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Abstract

The global context and estimates of the marketofstisourcing, within the framework of
multinational enterprises’ foreign direct investeare reviewed. The examination of geo-
economic spatiality of international involvement wofultinational enterprises, including
outsourcing, shows stark gravitational asymmetiéth the Triad economies of North
America, European Union and Japan as core, andhSamtl East Asia as periphery
economies — particularly China and India. The intpa¢ outsourcing on policy issues and
responses are scrutinized to expose the key vasablpolicy craft.

Preamble

This working paper discusses the various dimensiohsising direct investment and
contractual modalities to service global marketsfibys in their internationalization. It is
observed that, while foreign direct investment gcards to dominate international business,
international contracting — as outsourcing — iswgng rapidly in significance as one of the

key cost-reducing elements in the strategic optadmaultinational enterprises.

While outsourcing markets are difficult to estimadee to the escalating digitization of the
knowledge-based economy, there is an expectantéhthawill expand at compound annual
growth rates of between 15 per cent and 40 per, getit China and India taking the lion’s

share of contracts outsourced to developing casitrConsiderable variation is found not
only in the spatial distribution of foreign direicivestment and outsourcing but also in the

relative location-specific advantages of China boatia, with respect to outsourcing.

Finally, the correlation of outsourcing to firm pmmance, which carries serious
implications for the crafting of host policies, moderated by significant gaps between
expectations and actual firm economic results foutsourcing. Furthermore, the correlation
between outsourcing and firm performance is detegohiby complex non-monotonic
relationships at the level of certain key factofs what is outsourced, namely, asset
specificity, transaction frequency, technologicatertainty, as well as process and product
innovativeness. At relatively lower intensities aedjng factor levels, outsourcing is

positively correlated with firm performance, andraatively higher intensities factor levels,

! These estimates do not necessarily reflect theemueconomic downturn which has tipped severgldwed

leading economies into recession (see Martin WtHixing bankrupt financial systems is just the
beginning”, Financial Times, 29 April 2009, p. 9).
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outsourcing is negatively correlated with firm merhance. Host policy to prevent this
inflexion in firm performance and hence the potntif the outsourcing of higher levels of
activity not being carried out by firms — requiradention to the upgrading of domestic

industry and local firm capabilities to enable thémnexecute progressively higher value-
added outsourcing.
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Introduction

This working paper deals with the related phenonieffahoring’ and ‘outsourcing’ (OG)
(terms which represent changing preferences in it@logy regarding the
internationalization of business). It does so usihg well-established principles in the
discipline of international business, as well as ‘tens’ provided by the empirical evidence
of foreign direct investment (FDI) by multinatiorethterprises (MNES). This permits, first, a
view of offshore production as a general case ol Kolving entry modalities and
governance structures ranging from hierarchies aokats - from full ownership to control
without equity, and arm’s length relationships. @elly, outsourcing can be viewed in terms
of market-based, or intermediated, transactioreautjtt contract [Williamson (1975)]. This is
in contrast to transactions (or more accuratelysi@mations - that involve adding value to
either products or services) which are ‘internalizeithin the organizational boundariés,
thereby within the internal governance structureMdEs, and thus occluded from markets
[Buckley (1988)]. Internalized transactions areré¢fiere subject to transfer pricing modalities
(from arm’s length to manipulative modalities) there far removed from market-based
contractual relations [Yeaple (2003)].

It is increasingly apparent that despite the pradant role of MNES’ FDI in integrating
global industrial dynamics, and the lexicon of ngeraal economics in explaining
globalization [Bartels and Pass (2000)], nuancesnaticeable in the general characteristics
of FDI. This is especially so with regard to theoleing spatial distribution of FDI and the
value and supply inter-linkages within cross-borbasiness transactions and trade. These
nuances range from emergent ‘new’ properties in itlternational, and inter-regional,
division of labour and vertical inter-industry teadYeats (2001)] to concerns about the
externalities from, and impact of, the decentraiiraof MNES’ corporate functionsThe
nuances also reflect the changing nature of cotmmeti This represents a shift from

competitiveness as a uni-dimensional interpretatain business conflict to a multi-

In this paper the terms offshoring and outsogyeire used interchangeably with offshore outsogrcin

To avoid the transaction costs of Willaimsoniaarket failure, that is, the intractableness of claxipy
and dynamism in the real world economy, the problefnsmall numbers (oligopoly), opportunism,
information impactedness and asymmetries, asseifigjtees, and bounded rationality.

This decentralization of operations is from tteore’, or headquarters (HQs), to the periphery, or
subsidiaries (subsidiarity) via mandates. See Bétkaw (1996) for an analysis of HQs-subsidiary ratesl

in FDI and international location of productiavithin the organizational boundaries of MNEand The
Boston Consulting Group (2004) for a structurallgsia of the international relocation of operaticarsd
serviceshetween the organizational boundaries of MNEs
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dimensional view of competition as a spectrum cftiomal and cross-border) cooperation
(strategic alliances, equity and non-equity joishtures, subcontracting) [Dunning (1997);
Doz and Prahalad (1989)] and public-private seqtartnerships within state-MNESs
contentions [Stopford, Strange and Henley (199Tis rapidly changing nature of
competition is co-evolving with shifts in tariff dmon-tariff barriers to trade, as well as a
general fall in the level of protectionishiAnd finally, there are the subtleties of the sbech
knowledge-based economy and globalization, and ihgact on the increasingly spatial
distribution of economic activity, which displaymsiltaneous concentration of higher value

(capital) activities and dispersal of lower vallabpur) operation$.

The remainder of this working paper is organizetbisws. Section 1—The Global Context,
Taxonomy and Estimates—sketches the major trenB®lrthat shape the emergent nuances
in OO. It also addresses the definitional issued attempts to quantify the markets for
outsourcing. Section 2—The Macro-economic Contextlinéates the key global trends of
services offshore outsourcing (SOO) as internatiamatracting co-evolving with FDI.
Section 3—The Spatiality of Services Offshoring €awtrcing—maps the variety of SOO
activity and the distribution of that activity asatferns across geo-economic space. In
addition, it highlights the widening asymmetrieghin the landscape. Section 4—China and
India Compared and Contrasted—examines the cuat@rition on these two hosts and their
relative competitiveness in terms of location-spe@dvantages (LSAs) with respect to OO.
It draws out salient features of the respectiveestiment climates and challenges therein.
Section 5—Services Offshore Outsourcing - Impaatsl dmplications—Ilooks at the
phenomena of SOO from the host perspective. Ittpamthe domestic structural adjustments
necessary to attract and capture SOO. Section 6ieyHesues—Ilooks at the framework for
policy objectives and related policy instrumentscapture increasing shares of the global
market for SOO. Section 7—Concluding Remarks—rewiagvemerging global policy arena
for SOO.

> The decreasing barriers to factor movementsrigyparesult of structural adjustment pressuresrforeased

economic liberalization. The number of countriesking regulatory changes to FDI regimes betweeri 199
and 2001 is cumulatively 652, averaging 59 per .ye@he number of pro-FDI changes is cumulatively
1,315, averaging 120 per year, whilst the numbeardf-FDI changes is cumulatively 78, averaginger p
year [see UNCTAD (2002), Box 1.2, p.7].

® See American Electronics Association (2004) fier tountervailing currents in the global divisidrabour.
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1. The Global Context, Taxonomy and Estimates
The world is envisaged “as a grid of potential tomas for value-adding activities, connected
by flows of information and products” [Buckley akthshai (2004, p. 33)]. Within this grid
four major interrelated factors—akin to paradigm shifes-e-shaping the emergent nuances
in internationalization [Laudicina (2004)]. Theyear
0] accelerations in technological advances, gliahtibn, demographic
bifurcation in population dynamics between indadized and developing
countries;
(i)  fragmenting consumer behaviour;
(i) increasing demand on the environment and mhtu resources,
‘complexification’ of the regulatory environmentic
(iv)  increased stakeholder activism.

The long-term impact of population ageing in theuistrialized world—labour shortages at
competitive productivity-adjusted cost—can onlyrbet by technology and immigration, or
‘exporting jobs’. That entails the offshore outsong of increasingly sophisticated business
operations to the increasingly skilled labour pamighe more advanced emerging markets

and developing countries in Asia.

Offshore outsourcing—FDI hierarchies and marketsednéo be appreciated, for the
purposes of economic and, consequently, indugiakty objectives, from the perspective of
FDI (host investment climate issues) and marketsst(ldomestic industrial structures).
Definitions of FDI and contracting [Bartels (200Buckley and Casson (2002); Dunning
(2000); Buckley (1999)] are readily available inethiterature® And in essence these
definitions will suffice to explain OO. Howevehe widely accepted terms offshorirand
outsourcing—and their coupling—require refiningatssist the appreciation of the emergent

nuances in global production and servicing. Degpi¢elong-term growth in FDI, the growth

The twenty-first century will experience unpreeetéd structural demographic change that couldtoam

the world economy over the next several decadeseldped countries will experience increases irirgge
population, while developing economies are lik@ysee a large increase in their working age pojouisit
(See Proceedings of a Symposium Sponsored by tiherdeReserve Bank of Kansas City, Jackson Hole,
Wyoming (2004.)

8 See, inter alia, Dunning J. H. (1958); UNIDO (28 and Freeman and Bartels (2004).

This term should not be confused witfishorewhich is used to describe the tax minimizing lawatof
banking and financial legal entities. Of course, tasulting spatial distribution of economic adgivécross
sovereign borders enables international transfeingr to contribute to MNEs global tax minimization
strategies.



in offshore outsourcing may be attributed to MNRstceptions and management of risk in

international business.

MNEs with predictably structured divisions lockeda rigid linkages with other parts of the
samefirm have evolved into a new international struetim an environment that is very
different from earlier times. This is very challemgy from a policy perspective. With
competitive pressures increasing relentlessly ginestions asked by MNEs are, first, where
to locate productive assets and source contractufaeturing activity and services in a
manner that efficiently differentiates between tamas and maximizes the difference
between manufacturing value added (and, ultimatedyes), services and locational cost
structures? Secondly, how should the assets antracoractivity be coordinated and
controlled as a system? And thirdly, should theiapg differentiated manufacturing plants,
producing similar products, use similar technolagy production processes. In other words,

how should capital/labour intensities be distrilou&eross the system?

