America and VW Canada are mergedapability Corporate
to form the North American Region Exploitation Barrier
44 An industrial park is created beside the VWNMhpla Capability Local Barrier
to establish automotive suppliers Exploitation
45 Purchasing department plans JIT delivery Caipabil Local Barrier
Exploration
46 Cost studies of export logistics scenarios Ciipab Local Barrier
Exploitation
47 VW'’s subsidiary in the US stops Mexican imports Capability Local Barrier
due to quality problems, ISO certification needed Exploration
48 VWM is certified by ISO 9000 Capability Local Barrier
Exploitation
49 New working shifts are negotiated between VWM Capability Local Barrier
and workers to improve flexibility Exploration
50 Mexican government gives support to New Beetle’€apability Corporate
project via tax breaks Exploration Barrier
51 The manufacture of Type 2 is transferred to VW d Capability Corporate
Brazil Exploitation Barrier
52 Suppliers are included in ISO 9000 guidelines pabdity Local Barrier
Exploitation
53 VWAG agrees to bring VWM up to date on Capability Corporate
technical and logistical production techniques Exploitation Barrier
following the example of SKODA
54 VW do Brazil ships the 1st Panel and Microbus to Capability Corporate
Mexico Exploitation Barrier
55 Phase V: New Beetle and fourth generation Jetta are launch&hpability Corporate
Centre of on the North American Markets Exploitation Barrier
56 Excellence VWM is the plant with the highest production Capability Corporate
(1998 —now)  yolume and export numbers and the national leadeExploitation Barrier
in the passenger car market
57 VWM is given the Excellence award by VW Group Capability Corporate
due to the improvements in its processes Exploitation Barrier
58 VWM starts a new plant for producing buses Céippb Corporate
Exploration Barrier
59 VWM exports fourth generation Jetta assembly  Capability Corporate
technology to other subsidiaries Exploitation Barrier
60 VWM starts the export of Bora/Jetta (fifth Capability Corporate
generation) to Europe Exploitation Barrier
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Two characteristics are associated with every taites

1. Capability Exploration, which is concerned with those milestones dendtiag the subsidiary (or
Independent Importer in the initial stage) putsoeffinto gaining new technology or business
practices and incorporates them into the subsidiagpabilities; therefore, capability exploration
would group together all stages of the learningess until the new skill is fully adopted.

2. Capability Exploitation, which is concerned with those milestones dendtiag the subsidiary (or
independent importers in the initial stage, whichswolkswagen Mexicana) puts effort into
deploying an existing capability in the subsidiargperational region.

However, there are two attributes associated vétthanilestone that denote the type of barrier
the subsidiary must overcome in order to reachttebgposition either in the market or across the
corporate network:

The Local (Development) Barrier, which is concerned with those milestones dendtireg the
business environment constrains the developmethteo$ubsidiary’s capabilities because of a lack
of proper conditions at the location. Thereforegxtremely adverse conditions are present, the
subsidiary will, as a consequence, barely evolve w@aill not gain better capabilitied.ocal
barriers are also calledDevelopment Barriers in this work because six types of development
barriers were identified for the subsidiary:

1. Market constraints concerns the lack of receptiveness to a compapsoslucts/services
because of market issues, such as market decladketmaturation, different market needs,
stiff competition, etc.

2. Supply constraints concerns the lack of availability of manufacturimguts at the location,
such as resources, raw materials, machinery, asss@vices, availability of workers, etc.

3. Knowledge/technology constraintsconcerns the lack or limitations of, knowledge and
technology at the location, such as skilled workesldlled suppliers, advanced business
practices among industrialists, qualified univéesit etc.

4. Infrastructure constraints concerns the lack of the proper infrastructureéhat location for
running the business, such as highways, railrasedsports, airports, telephones, etc.

5. Legal constraintsconcerns the lack of a legal framework or theterise of an adverse one at
the location, such as weak intellectual propertgtgmtion, complex taxation systems and
inflexible labor law.

6. Economic constraints concerns the availability of financial resourcesveell as economic
stability at the location.

The Corporate (Optimization) Barrier is concerned with those milestones denoting that
corporate coordination mechanisms constrain theldpment of a subsidiary’s capability. This
can be because it goes against the corporategstratechallenges the balance of the network or
because it is simply affected by political decisicemerging from the balance of power in the
organization. Therefore, if a subsidiary faces higirporate barriers it cannot optimize its
operation and performance. Therefore, corporatedbarare also calle@ptimization Barriers in

this work. In this case six optimization barrieessé been identified:

1. Spare capacityis concerned with the allocation of resourcesraaddates in subsidiaries with
substantially low capacity utilization that endarsyés profitability and consequentially its
existence.

2. Surplus prices regions for surplus cost regiongs concerned with the allocation of resources
and mandates in subsidiaries located in high oegions allocated to supply countries or
regions where the market is willing to pay surguses for high-priced products.
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3. Cost efficiencyconcerns the allocation of resources and mandagssidiaries established in
lower cost manufacturing regions.

4. Inherited capabilities concerns the allocation of resources and mandatesubsidiaries
holding a specific capability inherited from a fanowner, historically authorized by HQ or as
a result of the company’s reward system.

