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Unintended knowledge spillovers 
 

• Neoclassical view on the market for knowledge 
(Rugman’s perspective):  

– Inability of the market system to provide an optimal 
level of protection against unintended knowledge 
spillovers  market failures 

• Implications: Firm preference for internalization 

–  Avoid losses from knowledge appropriation 

– Maintain monopoly decision rights over pricing of the 
final good 



Intended knowledge spillovers 
 

• Relational views on knowledge spillovers: 

– Insufficient level of networking and knowledge 
sharing between organizations  network and 
relational failures 

• Implications:  

– Incentives for collaboration and knowledge 
exchange 

– Interfirm ties/collaboration enables value creation  

 



Market failure vs relational/network 
failure 

• Market failure arguments are correct BUT: 

– Are limiting since firms do not perform only through internal 
knowledge appropriation 

• Network failure arguments are correct BUT: 

– Are limiting due to an overly naïve view of cooperation and 
reciprocal accessibility of knowledge 

• Trade-off between knowledge appropriability and 
knowledge accessibility as a key concept to understand 
how unintended and intended knowledge spillovers 
work together 

 



The MNE advantage 

• When it comes to knowledge, advantages can be both ‘hard’ 
(e.g. technology-based) and ‘soft’ 

• The MNE provides the potential for: 
– A diverse knowledge base  
– The capacity to exploit such potential through organizational 

mechanisms to leverage such diverse knowledge firm-wide 
 

• The institutional level argument 
– The firm: Advantage of the firm over alternate forms of governance 

rather than the FSA of a particular firm 
– The MNE: Advantage of the MNE over uni-national firms or markets 

• The firm level argument 
– Firm advantage would be determined by differences in the ability of 

firms to tap into the potential that the MNE as an institution provides. 
 



MNEs and (the need for) firm specific 
advantage 

• An FSA is deemed axiomatic/essential for the MNE: 
– To offset R & D costs  
– To offset the liability of foreignness  

• Internalization and FSA 
– Control over pricing also enables the firm to offset the liability of 

foreignness 

• The distinction between these two drivers has not always 
been clearly made 
– The LOF argument has more to do with---and indeed assumes---the 

need for and existence of an advantage 
– The internalization argument has more to do with the need for the 

advantage to be exploited through internal organization within the 
firm rather than with whether the firm is foreign or not 

• The internalization argument in effect grafts an efficiency-based 
argument onto the monopoly-based argument 
 



The challenge for the FSA-based 
argument 

• FSA tends to result in a market characterized by an 
imperfect equilibrium 
– Makes a firm more conservative as it seeks to protect its 

advantage 

• Argument becomes less relevant for firms when: 
– They cannot rely on such sources of advantage  
– When operating in high velocity environments, 

characterized more by disequilibrium, where advantage 
tends to be more transient in nature 

• As advantages become more transient, is an FSA-
based strategy too conservative? 



The emergence of emerging market 
multinationals  

• How can one explain the FDI of firms from emerging economies 
(EMNEs) that: 
– Do not seem to have the traditional FSAs, such as technology or brand 
– Their FSAs tend to be location-bound in that do not readily transfer 

across borders  
– Face a higher level of LOF 

• Increasing FDI through acquisitions by EMNEs in advanced 
economies 

• EMNEs may be starting from an advantage deficit 
• From a knowledge-based view, the act of internationalization 

initiates a process that places the firm within a particular flow of 
opportunities  

• From such a lens, both internationalization and acquisition can be 
understood as part of an entrepreneurial endeavor to ultimately 
create advantages (Madhok and Keyhani 2012).  
 



Moving on: Austrian economics as a 
tool for understanding? 

• Austrian economics-based perspective on 
entrepreneurship:  
– The market is a process in constant mutation 

rather than a state 
– Imperfections in the economy are not imposed by 

objective factors but by more subjective ones such 
as ignorance 

– Market participation is the key to overcome such 
ignorance 

– This opens up opportunities for more 
entrepreneurially alert firms. 



Back to internalization 

The internalization argument does not sufficiently appreciate: 

1. The trade-off between knowledge appropriability and knowledge 
accessibility and its impact on governance choices 

2. Constraints on the capabilities of firms (Madhok 1997) 
– Rather than a fit between governance form and transaction, the relevant fit 

may be between knowledge required and knowledge possessed 

3. The benefits of a particular form of governance that can be generated 
intrinsically from the form itself in a more dynamic way (Demsetz, 1988). 
– E.g. Acquisitions place the firm within a particular flow of opportunities and 

act like an option or platform upon which to build future capabilities 

4. The strategy of the particular firm  
– Different firms have different resources/capabilities and different strategies 
– Therefore, there is no one best way to organize which explains why different 

firms organize similar transactions in different ways (Madhok 2002).  
 



DEBATE! 

• Is internalization a general theory for FDI that 
explained ‘most (and probably all) the reasons 
for FDI’ (Rugman 1980:376)?  

 