The location decision concerns the relative merfithe cost- and market-related advantages
between different locations. The control decisifor, its part, concerns whether or not to
own, or to havean optionon ownership [Trigeorgis (1996)] through collakcra (for
example, outsourcing, subcontracting, joint ventsteategic alliance with different firms).
The similar manufacturing process decision conchorgzontal integration and the effective
technology transfer between subsidiaries and sepioviders so as to enable rapid response
to competitors and market changes. In the new en@nenvironment, the desire of MNEs
for flexibility militates against the rigid backwdiand forward vertical integration into input
factors or into distribution of the earlier eraMNESs organization. The more advantageous
alternatives are to subcontract production andigag, and franchise sales through OO

(thereby distributing the associated risk profiles)

The new economic perspective for MNEs in managigrnational operations concentrates
managerial attention on: (i) the characteristicgaétility and uncertainty in markets; (ii) the
value of options and flexibility in entry modes f&DI; (iii)) alliances, collaborative and
network forms of cooperation and competition; (@ntrepreneurship within networks; (v)
managerial competence; and (vi) corporate and azgaéonal cultures that are progressively
more adaptable to the demands of change. Thisasetidtes into flexibility of operations. In

other words, the ability to orchestrate the allmegt and re-allocation, of resources
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efficiently, smoothly and rapidly in anticipatiori, @nd in response to, change. The greater
the amplitude and frequency of change in the bgsieavironment, the greater this need for
organizational and operational flexibility. Table—Regional FDI inflows—shows the
persistent pattern of FDI, which underscores thecsires of OO.

Table 1. Regional FDI inflows, selected years
(Millions of US dollars)

Region 1980 1985 1990 1995 2000 2003

Industrialized countries 46,481 42,044 172,261 224,776 1,284,177 421,584
North Africa 132 1,422 1,135 866 2,600 2,215
Central Africa 184 681 -354 296 902 n.a.
Western Africa -507 473 892 1,653 744 413
East and Southern Africa 305 168 514 953 1,807 721
Western Asia and Europe -3,349 955 2,587 157 3,560 7,075
Latin America 6,434 5,734 819 30,393 78,708 35,688
South and East Asia 2,480 4,387 16,897 65,328 135,990 80,521
Total 52,160 55,864 194,841 324,422 1,508,488 548,217

Source: UNIDO Statistics compiled from International Finance Statistics (from International Monetary
Fund) according to UNIDO list of countries and areas included in selected groupings in the
International Yearbook of Industrial Statistics 2005.

The analysis indicated above highlights the issuacoelerated dynamic market entry and
exit as the strategic preference for MNEs. In aatfl@d environment, FDI can be seen as a
high-risk strategy particularly in the absence afation-specific compensating factors such
as a transparent and coherent business climatdhvétprovision of both the ‘*hard’ and ‘soft’
infrastructure to do business. Reflecting the fdiy inherent in spatially distributed
production networks, the ‘hub’ and ‘spoke’ stragsgiemployed by MNEs enable
responsiveness to market decline by OO and divgstistribution assets to local partners
(exercising one of the options in joint venturinghile retaining production capacities with
high appropriabilitie¥ the output of which can be diverted to other mekeThe
implications for developing countries are that thavestment promotion agencies need to
fully understand the dynamics of these decisionMINEs and incorporate them fully into
their development policy and FDI promotion strate@gble 2—Regional FDI inflows—
reflects again the predominant pattern of inteomati involvement. Since the mid-1990s, this

pattern has been hallmarked by the dominance ahthestrialized countries and Asia.

19" Due to monopolistic-oligopolistic advantages tha derived, inter alia, from technological funos.
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Table 2. Regional FDI inflows, selected years (Per centage of total)

Region 1980 1985 1990 1995 2000 2003

Industrialized countries 89.11 75.26 88.41 69.28 85.13 76.90
North Africa 0.25 2.55 0.58 0.27 0.17 0.40
Central Africa 0.35 1.22 -0.18 0.09 0.06 0.00
Western Africa -0.97 0.85 0.46 0.51 0.05 0.08
East and Southern Africa 0.58 0.30 0.26 0.29 0.12 0.13
Western Asia and Europe -6.42 1.71 1.33 0.05 0.24 1.29
Latin America 12.34 10.26 0.42 9.37 5.22 6.51
South and East Asia 4.76 7.85 8.72 20.14 9.01 14.69
Total 100.00 100.00 100.00 100.00 100.00 100.00

Source: UNIDO Statistics compiled from International Finance Statistics (from International
Monetary Fund) according to UNIDO list of countries and areas included in selected
groupings in the International Yearbook of Industrial Statistics.

Taking departure from taxonomies in the internaldousiness literature, offshoring is the
location, or relocation, of business activitiesfonctions abroad. When the transfer to a
subsidiary of the firm occurs, then FDI takes pJamed this can be regarded as ‘captive
offshoring’. Outsourcing is the buying in, fromthird party, of business activities or
functions, which were hitherto provided by the firtself, that is, contracting takes place.
Outsourcing may occur across international bordersn which case, is an example of

offshore outsourcing. However, “the use of the teutsourcing has not been standardized
[Amiti and Wei (2004, p. 4)]. A taxonomy of OO isgvided in table 3 below!

Table 3. A taxonomy of OO

Location of activity Hierarchy-based (internalized) Market-based (externalized)

Home country In-house (at home) Outsourced to third-party provider

Foreign country Within MNE subsidiary of firm (captive Outsourced to third-party provider (local firm
offshoring) or subsidiary of other MNE), that is, OO

m  Equivalent to FDI

An elaboration of this taxonomy from the perspextof relocation to lower-cost locations
(LCLs), is provided, inter alia, by Amiti and We2q04), Kirkegaard (2004), van Welsum
(2004) and Mann (2003). The definitions, and taxopopermit an attempt at estimating the

|t is germane to question whether these recentstare significantly more useful in describingeimational

business. The increased use of the terms may reaciion against the empirical rigour and theoaktic
complexities in the literature on FDI and MNEs fduim leading, and more econometric, international
business journals. It is arguable that the terens lead to confusion and may actually obscure ssue
managerial economics and industrial organizatiorceming the firm’s ‘make’ or ‘buy’ and FDI decisis.
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global markets for SOO, within the US$1,700 billigiobal services export market [Morgan
Stanley (2004)].

However, the problematics of what exactly constgua service—and thereby SOO—with its
various limitations and balance-of-payments measarg issues suggest caution in any such
estimation. Estimates of the value of SOO are likewcomplicated, by definitional
delimitations, double counting and exclusion of soservices [and inclusion of others not
strictly services — more akin to manufacturing (aanufacturing services)]. Table 4—

Estimates of SOO, 2005-2015—below provides somiagrary guides and indications.

Table 4. Estimates of SOO, selected years
(Billions of US dollars)

2005 2010 2015
Gartner (2005) 160

McKinsey (2005) 142

Hewitt (2005) 135
Deloitte (2005) 200° 356°

Amiti and Wei (2004) 181 (2002)*

Notes: 1 Compiled from RTTS Statistics related to offshore outsourcing,
http://www.rttsweb.com/services/outsourcing/stats.cfm, 31 March 2005.
The Compound Annual Growth Rate (CAGR) ranges from 20 to 38 per cent.
2 Business process outsourcing (BPO).
3 Financial services.
4 The top six outsourcers (business services, computer, information services) in
2002, compiled from IMF Balance-of-Payments Statistics Yearbook.

The suggested range of estimates and the rangenafbgrowth rates indicate potential for
error in calculating the value of the global OO kearin services? Within these estimates,
however, the market size for China is expectedréovgrom US$317 million [at compound
annual growth rate (CAGR) of approximately 18 pentt in 2005 to US$451 million in
20072 [A. T. Kearney (2004a)]. In contrast, India’s metrlshare, for example, of business
process outsourcing (BPO) was estimated at US$Ridnbn 2002-2003 [Ernst and Young
(2003)]; and is projected to rise by approximatkelyper cent CAGR to US$3.7 billion by
2008 By similar token, the growth in BPO offshoring byited States’ firms is anticipated
to increase by approximately 26 per cent CAGR, fid®$24 billion to US$136 billion
between 2005 and 2015 [A. T. Kearney (2003a)].

12 According to Gartner Dataquest (June 2004), thbay Information Technology services market grew b

6.2 per cent in 2003 to US$569 billion.

The total growth figures (offshore plus domesititsourcing market) for China are expected to b890S
million (2005) to US$1,289 million (2007), respeetiy.

14" India Infoline (2004).
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A positive, as opposed to a normative, economispeative is adopted for analysing the
trends, patterns and emerging issues in SOO. Hawthig is not to deny the developmental
impact, and hence, normative implications of jaisdes’ and ‘gain$’ as a consequence of
an industrialized country firm selecting stratetiicto either ‘go offshore’ and establish an
overseas subsidiary, or to outsource (productiooygsses or (BPO, distribution) services to
a foreign service providéf. It is fair to indicate that relatively little camiversy surrounds
FDI and market-based transactions (domestic ornat®nal). Nevertheless, associations
with job ‘losses’ that accompany coverage of OOganeral, and SOO in particular—
especially that of services from the Triad econa@miand OECD States to developing
countries—elicit detectable emotional responseschvhattempt to defy the efficiency
arguments and logic of markets. These responsesoanetimes framed into legislation to
restrict public sector SOO and services importation

From an FDI or international contracting perspexti®O are nothing new — with one
exception. The increasing complexity of techno-etoit activity, which enabled the
‘componentization’ of production, that is, the Bl up of industry stages of production and
firm value chains into different sub-stages, aneirtisubsequent global distributiGnover
geo-economic spadeut within the organizational boundaries of MNEs, is now hguihe
same impact on services [through digitization dagdaformation, statistics and knowledge
and information and communications technologiesT¢§): The relocation of international
production beginningirca 1975 is being added to by the international relonaof services

provision. This latter trend began in earresta 1990 and is continuing apate.

The problem is that the impact—no longer on labatensive manufacturing (blue-collar
work)—is now increasingly felt by higher value-addebour-intensive servicing (white-

collar work)? There is a range of socio-economic consequenadsngmlications. Some of

15 See Financial Times (28 January 2004).

16 Dehaven (2004), and te Velde. (2004).

17 According to the National Foundation for AmericBolicy at least 36 States in the United Stateshav

introduced over 100 legislations to restrict th@amation of services [Dehaven (2004)].

G. Abonyi (2000) for an elucidation of the dynaminvolved in the spatial distribution of manufaatg

value added.

