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Abstract
We explore the determinants of absorptive capacity by examining how managers of 
MNE subsidiaries operating in emerging markets recognize, assimilate and apply 
external knowledge. From analysis of the subsidiaries of 12 MNEs with data from a 
total of 62 informants from China, India, Brazil and Kenya, six constructs emerged: 
prior knowledge significance, unlearning, explorative scanning, transformative 
learning, exploitative application and organization context. Through the iteration of 
data and theory, we develop a model, which presents a process framework that sug-
gests the dynamic relationships among the emergent concepts underlying absorptive 
capacity. By identifying and explicating key actions and practices that have previ-
ously been largely treated as implicit in the absorptive capacity literature, the study 
enriches understanding of the micro-processes of absorptive capacity.

Keywords  Absorptive capacity · Emerging economies · Innovation · Learning

1  Introduction

What drives the ability of MNE subsidiaries to absorb knowledge in emerging mar-
kets? To answer this question, most prior literature has focused on the internal cor-
porate embeddedness of MNE subsidiaries (Bouquet and Birkinshaw 2008), accen-
tuating knowledge transfer among subsidiaries and MNE headquarters and peer 
subsidiary units throughout the world. This focus means that the existing literature 
offers limited insight into the larger questions of how MNE subsidiaries develop 
their ability to absorb external knowledge in the local institutional setting in ways 
that generate competitive advantage. The exceptions are the relatively few studies 

 *	 Jing Zeng 
	 j.zeng@kent.ac.uk

1	 University of Kent, Kent Business School, Canterbury, UK
2	 University of Leeds, Leeds University Business School, Leeds, UK
3	 University of Gloucestershire, The Park, Cheltenham, UK

http://orcid.org/0000-0002-5374-9678
http://crossmark.crossref.org/dialog/?doi=10.1007/s11575-019-00392-9&domain=pdf


	 J. Zeng et al.

1 3

that have sought to understand subsidiary absorptive capacity by examining how 
they engage in their own learning and knowledge acquisition processes conditioned 
by the local environment (e.g., Andersson et al. 2014; Fan et al. 2015; Fang and Zou 
2010). The research gap warrants attention given the increasingly significant role 
played by subsidiaries in MNE innovation (Birkinshaw 1998; Venaik et  al. 2005) 
and the unique and valuable ways in which knowledge is combined and applied to 
create competitive advantage (Cohen and Levinthal 1990).

Prior research has implicitly assumed the universal beneficial effects of experi-
ential learning and the augmentation of firm-specific advantages by capitalizing on 
host countries’ unique resource endowments and location-specific advantages (e.g., 
Birkinshaw 1998; Lu and Beamish 2001). However, such research has not uncov-
ered distinct locational effects and how these effects may impact on managerial atti-
tudes to learning at subsidiary level. This understanding is important, as a grow-
ing number of IB scholars have argued that MNEs when operating in one type of 
institutional environment, may draw erroneous inferences and apply incorrectly their 
knowledge and experience in a different institutional environment, which may actu-
ally harm their subsidiaries (e.g., Kim et al. 2015; Volberda and Lewin 2003; Zeng 
et al. 2013). Many MNEs are attracted by the opportunities and potential economic 
growth offered from emerging markets such as China, India, Mexico and Brazil (de 
Soto 2000; Hart and Christensen 2002). However, these markets present extreme 
cultural, geographical, religious, ethnic and linguistic heterogeneity (Hammond 
et  al. 2007; Webb et  al. 2010), which signifies fundamentally new challenges for 
the field of international strategy for MNEs. Hence, although we know that absorp-
tive capacity represents a key organizational capability, existing knowledge on why 
variations exist across MNE subsidiaries in emerging markets to engage in local-
ized learning remains not sufficiently understood (Cano-Kollmann et al. 2016; Fan 
et al. 2015). Therefore, an understanding of the process of how subsidiary managers 
engage in local learning and how this learning process interacts with the MNE’s path 
dependent knowledge should capture important unobserved and under-researched 
effects of subsidiary local learning capabilities. Recently scholars have called for 
greater understanding of the knowledge connectivity between MNEs and location 
(e.g., Cano-Kollmann et al. 2016) and suggested the need to account for the active 
role that subsidiaries play in interaction with the local institutional environment 
(e.g., Cantwell 2014; Teece 2014). This understanding is theoretically significant in 
order to provide new insights into the process of the subsidiary’s learning capabili-
ties. It is also of great relevance to emerging economies where the institutional envi-
ronment is radically different from that of developed economies. Although MNEs 
contribute substantially to host country technological and economic development 
(Hart and Christensen 2002), they are plagued by high failure rates (Rondinelli and 
London 2003). Consequently, a greater understanding of how subsidiaries develop 
and apply absorptive capacity to engage in localized learning is essential (Cantwell 
2014). Accordingly, the aim of this paper is to expand and build upon understanding 
of absorptive capacity by exploring the following central research question: How 
do individual managers of MNE subsidiaries operating in different and conflicting 
institutional emerging markets, such as, China, India and Brazil recognize, assimi-
late and apply external knowledge?
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In building our contextualized perspective, we define different and conflicting 
institutional environments as the host countries that have cultural, geographical, reli-
gious, ethnic and linguistic heterogeneity, and have less developed/poor market sup-
porting mechanisms, such as infrastructure, than the MNE home country. In doing 
so we explore a process-oriented view of absorptive capacity rather than adopting an 
outcome-driven perspective. Contrary to models dealing with “covariation among 
dependent and independent variables” (Langley et  al. 2013, p. 2) that dominate 
understanding of absorptive capacity in the IB context, process models attempt to 
capture the sequence of certain conditions and events in explaining how learning 
unfolds over time (Langley 1999). Such an approach can provide a holistic under-
standing of a phenomenon as it captures both external (e.g., environment) and inter-
nal (e.g., organizational inertia) aspects in theorizing (Tripsas 2009). Some scholars 
(e.g., Felin and Hesterly 2007; Nag and Gioia 2012) have also critiqued the pre-
dominant approach to the study of knowledge-based capabilities in organizations as 
overly collective in its treatment and call for empirical investigation of the individual 
drivers and process of knowledge-based value: Thus opening up the proverbial black 
box of the firm by explicating the underlying a priori capabilities and knowledge of 
the individuals involved provides a natural starting point and micro-foundation for 
explaining the creation of new value (Felin and Hesterly 2007). Studying absorptive 
capacity as a temporal process, offers a perspective that is underrepresented in man-
agement research but essential to understanding the transformative process by which 
knowledge become goals, actions, and systemic outcomes.

This study adds to the body of research examining absorptive capacity at the 
subsidiary level and makes a contribution to the existing literature in two important 
ways. First, although the IB literature recognizes the importance of the subsidiary in 
driving the firm’s competitive advantage, investigation of the specific processes by 
which subsidiary managers operating in a radically different host country environ-
ment recognize, assimilate and use knowledge at the local level has been limited. 
We introduce an inductive process model that not only shows that subsidiary manag-
ers differ in their beliefs about path dependent knowledge, but also shows how those 
differences lead to ways in which knowledge was searched, assimilated and used at 
local level. Second, our analysis indicates different patterns associated with manag-
ers’ ability to absorb local knowledge. Our data shows that managers differ in their 
scanning intensity, frequency and scale to absorb new knowledge. Such scanning 
difference leads to a degree of dialectic interaction with the local informal partners 
such as customers and local communities. Such dialectic interaction often leads to 
innovative ways of executing absorbed knowledge. This pattern of actions can be 
used as a crucial precursor for the ability of the subsidiary to absorb, assimilate and 
execute local knowledge.

