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L In ction

This study is concerned with emerging patterns of industrial relocation as they
affect developing countries, with the main focus on foreign direct investment (FDI) as an
important agent for relocation. In a broad semse, the location of industrial zctivity is the
outcome of three fundamental forces: the technological characteristics of different
manufacturing activities; the relative ability of different locations to meet the technological
needs efficiently; and the transfer of productive capabilities vetween different locations. In a
world of dynamic technological change, the process of relocation therefore depends on the speed
of technical progress, the growth of the relevant capabilities in the countries concerned, and the
response of the various transfer agents (among them, FDI) to technological as well as other
factors in the technology generating and receiving countries.

FDI, especially that undertaken by large transnational corporations (TNCs), has
traditionally been regarded as the most potent force for industrial relocation because the
enterprises concerned are among the dominant producers in the developed countries where they
originate. They are also the leading sources of technological change and the main exporters of
products and services which embody their innovations. Ae the role of trade in global
industrialization has grown, so has the transnationalization of production, with an increasing
share of industrial output accounted for firms that operate in several countries. Forép
investors are not, however, the only agents of industrial relocation, since productive capabilities
in the forms of skills, information and technological knowledge flow across national boundaries
in many different ways. In several countries, and in a variety of industries, they are not even
the most important agents: national strategies towards local capability development and
industry~wise differences in the cost and pace of technical change determine the relative
significance of FDI. Nevertheless, the current pace gf technological advance and the evolution
of national strategies in the developing world all point to an increasing role for FDI in
industrial relocation.

To understand this evolving role and its impact on different types of developing
countries, it is necessary to set up a conceptual framework that takes account of all the main




facters affecting FDI flows. These include macroeconomic conditions and prospects in home
and host countries; the impact of technological progress; the growth of productive capabilities
in various host countries; and the policies to foreign investment adopted by the voncerred
parties. There is a tendency in the literature to simplify the issue by focusing on
macroeconomic conditions and policies as the only determinants of FDI: thus, it is assumed
that if economic stability were achieved, prices were "got right" and a favourable stance to
foreign investors adopted, foreign capital would flow in abundantly, and would presumably lead
the process of industrial transformation.

This view is oversimplified. Different countries have differing abilities to attract
FDI, depending not just on their policies but also on their capabilities to handle the
technologies which foreign investors are deploying. FDI can transfer some of the (mobile)
elements of the package that determines efficient production, but it cannot transfer all the
elements that determines efficient production. The elements that the host economy has to
supply then determine how much FDI, in which industries and at what level of sophistication it
can, ceteris paribus, attract. Moreoves, since there are other means by which relocation can be
affected, the role allotted to FDI is a strategic decision that the host government has to make.
The other means may involve "new" forms of foreign investment (contractual relations without
equity participation, or with minority participation), short term or one—off arm’s length
transactions (licensing agreements, consultancy services, hiring of individual experts), or simply
the import of capital goods coupled with local efforts to copy, improve or innovate on the
reievant technology. A country’s choice between FDI and these, or between the alternative
non—FDI channels of relocation, depends on the strength of the indigenous industrial sector,
socio—economic objectives and the technological resources that can be mustered in the time
period under consideration. ;

This study attempts a comprehensive review of the interactions that determine
industrial relocation by FDI. Some of the relevant factors are well known, such as the debt
problem of some major past recipients of FDI and recent policy changes in most parts of the
developing world favourable to foreign investors; these require less emphasis here. Others and




less well understood, and will be given greater attention, in particular the impact technological
change and host country industrial capabilities on FDI patterns and flows. As UNIDO states
in a recent study, "At present, fundamental changes are occurring in the determinaats and
international patterns of foreign direct investment flows, partly due to technological factors.
The implications for developing countries are far reaching.” (UNIDO, 1989, p.12).

The following section reviews in some detail recent data on FDI flows. The
essential reality is briefly stated: "Developing countries as a whole now appear to be running
the risk of marginalization in any intensified process of globalizing industrial production. Real
FDI flows to developing countries have decreased substantially as have their share in total FDI
outflows from developed market economy countries: since 1975 this share has exhibited a clear
downward trend from a peak level of 41.8 per cent to only 16.8 per cent in 1986. At the same
time a strong shift has taken place in the geographical distribution of FDI flows, with Latin
America giving way to Southeast and East Asia as the major recipient area." (Lutkenhorst,
19.88, p.221).

As far as the inflow of foreign resources is concerned, a recent World Bank
Pregidents’ memorandum (1989) notes that net FDI inflows (after subtracting profit
remittances during 1981-87) totaled only $21 billion to the entire developing world, compared
to gross FDI inflows of $85 billion. For seventeen highly indebted mid—income countries,! the
figures are $2 billion and $36 billion respectively. By region net foreign exchange inflows
through FDI came to —$10.5 billion for Africa, $1.6 billion for Latin America, $5.3 billion for
developing countries in Europe, $6.0 billion for non—oil Middle East countries, and $18.3 billion
for Asia. Oil exporting developing countries suffered a net outflow of —$30.9 billion in the
seven years.