1 See Financial Times (20 August 2003); Businessk\VE February 2003); and The Economist (13
November 2004) for analyses of the dynamics ofnmifs outsourcing which involves, inter alia, resbar
silicon chip design, engineering and financial gsisl

2 Between 2003 and 2004, 221,000 high-tech jolikénUnited States were ‘lost’ to outsourcing, adiuy
to the U. S. Department of Labor Bureau of LabatiStics [cited in Electronic Design (2005)].

18
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these are analysed well, quite a number are weighetewhat sensationalfywithout due
acknowledgement to the macroeconomic case forrettieeefficiency and welfare gains that
arise from contracting, or the trade gains of Fidttarise from the empirics of revealed
comparative advantage. The economic ‘assault’ orevdollar service work is not trivial in
consequence. SOO represents, at a global levedpagrstructural change in the allocation of
resources and the international re-division of lableecause of the relative cost profiles of
different competitive advantages [Porter (1990)jderlying this change are certain ‘drivers’
reinforcing the major factors referred to earligney are:
0] the relatively rapid ageing profile of Triadawmy populations;
(i) rising skills profilé”® of emerging markets economies in terms of prodigti
adjusted costs of labo@f;
(i)  digitization of services, and services prawis, as ICT enabled services;
(iv)  massive increase in ICT capacity;
(v) widespread use of networked computers as aecuesice of falling price of
computing powef? and

(vi)  increased market access.

The impact on white-collar jobs may be viewed a®ss?® However, when the balance-of-
payments dynamics of SOO is subjected to rigoraos@metric analysis, the evidence does
not support the anxiety over job ‘losses’. In fattte empirical data confirms that the

industrialized countries dominate overwhelminglg tianks of SOO providers as well as the

21

b Daniel Daianu (January 2005).

According to the U. S. National Science Founduatlee world distribution of engineering graduate4999
was: China (21 per cent); European Union (15 pat)cdapan (11 per cent); Russia (9 per cent)alifdi
per cent); and United States (7 per cent).

Low-cost countries have average hourly wage rafeless than US$5 compared to US$20 in OECD
countries, according to The Boston Consulting Grj4b).

As a direct result of the telecom infrastructureestment boom of about US$300 billion in the 1990
anticipation of demand for the ‘information supegtway’.

This steady drop in the price of computing pohas been going on since at least 1910. Compupiegds
per dollar has doubled every three years (191031968n every two years (1950-1965), and then every
year (1966-2000). Accompanying this has been alim@ costs of telecommunications hardware such as
fibre optic cabling — in India, for example, whibave fallen by 90 per cent since 1997 [The Econiprhis
November 2004].

To give an idea of the attention being focuse®®®©, from January to May 2004, there were 2,6B4ns

in United States newspapers mostly highlighting pbéential job losses. The United Kingdom had 380
reports in the same period [Amiti and Wei (2004fccording to Gartner Inc., 30 per cent of techgglo
jobs in the United States’ are ‘at risk’ from O@ffirmation Week, vol. 1033, 4 April 2005, p. 16The
potential losses are not confined to the UnitedeSta reported production shifts out of the Européaion
amounted to over 40,000 in the first quarter of2@stitute for International Economics, (2005)].

23
24

25

26
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ranks of in-sourcing, that is, in both the expasl imports of servicds[Amiti and Wei
(2004, Tables 2 and 4)]. In other words, indusizé countries, far from outsourcing, are in

the position in which the rest of the world outsmms more to them than the revefSe.

2. The Macroeconomic Context

There is little doubt that SOO have become increggi complex not only in terms of
business decision-making, but also in terms ofchresequent organizational articulation and
configuration necessary for implementing SOO deoisiand strategi€s. It is crucial to
realize that the SOO phenomena is not new and é&s &n integral part of industrial logic
since the antecedents of the modern industrialluéwa circa 1750 AD [Moore and Lewis
(2000)]. It is beyond the scope of this presentepdp trace either the classical and neo-
classical economic arguments for specializatiodifeato wealth creation or the benefits of
‘Schumpeterian’ competitiveness, strategy and iation. There is sufficient literature on
this subject [Ricart et al. (2004); Ghemawat (2003)ffice it to say the macroeconomic
case for OO lies in arguments that point to inedasade in manufactures and servites,
cost reduction and increased productivity [Sweng&®04); Dunning (2003); Williamson
(1975)].

FDI, international subcontractify and OO represent the growth of international
specialization in the world economy in general, ameasing vertical intra-industry trade
within, and between, MNEs in particular [Antras addlpman (2003)]. To illustrate this
reality of industrial economics, the production af “American” car is now so spatially
distributed—using various modalities of FDI, fonreignarket servicing strategies and SOO—
that 30 per cent of the car’'s value is generatethenRepublic of Korea, 17.5 per cent in
Japan, 7.5 per cent in Germany, 4 per cent ea¢hiiman Province of China and Singapore,

2.5 per cent in the United Kingdom and 1.5 per asatth in Ireland and Barbados. This

27 The United States and the United Kingdom havethenworld’s largest and second largest surpluses i

services trade recently.
To put this into perspective, the United Statesvises exports amounted to US$300 billion in 2002
compared to US$62 billion in services exports bthi@hina and India combined [Dehaven (2004)].

See Paul J. Davies, Financial Times (18 April®d0r a view of the difficulties in managing risks OO;
and William R. King, (2005) for an appreciationtbe increasing value-added capabilities of thirdypa
services providers and the management challengse timpose for outsourcers.

%0 Deloitte Research (2003).

31 UNIDO SPX programme [www.unido.org/spx] encourmagjee formation of subcontracting networks and
clustering to enhance the rates and levels of aliggiion in developing countries thereby enabliggging
industrial sectors and their firms to premium prsea function of specialization.

28
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means that “only 37 percent of the production value is generated in the United States”
[WTO (1998), cited in Antras and Helpman (2003)hisTis the reality of the global factory
(GF) [Bartels (2005a); Buckley (2003)].

The rate of growth in the international disintegmatof production and services, that is, an

increase in intermediate inputs [Fukao, Ishido &n0d(2003); Ito and Fukao (2003)], now

outpaces world trade growth. The disintegratiomtigp distribution of production and SOO,

through technological advances and digitizatiospeetively [Bartel, Lach and Sicherman

(2005)], is counter-balanced by the integratiorglobal trade’® The integrating vectors of

the global economy are five-fold:

(i)

(ii)

(iii)

(iv)

(v)

since the 1960s, the rate of world trade grow#is outpaced that of world
output growth;

between 1980 and 2000, the rate of FDI growstitpaced that of world trade
growth;

approximately three-quarters of world tradee eheld internally within the
international operations of MNES. This is manifest as geo-spatially
distributed and operationally integrated, and madags cross-border
collaborative intra- and inter-firm relations;

the growth of vertically integrated intra-instuy trade, which accounts for
about 30 per cent of world trade, at about 40 pat since 1975, has outpaced
that of FDI growth

the growth of financial capitalism which hagmaced world output growth (at
least until ‘the great recession’ of 2008 arguablyjjat is, the ratio of global
financial assets to annual world output has softced 109 per cent in 1980 to

32

33

34

Usefully described in terms of global value (ampply) chains as integrated international sourcing,
technology, production, marketing and servicingwoeks with fourth- to first-tier suppliers undereth
(hierarchical) governance of leading buyer or sigppNEs that constitute international trade.
Approximately 61,000 MNEs with over 900,000 sdimmiies spatially distributed within geo-economic
space operationally constitute 65 per cent to et of international business and world tradepeding

to UNCTAD, World Investment Report 20@&hd World Investment Report 199%his geo-spatiality is
operationalized in part as cross-border collabegatinter-firm relations (mergers and acquisitiojusnt
ventures, strategic alliances, etc.)

See Dicken P. (2003); David Hummels, Jun Ishi &eid-Mu Yi (1999); and UNIDO (2003a) for the
growth of vertical specialization as share of expat between 26 per cent and 82 per cent fromralisst
Canada, France, United Kingdom and United States 970 to 1990.
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316 per cent in 2005. In 2005, the global stockcofe financial assets
reached $140,000 billio.

MNEs, FDI, export-import trade in intermediate puots and SOO, as well as the finance
capital that enables global trade, have therefemmime the preponderant integrating factors
in the world economy. Furthermore, trade in intediate products and SOO resulting from
FDI have become significant in improving the effloicy of resource allocation,
specialization, value-chain disaggregation and ecbdty in higher-cost locations (HCLS)
as well as LCLs [Feenstra (1998)]. Within this @lkeset of vectors, and given the increased
levels of liberalization (de-regulation) in the Wbenvironment (up to at least 2098for
investment and trade, empirical evidence—which tsoto the shape of things to come—
suggests that the rate of growth of OO by Uniteatest firms since 1999 has outpaced the

growth of their foreign intra-firm sourcing [Antrasd Helpman (2003)].

Discussion of the macroeconomic context for SOO dsed¢o consider also the
internationalization of firms and the ‘conflict ofarkets’ [UNIDO (2003b)] in intermediating
international involvement of firm¥. This means that, in parallel with the profusion of
regional trade agreements from less than five 18018 over 250 in force in 2002,
harmonization and integration of regional policias,well as national employment, training
and their associated fiscal policies are cruciattie effective attraction of SOO. The gradual
reduction of barriers to factor mobility has givaese to integrated international sourcing,
technology, production, marketing and servicinggnated international networks (IINs)—
referred to as the global factory (GF)—in which S@®es place. Empirical studies [Antras
and Helpman (2003)] indicate that higher produttiMINESs source intermediate inputs from
developing countries — LCLs. In contrast, lower dqurotivity firms outsource to
industrialized countries. The implications for thgatial distribution of SOO are an overall

reduction of the trading costs of intermediate picts.

% See “Unfettered finance is fast reshaping theéajleconomy”, Martin Wolf, Financial Times, 18 JI2@07.

% See “Reform the architecture of regulation”, HeRaulson, Financial Times, 18 March 2009, p. 9,a0

view of the rebalancing of policy towards re-regdiola of capital and financial markets.