The paper is structured as follows. In the next section, we review the absorptive 
capacity literature in the international business field. We then set out the research design 
and method of the study. This is followed by a discussion of the findings. We distil the 
theoretical insights that emerge from the study and provide a set of propositions related 
to a theoretical model of the processes underlying MNE subsidiary absorptive capacity. 
We then provide theoretical and practical implications of the findings, identify the limi-
tations of the study and avenues for future research.
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2 � Theoretical Background

International business (IB) scholars have long acknowledged the centrality of the firm’s 
knowledge assets to an understanding of the raison d’être of multinational enterprises 
(MNEs) (Buckley and Casson 1976; Cantwell 1989; Caves 1971; Hymer 1960). The 
MNE’s ability to leverage the knowledge dispersed across its various foreign markets, 
capitalizing on and maximizing learning from these local markets, is a fundamental 
strategic imperative (Bartlett and Ghoshal 1989). Several IB scholars have investigated 
the questions of generation, assimilation, and transfer of knowledge created in various 
parts of the MNE (Fan et al 2015; Fang and Zou 2010; Gupta and Govindarajan 2000). 
Central to this is an emphasis on absorptive capacity.

Absorptive capacity encompasses human capital and structural features of the 
organization, such as strategic and organizational flexibility, which is crucial in emerg-
ing economies due to the highly volatile institutional environment (Cohen and Lev-
inthal 1990; Lane and Lubatkin 1998; Lane et  al. 2001; Uhlenbruck et  al. 2003). 
Central to a firm’s absorptive capacity is the assumption that prior, related individual 
units of knowledge are available within the firm that enhance the acquisition and use 
of new knowledge (Cohen and Levinthal 1990; Kim 2001). This notion is based on 
the premise that firms can effectively untangle causalities based on prior activities and 
draw accurate inferences (Levinthal and March 1993; Levitt and March 1988). This is 
particularly pertinent in the case of the MNE, for which coordinating, distributing, and 
using valuable knowledge within its global network of subsidiaries is central to distinc-
tive competency (Roth and Morrison 1992).

Cohen and Levinthal’s (1990) original definition of absorptive capacity was added 
to by Zahra and George (2002) to arrive at the following dimensions: acquisition, 
assimilation, transformation, and exploitation of knowledge. The first two dimensions 
constitute potential absorptive capacity, the latter two dimensions comprise realized 
absorptive capacity. Lane et al. (2006) further distinguished exploratory, transforma-
tive, and exploitative learning processes. Following these conceptualizations, absorp-
tive capacity in the knowledge management capacity framework focuses on knowledge 
acquisition, i.e. potential absorptive capacity (Zahra and George 2002) and exploratory 
learning (Lane et al. 2006). Todorova and Durisin (2007) further proposed new model 
components that come after acquisition: Assimilation and transformation, with both 
processes being conducted in parallel to each other.

2.1 � Internal Factors—Knowledge and Stock Flows in MNEs

The process by which MNEs create value from knowledge was initially conceptual-
ized as a linear sequence: Knowledge was created in the firm’s home base and then 
diffused worldwide in the form of new products and processes (Almeida et al. 2002). 
In this view of the process, knowledge transfer tended to be internalized within 
the MNE in order to avoid the transaction costs associated with market contracts 
in relation to knowledge assets. Many scholars have provided important insights on 
absorptive capacity in the context of MNEs. For instance, prior studies have utilized 
R&D spending, structural characteristics, and patent-based proxies for measuring 
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absorptive capacity in firms (e.g., Cohen and Levinthal 1990; Gupta and Govindara-
jan 2000; Zhang et al. 2010); knowledge transfers within MNE networks and strate-
gic alliances (Fang and Zou 2010; Lane and Lubatkin 1998; Schleimer and Pedersen 
2013; Song 2014); knowledge source characteristics, knowledge recipient character-
istics, and how their relationship affects the transfer of knowledge in the MNE (Cali-
giuri 2014; Gupta and Govindarajan 2000; Yang et  al. 2008). These studies have 
mainly focused on knowledge- and experience-based explanations. MNEs are gener-
ally perceived as repositories of routines endowing them with a capacity to search 
(Nelson and Winter 1982) that are often unique and difficult to imitate. According 
to this view, the path-dependent proximity to tacit knowledge and prior and com-
mensurate skills drives international exploitation of knowledge and expansion in the 
form of new products and processes (Almeida et al. 2002; Nelson and Winter 1982).

This perspective was criticized for being a naive evolutionary journey (Volberda 
and Lewin 2003) that offers an insufficient explanation for the development of the 
firm’s new knowledge. Many scholars argue that the MNE’s prior knowledge base 
and its frames of experience interpretation are largely imprinted by the home coun-
try’s institutional environment (Bhagat et  al. 2002; Björkman et  al. 2007), there-
fore, MNEs stick with what they have and have to live with what they lack (Zeng 
et  al. 2013). Consequently, when MNEs are exposed to a new, radically different 
and complex institutional environment, they are more vulnerable as they lack the 
absorptive capacity required to value and assimilate the external information in the 
host country setting (Johanson and Vahlne 1977). This knowledge gap erodes an 
MNE’s ability to learn from its experience, by reducing its ability to interpret and 
assimilate its local experience (Barkema and Drogendijk 2007). For example, Zeng 
et al. (2013) argued that MNEs may draw erroneous inferences and learn incorrectly 
from their early international expansion when new to a dissimilar culture, because 
their learning abilities are eroded by cultural differences. This view is echoed by 
many scholars who point out that firms may be susceptible to learning errors that 
lead to violations of their core assumptions (e.g., Levinthal and March 1993; Levitt 
and March 1988).

Although the concept of absorptive capacity recognizes that assimilating new 
knowledge requires prior knowledge (Cohen and Levinthal 1990), learning cannot 
be decoupled from environmental conditions such as the competitive structure and 
institutional infrastructure (Levitt and March 1988). Unlearning, therefore, plays a 
crucial role when newly acquired knowledge is incompatible with prior organiza-
tional knowledge (Cepeda-Carrion et  al. 2012; Lavie 2006). Unlearning has been 
defined by Harvey and Buckley (2002, p. 375) as “a systematic removal of infor-
mation that is outdated or no longer useful to management decision-making”. In 
other words, the extent to which a subsidiary needs to unlearn in order to learn new 
knowledge may vary from resource rich to resource poor countries in terms of stra-
tegic factor markets (Zahra et al. 2011). Cepeda-Carrion et al. (2012) propose that 
unlearning is not only a mechanism to forget or discard old knowledge but is also 
the way in which companies are able to develop and make room for new knowledge. 
This is particularly salient in the context of MNEs, where their subsidiaries operate 
in different, often complex and conflicting institutional environments (Kostova et al. 
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2008), and where the knowledge accumulated and developed from the home country 
may not easily transfer to, or be applicable in, the host country.

2.2 � External Embeddedness—The Role of the MNE Subsidiary

The role of MNE subsidiaries has received a great deal of attention in the IB lit-
erature (Bartlett and Ghoshal 1989; Birkinshaw 1998; Birkinshaw and Morrison 
1995; Bouquet and Birkinshaw 2008). Following conceptualization of the MNE as 
an interorganizational network encompassing both internal and external linkages 
(Barlett and Ghoshal 1990), most of the IB literature adopts a top-down approach 
to understanding how the MNE is able to exert power and influence across its inter-
organizational network focusing on corporate embeddedness (Bouquet and Birkin-
shaw 2008). However, this perspective overlooks the important active role of mana-
gerial agency on the part of the subsidiary unit in changing the power balance in 
the system. Rather than acting as receptive units (Jarillo and Martinez 1990) with 
a basic mandate (Delany 1998), subsidiaries are able to create strong connections 
with corporate and local external stakeholders such as suppliers, customers and 
governments.