It has sometimes been suggested that FDI, in the form of fresh inflows or via debt
equity swaps, can relieve the debt problems of some highly indebted countries. While

'l‘he' seventeen "highly indebted countries” middle~income countries are: Argentina, Bolivia,
Brazil, Chile, Colombia, Costa Rica, Cote d’Ivoire, Ecuador, Jamaica, Mexico, Morocco,
Nigeria, Peru, Philippines, Uruguay, Venesuela and Yugoslavia.




debt—equity sways are considered later, it is worth clarifying at the outset that future flows of
FDI, even under optimistic assumptions, are "unlikely to take place on a scale sufficient to play
a major role as a funding source in the resolution of the debt crisis" (World Bank, 1989,
para.20). Thus, the main benefits to be expected of FDI are to continue to lie in the
"traditional" areas of technology and skill transfer, efficiency spillovers, export promotion and
employment generation. This study is not concerned as much with the economic effects of FDI
as with the prospects of attracting flows of FDI in the near future; however, host country
perceptions of its benefits do affect the flows and will be taken into account in that context.

The remainder of this stuedy is organized as flows. Section II presents the empirical
study of recent patterns of FDI flows. Section III to V deal with the various important issues
raised for industrial relocation. In the order preseated, these are: issues on the "supply side” of
FDI (conditions in capital exporting countries, and technological and organizational factors);
issues on the "receiving side" in developing countries (host government strategies and policiss,
and country attractiveness to FDI in terms of market size and macroeconomic conditions,
industrial capabilities and infrastructure); and future strategies for developing countries to
promote industrial relocation, in terms of entry conditions and regulations (on equity sharing,
performance requirement, taxation), debt equity swaps, regional cooperation, attraction of
small/medium enterprises, industrial capabilities and supporting industries/services/
infrastructure, promotion of local enterprises and the choice between FDI and "new forms". In
each of ihese sections, the distinciion between large TNCs and small and medium—sized
investors (including those from the developing countries) will be empkasized.

Section VI concludes the study with an action programme for UNIDO aimed at
supporting developing country endeavours to increase FDI inflows, especially those from

smaller investors and from other developing countries.

IL. _Empirical Analysis of FDI Fl
[to be provided by G. Hamilton)




1. The "Supply Side" of FDI

This section on the "supply side"™ of FDI considers factors that are external to
developing host countries. These can be grouped under two broad headings: conditions in
capital exporting countries (including the NICs that are emerging as important foreign
investors}), and technological and other factors affection the flow and composition of FDI.

II. a. Conditions in Capital Exporting Countries

As the previous section showed, the OECD countries are both the predominant
source of FDI flows and their prime destination, with their significance as destination
increasing sharply in recent years. The evolution of their economic policies, their economic
performance and the changing structures of their economies clearly condition the flow and
content of FDI to developing countries. In addition, since some advanced developing economies
(led by the East Asian NICs) are emerging as significant sources of FDI for countries in their
proximity, their policies, perfornance and structures are also relevant to this issue. While this
study cannot go into a detailed analysis of these questions some points deserve mention. Let us
start with developed market economies.

As far as policies are concerned, there is every sign that FDI flows in OECD
countries will continue to be encouraged, and the removal of restraints to such flows in areas
where they exist (on services and utilities, or by means of exchange controls) actively pursued.
Recent events in Eastern Europe are likely to lead OECD governments to adopt policies to
favour FDI flows (and other forms of technology and service sales, as well as trade) to those
countries which pursue market—oriented reform policies. At the same time, the emergence of
"Europe 1992" is likely to attract large amouuts of FDI to Western Europe. In contrast the
continuance of debt related problems in parts of t’he developing world is likely to iead to
intensified pressures by investing (and aid donor) countries for drastic policy reforms in the
betier—off indebted coustries (mainly in Latin Arerica and parts of Asia) as a condition for
encouragement of financial flows (inclading FDI) to them. In the least—developed indebted
countries (mainly in Sub—Saharan Africa}, some debt forgiveness is likely to accompany




pressure for policy reform and structural adjustment, restoring at least a 'minimal’ base for
encouraging FDI and lending to countries that succeed in this difficult effort. While FDI
outflows are not, by their nature, susceptible to direct control by home country governments,
the latters’ policies do affect investors’ perceptions of risk and returns in particular regions.
Furthermore, aid and loan packages offered to particular countries directly impinge on their
economic attractiveness.

The current trends have conflicting implications for FDI flows to developing
countries. On the positive side, the progress of economic liberalization in the OECD countries
creates a favourable environment for FDI flows in general, and, in the developing world, to
countries which perform well with liberalization policies. On the negative side, developments
in Eastern and Western Europe are likely to attract substantially larger shares of FDI and so to
"ctowd out” the developing world. The increasingly strong stance taken by OECD
governments towards policy reforms in developing countries is likely to affect the regional and
country—wise distribution of FDI, with flows encouraged (by loans, aid, multilateral support)
to countries that have the political and economic strength to carry through structural
adjustment packages. On this reasoning, future trends are likely to accentyate patterns of the
recent past, with some major recipients of FDI in Latin America continuing to lose their share
of new flows, and Sub—Saharan Africa increasingly marginalized, with clear exceptions of
countries which are able to adjust their economic structures. South East Agia as a whole is
likely to continue its rise as a destination for FDI, but with possible shifts at the country level
if OECD policymakers adopt unfavourable attitudes to particular regimes (e.g. China).