37 Whereas capital and financial markets are tridpa in space and time, markets for goods anda=nare
overwhelmingly regional. In contrast, labour madskare predominantly national. Therefore SOO are
predictably regional, or inter-regional, and arerelated with the regional characteristics of Fldlfs and
stocks. This carries major implications for policy
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The asymmetries in global inward FDI flows refl¢lsbse in SOO, and vice versa, and the
growth trends in SOO are unmistakable — notwithditagn the definitional issues and
measurement problems mentioned earlier. The pamigfation of services from relatively
HCLs to LCLs, taking into account relative labolexibilities and productivity adjusted
costs of labour across LCLs, is set to continued Ame General Agreement on Trade in
Services (GATS) is bound to accelerate the phenomeifhe current, and changing,
spatiality of industrial activity and its distribah across geo-economic space presents global,
as well as national, policy challenges for the rieé=DI in general, and especially that of

SOO in industrialization.

3. The Spatiality of Offshore Outsourcing

Mapping the world of SOO is not an easy task. Adicay to Antras and Helpman (2003)
systematic analysis of the phenomenon is not ngaibilable. Various proxies can be
evoked to illustrate the overall pattern and sgigtiaf the activity. One such proxy is the
number of industrial sectors in which firms operdter United States’ manufacturing firms,
the number of four-digit international standard ustitial classification (ISIC) sectors has
declined from an average of 2.72 to 1.81 betweéf® J&hd 1997 [Fan and Lang (2000)].
This means less concentration and an increasecerdisp of industrial activity. The
aggregate services that can be subject to OO rMaogeitems such as call centres, shared
service centres, BPO, value-added distribution lagdstics, and research and development
(R&D), to any ‘knowledge work’ [Drucker (1989)] that can be diged using ICT enabling
services (itself a service that is subject to OBach item has its own organizational
propensities in terms of strategy, operations aandagement, and relations between principal
and agent. It is the technological dimensions eséhitems which make circumscribing SOO
prone to multiple difficulties. Technologies andch@vations are continuously expanding, and
thus changing the range of economic activities taat be digitized and are therefore subject
to OO.

Most probably, the most accurate indicators, odigters, of the patterns in SOO are world
flows of inward FDI; and the balance-of-paymentsniities of trade in services. However,
these rather dry statistics arguably reflect neithe characteristics of locational dynamics
nor the evident asymmetries in the different spalistributions of items of SOO across the
world. Furthermore, they do not reflect well thetfthat FDI and international subcontracting

are subject to different policy and regulatory negs across countries hosting SOO.
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Nevertheless, such a view of global FDI flows destrates ‘gravitational’ asymmetries with
transatlantic and transpacific economies as glaealtres, while South and East Asian
economies dominate as centres in the global pewpf€empel and Plimper (2003);
UNIDO (2005, 2003a)]. This view also reflects theternationalization and spatial
distribution of economic activity of MNEs, which $iabeen sequential both in the
‘nationality’ of MNEs and in the geo-economic spamupied by them This sequential
distribution has dynamized South and East Asi&¢opint that China, India and South-East
Asian economies have begun to capture most of thkeh for manufacturing and SOO
[Balasubramanian and Padhi (2005); Gandossy and(R@@5); Meredith (2005); Deloitte
Research (2003)].

The gravitational asymmetries [Anderson and WincgaP0la, 2001b)] manifest at the
global level are reflected, at the micro-industhedel, by the functional integration of MNEs
HQs—subsidiary management, according to mandategerations within 1INs across
regional economic space [Giroud and Mirza (2004)p@l (2003)] and the consequential
cluster of linkages that characterize industridivty in South-East Asia [Fukao, Ishido and
Ito (2003); Ito and Fukao (2003)]. In recent yeamsreasing competition has been observed
for diminishing levels of global FD¥ Simultaneously, there is increasingly dynamicssfo
border configuration, reconfiguration and articidat of the manufacturing assets and
servicing operations of international investors.eThncreasing complexity of FDI is
demonstrated by the integrated international sagrdechnology, production, marketing and
servicing networks of MNEs as inter-connected systavhich are geo-economically and
spatially distributed. Furthermore, the distribatiand performance of these networks are
operationally and contemporaneously managed thretigttegic relations (communication,
cooperation, coordination, command and control)wbeh subsidiaries and third-party

suppliers using ICTs.

3 A long perspective of the international busines$DI (and manufacturing and services offshorimgl a

outsourcing) since 1960 indicates stylistically timithstanding resource-seeking FDI in the MiddlestEa
and Africa) that these sequences are, respectividligs from (a) North America, (b) Europe, (c) Jap@h
South-East Asia, and (e) Brazil, Russia, India,n@rand South Africa; to areas of the (i) Transaitaiii)
Transpacific, (iii) South and East Asia (includithg Indian Ocean Rim (IOR)), (iv) Latin America.

%  Global levels of inward FDI have fallen since theak of US$1,400 billion in 2000, through US$800
billion (2001) and US$700 billion (2002) to US$5B6Dlion (2003); and preliminary estimates suggest a
modest increase to US$612 in 2004 according to UAIZT2005) before rising to another peak in 2007 of
$1,833 billion [UNCTAD (2008)].
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The systemic nature of MNEs networks leads to thergence of asymmetric properties of,
and synergistic relations between, the constite@ments (HQs, regional HQs, subsidiaries
and outsource partner firms, etc.). In concert, Wheous network nodes responsible for
manufacturing value added transformations, and itier-relationships accountable for
economic transactions, comprise what has beenredfdo as the ‘global factory’ (GF)
[Buckley (2003)]. This is illustrated stylisticallg figure 1 below.

Figure 1. The Global Factory

THE INTEGRATED GLOBAL FACTORY

MNEs DISTRIBUTED OPERATIONS & SPATIALLY FUNCTIONS
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From the perspective of SOO, the key aspects ofGRere the intermediation of design,
R&D and engineering contracting, as well as BPO taird-party logistics’ in enabling the

flow of competitive innovation from supplier to nkat. The GF is co-evolving with the
policy environment. It is characterized by inteanbeability and is in dynamic tension with

its internal constituents, as well as with extefioates of competition and cooperation. Thus

40" Depicted within the triangles in figure 1.
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the shape, boundaries and extent of the GF andnthestrial landscape it inhabits (and
forms) are continuously changing, resulting inghhy complex system that approaches ‘self-
organizatior’* [Dagnino (2004); Fioretti and Visser (2004); Prig004); Urry (2003);
Walby (2003); Krugman (1996)].

The complexity of the GF is therefore increasinglyficult to view through isolated
economic and management disciplines. It is everertestingto capture in terms of data and
information, as well as policy research and analyavestment promotion, policy design and
implementation. This is especially so for develgpoountries and is due partly to the rapidly
changing characteristics of industry competitiord aactor markets, and partly to the
inadequate levels of capacity-building in some ttgiag countries. Competition is evolving
into more internationally collaborative forms [Dung (1997)]. Developing countries in
general, and particularly those marginalized fro@l ows and SOO, often lack high-
resolution instruments to calibrate and recalibthaégr policies fast enough to keep pace with

the rapidly changing context and dynamics of the iGternational production and markets.

The dynamic changes in the spatial distributiors®O are both absolute and relative, with
particular industrialized and developing countrgtees. Given the GF and its relationships
with [INs, in absolute terms, the biggest outsorgd@nd also insourcers) are the United
States, European Union, and the United Kingdom fAarid Wei (2004)]. China and India,
the focus of so much recent economic press coveeaigesurprisingly ranked fourteenth and
sixth, respectively, as hosts to SOO [Amiti and W2004)]. In relative terms, that is,
outsourcing (or insourcing) as a ratio of sourcesfhgross domestic product (GDP), China
and India as hosts to SOO are ranked seventy-amthiwenty-first, respectively. This shows
that despite press attention to SOO, the shifexport, of jobs to China and Indfais not
occurring at a rate, which a casual examinatiothefliterature suggests as very rapid. This
situation is exemplified in table 5—Outsourcers—ethishows the predominance of the
relatively HCLs of the industrialized countries.

* Phenomena which appear to determine their own fond processes.

42 See M. Leanne Lachman (2003/04).
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Table 5. Outsourcers, 2002

Business services (BP) Computer and info. services

Rank  Country (millions of US dollars) Rank  Country (millions of US dollars)
1 United States 40,929 1 Germany 6,124
2 Germany 30,13 2 United Kingdom 2,602
3 Japan 24,714 3 Japan 2,148
4 The Netherlands 21.038 4 The Netherlands 1,586
5 Italy 20,370 5 Spain 1,572
6 France 19,111 6 United States 1,547
9 United Kingdom 16,184 9 France 1,150
11 India 11,817

14 Russia 592
20 Russia 4,583
Source: IMF Balance-of-Payments Yearbook, cited in Amiti and Wei (2004). Fear of Service Outsourcing: Is it Justified?

NBER.

Nevertheless, the emerging markets of the Indiasa®dim (IOR) and China are beginning
to attract SOO significantly; and this representsogentially huge rate change in the next
decade. In this regard, regional and bilateraleragreements entered into by these countries
have to be very carefully implemented and coheradorder to avoid regulatory
inconsistencies and the ‘spaghetti bowl’ problemrdés of origin and harmonization of
investment and trade provisions across the fregeti@eas which impact SOO [Bartels
(2004); Soesastro (2003)]. To illustrate that thelustrialized countries also dominate

insourcing, table 6—Insourcers—indicates againréhatively lower rank of China vis-a-vis

India.
Table 6. Insourcers, 2002
Business services (BP) Computer and info. services

Rank  Country (millions of US dollars) Rank  Country (millions of US dollars)

1 United States 58,794 1 Ireland 10,426

2 United Kingdom 36,740 2 United Kingdom 5,675

3 Germany 27,907 3 United States 5,431

4 France 20,864 4 Germany 5,185

5 The Netherlands 20.074 5 Spain 2.487

6 India 18,630 10 France 1,191

8 Japan 17,401 11 Japan 1,140

[1&ChinaPR 10419 M2 chmePR 88 ]

29 Russia 2,012 25 Russia 137

Source: IMF Balance-of-Payments Yearbook, cited in Amiti and Wei (2004). Fear of Service Outsourcing: Is it
Justified? NBER.
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The gravitational asymmetries of world trade, amaldluster of hosts to SOO, indicate trends
with three broad patterns in the spatiality of Ckixst, the Triad economic space has a
persistent predominance in outsourcing and insngrdihis is unlikely to change in the short
term. Secondly, there is a continuing shift in gh&bal functions of the GF—oriented to both
manufacturing and services—to South and East Asia.rate of this shift, in terms of CAGR
of SO0, is between 20 per cent and 40 per cenertipg on the specific type of servitét
should be borne in mind that while these figuresnséiigh, they start from relatively low
levels).