5. Increasing interdependenceconcerns the allocation of resources and mandatgsidiaries
in order to increase interdependence among a nigsweodes, with a consequential reduction
in a specific node’s influence across the corporegevork and an improvement in network
responsiveness.

6. Business Opportunitiesconcerns the allocation of resources and mandgaiesew ventures
emerging from business opportunities that templgrhmit the company’s financial resources.

Theorizing about Subsidiary Evolution Barriers

It has been stated in this work that, during ltealization process, a HQ conveys knowledge,
transfers technology, facilitates learning processed takes the plant/subsidiary to an initial réeksi
role. Therefore, in theory no barriers should bespnt after a successful localization process. If
development barriers are present, four possibleegsmay be emerging:

1. The location decision was made using inaccurabeommplete knowledge.

2. The localization process was unsuccessful or indet@p

3. There is low corporate awareness about changesah business conditions.

4. The subsidiary is moving into a role not suppotigdhe current location’s advantages.

Even though the localization process should estalfie subsidiary into an initial strategic role,
HQ and subsidiary coordination is needed to entdwecorporation gets the best from that specific
facility, since effective management of foreign sidiaries will ensure not only the success of the
plant or subsidiary but also increase the prolghif maintaining business activities at the looati
(Cerrato, 2006). However, even under the tightebsisliary control, not every single activity can be
regulated and foreseen; an appeal to the entramsdnip of local managers is needed to procure local
opportunities that enhance the subsidiary’s pasittmd the consequential empowerment of the
corporation. Hence, it is possible to obtain evideonf the above discussion in the case study: the
parent’s corporate strategy had a strong influemcéhe Mexican subsidiary’s performance, either in
developing more capabilities in the subsidiarynodiscouraging local attempts to gain them.

According to the discussion above we can suggest @hsubsidiary’s ability to develop
capabilities in addition to the ones that weret filfocated to develop its initial plant or subaigirole
are constrained in different degreesbgvelopmentand Optimization barriers. Figure 2 shows the
effect of the interaction between the Development @ptimization barriers on extended capabilities,
which are grouped aSourcing andR&D and used as examples of madvanced capabilitiesin
comparison to the ones considered basisettal production of mature products such as production
and logistics. In the sourcing group, every sulasidin the corporate network contributes to the
company’s pool of suppliers even if Development @dgtimization barriers are high; basically
becauséSlobal Sourcing® mechanisms are designed to find the world’s bastcg, mainly in terms
of price (Quadrant 1).
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Extended capabilities
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Figure 2. Effect of the Interaction between Development &mtimization Barriers on Extended
Capabilities.

Consequently, if the subsidiary can overcome aertgutimization barriers by getting HQ to
support the move to a higher role, the next stefeims of sourcing would be to develop strategies
with local manufacturers to achieve lower costs andanced services such as responsiveness and
inventory reductions (Quadrant 2). It is expecthdt tonce a specific knowledge, technology or
manufacturing practice has been implemented bettfeesubsidiary and a supplier, it will generate a
synergy among the subsidiary’s pool of suppliersraplicate the success. Therefore, suppliers’
development capability is needed to bring weakepkers along the value chain up to the necessary
standard (Quadrant 3). The subsidiary in questimviges an important example of how logistics
practices such as Just in Time and Sequenced Deliveere implemented first with main suppliers
and subsequently with others. Finally, a subsidigtlreach a mature stage in terms of sourcingeonc
suppliers in its pool participate in tHeorward Sourcing® mechanism and start influencing the
product development process of the company (Quadjan

A slightly different situation exists in the R&D ayup: if the Development and Optimization
barriers are high, subsidiaries won'’t participateany of the R&D activities. This is mainly the eas
for young subsidiaries that have not yet masteesiclfunctions (functions for serial productiongisu
as production and logistics) and concentrate #féirts on accomplishing their initial role (Quaxdta
5). However, as soon as the initial role is beiegoanplished, subsidiaries tend to become less
dependent on HQ'’s in operational terms and thegzefloe consequential step is for them to develop
their own market (Quadrant 6). It is important tention that we consider thmarket development
capability in an expanded way: from market inforimatgathering to foreseeing opportunities and
creating market niches from them.