The performance of developed capital exporting countries determines both the
surplus available for domestic and overseas investment and their attractiveness to investors
from each other (and, in a small way, from the NICs). While the OECD as a whole seems set
for a fairiy robust growth performance in {he foreseeatle future, despite current
anti—inflationary policies in several countries, long—term differences between the OECD




countries in competitive industrial performance are bound to carry over into the future.2 This
will affect not just their total FDI flows but also its composition (with each country
concentrating on industries of emerging competitive strength and slowly withdrawing from
others). For instance, the sustained, rapid rise of Japan as a foreign investor reflects both its
overall economic performance (and its macroeconomic imbalances created by domestic and
trade surpluses) as well as its growing technological prowess in various manufacturing and
service activities. The relative decline of the UK reflects its long—term lag in industrial
competitiveness, counterbalanced by its spread into various financial services. The US presents
a mixed picture, with its macro imbalances and some sectoral lags in performance providing 2
powerful draw to inward FDI, but its healthy growth and service sector expansion, coupled
with continued strength in some major manufacturing industries, providing the wherewithal for
its overseas drive (witness its recent surge into Western Europe after a relatively quiet period).
Among the Continental countries of Europe, Germa.ny_seems set to expand abroad on a
significant scale, driven, like Japan, by a technologically powerful industrial sector, reinforced
now by its special role in Eastern Europe. Other strong continental economies are likely to
continue overseas expansion, but not on the scale to be reached by Germany; Eastern Europe is
again likely to constitute a significant magnet for their enterprises.

After a detailed consideration of such factors, the UN Centre on Transnational
Corporation’s last major survey of the subject concludes that:

"... while the intensification of competition and the change in FDI flows can be

traced to a number of long— and short—ten actors, the main trends in the

changing behaviour of TNCs described is best understood as part of the continuing

transnationalization of economic activity."3

The pace and nature of "transnationalization" in turn reflects the economic
performance of each country. The implications for éeveloping host countries are again mixed.
The growth of transnational activity in general bodes well for investments in the developing

IThese factors are analyzed in OECD (1987) in the context of structural adjustment by the
industrialized countries.

3UN CTC (1988), p.3, emphasis added.




world, as does the recent growth performance of the OECD. Shifts between the major actors
(countries and firms) and the entry of new actors adds to the dynamism of the FDI process.
On the other hand, the very same process suggests high rates of investment in the OECD area
(and the socialist countries seeking to attach their economies tc it) in the near future rather
than in most of the deveiOping world. The expansion of industrial economies based on high
rates of innovation and advanced technical skills (OECD, 1987) also suggests that FDI will
require increasingly industrial structures and skills that are geared to such activities (see
below). This makes for increasing polarization of FDI in developing countries between
countries that can cater to high—technology, high—skill activities and those that cannot.

The evolving structure of OECD countries supports the above points. There are
three broad points worth noting about current patterns of structural change. First, it is
increasingly driven by advanced technology, based on a series of technological changes
(information technology, robotics, new materials, bio—technology and so on, see Freeman and
Peretz, 1988) which require a close interaction between basic science, research, engineering and
production, corresponding supplies of skills and worker training, and a complex support
structure of supplies, services and information networks and institutions. Second, the role of
services vis a vis manufacturing is growing, but these services are largely new and high tech in
nature, often quite capital intensive, and, in many segments, highly linked to manufacturing
activity. Third, a structural development often noted with some surprise is the "descaling” of
many industrial activities (after a long period of capital-intensive specialization that led
inexorably to greater economies ~f scale and larger plant/firm size) and the emergence of small
and medium sized enterprises as a highly dynamic innovative segment of the industrial
economy. While not universal (the US has the most dynamic growth of small firms, Japan the
least), this phenomenon is of great potential significance to developing countries.

As far as FDI is concerned, these stmt’:tura.l changes point, as noted earlier, an
increasing sophistication of investments in manufacturing; to a growing share of services in
FDI, again with large components of high levels of technical and skill requirements (though
other growing service activities, as in retailing, processed foods, tourism etc. do not have those




requirements); to the possibility of attracting efficient investments of a smaller scale than
earlier possible; and, finally to the potential for tapping the small and medium enterprise sector
in developed countries (not as yet heavily involved in transnational activity, especially in
developing countries) as sources of technology, skills and capital.

The implications for developing host countries of technological change in industry is
discussed below. The growth of importance of FDI in services has been remarkable when the
composition of flows from the major investors to developing countries is considered. For the
seven largest OECD countries, the share of services in total FDI rose from 48% in 198183 to
65% in 1984-87, with the US, Japan, France and Canada showing iarge ri.cs, and UK and
Netherlands showing declines (German figures for 1984—7 not available). While a large part of
the US increase in service FDI was accounted for investments in Latin America/Caribbean tax
havens, there was a genuine increase in "productive" investment in financial, insurance,
retailing and other kinds of service activities. Some were related to the growth of
manufacturing activity in the host countries (firance, software, consultancy), while others were
independent of manufacturing, attracted by growing incomes, good infrastructure and location.