The bulk of market share is likely to be takenha future by China and India — with China
specializing in manufacturing services and ICT wa&ng, while India specializes in BPO,
ICTs and back-office functions. Thirdly, apart fromfew exception$! the developing
countries of Sub-Saharan Africa, Latin America #ralleast developed countries will remain
largely marginalized and isolated from this ‘thiséve of globalization’ [Moore and Lewis
(2000)]. These trends and patterns in SOO are pmued by the industrial logic of FDI.
The ‘drivers’ of SOO referred to earlier are theperatives of achieving operational cost
savings—which in turn are a function of the produtt adjusted cost of labour in LCLs—

and gaining increased competitiven&ss.

As competitiveness is ultimately a function of g@nbination of costs (resource utilization
efficiencies) and technological applications (ination effectiveness), it is not surprising that
SOO is presently dominated by OECD countries aedetinerging economies of South and
East Asia. These economies demonstrate superidorpemncé® in both categories of
competitiveness relative to others [UNIDO (2002)jis is not to say that countries such as
South Africa and Australia, for example, are ngngicant in the spatial distribution of SOO
[Deloitte Research (2003)].

With respect to South and East Asia and the IORerént countries are beginning to

specialize, with different policy objectives andipp instrument (PIs), in different types of

3 BPO CAGR is calculated as being approximatelg®qent by NASSCOM, India.

** " Francophone call centres in Senegal, for example.

45 According to Roland Berger Consultants/fUNCTAD(2)) a survey of 20 per cent of EU top 500 firms by
revenue, more than 80 per cent of respondent figpert cost savings of between 20 per cent ande40 p
cent as a result of SOO.

% See UNIDO (2002) Competitive Industrial Performaundex for various countries.
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SOO0. Regarding front/back office operations SO®jn&, Malaysia, Philippines (and
Australia) are significant hosts. As with call aestand shared service centres, the dominant
hosts are found in the IOR. Financial SOO aredthsn the main, by China, Hong Kong
(Specially Administered Region of China), Singapared the United Arab Emirates. The
imperative to simultaneously reduce costs and mgwéhe value-added ladder, means that
MNEs are increasingly using market and quasi-markethanisms to transact product
development research. As a result, contract R&D foduct adaptation and development
rather than fundamental R&D) is increasingly perfed in Australia, China, India,

Singapore and Taiwan Province of China.

This concentrated spatiality for routine office ogg®ns, financial services intermediation

and product R&D is in contrast to the wider sprea&0O0 regarding HQ¥. As a reflection

of the different market strategies pursued by diffé MNEs, HQs are spatially concentrated.
And again, with SOO oriented to distribution andisbics, the spatial distribution is globally

not as concentrated as BPO services and its asmbdasiness functions. The predominant
pattern in SOO reflects the underlying pattern lobgl value chains (GVCs) and supply
linkages of the nodal points in world FDI and trdldevs. This is a persistent pattern, which
has recent nuances in the flows of FDI to China@utdourcing to India. Despite the contrast
in terms of FDI to China and Indfithese two countries appear to dominate discussions

SO0¥

4, China and India Compared and Contrasted

A detailed socio-economic and technological ‘benatkihcomparative analysis of these two

emerging market economies is beyond the scopei®ptesent working paper. This section

points out the relative evolving merits of the tl@oations as hosts to SOO along a few key

macro- and micro-economic dimensions which represen

47 According to UNCTAD (2004), between 2002 and 208¢r 1000 product R&D projects were offshored
(involving both FDI and contract transactions). $1¢739) were offshore outsourced to developing
countries and countries with economies in transjtaf which 563 were relocated in South and Easa As
with China and India gaining significantly. Howeyé should be recalled that the spatial distrititof
R&D subsidiaries in 2004 favours numerically andemvhelmingly the industrialized countries: EU
(1,387); United States (552); Japan (29); comp#oedfrica (4); Latin America and the Caribbean (40)
South and East Asia (423).

Notwithstanding some measurement issues, Chirfaossing about US$50-60 billion FDI annually in
contrast to India’s US$4-5 billion which in 200@nslated, respectively, in net FDI terms, to 3.8 qant
and 0.5 per cent GDP [A. T. Kearney (2003b); Thertemist (2005)].

49 See A. T. Kearney (2004b).
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0] the ability to do business in the location,ttlsa comparative transaction costs;
(i) the comparative investment climates;

(i)  comparative investor perceptions;

(iv)  SOO decision-making; and

(v)  UNIDO’s Competitive Industrial Performance (¢IRdex>°

The comparative analysis presented yields a nuwibgroadly contrasting findings between
reality and perceptiort- This has major implications for policy objectivéise policy regime
and PlIs for attracting SOO. From the outset, thapexities of China and India should not
be underestimated, either in economical or insbihal terms. Both countries are emerging
through economic transition towards the social retavkith legacies that are, to say the least,
challenging from a policy perspective. The comglegi caution against a simplistic
interpretation of quantitative statistics and ¢atl a deeper understanding of the underlying
socio-economic factors that determine business \i@lva and the efficiencies of the

commercial environment in both countries.

As FDI and associated SOO are ultimately businesssibns executed by independent
economic actors, the host locations, the transacosts and the perceptions thereof, are of
paramount importance to the decision. Across atlerange of key variables pertinent to
transaction cost¥, China outperforms India. On average, the indicesChina are twice as
better than those for India. In some cases, sudosts(percentage of per capita income) of
starting a business, cost (percentage of propelyey of registering property and time to
resolve bankruptcies (years), China’s indices arer ahree and four times, respectively,
better than those of India. On the face of it, ¢f@e, the regulatory environment constrains
business much more in India than in China, thusirgitransaction costs to higher levels in

India relative to Chin&® This is contrast to some reports on institutionadilated transaction

0 UNIDO (2002), Tables A3.1 and A3.2, pp. 177-180.

L The volume of publications and benchmarking stsdin China and India sometimes present contraglicto
assessments of respective performance.

Starting a business, employing staff, propertyisteation, contract enforcement, and closing airtess
(resolving bankruptcies) [World Bank (2005)].

As an example of relatively higher transactiostsan India, The Economist (2005), refers to tlaadalore
paradox of booming SOO and poor infrastructure mglth transactions costs.
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costs in China [Clissold (2004); Morgan Stanley02). Subcontracting to China poses

some challenges that put upward pressure on trémsa@osts.”

A comparison of the two locations, from an FDI dite perspective, tends to confirm the
relative transaction costs across a selection ofables that capture the efficacy and
effectiveness of the investment climate. Again, f@houtperforms India in governance
(controlling corruption, political stability, timespent by senior management with
government) but not in the category, rule of law.térms of cost of capital, infrastructure
(percentage share of firms with own generator) awdilability of SOO suppliers, China
outperforms India between two and five times [WoBdnk (2003)]. China’s apparently
superior performance, in transaction costs andstmvent climate, is further consolidated by
the FDI Confidence Index [A. T. Kearney (2004b)]igihplaces China in first, and India in

third, position in the ranking.

And yet, investor perceptions of senior corporadtatsgists from the world’s 1,000 largest
MNEs suggest that India outperforms China across tiriables of (LSAs) crucial for
business, and reflects the human resources, maalaggpacity and capability, rule of law,
transparency, socio-cultural barriers and the @guy environment® The contrast of China
in first place in the FDI Confidence Index to itesgion relative to India in the ‘where to
locate offshore business processing’ is stark [AK&arney (2004d)]. In all 11 cross-country
comparison¥ of composite cost, environment and people factmmia is rated first and
China eleventh. In terms of BPO, India outperforms Cheta3.4 to 3.1; so too on
environment scoresat 1.6 to 1.1. And again on the people factor alomeljal is in first
position with a score of 2.3, in contrast to Ch&aleventh position with a score of 1.0.
Again, in contrast to transaction costs and investntlimate comparisons, in which China
outperforms India, the perception by investors isk variables is greater for China than
India. Table 7—Investor perceptions of risk in Ghirand India—shows the better

performance of India.

*  See Financial Times (2005) for an analysis of sarhthe problems for consumer MNEs sourcing from

China.

Fifty-seven per cent of investors perceive Iraichaving a more conducive and hence attractige)atory
environment in contrast to 43 per cent for China TAKearney (2004b, p. 4)]; Ernst and Young (2003)
which refers to India as “the preferred outsouraegtination”.

India, Canada, Brazil, Mexico, Philippines, Hungdreland, Australia, Czech Republic, Russia &hiha.
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Table 7. Investor perceptions of risk in China and India
Percentage of investors perceiving high risk

Rank high risk FDI confidence variable China India
1 Legal, regulatory environment 73 58
2 Corruption, lack of transparency 66 36
3 IPPRs," piracy 56 35
4 FOREX,” capital controls 51 27

Notes: 1 Intellectual Property Protection Rights.
2 Foreign exchange.
Source: A. T. Kearney, FDI Confidence Index, 2004b.

The contrasts in comparisons of China and Indiaviich China outperforms India in
guantitative measures, and vice versa in qualgatheasures, of LSAs raises interesting
guestions and points for consideration. Notwithdtiagn methodological issues of reliability,
reproducibility and validity in these measures, the quantitative statistics conceal
inconsistencies or rigidities in China’s implemeiwa of policy? Are there quantitative
differences between officially-communicated vare&bheasures and actual measures? Does
the ‘on-ground’ actual business experience of MIdRd investors influence their responses
to surveys? What is the extent of intra- and ictauntry correlation among the relevant
variables across the benchmarking surv&yEhe answer to the last question would point to
the significance of the FDI and SOO inflow elasigs of the variables [Christiansen (2004)]
for policy decision-making. And to what extent dbet qualitative statistics conceal
managerial and operational flexibilities in Indidasiness environment? In the business of
FDI and SOO, what is relatively more valuable —iogéhcy (doing things right), or
effectiveness (doing the right things)? Investaicpptions of variables not related to market
size suggest that effectiveness may be more vauableast in the short to medium tefm.
Perhaps a more revealing comparative dimensioelafive performance in SOO regarding
China and India is the offshore decision itselfbléa8—Offshore decision-making location
performance—indicates the relative performance h&f two locations on key decision

variables.

> See A. T. Kearney (2004b); A.T. Kearney (2004kser Institute(2004); Heritage Foundation (2005);
Transparency International (2004); UNDP (2003); DNI(2002); World Economic Forum (WEF) (2000);
World Bank (2005).