While there has been significant work on the subsidiary’s absorptive capacity in 
relation to its corporate embeddedness (e.g., Caligiuri 2014; Gupta and Govindara-
jan 2000; Lane and Lubatkin 1998; Schleimer and Pedersen 2013; Song 2014), the 
ability of the subsidiary to recognize, assimilate and exploit local external knowl-
edge in order to undertake innovation is incompletely understood. According to 
Cohen and Levinthal (1990), a firm’s prior related knowledge confers its absorptive 
capacity, defined as its ability “to recognize the value of new information, assimilate 
it, and apply it to commercial ends” (Cohen and Levinthal 1990, p. 128). Therefore, 
when an MNE’s subsidiary operates in a dissimilar institutional environment, the 
MNE may draw erroneous inferences and learn incorrectly from its knowledge and 
experience, which may actually harm subsequent subsidiaries (e.g., Kim et al. 2015; 
Volberda and Lewin 2003; Zeng et al. 2013).

Indeed, an individual’s attention to cues and the interpretation of these cues 
are influenced by culture, training, and background (Feldman 1986). Therefore, 
when employees enter a radically different and complex host country environ-
ment, the experience and knowledge accumulated in a different institutional con-
text may prevent them from detecting true causal relations in the host environ-
ment (Feldman 1986; Prashantham and Floyd 2012). There is a scant literature, 
however, on how subsidiary managers’ attitudes toward learning in an emerging 
host country can be actively developed and expanded by the knowledge source. 
Absorptive capacity scholars refer to so-called ‘activation triggers’ (Fosfuri and 
Tribó 2008) or ‘crises’ (Todorova and Durisin 2007; Zahra and George 2002), 
which are often linked with innovation and competitive advantage, but prior stud-
ies generally do not specify those actions and mechanisms that can be enforced in 
order to promote absorptive capacity at the MNE subsidiary level (Todorova and 
Durisin 2007). Not knowing what influences absorptive capacity at subsidiary 
level can be especially detrimental for the MNE, considering that its competitive 
advantage stems from superior global leveraging of knowledge (Doz et al. 2001).
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In summary, most of the IB literature has focused on knowledge- and experience-
based explanations that highlight path dependency, while the role of the attitude of 
management to learning at the subsidiary level is clearly underdeveloped. This lim-
ited attention is surprising, especially since Cohen and Levinthal (1990) highlighted 
that what creates competitive advantage from knowledge is the unique and valuable 
ways in which it is combined and applied. Indeed, while the path dependencies are 
accounted for, significant unexplained variance in terms of subsidiary absorptive 
capacity remains. This unexplained variance may capture important unobserved 
and under-researched attitudes of management to learning and adaption of business 
processes in MNE subsidiaries operating in emerging economies. An understand-
ing of the process aspect of absorptive capacity should shed new light on how a 
manager develops and uses absorptive capacity in the MNE’s subsidiary. To under-
stand more fully the role of external knowledge in the creation of distinctive com-
petencies, there is a need to explore the mechanisms that could lead to variations in 
managers’ absorptive capacity. Several scholars (e.g., Cano-Kollmann et  al. 2016; 
Cantwell 2014; Teece 2014) also suggest the need to account for a capability-based 
theory of the MNE in appreciating the active role that subsidiaries play in interac-
tion with the local institutional environment. We address this gap in the literature by 
adopting absorptive capacity as a guiding theoretical logic to obtain a fine-grained 
understanding of the processes by which individual managers of MNE subsidiaries 
operating in emerging markets, such as, China, India and Brazil value, assimilate 
and exploit local knowledge.

3 � Research Design

Given the relatively new and unexplored nature of the phenomenon, we conducted 
an inductive, multiple case study (Eisenhardt 1989; Yin 1984). Inductive studies are 
particularly helpful in developing theoretical insights which existing theory does 
not address well and when the research question is process oriented, such as ours. 
Multiple cases can create opportunities to triangulate information collected and to 
augment external validity, help guard against observer bias and allow for replica-
tion logic (Eisenhardt 1989; Miles and Huberman 1994; Yin 1984). As process 
research, this study focuses on understanding the causal dynamics of a particular 
setting (Mohr 1982) and offers a more fine-grained lens to understand the processes 
of absorptive capacity in the external embeddedness role of subsidiaries. We used 
the method described by Gioia et al. (2013) to collect and analyse our data, focus-
ing on the contextual interrelationships regarding absorptive capacity at managerial 
level to address existing theory.

3.1 � Empirical Setting

Our case studies are derived from MNEs from a diverse range of industries that 
operate in emerging economies, including China, India, Brazil and Kenya. Table 1 
provides background information on the 12 case studies. We adopted a purposeful 
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sampling approach in selecting the MNEs for the study. First, we adopted a sam-
pling form that seeks ‘maximum variation’ (Lincoln and Guba 1985; Patton 2002) 
where the sample cases are from diverse industries operating in different emerging 
economies, but also include contrasting cases (Lincoln and Guba 1985). Our sam-
pling selection is also restricted by the accessibility of MNEs’ subsidiaries operat-
ing in emerging markets. In total, 12 MNE subsidiaries were chosen for this study, 
operating in the following sectors: consumer goods (2 MNEs), telecommunications 
(2), agriculture (1), financial services (2), automobiles (2), online retailing (1), and 
health care (2). The diversity of industries was planned because of the exploratory 
nature of the study. We purposefully chose subsidiaries that are embedded well into 
the local external network and were highly active in pursuing opportunities and 
knowledge in local markets, and also ones that were not. We defined the extent of 
such external embeddness as derived by our informants, in terms of positive charac-
teristics (e.g., “We were amazed by the ideas and opportunities here”) and negative 
ones (e.g., “this is a complete mess”). Such polar sampling is a particularly effective 
theoretical sampling approach because it makes the emergent constructs and theo-
retical relationships “transparently observable” (Pettigrew 1990, p. 275).

3.2 � Data Collection

We developed a close working relationship with the China Foreign Trade Centre 
which allowed access to MNEs in China and also facilitated access to MNEs in other 
countries. Various contacts were made including personal visits, phone calls and 
emails, with a description of the intended study depicted to potential participants 
as aimed at understanding the learning processes of absorptive capacity of MNE 
subsidiaries in emerging economies. Over a 25-month period, 62 interviews were 
conducted tracking the process over 5 years of how subsidiaries recognize, assimi-
late and apply external knowledge in the host countries. Cross-hierarchical partici-
pants were selected, including managers who play key roles at the subsidiary level 
and lower-echelon employees. Such data collection helped us to validate the data we 
gathered from a managerial perspective. A total of 41 face-to-face interviews were 
conducted. Due to the geographical distance, a further 21 interviews were conducted 
either through telephone or Skype.

We followed a semi-structured interview protocol that began with general ques-
tions about an informant and trends in the industry. We then asked questions focus-
ing on the processes by which the subsidiary acquires, transforms and exploits 
external knowledge in the local market. Subsequently, we asked about the factors/
conditions that either facilitate or hinder the development of such capabilities at 
the subsidiary level. All of our interviews were conducted in either English or the 
interviewee’s native language with an interpreter present when required. During the 
interview, we adopted a ‘court room’ style of interviewing, pushing for concrete 
illustrations to increase the data trustworthiness (Eisenhardt and Graebner 2007). 
We also promised anonymity to informants to encourage candour.