Small and medium-sized foreign investors are not a new phenomenon. While they
have always accounted for a relatively small proportion of FDI flows, their numbers have not
been small. As a percentage of the total number of direct foreign investors, they have
accounted for 80% in France, 78% in the UK, 58% in Canada, 43% in the US and 23% in Japan
(UN CTC, 1988, Table 11.3). "The transnationalization of those smaller corporations appears
to follow a gradualist path; they tend to move first into neighbouring countries or other
conntries with which there are long—standing links, and only later do they spread to other
locations" (ibid, p.36-37). They are less internationally diversified that large TNCs, more
concentrated in their choice of location, and proportionately less represent in developing
countries (ibid). ’

The economic reasons for the generally low foreign presence of smaller enterprises
are well-known in the foreign investment literature. Small firms tend to lack the kind of
proprietary "ownership advantages” in technology or marketing possessed by large TNCs that
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give them a competitive edge in foreign locations. They lack the managerial and technical
manpower that would allow them to tzke on large or widespread foreign ventures. Their access
to capital markets is on less favourable terms. Their limited access to information on, and so

higher perceived risk of, unfamiliar locations forces them to choose proximate sites. Their

bargaining power vis a vis host governments is limited, a disadvantage in countries where there
are tight controls on entry: they are less able to offer high technology, established brand names,
or integration into a worldwide production or sales network.

Despite these handicaps, small and medium sized investors offer many benefits in
their areas of specialization. They can provide techzology and skills of a sort often more suited
to the needs of developing countries (i.e. less sophisticated, smaller scale, less differentiated).
They are more willing than large TNCs to share equity, change lower fees, and transfer the
"know why" (the basic design or irnovation knowledge) rather than simply the "know how"
(the operating result of an innovation or design). They are sometimes in the vanguard of
technical change, and their size gives them a flexibility and nimbleness larger firms lack.
Moreover, many small firms are closely interlinked to large TNCs as subconmtractors or
suppliers of specialized parts, components and services, and can play a valuable supporting role
to them in developing host countries. As argued below, the lack of an adequate supplier
network often limits the entry and spread of FDI, and this type of small foreign investor can
help plug this important gap (Phongpaichit, 1958).

The recent spurt in growth of innovative small enterprises in several developed
countries increases their value to developing host countries and also the potential for attracting
them as investors, joint venture partners or technology sellers. Section V considers possible
ways of tapping this potential.

This brings the discussion to the related issue of investors from developing countries
(or "Third World Multinationals", see Well, 1983 ax;d Lall, 1983). Total stocks of FDI held by
develcping countries firms are not very large, though they are growing rapidly. In 1985,
according to UN CTC (1988) estimates, they totaled $19.2 billion, around 3 per cent of the
world’s total stock of FDI, up from 1% in 1960. Data on developing country investments are
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notoriously difficult to collect because of tight regulations in many home countries that forces
icvestors to under—report or conceal their overseas activity. Nevertheless, the Third World
multinational phenomenon is an interesting one from the viewpoint of iindustria.l relocation in
the future, because it involve the transfer of industrial activity from the more advanced NICs
to the less developed countries, and because it often involves low technology, low scale
activities that are less frequented by TNCs from advanced industrial countries. Even where
the Third World ventures involve capital or skill intensive "modern" activities, they may offer
advantages in their greater willingness to take minority positions, source local supplies, train
local workers and set up small-scale operations (Wells, 1983).

A number of NICs, from Lctm America and Asia, have invested overseas in
manufacturing industry. However, the pattern of activity in the 198Cs has been strongly
influenced by the economic performance of major home countries. Latin American countries
have sharply reduced their overseas exposure (at least in recorded terms). India has also
slowed down after an initial spurt; and, in contrast, the East Asian NICs have forged ahead
with a substantial expansion of overseas manufacturing. A recent survey of FDI by Hong
Kong, Singapore, Korea and Taiwan Province (Whitmore and Lall, 1990) shows that the total
value of FDI by those 4 NICs in the 1980s, in South and East Asia alone, came to around $16.9
billion (which makes the total stock of Third World FDI far larger than the figure given by
UN CTC, quoted earlier). This may be compared to $19.6 billion for Japan in the same period
and host countries.

Hong Kong is the largest foreign investor of the NICs (and has long led the whole
developing world in this activity, see Lall, 1983), accounting for around $12.2 billion of the FDI
in Asia. Much of this ($8.4 billion) is concentrated in Mainland China: Hong Kong accounts
for about three quarters of FDI inflows into China, and its activity has made China the largest
recipient of FDI in the developing world in recentl years. Hong Kong has been so active in
relocating labour—intensive assembly activities in China that its enterprises there now employ
about 2 million workers, more than twice manufacturing employment in Hong Kong itself. The

export of products made in China and shipped through the colony was growing much more




rapidly than Hong Keng's cwn manufactured exports (Hong Kong, TDC, 1988).

This example shows clearly the potential for industrial relocation between NICs and
other developing countries. While the China — Hong Kong experience is cleatly exceptional,
very similar forces are at work in other cases. The pressures of higher labour costs,
appreciating currencies, the need for gaining market access (by locating in countries with
unused export quotas in garments, for instance) and the search for raw materials, have led all
the NICs to invest overseas. Taiwan Province follows Hong Kong with $2.5 billion dollars of
FDI (these are figures on approvals from the host countries, sinre Taiwan’s own approval
figures are gross underestimates of true outflows). Then comes Singapore with $1.8 billion, and
finally Korea with $412 million (Whitmore and Lall, 1990, Table 3).