At a broader level, China’'s specialization in m@acturing FDI and India’s on SOO carry different
implications for structural adjustment and the ipibf industry to manage assets and the periodic
transitions up the value-added ladder [See MartwlfWndia and China, Financial Times (2005)]; and
according to The Economist (2004) the global miaitewhite-collar work, India “rules supreme”.
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Table 8. Offshore decision-making location perform ance’

Offshore decision-making variable China India

Human resource skills (‘people’ score) 1.36 2.09
Business environment (‘business’ score) 0.93 1.31
Financial structure (‘financial’ score) 3.32 3.72
Employee retention NA? 0.13
Language skills 0.07 0.21
Education 0.21 0.25
Labour market availability 0.60 0.47
BPO experience 0.48 1.03
Intellectual property protection rights NAZ 0.18
Cultural adaptability 0.10 0.10
Infrastructure 0.15 0.20
Country risk 0.68 0.83
Tax and regulatory environment 0.09 0.30
Infrastructure costs 0.23 0.23
Compensation 3.00 3.19

Notes: 1 - Measured on a Weighted Likert Scale 1 to 4 (1 = Poor and 4 = Good)
hence some scores below 1.
2 - Not Available.
Source: A. T. Kearney (2004c).

China outperforms India in the eyes of investor Sd2@ision-making in only one category—
labour market availability—notwithstanding emergifapour shortages in China’'s Pearl
Delta Provinces [A. T. Kearney (2004b)].

In considering the UNIDO Competitive Industrial femance (CIP) Index, table 9 discloses
the competitiveness of the respective national strthl capabilities—in terms of industrial
capacity (quantity of output performance) and indalscomplexity (ability to upgrade the
quality of output performance)—and indicates thpesior performance of China over the
decade 1985 to 1995. While India outranked Chinth&1980s, by the mid-1990s, China
had begun to outpace India in industrial complexithiis implies a potential for China to
continue adding to its ability to attract espegiattianufacturing OO and to a lesser extent

SOO for the reasons indicated earlier.

These findings point to the complexities involvedassessing the relative merits of China
and India as SOO destinations. Two further compass with qualifications, assist in
drawing some tentative conclusions. A measure @fatiractiveness as offshore destinations
of 25 countries’ correlation of ‘Business’ and ‘ip&® scores with ‘Financial’ score places
China in quadrant High Financial-Low Business/Loaople®® In contrast, India is in the
High Financial-High Business/High People quadraatT. Kearney (2004c)] — and is the
only country out of the 25 in this quadrant. O6t145 leading MNEs, 67 per cent have

*  Along with (in descending order of attractiveesdalaysia, Brazil, Mexico, Argentina, Philippines,

Russia, Thailand, Turkey and Viet Nam.
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offshore operations in India in contrast to 35 gemt in Chin&° The risk perception profile

appears higher for China than India.

Table 9. Ranking of economies by basic indicators of industrial performance and by

Competitive Industrial Performance (CIP) Index, 199 8 and 1985
Index of Competitive Industrial Performance 1998

Economy Manufacturing (a)+ Manufactured (b)+ Share of medium- (c)+ Share of medium- and
(Overall CIP value added per exports per capita and high-tech activities in high-tech products in
Index Rank in capita index (a) index (b) manufacturing value manufactured exports- final
80 countries) added index (c¢) index (d) — Overall CIP Index
China (37) 0.034 0.019 0.017 0.126

India (50) 0.007 0.004 0.004 0.054

Index of Competitive Industrial Performance 1985

Economy Manufacturing (a)+ Manufactured (b)+ Share of medium- (c)+ Share of medium-and
(Overall CIP value added per exports per capita and high-tech activities in high-tech products in
Index Rank in capita index (a) index (b) manufacturing value manufactured exports- final
80 countries) added index (c) index (d) — Overall CIP Index
China (63) 0.024 0.012 0.011 0.021

India (50) 0.009 0.005 0.004 0.034

Source: UNIDO Scoreboard data set, UNIDO Industrial Development Report 2002/2003.

However, an alternative, and perhaps an even negtilyview of China and India is nat
the country level but at the level of dynamic a#ein the sense dflarshallian industrial
district®*—which are the actual hosts to SOO. This view redube two giants to a handful
of dynamic cities, which dominate SOO in the Scard East Asian developing countrfés.
At this industrial districtlevel of analysis, the metropolitan differencesagen China and
India, across the variables examined, are mostabfgbmuch less than the quantitative
statistics and qualitative perceptions suggest. il seems to converge with the view that
in overall macroeconomic performance China has @tdg®s over India, but in micro-

economic performance India has advantages overmChin

5. Services Offshore Outsourcing - Impacts and Imptations
The impacts and implications of the vector dynanmiic$SOO are potentially profound for

developing country hosts. These are essentiallgdinee as for FDI for which there is a rich

% The industries include: communications; high-temiitomotive; chemicals; consumer goods; and fihnc

services [A. T. Kearney (2004c)]. This is notwitireding the acknowledged role of FDI in China’s @xp
performance, which is approximately six times thfdindia.

¢ Marshall (1920).

2 China’s Beijing, Dalian, Hong Kong SAR, Shangkiai which about a 1,000 start-ups in 2002 were in
services industries), Shenzhen, Taipei TPC; andn@Heu, Hangzhou, Wuhan and Xian. India’s
Bangalore, Chennai, Delhi, Hyderabad and Mumbai.

% See Newsweek, Fareed Zakaria (2005).
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body of literature dating back to the late 1950silable to inform policy’* The impacts and
implications are invariably, first, oriented to thalance of costs and benefits of, and to the
policy regime requisite for attracting, SOO. Sedgndhey are oriented to the social,
technological, economical and political environnamrerequisites for SOO. Thirdly, from
the perspective of the separation of ownershipcamdrol in outsourcing, they are oriented to
the assets and input factors necessary to prol&sdrvices. Given the relationships in SOO
between principal and agent, empirical evidenceootract enforcement in China (and India)
shows relatively lower levels of enforcement intbeun coastal areas and relatively higher

levels in the northern coastal areas [Feenstradam$on (2003)].

The SOO continuum, from hierarchies to markets,the level of contracts carries
implications for employment (notwithstanding theldmee-of-payments merchandise trade
statistics). The employment statistics for SOOraEtknown accurately. Estimates in 2004,
partly based on output of graduates, range from02®80in China, to 650,000—750,000 in
India, with CAGR of 18.5 per cent and 17.5 per ceaspectively> No assessment of the
guality and conditions of employment within SOQOmade. Such evaluations go to the heart
of the issue of whether the jobs created are capafbbeing upgraded not only through the
competitive evolution of service providers but alda the transfer, from outsourcer to
outsource, of progressively higher levels of tedbgically-intensive operations. This
possibility depends on a raft of policies that coisgthe host FDI and domestic investment
regimes, as well as policies for upgrading ‘softdahard’ infrastructure, and the knowledge

base of the economy.

FDI and SOO ultimately represent economic competittxchange as individual firms in
HCLs relocate non-core activities to LCLs, in ordercapture scale and scope economies
[Alvarez et al. (2003)]. These comprise advantaijes

» access to supplier expertise

* improved quality

e cost reductions

®  See, inter alia, Dunning (1958); Dunning (2000NIDO (2003a); and Freeman and Bartels (2004).
% Te Velde (2004) and Dossani (2004) indicate these employees deliver service work of which 880
cent outsourced to India alone comes from the drifimgdom and the United States.
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The exchange produces learning effects in the dpired country host locations and

accelerates the pace of globalizatitn.

However, the most important impact (and implicatioh SOO concerns the ‘cascading’ of
industrial capacity across developing countrieSouth and East Asia [Boston Consulting
Group (2004, Exhibit I1)]. This increases the ratavhich the forces of competition opefate
[Porter (1990)]. First, this leads to issues of ahhpolicy objectives and what kind of Pls
should be designed to attract SOO? Secondly, hawwen should the Pls be sequenced in

time and economic space?

6. Policy Issues

There is intense policy competition for the bersedihd positive externalities of FDI and SOO
[Oman (2000)]. The international business of SO®@noa be fully addressed without
reference to two aspects of the GF that determoigypat macro- and micro-economic
levels. First, as previously mentioned, are GVCa global supply chains (GSCs). GVCs
execute the sequential intermediation of relatemtyetion and servicing functions while
GSCs execute the operational activities that delreducts to end-users. The spatiality of
GVCs and GSCs gives rise to overlapping networkgrofiuction and servicing already
depicted in figure 1—The GF—of which OO are incregly becoming key (or real) options
in the business strategies of MNEsFor MNEs managing their international operations
means concentrating on: (i) volatility and uncergi (i) options and flexibility; (iii)
network forms of cooperation and competition; aivJ €ntrepreneurship, managed partly

with OO operations.

The second concerns the firm-level managerial pedoce and challenges of SOO. At the
macroeconomic level, the policy challenges revaveund the question of how to insert

local suppliers into the interstices of GVCs an& tBF of MNEs? A comprehensive

% The learning results and increased capacity difalhosting significant amounts of SOO s that Idizans

like TCS, WIPRO, INFOSYS and HCL Tech are suffitiegrcompetitive to make FDI in the European

Union and North America [The Economist (2004)].

The correlation of GDP/capita growth and timeceithe beginning of industrialization tracks theiinies

of South and East Asia onto an ‘'S’ curve with faistinct transitions in the structure of GDP: prigna

resource-driven development; labour-intensive mactufing (with FDI) driven development; capital-

intensive manufacturing (with FDI) driven developtheand innovation- and service-driven development

[Morgan Stanley (2004); UNIDO (2003a,b)].

% See the real options approach [Roemer (2004); @mehFunke (2003); Xiuyun (2003); Nordal (2000);
Trigeorgis (1996)].
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understanding of firm relationships is vital forsttpurpose [Vestring, Rouse and Reinert
(2005); UNIDO (2004)]. The GF is co-evolving withet policy environment within which
the MNE organizes its global production throughtispig coordinated functions. This is
characterized by inter-changeability and is in dagitatension with its internal constituents,
as well as external forces of competition and ceatjen. This context and process are highly
complex and its comprehensiveness, with respecintt@- and inter-firm transactions,
requires attention by policy makers. The understanof this phenomenon appears to be
extremely necessary for host countries in orderttfiem to put in place effective policies.
There is indeed an increasing need for the hosty@nvironment to reflect the GF of
MNEs.