Of the 62 interviews, 48 were recorded and the recordings transcribed. The other 
interviews were not recorded either because the informants preferred not to be 
recorded or there were technical difficulties associated with recording the telephone 
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interviews. However, extensive notes were taken during these interviews, recorded 
verbatim, and then typed up as soon as possible afterwards (Miles and Huberman 
1994). We also conducted a “member checking” exercise, sharing our initial find-
ings with informants and requesting their feedback (Lee 1999, p. 52). These interac-
tions helped us to further refine our understanding of the data and achieve a richer 
understanding of the second order themes and aggregate dimensions. In addition to 
the interview data, we also collected archival data in the form of published news, 
magazine articles and research articles published in a wide range of sources. We 
used the archival data primarily to obtain an in-depth understanding of the chal-
lenges faced by MNEs and to gather additional information about the MNEs in our 
sample.

We treated the 12 MNE subsidiaries as multiple sources for assessing similari-
ties and differences among them, which enabled the generation of emergent theo-
retical concepts and their interrelationships (i.e., the base for an inductive theory). 
Following Pettigrew’s (1990) guidance for inductive, case-based research, while we 
approached the organization with a theoretical construct in mind, we did not impose 
this. Instead, we considered how the detailed evidence gathered in the field might 
inform existing theory or the construct of absorptive capacity.

3.3 � Data Analysis

Analysis of the data began immediately after the first interview, adhering to the 
guidelines consistent with naturalistic inquiry (Lincoln and Guba 1985). These steps 
helped to guide the focus of further data collection via theoretical sampling (Glaser 
and Strauss 1967).

(1)	 Creating provisional categories and first order codes.

We began our analysis using an open coding approach (Strauss and Corbin 1998) 
and allowed the data to speak to us (Suddaby 2006) while categorizing and label-
ling informant statements. We started the open coding process by analytically and 
systematically breaking down the data. The first author and last author adopted a 
joint coding approach involving coding the interviews individually sentence by sen-
tence in order to document and evaluate the degree and breadth of support for par-
ticular themes across informants. We then compared the coding scheme with one 
another. Differences of opinion invariably took us back to the interview script for 
clarification of the text and metaphors comprised in our categories. As we discerned 
codes that were similar, these were grouped into first-order categories. In an effort 
to achieve theoretical saturation (Glaser 2004), we continued coding interviews until 
we could not identify any additional distinct patterns shared amongst our partici-
pants. The initial codes covered a range of topics including motivations for search-
ing, interaction with locals, etc. As we progressed in this process, we identified 
concepts that were “repeatedly present” in, or significantly absent from, our data 
(Strauss and Corbin 1998, p. 7). We began noticing differences in how informants 
described key factors in their motivations to search. These initial observations were 



1 3

Processes Underlying MNE Subsidiary Absorptive Capacity:…

captured in field notes. They later influenced follow up interview questions as we 
sought to further clarify observed themes, as we cycled between data analysis and 
consultation with relevant literature. We used the Nvivo software to associate seg-
ments of text in each interview and other data sources. We read our data several 
times according to our evolving understanding (Strauss and Corbin 1998) following 
a recursive process (Lincoln and Guba 1985). This process enabled us to have an 
initial classification system to reflect our informants’ perspectives. As we discerned 
codes that were similar, we grouped them into first order categories. Having settled 
on the initial categorization and definition, we then searched for different and similar 
themes found across cases by arranging the data into a table, in which the row rep-
resented the codes and the columns represented the subsidiary. This process allows 
for the systematic exploration of differences and similarities across data segments 
(Strauss and Corbin 1998).

(2)	 Creating theoretical categories.

With the development of the first order categories, we started identifying the 
relationships among the categories and consolidated it to the second-order themes. 
Specifically, we clustered the first-order codes into higher-order themes to develop, 
relate, and segregate categories (Strauss and Corbin 1998). For example, we grouped 
key themes emerging from our data, such as individual perception regarding prior 
knowledge context and criticality, into a higher-order theme, such as prior knowl-
edge significance. This analysis process not only enabled us to compare and con-
trast the similarities and differences within and across interviews, but also helped us 
to make sense of the complex emerging practice and often pointed to areas where 
further analysis of the complete sample was needed (Strauss and Corbin 1998). To 
enhance construct validity, we relied on the triangulation of our primary and sec-
ondary data. Again, during this process, we went back and forth between emerging 
theoretical themes and the data. We continued this process until all the data were 
accounted for and no new categories were produced.

(3)	 Aggregating theoretical dimensions.

Once the theoretical categories had been generated, we moved away from axial 
coding to look for dimensions underlying these categories in an attempt to under-
stand how different categories fitted together into a coherent picture. This enabled 
us to develop a grounded theoretical framework that linked the various concepts 
emerging from the data. At this stage, it became apparent that the linkage and pro-
cess between different constructs started to emerge. We analyzed how these themes 
related to one another and established different conceptual frameworks that cap-
tured these links. Once we had identified a possible framework, we re-examined 
the data’s degree of fit with our emergent theoretical understanding (Becker 1970; 
Glaser 2004). In an iterative fashion, we analyzed the data by continuously revisit-
ing the consistency between the data and an emergent structure of theoretical argu-
ments (Locke 2001; Miles and Huberman 1994). To further bolster the validity of 
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our analysis, we organized a workshop where we displayed and discussed our analy-
sis with our peers with the aim of inducing alternative explanations. Different ideas 
were discussed and referred back to our informants with the intention to generate 
alternative explanations. We then used our first draft of this paper to test our inter-
pretation of the events with some of our informants and took their comments into 
consideration.

Table  2 provides the data structure, including examples of first-order concepts 
(those meaningful to the informants) and second-order themes (generated by the 
researchers), that led to the generation of the aggregated dimensions.

4 � Overview of the Findings

The emergent theoretical model comprises six core concepts and their relationships: 
prior knowledge significance, unlearning, explorative scanning, knowledge assimila-
tion, exploitative application and organizational context. We first elucidate the six 
main dimensions that constitute the core of the overall process model, we then pre-
sent a second layer of findings explicating relationships among these six core dimen-
sions, followed by the complete emergent model.

4.1 � Prior Knowledge Significance

We found that informants displayed distinct variations in how they perceive the role 
of path-dependent knowledge in managing their absorptive activities. This prior 
knowledge significance had two main themes: prior knowledge criticality and prior 
knowledge context. We discuss in turn each of these elements of the prior knowl-
edge significance and their underlying second-order subtheme.

4.1.1 � Prior Knowledge Criticality

This facet of prior knowledge significance refers to the informant’s beliefs about the 
degree of importance of the MNE’s prior transactional related knowledge, such as 
operational/marketing efficiency, in terms of its effects on the subsidiary’s success. 
We noted, however, that informants varied in their ascriptions of the importance of the 
MNEs’ path-dependent knowledge and experience to the strategic performance of sub-
sidiaries. Some of our informants expressed a high level of confidence in believing that 
the MNE’s transactional-related knowledge, such as operational efficiency, marketing 
competency and advanced technological development, was critical to the subsidiary’s 
performance. For example, one of the senior managers indicated that: “What we have 
(existing knowledge) drives what we do and that’s what put us ahead of other com-
petitors, we have better technology, we have better product knowledge, and we also 
have world class research and development, that is the reason why we are here.” Other 
informants expressed notably less confidence in their belief about the relevance of the 
MNE’s prior knowledge base. In some cases, the existing knowledge was perceived to 
act as a barrier preventing the firm from recognizing the value of knowledge at the local 
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level. The differences in emphasis is evident from the following: “People keep relying 
on what worked in the past, how the product should be built, how we should promote 
our product and what the process should be. This mentality made is difficult to open up 
to other possibilities and ideas. If they can’t understand it, they won’t accept it.”