The differences in relocation propensities within the four NICs are themselves of
interest, reflecting differences in their policies, industrial strategies and structural changes.
Hong Kong has the highest propensity to relocate partly because of its laissez faire economic
policies and its location (next door to culturally identical China), and partly because of its high
degree of specialization in labour-intemsive assembly of light consumer goods. This
specialization does not allow it to deepen its industrial structure rapidly in response to rising
wages, and its laigsez faire policies do not provide its enterprises with the new gkills and
technological support needed to enter more high tech activities. Taiwan Province has recently
liberalized its investment regulation and is emcouraging its labour intensive industries to
relocate. Its industrial structure, populated largely be small-medium enterprises, faces some of
the same pressures as Hong Kong, but with the additional spur of an appreciating currency.
However, Taiwan’s firms have diversified comsiderably into skill and technology intensive
activities, reducing the pressure to seek low—wage locations. Singapore is itself heavily
dominated by TNCs from OECD countries, and has guided them into very capital and
technology intensive activities: thus, its industrial s’ector is very different from Hong Kong's,
with less pressure to relocate and less indigenous entrepreneurship to bear this pressure. In
fact, a large part of FDI from Singapore appears to be from TNCs based there rather than from
local enterprises.
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These three NICs are much larger overseas investors than Korea, though Korea has
a larger industrial sector and also suffers from rising wages and an appreciating currency. The
reason lies essentially in Korea’s much "heavier" industrial structure, with giant conglomerate
firms (the Chaebol) spread over a very large range of capital, skill and technology intensive
activities. These Chaebol do invest abroad, but are under far less economic pressure from
rising costs than firms in other NICs because of their ability to upgrade and diversify their
domestic activities. In fact they do not have the (very real) advantage of investors form the
other NICs of the "Chinese connection", the ethnic link which greatly facilitates information
exchange and mutual trust in South East Asia. The absence of such a connection for Korea

leads its firms to be more adventurous in their location, spreading rapidly from Asia to other
parts of the developing world.

Hong Kong enterprises have also spread beyond the Asian region to less familiar
settings, in Mauritius, Southern Europe and Caribbean. This is due to their longer experience
of overseas operations, and, increasingly, the urge of many Hong Kong residents to seek foreign
domicile. Hong Kong, Taiwan and Korea have invested in developed countries, the latter two
in some large—scale operations to assemble consumer durables near the market (and to avoid
protectionist pressures) or to gain access to raw materials and new technologies. Thus, Korean
automakers, TV and microwave oven manufacturers, and Taiwanese TV and computer
manufacturers are operating in North America and Europe; both own Silicon Valley firms as
"antennae” to pick up technological information. Hong Kong’s ventures are much smaller: in
garments, textiles and watches.

Developing countries can expect to continue to receive increasing amounts of NIC
investments as the latter grow and upgrade their domestic industries. The best prospects are
clearly for the "new NICs" of South East Asia, Tha'iland, Malaysia and Indonesia (Philippines
is doubtful because of political uncertainties), and possibly Vietnam, China and countries of
South Asia. But it is possible that a momentum will build up to invest in countries in or close
to Europe, and in the Caribbean basin. Whether or not such relocation takes hold in other

NICs depends largely on their macroeconomic performance and emerging competit:ve strengths
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in industry.
II. b. Technological and Organisational Factors

World industry is in the throes of a major technologicai revolution. Scholars in
industrial history characterize it as the fifth "long wave" of economic growth (the first four
being early mechanization, steam power and railways, electrical and heavy engineering and
Fordist mass production). It is based on information and communications, and is accompanied
by developments in software, robotics, new materials (e.g. fine chemicals and ceramics), optical
fibres and bio—technology (Freeman and Perets, 1988). The fifth wave started essentially in
the 1980s, though its origing go back much further, and is, now making rapid inroads into the
dominant technologies inherited from earlier technological revolutions (third and fourth). Its
widespread implications for industrial productivity and competitiveness mean that patterns of
industrial relocation will also strongly influenced. .

The UN CTC has a succinct analysis of the changes being wrought by the current
revolution:

"The process of transition is being driven by the emergence of two forces for change.

The first is technological in nature aad stems from the development and diffusion of

a family of technologies with the capacity to transfer both the products and the

processes of production throughout the ecomomic sy: 1. The development of

information technology (IT) and its widespread application to the electromics
complex, manufacturing and services, are the dominant technical forces in the
current period and have already had a profound and well—publicized impact on all
dimensions of production and competition... The recond major force for change
relates not to technological change, but to organizational innovation. An entirely
new approach to the organization and management of production at the intra—firm
and inter—firm levels has emerged, initially developed and cultivated within Japan,
but now diffusing to other countries, which stresses flexibility, quality aad
cooperation. The nature of these organizational innovations inherently contradicts
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the logic and principles of the mass—production model" (UN CTC, 1988, p.42).

The resulting changes maybe considered revolutionary in that they involve a shift of
the ruling "techno—economic paradigm" (Freeman and Perets, 1988), affecting not just
technologies or organizational structures in a narrow semse, but the entire way in which the
productive system is set up, the "common sense” which prevails in engineering or managerial
terms, and the complex of supporting service, infrastructural and training activities. Among
various changes, the ones most relevant for FDI patterns (based on CTC, 1988, Mody and
Wheeler, 1990, Freeman and Perets, 1988, p.59) are:

— reductions in cost of production, and in the labour components of costs;

— new forms of organization at the firm and plant level;

— new patterns of sourcing for components and services, with proximity, flexibility
and speed of response becoming of dominance importance;

— new profiles of labour skills;

— new patterns of investment location as traditional comparative advantages
change;

— new infrastructural investments designed to provide appropriate externalities
throughout the system and facilitate technological diffusion;

— tendency for new innovating small firms to enter new activities;

— tendency for large firms to concentrate in activities where microelectronics (and
related key factors) are produced and intensively used, reinforcing their dominance in these
sectors, especially as technologies stabilize;

— new consumption patterns for goods and services; and

— new types of distribution, marketing and service activities.