At the micro level, policy makers have to bear imdnthat, while the global strategies of
MNEs are evolving and manifest in the dynamic agunfation and reconfiguration of the GF,
the previous separated patterns of FDI by firmss@quential time and place and, hitherto,
more predictable modes of entry) have been replaggohrallel modes of market entry and
servicing. These modes have multifaceted intewnati patterns of inter- and intra-firm
cooperative arrangements described as ‘allianceatiam’ (which includes SOO modalities
of joint ventures, strategic alliances, co-productand marketing, co-R&D, contract design
and manufacturing with equity and non-equity foritred). This is stylistically illustrated in
figure 2.

In this context, policy makers need to move beythedidea of attracting FDI and SOO with
the lure of cheap labour and unsophisticated tegritives® These new operational patterns
are characterized by international networked systefindustrial sourcing, technology,

production, marketing and servicing, and place aose challenge on policy-making.

Economic and industrial policies of host countries/e to be both appropriate and well
sequenced if they wish to succeed in capturingktheé of FDI and SOO that would boost
their industrial development.

% The productivity adjusted cost of labour skiisd the credibility and predictability of the taystem (both

direct and indirect), inter alia, are what is irasimgly taken into account in location decision$/¥Es.
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Figure 2. Parallel modes of FDI entry in internatio  nal patterns of ‘Alliance Capitalism’
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These policy issues are related to trends andrpatté spatiality in FDI in which MNESs not
only consider home and host country characteristiosn they decide to invest, but also third
country locations [Blonigen et al. (2004)]. In fatliere is a spatial correlation between FDI
in a particular country and in alternative courdrier regions. There is also empirical
evidence that regions surrounded by large marlestd to attract more FDf. It is worth
noting that third country locations acquire sigrainice in MNES’ decision-making, especially
when their investments deal with vertical integrati as they will be motivated to take
advantage of the comparative advantages of diffeleations. Since FDI decisions are
multilateral and multivariate by nature, the inegpdndence between host destinations is
gaining magnitude in MNEs’ decision-making and heesbould be increasingly factored into

the crafting of developing countries’ Pls as wslltlaeir implementation.

The relationship between outsourcing and the firmaket performance, measured by rate
of revenue growth and return on sales, is not ineetionally simple. Some 50 per cent of
large North American, European and Asian firms atissatisfied” with the results of

outsourcing. Only 6 per cent are “extremely seSf[Gottfredson and Puryear (2005)]. To
a certain extent, this must reflect the balanceost LSAs (and policy disadvantages) as well

" This carries major implications for Pls and FRiwl operationalized at the regional level and variou

dimensions of FDI policy, which exploit differentigal factor conditions and costs across the geoesuizn
space of the region. In addition, robust regionatifutions are crucial to workable Pls.
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as corporate strategic deficiencies in formulatiugsourcing operations comprehensively.
The view from the alliance, GVCs and GSCs perspestsuggest that, within OO in general,
and particularly in SOO, durable arm’s length sypplationships and strategic partnerships
(that is, quasi-markets and quasi-hierarchies,e@sely) are not cohered well by firms, in
terms of contractual specificities, contingent ddbities and contractual obligations [Dyer,
Cho and Chu (1998)]. These incoherencies expanthesstrategic salience of what is
outsourced increases, and as the host locationfispdisadvantages multiply, especially in

the dimension legal system [Luo (2005)].

Furthermore, at the micro-economic level, apannftbe risk factors in the business location
environment, a number of issues require atterlficBome are within the control of host
policy makers; others are the concern of SOO masad¢owever, because of the co-
evolution of policy and action, there can neverabeunambiguously clear-cut separation of
responsibilities. It should be recalled that m&QO fail to meet expectations [Alvarez et al.
(2003)]. The differences between expected and beasalts of SOO across a range of
variables are illustrated in table 2600 expectations and actual scale differences—are

quite remarkable.

Table 10. SOO expectations and actual scale differ ences
Scale point difference between

Rank SOO variable expectation and actuality (percentage)
1 Access to vendor expertise -26
2 Improved delivery quality -24
3 Cost reduction -17
4 Increased focus on core business -13
5 Improved balance sheet -5

Source: Alvarez et al. (2003).

Table 10 conceals an inherently contra-indicatiegiation, which points further to the
challenges of SOO. The appealing rationale givend® is to reduce costs- and this
should feed through to the balance sheet of time. filowever, it is in the variables which
enable reduced costs that the greatest gaps beexpentations and results are seen; and yet
the gap for improved balance sheet is the smallésise for accessing vendor expertise and
improved delivery (the just-in-time dimensions ehh production and servicirgwhich

" Infrastructure quality, security, labour skilggo-political climate, cultural adaptability, linigtic barriers,

the principal-agent problem, site accessing, tinsteasing switching costs, home labour backlash.
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should be the elements of innovation at lower -edsive the largest gaps between

expectation and actuality.

The key reasons for this remarkable contra-indbceaind difference between expectations
and the reality of SOO are due to the moderatifiggnce and impact of factors of asset
specificity or inseparability, transaction frequgntechnological uncertainty and production
process innovativeness on outsourcing for the mgr&dormance of the firm in question.

Evidence indicates that SOO is hon-monotonic wepect to the firm’s market performance
moderated by the level of asset specificity, orepasability, in services provision and

frequency of transaction [Murray and Kotabe (199B)Jother words, at lower levels of asset
specificity, market performance (market share, meeegrowth rate, return on investment,
and return on equity) increases with increasing SAIBo higher transaction frequency at
relatively lower levels of asset specificity of wh& outsourced tends to be non-
monotonically related to market performance. Howgeee relatively higher levels of asset

specificity, market performance decreases withaasing SOO.

Furthermore, recent empirical research points ¢ofdéictors of technological uncertainty and
innovativeness having a non-monotonic relationsimputsourcing performance. On the one
hand, at relatively low levels of technological artainty (that is, with industrially mature
technologies) increasing the amount, or rate, tédauwrcing is positively correlated with firm
performance. However, with relatively higher levefstechnological uncertainty, increasing
the amount, or rate, of outsourcing becomes neglgtoorrelated with firm performance. On
the other hand, at relatively low levels of produmt process, innovativeness (that is, with
low appropriability and low tacit assets) incregsthe amount, or rate, of outsourcing is
positively correlated with firm performance. But ralatively higher levels of innovativeness
(in what is outsourced) outsourcing becomes negjgtivorrelated with firm performance.
The gaps in expectations and reality may therdferattributed: first, to the inability of SOO
managers to judge accurately and price the exteatitsourcing; secondly, to what should,
and should not, be outsourced; and thirdly, toitiadility to assess accurately the business

characteristics of the outsourcee [Murray, Kotahe Zhou (2005)].
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Supporting this failure of SOO to live up to ex@itins is table 23-Most critical challenges
in SOOG—shows the critical challenges to the manageme80#D />

Table 11. Most critical challenges in SOO

Rank Critical challenge variable Percentage of resp  ondents
1 Weak control of costs and operational performance 32
2 Excessive standardization (i.e. high inflexibility of operations) 31
3 Outsourcees unresponsive to changing business needs 28

Bearing in mind the indications from table 11 ahawe problems herein stem from the fact
that the whole point of SOO is to deliver econonoéscale— and hence cost reductions.
However, the business set to achieve this is, uersé instances, incompatible with the
ability to deliver economies of scope which are to do with operational flexibility anket
ability to apply what is learnt in one business elrsion to another. Host policy makers
cannot micro manage this aspect of SOO. This igghponsibility of managers engaged in
SOO0. Nonetheless, policy-making needs to be infdraoféhese challenges as they may point
to, for example, underlying deficiencies in hostustry technological training incentives and
schemes, infrastructure ‘bottle-necks’ or a commaércegulatory regime that is overly
restrictive in dispute settlement. (See sectioeghrding the variables on which China and

India perform relatively less well.)

Here an analysis of the policy dimensions of Plsmede. It is important to note here that
governments of developing countries choose-Rjsneralized as incentivVés—to attract FDI
and SOO in relation to their overall economic depetent goals. Thus, different dimensions
of incentives can be depicted. First, incentivea b& eithergeneral or specific (with
discretionary functions). A second dimension is tharability of incentives. Indeed,
according to host country’s priorities, incentivesuld be eithempermanentor temporal
However, pragmatically speaking, Pls related temives need to change in their duration
so as to encourage the kinds of FDI, SOO and induspecialization the country desires.

Therefore, it is useful to think of Pls as windosiopportunity which open and close.

2 Booz Allen Hamilton Survey of 100 U. S. compan2802, cited in Booz Allen Hamilton (2003).
3 Not to be confused with the special categorynoéntives named fiscal or financial incentives.
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Notwithstanding Marshallian districts another dimension exists at the geographic
spatial—level since investment policies can target FDI &®@O either at docal or at a
national or regional level. Local incentives can be used to promotecifiperegions of a
country that are poorer or in greater need of agraknt. Further, incentives can be used to
attract foreign investors to the whodzonomyor only to certainsectorsor subsectors
according again to specific needs. In the pasg Has carried the rubric ‘negative’ or
‘positive’ lists which cordoned off strategic sest@f the economy to foreign investors and
reserved others for national firfiSFinally, at the firm level, incentives can foctither on

all FDI, or only onspecificinvestors.

These dimensions are depicted in figure-RFamework for operationalizing FDI policy
dimensions and instrumentsvhich shows the scope of the challenges. To saypblacy
craft—creating policy coherence out of the conflictingn@ads from modal neutrality,
market contestability” as well as scaling and measuring the factors andhles which must
be considered in policy research and analysssa challenge, is an understatement. This
paper makes early reference to the growing impoeanf investment and business climate

benchmarking as a guide to policy-making.

However, econometrically, as every factor or vdaafor their combinations) has its own
FDI-inflow and -stock elasticity, investment pronoot agencies and policy makers with
limited resources should concentrate their poligftcon those FDI and SOO factors and
variables with the highest FDI elasticities [CHeasen (2004)]° In rank order, these are: (i)
growth competitiveness which combines macroeconanit technology variables, with a
FDI inflow elasticity of 0.63; (ii) economic freedg combining government intervention,

property rights, wages/prices and regulation véemlwvith a FDI inflow-elasticity of 0.56;

" See Arkady Ostrovsky and Kevin Morrison, Finah@ienes (2005) for a contemporary illustration bist

phenomenon.