4.1.2 � Prior Knowledge Context

This element refers to the informant’s understanding and evaluation of the usefulness 
of context in which prior knowledge was extracted and accumulated. We found nota-
ble variations in the perceived importance of context-specific knowledge. A number of 
informants demonstrated a greater degree of awareness of the limitation of the knowl-
edge that was extracted in a specific context. One of the informants had worked in both 
Amsterdam and Singapore, when asked about how relevant such experience is in con-
tributing to his understanding of the current market, replied: “Everything that made 
sense in the past didn’t seem to make any sense here. People are naive thinking about 
the cookie cutter approach. I wish it was that easy. Think about growing fruit in Spain, 
you simply cannot expect you will have the same results regardless of the location. The 
sunlight, the humidity, the soil conditions, it all contributes to the final product. Same 
here, the road conditions, customer’s priority, the electricity supply all impact on how 
customers consume or perceive certain products.” Other informants, however, were 
much more optimistic about the MNEs’ existing knowledge regardless of where it was 
extracted. For example, one of the operational staff commented: “They (senior manag-
ers) like the copy and paste approach with a minimal adjustment and then wish for 
the best. They overestimate their abilities. We have managers who only know how to 
promote and how to make product with a certain budget and a certain channel. I would 
assume that it worked very well in the past, but we keep telling them that you have to 
think about the infrastructure and customers here. They rarely listen to us.”

4.2 � Unlearning

Unlearning captures those activities and beliefs that confer an ability to unlearn or 
relinquish existing assumptions and knowledge. Unlearning occurred at the individual 
and organization levels.

4.2.1 � Individual Forgetting

This element refers to the individual level of conviction or willingness deliberately 
to forget prior knowledge and experience. There was a consistent pattern in the 
respondents’ perception regarding the role of path-dependent knowledge associated 
with the degree of unlearning. A number of informants noted that personal ability to 
unlearn what was already known from past experiences is the key driver to improv-
ing the firm’s ability to identify and assimilate external knowledge. One informant 
highlighted “You often get people with the western MBA degree or foreign edu-
cation, the more successful they were in the past, the more stubborn they are now 
listening to other or different voices. If you don’t tip away some of the water in your 
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glass, you can never pull the fresh water in.” Other informants from different subsid-
iaries who have successfully established their businesses showed a marked tendency 
to value the unlearning. This is reflected in the following observation, “You need to 
have people who are open-minded and willing to take the new information in, or at 
least willing to understand the new context, even though is collides with their previ-
ous experience. You have to know how to become a clean sheet first.”

4.2.2 � Organization Forgetting

This level of unlearning refers to the organizational level of conviction or willing-
ness purposely to eliminate old/existing knowledge, beliefs and routines. Across the 
MNEs, although some subsidiaries displayed a high level of individual unlearning, 
they were constrained by unlearning at the organizational level. This is reflected in 
the following vignette: “It is like an ongoing battle. You have to fight with the exist-
ing system. It is very difficult to change or challenge the system if companies are 
trapped in the past glory.” On the other hand, other informants from different sub-
sidiaries characterized their search abilities and behaviours that might result from 
organizational forgetting: “We came to this market with a fresh and clear mind. We 
knew it is simply impossible to scale up with what we had, so we were fully pre-
pared to bend, stretch and in some cases, completely start from scratch.” Information 
gathered from lower-echelon employees of the same organization confirmed this 
statement.

Comparing the subsidiaries that demonstrated a different level of unlearning, we 
noted that they differ in their abilities to scan, internalize and apply external knowl-
edge. We next discuss the rest of the constructs that emerged from our data and dis-
play the linkages between unlearning and these constructs.

4.3 � Explorative Scanning

Our data revealed that beliefs about unlearning were associated with differences in 
effort and scope of explorative scanning aimed at recognizing and acquiring exter-
nal knowledge. This element had two main themes: scanning intensity and scanning 
scope. We discuss each of these elements of explorative scanning next.

4.3.1 � Scanning Intensity

This facet of explorative scanning refers to the amount of time and effort subsidiaries 
invest in recognizing and collecting external knowledge. We noted various patterns 
among subsidiaries in their efforts to search for new information and knowledge. 
For instance, one of the informants from a company that successfully penetrated the 
market stated: “We wanted to build a team where everyone has the responsibility to 
understand our customers, no matter whether you are an engineer or from a research 
team. We spent everyday understanding their (customer) behaviour, their thoughts 
and priorities.” On the other hand, we found that the scanning intensity was much 
lower for some subsidiaries. For example, one of the informants stated: “We have 
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our marketing people doing market research here. The information is scare here and 
it is difficult to gather what is useful to you.”

4.3.2 � Scanning Scope

This mode of scanning behaviour captures the tendency of informants to conduct 
scanning by expanding the searching scope in order to collect information. Scanning 
scope thus represents not just time and effort devoted to collect information, but the 
tendency actively to seek information beyond the conventional boundary. For exam-
ple, one informant indicated, “In small villages in China, local farmers normally like 
to hang out after dinner, everybody sat under the trees, with a cup of tea and hand-
held fan, they like to chat about all sorts of stuff, we like to be part of the conversa-
tion and to see what crops they like to grow and why, what fertilizer they use, what 
concerns them the most, etc.” On the other hand, some MNEs that were struggling 
with obtaining local knowledge tend to be rather passive in their searching and have 
narrower boundaries in their information search tendencies. This is reflected by an 
informant as follows: “We went to trade shows and a workshop organized by the 
local government and commercial bodies where we can gain more understanding 
about customers.”

4.4 � Knowledge Assimilation

We found clear variations in how external knowledge is assimilated and institu-
tionalized at the subsidiary level. This had two main themes: adaptation agility and 
relearning.

4.4.1 � Adaptation Agility

This aspect of transformative learning captures the firm’s ability to quickly trans-
form/adapt external knowledge. The emphasis here is less on maintaining assimi-
lated knowledge over time and more on the firm’s ability to assimilate quickly exter-
nal knowledge. Such agility was described as the key to generating new insights, 
enriching the firm’s existing knowledge base and being responsive to the rapidly 
changing external environment, as represented in the following description: “We 
cannot just keep it (external knowledge) in the pot. In a developed country, every-
thing moves slowly, here, the ground shifts underneath our feet every day. You have 
to be able to quickly turn it (external knowledge) into something tangible. When 
the opportunity arises, you have to catch it quickly.” In contrast, some informants 
showed the opposite way of internalizing external knowledge highlighting the limi-
tation of slow response to transform external knowledge: “The digesting process is 
too long. It takes a long time for people to understand, accept and finally replace the 
old beliefs. Our competitors were able to seize the opportunities quickly and we left 
with some dust.”
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4.4.2 � Relearning

While unlearning describes subsidiaries’ capability to discard old/existing knowl-
edge and routines, this element describes the way in which companies are able to 
assimilate external knowledge through relearning and developing new knowledge. 
There was a consistent theme across different informants highlighting the impor-
tance of relearning. Subsidiaries that demonstrated a high degree of unlearning tend 
to associate closely with the firm’s ability of relearning. “Everything is new here; 
we want our people not only to feel comfortable to question our assumptions and 
beliefs, but also feel comfortable and be supported to digest it and transform it to 
new knowledge.” However, as relearning is often associated with additional costs 
and investments because of the need to develop new capabilities, knowledge and 
their constituent routines, in some cases, some subsidiaries revealed a relatively low 
tendency to engage in relearning. “This is the most frustrating part. We know what 
needs to be done but when it comes to the practical implementation, nothing hap-
pened. It’s not going to change by itself, people like to see the results, but they don’t 
like to invest in the process. So all the hard work we did in the past was a waste of 
time.”