A number of important implications fOtl FDI may be drawn from these emerging
technological and organizational patterns.

First, the "diminishing significance of inter—country differentials in labour cost as
the key investment incentive" (Lutkenhorst, 1988, p.221) means that some activities previously
attracted to developing countries will no longer need to relocate away from high—wage
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developed countries. Furthermore, the distribution of low—cost seeking FDI in developing
countries will be less oriented towards lncations offering relatively unskilled labour and fairly
rudimentary infrastructure (whick: served well for offshore assembly of semi—conductors or the
sewing of garments) and more towards locations offering other advantages, described below.

This does not mean that some traditional forms of low—wage seeking FDI (this role
may increasingly go to NIC investors, as noted above) will die out completely, and that the
less—industrialized developing countries will not continue to attract the simpler forms of
industrial relocation. As UNIDO (1989) observes, "the sometimes feared ’relocation back
North’ of industrial capacities has so far not taken place on a massive scale — although it can be
observed that the strong redeployment wave of past decades from North to South is now
tapering off” (p.10). Clearly, some industrial relocation will not be affected for a long time to
come by the new technological wave, and even activities which are prone to change will have an
inertia which will disappear slowly. However, over the medium to long-term the most
dynamic elements of relocation will not consist of the simple labour intemsive activities
(clothing, toys, semi—conductors, or simple consumer electronics) of the past.

Second, to the extent that future relocation will be based on the "fifth wave"
technologies, the following factors will determine FDI flows to particular locations:

— The availability, at economical cost, of high levels of gkill relevant to the specific
areas of production, design or management. The precise composition of skills required will
depend on the industry and the elements of the production transferred, but a basic minimum
will be highly trained production skills, some process—engineering, quality control, maintenance
skills and management skills able to cope with emerging forms of organization. Far more
advanced activities or "deeper" levels of relocation, local design, research and scientific skill
will be crucial. A number of the requisite skills will require not just formal schooling but also
intensive on—the—job training as well as post—employment education. As UNIDO (1989)
stresses, "There is an increasing awareness no that it is the education and skill level of the
labour force which largely determine a country’s competitive strength and existence, its
capacity to adjust to new sophisticated technologies and to reduce the economic and social
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costs of the adjustment process™ (p.18).

— Certain types of future FDI will depend on the availability, in fairly close
proximity, of a variety of supporting firms, providing components, needs, services
(maintenance, machinery, software, consultancy) and backup of various kinds. Industrial
efficiency increasingly requires individual firms to be highly specialized, with close interaction
with a number of other firms of different specializations, working in close unison to minimize
inventory costs (i.e. the just—in—time delivery system), delays in information flows and the
costs of product development. Process industries (paper, chemicals, metals, foods) of the old
type have relatively limited needs of this sort, and FDI in these will continue to be determined
by traditional cost, market and material-supply factors. New industries in the electronic,
electrical and mechanical engineering fields (these fields are becoming increasingly merged), on
the other hand, are highly prone to the economies of specialization, in these areas, the new
wave locations offering efficient support systems will be favoured over others.

— In addition to the support provided by other firms, new FDI will also require a

power, transport and, above all, communications for ’new wave’ industries hardly needs
emphasis. What is less well understood is the need for a network of institutions which, in
Freeman and Perets’s (1988) words, allow "appropriate externalities” to be generated. Thus
new technologies need ’public goods’ like evolving standards, basic research, testing and qualit
control facilities, technological information banks, relevant university linkages, and so on, in
order to function efficiently over the long term. While a certain level of FDI can proceed with
a minimal technological infrastructure of this sort, its deepening and “striking roots* locally
necessarily calls for a complex system of this sort. Local production facilities will increasingly
undertake design and testing of very high qnality’producuwhichcannotbedonebyone
enterprise in isolation. Thus, FDI will gravitate to locations where the necessary externalities
already exist.

— Two types of economies exist in the new technologies: traditional economies of
scale arising from large volumes of production of standardized products (e.g. consumer
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electronics or memory “chips®) and, in contrast, economies of scope arising from the ability to
undertake 2 variety of different but related tasks at fairly small volumes of production, using
flexible automation and computer—aided manufacturing. Both types of economies will have
their own specific location requiremeats. Large volumes of production, aimed at local or
foreign markets, require extremely reliable wo:kforce, infrastructure, government support and a
favourable location. Flexible prodmction r.quires high quality communication, proximity to
customers, and very high level production and design skills. Both need very reliable support
networks and the ability to absorb modern organizational firms.

Third, the impact of rapid technological change on corporate strategies in the
advanced industrial countries imposes its own locational needs on FDI. The growing need for
very expensive, research and development (R & D) activities to support future expansion has
led to the adaptation of giobal strategis by leading firms "designed to penetrate
simultaneously the worid’s major market with new or updated products in order to amortize
large fixed R & D expenditures”. (UN CTC, 1988, p.57). This is a break from the more
incrementalist expansion strategies followed earlier, and requires firms to keep a presence in
large markets (rather than in low—cost locations). The scale of R & D have also forced many
firms to enier into cooperative arrangements to share the risk of technology development and
to benefit from cross—fertilisation and the public goods (leakage) aspects of other firms’
research. In some cases, this has led to complete "internalisation™ of markets by a firm
merging with or acquiring a competitor in order to acquire its technological assets, causing a
diminution of technology flows to unrelated parties.