Policy coherence refers to the degree of intecaaisistency of objectives, FDI and SOO policied an
interpretation of policies, in their regulatory oy across a range of issues and at different lewkls
government. Modal neutrality describes policiest illow foreign investors to decide for themselkess
best to serve the markets they enter. Market statidity embodies the ability of both foreign and
domestic investors to compete on a level playialyiffor all the factors of production.

For example, the FDI stock elasticities of GDP papita range from 0.89 to 0.96 implying that apEd
cent increase in a country’'s GDP per capita woeklit in a 10 per cent increase in inward FDI stock
Likewise, the FDI inflow-elasticity of a host couyis competitiveness (scaled 1 to 5) at 0.63 ingptieat
an increase of 1 point in the scale would resu#tririncrease of 88 per cent inward FDI ceterishpeti See
Christiansen (2004) for other FDI-elasticities (ecmic freedom, taxation, regulation, infrastructure
human resources).

75

76

32



(i) taxation and regulation with a FDI inflow edtcity of -0.50; (iv) quality of
telecommunication services with FDI inflow elagticiof -0.287’ and (v) labour market
regulation with FDI inflow elasticity of -0.26. Rimermore, these elasticities have short-
medium- and long-term adjustments rates. This ambradbegins to lay out the choices
available to policy makers in designing viable Pl& systematic manner based on rigorous
analysis. Hence, from a fourth-generation investmpromotion perspective [Bartels
(2005b)], a focus on the macroeconomic environnstaility and technology policies to
increase the rates of innovation and transfer uBisghat facilitate licensing and franchising,
for example, would be needed. In a similar veimn@nizing taxation regulation across

regional space would be a viable policy.

Figure 3. Framework for operationalizing FDI OO po licy dimensions and instruments
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All these elements and issues in figure 3 reflbetrteed for sequencing and switching Pls
and incentives, both in space and time. In otherdsjowhile FDI policy-making is

increasingly more complex and diverse, host govenis) according to their development
needs, have to adapt to the MNEs dynamic activitigssequencing and switching (in a

predictable manner) their FDI and SOO Pls. Moreowerse different policy dimensions also

" The measurement scale is from 1 to 5 represeimicrgasing poor quality, hence the negative sign on

regression coefficient.
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indicate the importance for host governments taterdifferent levels of policies: the meta or
supra-national level, the macro or national letle® meso or regional and cluster level, the
micro or industrial sector and subsector level @nadfirm level of organizational strategy and
competitiveness [UNIDO (2005)]. The complexity dDIFhost policy-making is obviously

high. Nevertheless, policy dimensions have to beseh and established in harmony with

general development goals set up by host goverranent

Ultimately, it could be argued that all these disiens collapse into one dimension regarding
incentives. In fact, incentives can figcal or non-fiscal[Oman (2000); UNIDO (2003a)], as
selectively illustrated in the table +Ziscal and non-fiscal incentivesoelow. As can be

noticed, non-fiscal incentives are constitutedibgncial andnon-financialincentives.

Table 12. Fiscal and non-fiscal incentives

Fiscal incentives Non-fiscal incentives
Tax holidays Depreciation methods
Tax-free imports Development Banks’ loan policies
Tax exemptions R&D support

Environmental standards support
Labour training support
Government subsidies

Whereas industrialized countries typically utiliZmancial incentives, such as grants,
developing countries usually use fiscal incentivas;h as reductions, in the base rate of
corporate income tax, tax holidays and import-dagemptions and drawbacks [Oman
(2000)]. Incentives are widely used to attract MN&=l thus create a climate of policy
competition for FDI. Fiscal incentives might be sessful for attracting MNEs, but
incentives-based competition also creates somelgmsb Indeed, the first problem of
incentives is that they represent opportunity césesources to host governments. Secondly,
there can be a significant lack of transparencyngigg incentives, which leaves space for
corruption and other kinds of rent-seeking behavibinally, given the dimension choices in
figure 3, incentives also provoke market distorsioAmong them, the major ones are the fact
that incentives tend to favour large corporate stwes to the detriment of small ones, as well
as foreign over the domestic companies becauséef tower risk profile and higher

bargaining power. The distortion would tend to disaar (over time) in countries adopting
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fourth-generation IPs, as they would treat foreagd domestic firms equally, with regard to

incentives.

The policy craft for capturing SOO is therefore tualized by an overall reference to the
industrialization strategy and the roles of indias{fand trade) policies [UNIDO (2002)]. The
policy response to the challenge of attracting S¥d@ompasses a combination of short- and
long-term legislation, upgrading of the ‘peopléduSiness’ and ‘financial’ infrastructure of
an economy in order to reduce the transactions afstoing business, on the one hand. And,
on the other hand, of increasing the level of fpansncy to avoid rent-seeking and regulatory
capture. This policy posture enables the economstriccturally adjust as competitively as

possible.

First on the list of policy measures is boostingawation and skills— to enable the domestic

economy to intermediate in SOO provision for GV@sl metworks that cohere to the GF.
Secondly, as SOO represent the processing ofantall capital, for example, in the form of
BPO, policies to strengthen intellectual propeights protection are crucial for attracting
SOO and FDI [Atkinson (2004)]. Thirdly, selectivéesdal incentive polices should be

designed to accelerate capital asset restructuthmgugh accounting identities such as
depreciation and training exemptions. Togetherethgsl further facilitate the transfers of

R&D services'®

7. Concluding Remarks

The highly complex dynamics of FDI, OO and SOO eneshe challenges of a rapidly
changing global industrial landscape for policy erak Over the past four industrial
development decades, the international involventdnMNES in business and economic
development [UNIDO (2000)] has shifted from ‘stamdne’ FDI to network forms of
collaboration; and from managing the ownership s$ets (capital and technologically
intense) to managing the ownership of relationshipsst and contractually intense
relationships). This has been accompanied by & tehihe East for labour-intensive activity

and, along with technological advances of digitaat an increased reliance on OO of non-

8 This is notwithstanding the mixed results fronalgtical studies on the utility of tax incentives policy
measures to attract FDI and SOO to developing casHiSee Hall and van Reenen (1999)].
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core business functions. Now there is evidencelabajly both increased competition and
collaboration within the industrial relationshipsFDI, MNESs, their GVCs and IINs.

The trends and patterns identified in OO pointigmificant changes in what is outsourced
and where it is offshored. The period 1970-1980nessed OO of labour-intensive
production, particularly an international relocatiof labour-intensive manufacturing. The
period 1980-1990 saw the international relocatibsesvices (starting with labour-intensive
activities). During the current decade, the relmrabf more value-added business processes
and services, such as architectural subcontraatugjpmer management and contract R&D,

began significantly [Narayan (2004)].

The implications of SOO for host locations attemgtio change the composition of their
GDP and upgrade their industrial and service sectorenable them to act as services
providers to MNEs are serious. Without policy atit@mto the variables on which MNEs are
surveyed, with respect to their internationalizatipolicy craft will be severely constrained.
The overarching enabling conditions for attractigl and SOO are ultimately oriented
towards modal neutralify and asset security (due to the ownership of dagnitz intellectual
assets). And, as MNEs increasingly shift the basitheir international involvement from
owning assets to owning relationshipthe essence of collaborative forms of
internationalization and hence of outsoureirhe operational conditions for attracting FDI
and SOO will need to be increasingly focused onketacontestabiliff? and contracting

security (legal and regulatory environment).

The debate on externalities (spillovers) of FDlateke to those of SOO is essentially an
argument on the extent of spillovers and theirritiigtion. Of course, crucial questions shape
the discussion. Who benefits? And, at what levaggregation? Are the spillovers captured
by outsourcer (investor) or outsourcee (host Idical providing the service)? And in what
relative amounts? Whatever the answers, and thwilifigations, first, it is beyond question
that SOO is set to grow significantly over the ldegn as a key cost-reducing element in the

international strategies of MNEs. This providesesies of evolving higher-level service

" Modal neutrality describes policies that alloweign investors to decide for themselves how besetve

the markets they enter.
Market contestability embodies the ability of lbdbreign and domestic investors to compete onval le
playing field for all the factors of production.
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value-added opportunities for emerging market epves, especially for the group of
countries known as ‘BRICS: as well as for some other more advanced developing
countries. However, most developing countries, euthrapid structural adjustment to
enhance the performance of their domestic sectsil§, miss out on the international
relocation of services. Secondly, the increasimgtidation of knowledge-intensive activities
means that key SOO for R&D, regional HQs locatical] centres and shared services, and
distribution and logistics will continue to be tachogically relatively easy. The corollary of
this is that developing countries need to accedettadir output of knowledge workers (while
preventing a brain-drain to the Triad economie$ &b handle digitized knowledge work, as
well as upgrade their ‘soft and ‘hard’ infrastruct. Thirdly, the relationship between
activities subject to outsourcing, from where ibistsourced and where it is offshored will
remain complex. It will depend on the evolutiontloé types of business processes, their core
value to the outsourcer (and potential value toahesourcee— as a potential competitor),
evolving cost structures and the efficiency of sleevice provider. It will also depend on the

risk-adjusted, LSAs and the attractiveness of thsness environment of the host economy.

The policy responses of developing countries tonw shift in international business need
to incorporate the dynamics of the GF, which nopresents the role of MNEs in the world
economy [Bartels (2005a)]. And a crucial aspecttlot understanding concerns the
governance structur&sof the international operations of MNEs. This isss evident, for

example, in the case of SOO, which involves teabgwltransfer to the service provider in
order to overcome the ‘liability of foreignness’ bpgrading quality, for example [Zaheer
(1995)]. Internationalization of firms’ operatioms taking on nuances brought on by the
increased risks of globalization, increased corgorailnerabilities and higher frequency
volatility in the competitive landscape. There Iscaincreasing outward FDI and SOO by
MNEs from the more advanced developing countrieBiIQWAD (2002)]. The MNESs’

corporate response to these increased risks iglistrieution of assets and relationships.
Capital is being concentrated in the Triad econsmehile relationships (supply and non-

core business functions) are being relocated, gireeal options, in South and East Asia.

81
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Brazil, Russia, India, China, and South Africa.
These involve the allocation of rights (sourcingchnology, production, marketing, servicing);eint
organizational interface management; and coordinathd control of operations.
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The key issue on the policy agenda for developmntries in other regions is how they craft
domestic industrial policies, sufficiently rapidlyo enable local firms to grow, and be
assisted to grow in technological capacity and Kedge-based capability to perform
increasingly sophisticated corporate business fongtonce carried out as white-collar work
in industrialized countries.
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