4.5 � Exploitative Application

Our data analyses suggested a prominent focus on how knowledge was applied to 
create the new product or services for the market. Exploitative application empha-
sized the process of developing new knowledge that assists the firm in converting 
the acquired knowledge with the refinement and extensions of existing product or 
service. Three distinct forms of exploitation application were evident in the data: 
knowledge experimentation, knowledge re-positioning and knowledge synergy.

4.5.1 � Knowledge Experimentation

This refers to ‘learning by doing’ attempts made by subsidiaries in order to experi-
ment with new ideas. We noted a consistent pattern of a ‘trial and error’ approach 
in some subsidiaries. For some firms, this mode was seen as the ability to ‘test’ the 
market, as exemplified in the following observation: “The solutions that worked in 
the West will not work here. We have a very limited internet access and electricity 
supply, no established logistics service. What are you going to do? We tried many 
ways to connect with them (customers). Currently we set up a little stall at the local 
market; customers can come in and see our catalogue, and give us a number and 
their location, so we can deliver it to them. We are still trying to improve the whole 
process. The process needs to be alive and have the ability to keep changing it and 
improving it.” In other subsidiaries, we found that the level of experimentation was 
rather low. One of our informants stated: “We don’t want to take too many risks 
because there are so many uncertainties here. You don’t know what the responses 
and outcomes would be, so we wanted to be cautions and fully prepared when it’s 
ready.”
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4.5.2 � Knowledge Re‑positioning

This element captures those activities that involve re-positioning knowledge to build 
up capacity for the benefit of customers, rather than heavily focusing on capitalizing 
the resources and knowledge for short-term profit. The emphasis here is less on gen-
erating profit in the short term and more on using knowledge to go beyond the capi-
talization to generate new insights and ideas to create capacity for customers. This 
is represented in the following description: “Some organizations get quite impatient, 
once they understand the market, they were rather eager to make a sale. You need 
to think about the potential this market might bring and use what you know to cul-
tivate and stimulate that potential.” Some informants demonstrated a high level of 
understanding of re-prioritizing the knowledge source in order to generate value for 
customers, and then to capture the value from the market, a tendency reflected in the 
following statement: “There was no infrastructure for refrigerated milk collection, 
farmers do not have the facilities and resources to either store or transport milk, so 
lots of milk ended up wasted. If your priority was to squeeze as much profit as you 
can from the farmers, then you can only go so far. We created a refrigerated collec-
tion centre in the local villages where farmers have great accessibility, this reduced 
the milk waste and also helped farmers to get more benefits from their product. We 
also created a free brochure and training programme to educate our farmers in the 
right process. We can see the steady positive progress month by month.” In contrast, 
others were much more eager to generate profit. For example, one senior manager 
described his intention: “We are not doing a charity here and everyday want to make 
profit. So, you have to seize all the opportunities while you can. They (customers) 
don’t have that much money to spend, so how can we get them to spend on us and 
not others is the key.”

4.5.3 � Knowledge Synergy

An essential facet of knowledge synergy was the creation of a social context wherein 
the organization and its local formal and informal partners were actively engaged to 
exploit new ideas. This involves a collective effort in solving the shared-understand-
ing on a particular issue. There is a consistent pattern among subsidiaries that have 
successfully penetrated the local market who tend to be much more pro-active in 
collaborating with institution partners including customers, supporting companies, 
universities and local communities that directly or indirectly facilitate the knowledge 
exploitation process. For instance, one informant stated: “We were struggling over 
coming up with new ways to transport our drugs to different villages. We couldn’t 
afford to build up our own logistic system and have our own couriers. We have a 
‘health clinic’ day where we offer free health advice and consultation to local peo-
ple. And we always piggy-back such sessions to seek advice from local people. One 
of our customers came to us after the session and told us that he has a son that 
delivers drinks to the villages. And the gaps in between the bottles in the crates can 
hold small medicine vials, and this may help us to reach the people from different 
villages in a cost-effective way.” In contrast, other informants tend to collaborate 
with limited ties in order to apply external knowledge. They either focused on a few 
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partners such as government, strategic alliances or largely relied on themselves to 
exploit the market.

4.6 � Organizational Context

Our analysis indicated that different performance linked with learning processes of 
absorptive capacity was associated with the difference in the MNEs’ organizational 
context.

4.6.1 � Centralization Versus Decentralization

This element of organization context refers to organizational structure such as cen-
tralization and decentralization. There is a highly consistent theme across all cases 
that the organizational structure varies in degrees that affect subsidiary motivation 
in recognizing, transforming and applying external knowledge in the local market. 
We found that subsidiaries’ motivation in MNEs that have a centralized organization 
structure is much lower than MNEs that have a decentralized organization structure, 
as described by one of the informants: “They (headquarters) like to remote control 
our actions. Most of them probably have never even been to the small villages of 
Kenya. They don’t know the place, they don’t know the people, they don’t know 
what situations we are in, and somehow they think they are in a better position to tell 
us what we should and shouldn’t do. Our hands were bound and we couldn’t really 
do what we wanted to do, so why bother.” In contrast, one subsidiary informant from 
an MNE with a decentralized structure, stated that “We felt that we are the owner of 
this challenge, we have the freedom and responsibility to solve the problem.”

4.6.2 � Capability to Change

This element refers to the subsidiary’s capability to change, to re-configure its 
resource and knowledge base in order to respond to the changing market. Through-
out the interviews, a consistent pattern emerged showing that these subsidiaries’ 
capability of change represented how well the external knowledge was recognized, 
assimilated and acted upon in a complex and different institutional environment. Sur-
prisingly, we also noted that such variation is also closely linked to the centralized 
and decentralized organization structure within the MNEs. In some cases there was 
a view that fixed beliefs, organizational routines and processes can diminish a sub-
sidiary’s motivation at different levels of the learning process of absorptive capacity. 
Lack of flexibility in the firm’s actions and behavior to cope with new knowledge, 
transform it and apply it to commercial ends is closely associated with the subsidi-
ary’s ability to scan, transform and exploit external knowledge in the local market. 
For example, one informant stated: “The whole process just wears you out. It takes 
an age for them (headquarters) to respond and you have to go through a chain of 
command and layers of persuasion, it is like why do I have to go through all this 
trouble and try to convince you what is best for this company?” On the other hand, 
some subsidiaries demonstrated that a capability to change is closely associated with 
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a high motivation level. This is reflected in the following quote: “Things change so 
quickly here. When you see an opportunity, you need to work quickly to seize that 
opportunity. You get to see the changes and results unfolding in front of you, it was 
very exciting.”

5 � Discussion

This paper explores the determinants of absorptive capacity in subsidiaries by exam-
ining how MNE subsidiary managers operating in emerging markets, recognize, 
assimilate and apply external knowledge. We also explore how different patterns 
lead to variation in subsidiary absorptive capacity. Six constructs emerged from the 
data: prior knowledge significance, unlearning, explorative scanning, transformative 
learning, exploitative application and organization context. Each construct exhibited 
common forces with variation in their interplay and importance. Through the itera-
tion of data and theory, we developed the model shown in Fig. 1, which presents 
a process framework that suggests the dynamic relationships among the emergent 
concepts underlying absorptive capacity. To explore these relationships in more 
depth, we next present another layer of findings that show how specific elements of 
the model are linked.