As the UN CTC (1988) report notes, international joint—ventures, mergers and
other cooperative arrangements have been around for some time. But the ’'new wave’
technologies have given 2 major boost to such arrangements in forms that did not exist
previously (e.g. joint research, subsidized by governments, by the largest TNCs in fromtier
areas of technology). This has incrcased inter—firm linkages in ways that may threaten
competition. It has also reinforced the preference for investing in the richer, more advanced
and technologically better endowed locations.
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Another strategic response to emerging technological trends has been for TNCs to
emphasise access to Jarge domestic markets in developing countries as a measure to reduce risks
(Lutkenhorst, 1988). This strategy covers several different countries so that total risk is
greatly reduced by diversification.

Finplly, the current technological transformation has led to a proliferation of
noa—equity ("new*) forms of foreign participation, especially in less valuable technologies and
by smail and medium—sized enterprises from developed countries (Oman, 1984). While opening
up new avenues for industrial relocation in the developing world, it also reinforces the location
biases of the type noted above, in that non—equity forms involving the 'new wave’ technologies
can be utilized effectively only be countries which already have high levels of industrial
competence and support structures. Furthermore, much of the spread of small and medium
enterprises is in response to FDI by larger TNCs to whom they act as suppliers in their home
countries. The smaller firms then cluster around their principals in new locations to provide a
support system of high technical sophistication, but the location depends on factors relevant to
the principals.

The upshot of all these technological and organizational changes is clear. The ‘new
wave’ FDI will increasingly concentrate on host countries that offer advanced production,
technical scientific and managerial skills, infrastructure, broad technological support, developed
supplier networks, excellent favourable locations and, possibly, large internal markets.
Needless to say, all this has to go with low relative overall costs, political stability, efficient
bureaucracy and good macroeconomic performance.

In the developing world, this greatly strengthens the tendency, noted earlier, of FDI
to concentrate on a few locations which are already industrially advanced, have relatively high
levels of income, are well managed in economic terms and have their own technological
dynamism. FDI has always been fairly selective in its flows, and has traditionally gravitated to
the better—off economies (with the obvious exception of resource—extraction investments). The
current technological changes will reinforce this, dampening hopes raised in the 1970's of a
"new international division of labour” based on offshore assembly in low—wage areas. It will




also differentiate increasingly between middle~income developing countries, at least as far as
export-oriented activities are concerned; away from countries without advanced skills and
support dystem to those with such systems, i.e. from the less to the more dynamic NICs.

Traditional forms of FDI will not, as noted, disappear: low—wage seeking
investments will continwe in several activities, as will old—fashioned import—substituting
investments behind high protective barriers. However, these are likely to diminish in
significance beside investments based on 'new wave’ technologies (which will also spread into
older technologies), and in relation to investments which are less highly protected (policy
regimes in host countries are comsidered below): and efficient 'mew wave’ industries will
gravitate to countries already well down on the "learning curve” of industrial capabilities. "In
consequence, the poorer developing countries wiul find themselves in a vicious circle. Left aside
by foreign investors becanse of their not meeting the requirements for technologically more
advanced production, they will be largely excluded from the onmly realistic source of
technological upgrading, vis, foreign investment”. (UNILO, 1989, p.24). The following
sections simplify the factors that affect the ability of countries to attract FDI and policy issues
arising from the discussion

This sections reviews the ability of developing countries to attract FDI under the
following headings: policies towards FDI; economic conditions in developing countries; and
industrial capabilities in host countries.

IV. a. Policies T is FDI

"Changes in the government policies of developing countries toward FDI in the past
five years have confirmed and strengthened an already apparcnt trend towards liberalization of
inward FDI regulation. Consolidation of this attitude is shown both by the extent of regulation
changes and by their wide diffusion throughout the developing world... Countries seek
primasily to encourage inward FDI by reducing obstacles, restrictions and requirements and by
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granting guarantees and incentives; the effort to control its various manifestations or effects
becomes relatively less important as an aim of FDI regulation". (UN CTC, 1988, p.262).

This widespread move to welcome FDI marks a change from the 1960s and 1970s
when foreign investor- tended to be regarded with suspicion, their superior technology and
skills often taken to be threats to indigenous development and their integrated production
structure to be channels of tax evasion. The ample flow of bank credit in the 1970s permitted
developing countries to overlook the potential for capital transfer by FDI. The general pursuit
of industrialization by protected, inward—oriented strategies concealed many strategic
inefficiencies, and also irduced foreign affiliates to participate in a process which generated
more rents than dynamic and competitive growth.

With the onset of the debt crisis (and the accompanying recession) in many
developing conntries, attitudes to FDI altered dramatically. But it was not jast the debt
burden which was the agent of change. It had become widely recognized over the 1980’s that
export—oriented industrialization strategies were more conducive to sustained, efficient
industrial growth than previous inward—looking strategies, and the FDI could play a valuable
role iz promoting such growth. The acceleration of technmical change in industry led many
countries to realize that they needed much more foreign technology to overcome the large gaps
that had appeared in their competitiveness. Moreover the awareness grew that simply
importing new equipment and licences did not always lead to efficiency: improved managerial,
technical and engineering skills were also required. Since TNCs were generally the major (and
in some very advanced technologies the only) sources of new technology, and were equipped to
provide the entire package of knowledge capabilities and training, even countries without
pressing debt problems and with traditionally hostile attitudes to FDI (India and China are the
best examples) amended their policies in this area. A generally more favourable attitude to the
private sector, supported by privatization programmes in some countries, strengthened this
tendency.