The case study provided an important example céticrg new market niches when it re-
launched the Beetle for the Mexican market; howenerproduct development has been carried out
by the subsidiary. If Development barriers have nbgeadually overcome, mainly by supplier
development capability, as stated in the Sourcamrsubsidiaries will partner with suppliers in erd
to adapt products for specific market needs. Thibe case where subsidiaries export global preduct
to markets where environmental and safety regulatave different, or to a greater extent, if pattc
customers’ tastes have to be fulfilled (QuadranfTRg last position on the chart is when a subsidia
is not only located in a frugal location but alsnjoys a special freedom derived from low
Optimization barriers. In consequence, subsidiawdk start to design products for their specific
market needs, vienarket developmentandhat® design capability (Quadrant 8). It is important to
mention that due to the cost of product developrirettie automotive sector, it is very unlikely tizat
subsidiary would embark on designing a vehicleatfprm since it is very costly; therefore, this
activity is concentrated at HQ.
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In order to conclude the previous discussion, itssful to derive a typology of the subsidiary’s
position and its internationalization driver. Suchypology would summarize not only the position of
a subsidiary in terms of its development but aletp rshow the specific position where a parent
company would be more likely to drive such a subsyd depending on its corporate strategy. Figure
3 shows the subsidiary and its internationalizatioaers’ typology, where Quadrant l1a states that t
main rationale of a subsidiary in a location witighth Development barriers and high Optimization
barriers will be to target the local market. Howeveis important to mention that the rationalettos
type of subsidiary is different from the ones whos&n purpose is to benefit from low manufacturing
costs, since they will produce for a global reaasda on a global product (Quadrant 2a). The
difference in the degree of development barrierghie above-explained quadrants relies on the
facilitation of mechanisms to export productionwroks to other countries such as tax exemptions,
flexibility of labor, creation of export processiagnes, and the inclusion of the location in a frade
zone, among others. Therefore, recent establishiesidiaries that spend time reaching the desired
role and fighting against Development and Optimirabarriers are calle@Green Nodes Quadrant
1b; while subsidiaries exporting the greatest phtheir production volumes behave likkib Nodes
in the network, Quadrant 2b.

Extended capabilities

Sourcing R&D
3 4 7 8
. Supplier Forward Market Hat Design
2 Low Development Sourcing & Low Adaptation Market
g % Development
£ o
£ 1 2 g 5 6
o i [
3 Global Supplier o
z HIGH i Development T Market
2 Sourcing P E HIGH NIL Development
HIGH LOW HIGH LOW
Optimization Barrier Optimization Barrier

Figure 3. The Subsidiary and its Internationalization Drifgpology.

On the other hand, it is expected that a subsidianyld eventually overcome optimization and
development barriers, develop further capabilidésl move on to higher roles in the corporate
network. Without this, the subsidiary will endangder existence. This is the case for loss-making
subsidiaries that, after a trial period, the pammrmpany decides to divest. Sometimes, depending on
the extent of the development barrier and theuatitof the company towards risk, subsidiaries ate n
divested but their activity is kept to the minimum order to quickly react to potential business
opportunities (Quadrant 3a).

The case study offers clear examples of this typesubsidiary since the company put
investments on hold in several countries such asiRand Colombia until better business conditions
should appear; subsidiaries under these circumestabehave likd8arren Nodes (Quadrant 3b). A
subsidiary that has successfully overcome Develop@ued Optimization barriers will embed itself in
internal and external networks in order to empoitgiproducts and services (Quadrant 4a). These
subsidiaries are recognized as centers of excellenthin their networks and behave Rsrceful
Nodes (Quadrant 4b). Finally, it is important to mentithrat subsidiary positions among Quadrants
are not fixed since a subsidiary that has becomdetaor Forceful Node could eventually fall into a
Barren Node position if new development barriergiga or they simply lose coherence with current
corporate strategy.
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Conclusions

Evidence from the analysis of subsidiary localmatiprocesses suggests that subsidiaries’
potential for success is reinforced if their coggmns take them to a mature stage defineBlast
Role. In order to reach the mature stage, corporatieesl to invest heavily in education and training
until subsidiaries are able to replicate corpotatewledge faithfully; this status is verified once
subsidiaries’ managers disengage operationally fi#@ and the use of expatriates is kept to
minimum.

The parent-subsidiary relationship suggests thdisidiaries’ potential for success is
conditioned by the definition of initial plant raléhat reflect reliably what subsidiaries can otfer
corporations rather than what corporations neewh fiteem. Local input is critically important for the
definition of coherent plant roles and, rather thesing a one-off exercise, these roles need to be
monitored by subsidiary managers; feeding back drajlenges, threats or trends to their corporate
strategy.

The analysis of potential sources of corporate lagdtion barriers would improve not only
configuration and coordination mechanism but alsordase fair competition across a corporate
network, as well as give an opportunity to HQs tonitor host locations and adopt subsidiary
strategic role accordingly.

The subsidiary’s evolutionary process suggestsdiasidiaries’ potential for success is subject
to having an official, committed and active proce$ssubsidiary embeddedness in their corporate
network and local/global business environment. Tipsocess will increase subsidiaries’
interdependence with their related business framewacreasing the probability not only of keeping
their rationale for existence but also pushing fandvtheir plant roles to more advanced capability
levels. Data alludes to the idea that that subsedigpossessing highly mature stages become centers
of excellence for their corporations, having thdligbnot only to faithfully deploy corporate
knowledge but also being capable of collecting,ifyoth and packaging commercially exploitable
knowledge that can be conveyed back to their hegubcations.

Artigo recebido em 12.10.2009. Aprovado em 15.09.2M

Notes

! Global sourcing is a procurement strategy to enghe best worldwide source is introduced as seppiito the
manufacturing network.

2 Forward sourcing is a procurement strategy to tdtve product development cost by partnering withtiest suppliers.

8 A passenger car's system is grouped into two rokissifications: the platform composed of the eagimnansmission,
exhaust, etc.; and hat, which is composed of baahkwnd all equipment inside it.
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