Our analysis suggests that managers who show a greater tendency to recognize, 
transform and apply external knowledge are managers who tend to perceive that their 
prior knowledge and experience is not as beneficial as that of their employees in the 
host country. This perception tended to encourage these managers to unlearn and 
engage more intensively in localized learning. Our data indicated that these manag-
ers tended to be much more willing to listen to the lower echelon employees from 
the local market, were more active in building local external networks, and more 
intensive in searching local knowledge. The focus of these managers was to engage 
in intensive and broad knowledge scanning, rather than seeking relevant knowledge 
from their prior knowledge base and from their traditional business partners. The 
unlearning construct that emerged from our data contradicts the assumption that 
recognizing and assimilating new knowledge requires prior knowledge (Cohen and 
Levinthal 1990). The accumulation and development of the MNE’s prior knowledge 
and experience are imprinted by the home country’s culture (Bhagat et  al. 2002; 
Björkman et al. 2007). Consequently, a subsidiary may lack the ability to recognize 
and comprehend valuable information in the host country where the institutional 
environment is radically different from the home country. Therefore, when the sub-
sidiary is exposed to a radically different institutional setting, its ability to purpose-
fully forget and deliberately attempt rethinking positively contributes to the firm’s 
subsequent activities in recognizing and assimilating external knowledge. This is 
consistent with scholars who have highlighted that the importance of unlearning 
is associated with the firm’s ability to create and apply new knowledge and new 
knowledge structures (Cepeda-Carrion et al. 2012; Lavie 2006; Tsang 2008; Tsang 
and Zahra 2008). This leads to our first proposition:
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Proposition 1: Unlearning will be positively associated with the explorative 
scanning process of absorptive capacity for MNE subsidiaries operating in 
different and complex institutional environments.

While we analyzed the fine-grained process of absorptive capacity, we also found 
that path-dependent knowledge tends to prevent the subsidiary from assimilating 
external knowledge. We noted that the MNE’s mind-set, routines, and knowledge 
can act as an inflexible barrier. The relational analysis of our data suggests that the 
beliefs and actions about unlearning are closely related to MNE subsidiaries’ ability 
to relearn. This is reflected in the following observation:

“It is completely a different kind of game here and we have to click on the reset 
button and start everything from ground up. You would never know what matters to 
our customer the most regarding the fridge is not about temperature, is not about dif-
ferent cooling settings, it’s about have a cord that won’t be chewed and damaged by 
the rat. So, forget about what you know, forget about all the assumptions you have, 
tip all that away in a safe place and start to understand and learn this world around 
you.”

Managers that demonstrated a strong attitude toward unlearning tended to be 
more willing to invest in developing new resources, capability and routines. Our 
data indicated that the established mind-set, routines, and knowledge may need to 
be flexibly adopted, and in some cases abandoned in order to improve the speed 
to market, quality, and overall success of the new product or process, because a 
‘one size- fits-all’ approach is not likely to be applicable in the innovation pro-
cess, particularly in host countries where the institutional setting is considerably 
different from the West. As illustrated by our findings, unlearning is significantly 
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linked to the adaptation agility and relearning elements of the transformative 
learning process of absorptive capacity. This leads to our second proposition:

Proposition 2: Unlearning will be positively associated with the knowledge 
assimilation stage of absorptive capacity for MNE subsidiaries operating in 
different and complex institutional environments.

From analysis of the interviews a consistent pattern emerged showing that the 
capability of subsidiaries to engage in continuous interaction with local external 
stakeholders represented how well external knowledge was recognized and acted 
upon in a complex and different institutional environment. We found that MNE 
subsidiaries that have better access to local knowledge tend to be more active and 
place greater emphasis on building relationships with a much wider set of local 
partners. The knowledge connectivity resulting from a broad network interaction 
diffuses the development of new knowledge, which is crucial for MNEs operating 
in a new and complex institutional environment, where the firm’s path-dependent 
knowledge adds limited value in this setting.

Conversely, companies that were less successful in recognizing and collect-
ing external knowledge tended to be more passive and either apply the external 
knowledge in isolation or apply it in a limited network with government and stra-
tegic alliance partners. Similar findings occur with exploitative application, where 
subsidiaries showing a tendency to work closely with formal and informal busi-
ness partners tended to be more successful in exploiting external knowledge. Sub-
sidiaries showing a greater tendency towards local network interaction had better 
opportunities to exploit external knowledge in the host country. This is consistent 
with scholars who highlight the importance of local networks, particularly non-
traditional partners that provide information on the local context, legitimacy and 
access to needed resources (Cano-Kollmann et al. 2016; Fan et al. 2015; London 
and Hart 2003; Rondinelli and London 2003; Simanis and Hart 2006).

This leads to our third proposition:

Proposition 3: Local formal and informal network interaction will be posi-
tively associated with the explorative scanning and exploitative application 
stage of absorptive capacity for MNE subsidiaries operating in different and 
complex institutional environments.

We found two organization contexts that influence absorptive capacity of the 
subsidiary. One context is the firm’s structure, which was closely associated with 
the subsidiary’s ability to recognize, assimilate and apply external knowledge. 
We found that the subsidiary’s motivation is positively associated with a decen-
tralized organizational structure. In contrast, where the subsidiary demonstrated 
a low or passive level of absorptive capacity this tended to be closely linked with 
organizations that have a centralized structure. Such a structure not only delays 
the decision-making process, but also curbs the subsidiary’s flexibility and ini-
tiative in collecting, transforming and applying external knowledge. This is in 
accordance with the view that decentralization intrinsically predispositions and 
rewards initiatives to decipher the potential value of new knowledge (Gupta and 
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Govindarajan 2000). This is particularly important in the host country where 
the institutional environment is radically different from the home country. The 
greater subsidiary autonomy also provides more freedom to assimilate the exter-
nal local knowledge in the local market (Chang and Harrington 2000; Menon and 
Veradarajan 1992).

This leads to our fourth proposition:

Proposition 4: A decentralized (centralized) governance structure will be posi-
tively (negatively) associated with absorptive capacity of MNE subsidiaries 
operating in different and complex institutional environments.

We also noted that although a number of firms made active attempts to acquire 
local knowledge, they were less active in transforming and applying such acquired 
knowledge. It became apparent that the subsidiary’s ability to internalize and 
apply external knowledge was hampered by established rigorous routines and pro-
cesses. Our analysis suggests that the subsidiary’s ability to reconfigure its inter-
nal and external resources and respond quickly to the market by reconfiguring its 
processes and resources tends to have a positive impact on its ability to transform 
external knowledge and exploitive learning. Several scholars have argued that the 
firm’s ability purposefully to create, extend or modify its resource base, enables the 
firm to adapt proactively, for example, by developing new technology, responding 
to competition, gaining critical mass and serving evolving customer needs (Augier 
and Teece 2007; Schilke 2014). Evidence in the literature shows that dynamic capa-
bilities often highlight a highly rational, analytical, stable process with predictable 
outcomes (Hofer and Schendel 1978; Lorange and Vancil 1976), whereas dynamic 
capabilities in a high velocity market should be simple, highly experiential and 
fragile processes with unpredictable outcomes (Eisenhardt and Martin 2000). Our 
findings resonate with this perspective, such that when operating in a different and 
complex institutional environment, the subsidiary should have the capability to 
refocus and reconfigure its internal and external resources to be flexible and highly 
experiential.

This leads to our final proposition:

Proposition 5: The capability to refocus and reconfigure its internal and exter-
nal resources in a flexible and highly experiential manner will be positively 
associated with absorptive capacity of MNE subsidiaries operating in different 
and complex institutional environments.

6 � Conclusion

We have examined how managers working in a different and complex institutional 
environment differ in their attitudes towards learning, unlearning and adaptation of 
local business practices. This work extends and bridges various prior studies that 
comprise the literature on absorptive capacity (e.g., Cohen and Levinthal 1990; Lane 
and Lubatkin 1998; Lane et  al. 2001; Uhlenbruck et  al. 2003; Zahra and George 
2002). While much of the extant literature focuses on the MNE’s parent company 
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or network knowledge, this study places more emphasis on the subsidiary’s external 
embeddedness and its ability to generate local knowledge assets in the host country. 
Although prior studies have provided important insights into the absorptive capac-
ity of MNEs, as far as we are aware this is the first study to detail the process of 
how managers from MNEs’ subsidiaries operating in a different and complex insti-
tutional environment perceive learning, unlearning and business adaptation in the 
development of absorptive capacity. The main outcome and contribution of this 
study is an inductive process model that not only shows that managers differ in their 
ability to absorb local knowledge, but also shows how those differences relate to the 
process by which the external knowledge was collected, assimilated and applied. In 
the course of our developed framework, several insights with theoretical implica-
tions emerged, especially managerial cognition, unlearning, scanning activities and 
dialectic interaction with local informal partners.

Mere exposure to external knowledge does not necessarily guarantee knowledge 
absorption. Although the literature shows that managerial cognition is consequential 
in a firm’s strategic context (Tripsas and Gavetti 2000), there is limited evidence 
on how managerial cognition is related with subsequence knowledge search and 
actions, particular in a radically different business environment which contradicts 
the knowledge accumulated in the past. This study identifies and explicates key 
actions and practices that have previously been largely treated as implicit in the dis-
cussion of absorptive capacity at subsidiary managerial level. As such, it enriches 
the micro-processes of absorptive capacity. With formal institutional voids in emerg-
ing economies, this leads to socioeconomic activities being predominantly con-
trolled by informal institutions (de Soto 2000). The findings further suggest that the 
construct of absorptive capacity requires revision in order to accommodate unlearn-
ing as a new capability in the context where MNE subsidiaries operate in a differ-
ent and complex institutional environment. Our findings challenge the notion that 
a firm possesses the relevant prior knowledge that can guide it to recognize valu-
able external knowledge (Cohen and Levinthal 1990; Lane and Lubatkin 1998; Lane 
et  al. 2001; Uhlenbruck et  al. 2003). We noted that such prior knowledge did not 
generate valuable knowledge that can benefit subsequent activities. On the contrary, 
managers that draw heavily on their prior knowledge were more likely to config-
ure incorrect assumptions and reach inaccurate conclusions regarding future search 
activities, leading to a detrimental experience effect on the firm’s absorptive capac-
ity. Such prior knowledge continues to surface consistently and hinder knowledge 
assimilation. Our findings indicate that unlearning assists the managers in eliminat-
ing old beliefs, logics and routines that have not been helpful in enhancing absorp-
tive capacity capability. This is consistent with researchers linking the concept of 
unlearning with absorptive capacity (e.g., Cepeda-Carrion et al. 2012; Lavie 2006; 
Tsang 2008). Therefore, we propose unlearning as an enabler of localized learning 
for the MNE’s subsidiary operating in an emerging economy where the host coun-
try’s cultural, geographical, religious, ethnic and linguistic features are radically dif-
ferent from the home country.

Our findings also link unlearning with subsequent knowledge search action. 
Our findings suggest that action patterns that involve explorative scanning, knowl-
edge assimilation and exploitative application in dealing with external knowledge 
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are the bases on which organizational competence can develop. Evidence revealed 
that unlearning affects managers’ efforts in engaging in localized learning. Fur-
ther, findings showed that managers are more likely to access and exploit external 
local knowledge when they engage in proactive explorative scanning in terms of 
scanning intensity, scope and interaction. However, this proactiveness is largely 
influenced by the degree of unlearning, which further influences managers’ action 
in their ability to assimilate and exploit external knowledge. In particular, we 
found that experimentation and co-value creation with local formal and informal 
partners is positively associated with the ability to apply the external knowledge 
to commercial ends. This is consistent with scholars who have emphasized that 
continuous experimentation and local knowledge connectivity are the main mech-
anism to address a profound institutional uncertainty (e.g., Cano-Kollmann et al. 
2016; Cantwell et al. 2010; Teece 2014).

We also contribute to theory by highlighting the organization context that 
determines the subsidiary’s absorptive capacity. Critical to the advancement of 
the absorptive capacity literature is to move away from a structural perspective 
to view absorptive capacity as more of a dynamic capability that affects future 
knowledge creation (Lane et  al. 2006). From our findings, we argue that cen-
tralization/decentralization and capability to change are critical internal drivers 
of absorptive capacity. Our analysis shows that an entrepreneurial approach that 
focuses more on opportunities than on opportunism, both inside the firm and also 
linking the firm to external partners (Teece 2014) can also drive the innovation 
outcome. This is consistent with research that accentuates the firm’s capability to 
change in a rapidly evolving environment and plays a crucial role in contributing 
to the firm’s sustainable competitive advantage (Augier and Teece 2007; Schilke 
2014).

The study’s findings have implications for how MNEs develop and nurture the 
absorptive capacity of their subsidiaries. Our study shows that in a rather less devel-
oped and complex institutional environment, managers through their meaningful 
actions, can create a high level of absorptive capacity. For example, the concept of 
unlearning, explorative scanning and local formal and informal network interaction 
can help to bridge insights from the micro-level of analysis (e.g., about different 
learning processes and network scope). To actively develop the subsidiary’s absorp-
tive capacity requires a re-evaluation of the prior knowledge base and more active 
engagement in explorative learning by immersion in a local network. This requires 
managers to be more aware of the role of unlearning in order to update the knowl-
edge base that was extracted from a different context.

Our findings also lend further support to the assertion that the subsidiary is no 
longer a passive recipient of knowledge from MNE headquarters. Rather, the subsid-
iary can, perhaps more importantly, act as an active guide for localized knowledge 
search and actions that change the power balance in the system. By doing so, the 
subsidiary can build strong links with corporate and local external stakeholders such 
as suppliers, customers and governments.
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6.1 � Limitations and Future Research

The study has certain limitations that constrain the interpretation and application 
of the findings. The first limitation is the emerging market setting, which by defini-
tion limits generalizability. Like any other process research (Mohr 1982), this study 
focuses on understanding the causal dynamics of a particular setting, as opposed 
to providing information on the generalizability of the findings of other settings. A 
trade off was also made between having a rich source of detailed data in a particular 
and relatively under-researched context and broad institutional settings that would 
permit generalization of findings. MNE subsidiaries were the primary source for 
our data collection, it would be productive for future studies to use multiple data 
sources, such as customers, suppliers and local communities, in order to provide fur-
ther insights. Another limitation is our focus on informant accounts via interviews 
as our main source of data. Although we guarded against bias, as in any qualitative 
research, that concern lingers.

This study has focused on the process of absorptive capacity. Future studies 
that bring insights from research into the building of a local ecosystem that sup-
port and nurture innovation would help to provide deeper insights into the micro 
processes underlying the development of absorptive capacity. Further research 
could also investigate how psychological aspects of individual managers, personal 
traits and emotional intelligence affect such learning processes. A follow-up to this 
study would perhaps involve a longer time spent inside subsidiaries more system-
atically observing the micro-level actions and interactions in which managers and 
other organization members engage when facing situations in real time. Future work 
would also benefit from gathering information about country markets, and manag-
er’s age and gender and investigate how such variables impact ACAP process devel-
opment. Compared to MNE subsidiaries, local firms are more independent and find 
it easier to interact with local networks. Therefore, future studies on how MNEs’ 
subsidiaries can overcome the hierarchical structure and be more embedded in local 
networks will be crucial to improving our understanding of knowledge connectiv-
ity in the host country. The interplay between external formal and informal network 
partners and the MNE’s subsidiary also poses new questions, which IB scholars 
have only recently started to explore. The knowledge connectivity between the sub-
sidiary and its local external network would steer the conversation towards a co-
evolutionary view of the dynamic relationships between the MNE and its location. 
Our study provides a promising starting point for further research that moves beyond 
an outcome-driven approach and examines how the process was managed.
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