The generally warmer climate for FDI did not, however, mean that all developing
countries adopted "open door" policies. A great deal of variation remained in regulations
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concerning foreign entry; more importantly, the interpretation and implementation of
regulations varied greatly (UN CTC, 1988, p.263). Some of the differences lay in inherited
attitudes and ideclogies that sharply circumscribed the role that foreign investors could play:
India, for instance, still insists on 60% local equity holding in all but a few exceptiona! cases,
and, despite liberalization and streamlining, still has a tight screening process which has kept
FDI inflows down to very small levels (approvals rose from under $10 million per annum in the
1970’s to around $100 to $160 million per annum in the late 1980’s, but these are tiny
compared to inflows in South East Asia).

Some differences are accounted for by indigenous strategies of, and success with,
technology development. Countries that have made major progress in building up domestic
capabilities, while becoming more attractive as investment locations, could afford to be more
selective on foreign entry. Thus, Korea adopted, in its early stages of industrialization, a
highly nationalistic strategy (on the Japanese model) which kept FDI inflows tightly
constrained. It beilt up its chaebol tc a commanding position in domestic industry and export
trade, supporting them with a variety of interventions (Lall, 1999): they have now reached a
position of strength such that recent liberalization (since 1984), while increasing FDI inflows
somewhat, does not challenge their industrial dominance. Some countries, like Brazil, while
keeping to a well-established policy of welcoming FDI, have restricted foreign entry in sectors
(e.g. "informatics") marked out for indigenous technology development.

In sum, the interaction of different strategies, traditions and bureaucratic efficiency
have resulted in a map of the Third World which still shows high level of variation in policy
regimes facing foreign investors (detailed review is given in UN CTC, 1988, p.268-79). Apart
from conditions for entry, concerning specified equity shares, permitted sectors, localization
conditions, export requirements, and the like, there are major differences with respect to
investment incentives given to foreign investors. While there is general comsensus that
long~term, underlying economic conditions are a more important determinant of FDI location
than short—term incentives, "the impact of investment incentives on the investor’s rate of

return may be quite important when compared with the levels of effective protection that many
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investors in both developed and developing countries enjoy. Thus, while any individual
incentive measure may have a small effect, the cumulative effect of all incentive measures
granted by a host country may be substantial”. (Guisinger, 1586, p.170). Note here that
"incentives" are defined more widely than tax incentives, to cover all policies that affect firm
profitability.

Even when incentives given by different countries cancel themselves out, there is a
classic "prisoner’s dilemma" that it is still worthwhile for an individual country to offer
incentives to attract a larger share of available FDI. Many efforts have been made to curtail
competitive incentive package by developing countries, but so far with limited success (ibid).
This is true despite — or perhaps because of — evidence that more liberal policies and more
generous concessions t0 FDI have not halted the move away from developing to developed
countries. To quote the conclusions on recent policy changes reached by the UN CTC (1988):

" .. there is no conclusive evidence as to the actual impact of liberalization policies

on the flows of FDI and technology. Available information in Latin American

would suggest that no spectacular changes in those flows can be expected as a resuit
of the more favourable rules applied. Those changes may perhaps facilitate the
execution of investment or technology transfer plans, but are less likely to determine
the initial decisions to invest or transfer technology. Existing studies on tax

incentives have demonstrated that in a significant proportion of cases they have a

limited impact on the investment—decision process. Conversely, the actual effect on

FDI of the presence of limitations and restrictive policies has never been clearly

established. The general and specific conditions prevailing in the world economy

and in the country concerned along with the strategies of particular THCs secm to
have been the major determining factorslof investment and technology flows. The
measures of liberalization may then be seen primarily as signals addressed to TNCs,

to attract their attention, as it were." (p.279).

No doubt the trend to move welcoming policies creales an initial necessary condition

for the encouragement of FDI inflows, but it is by no means a sufficient condition. In view of
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the technological and often sup_.y—side factor reviewed above, and various other demand—side
factors to be discussed below, it may be safely concluded that policy reforms on FDI by
themselves are unlikely to kave much impact of industrial relocation in developing countries.
Any noticeable impact must result from a combination of appropriate policies with broader
economic, technological and strategic considerations.

IV. b. Economic Conditions in Developing Countries

FDI flows are extremely sensitive to economic conditions in recipient countries, and
the events of the 1980’s have brought its sensitivity into sharp focus. As the World Bank’s
Presidents memorandum (1989) on the subject states:

"The decline in FDI flows to developing countries after 1982 occurred for several

reasons. The debt crisis precipitated an erosion of confidence in developing

countries’ creditworthiness and attractiveness as investment sites, and recession and
continuing macroeconomic instability in many developing countries further
undermined investor confidence in these economies. Much FDI has been oriented
toward producing for local markets, so that stagnation and macroeconomic
instability provided further disincentives to new investment. So did the decrease in
attractiveness of large, resource--based projects after 1981; part of ihe sharp rise and
decline in flows to developing countries can be attributed to FDI flows to
oil-producing countries. For non—oil developing countries, FDI flows peaked at
about $15 billion in 1981, fluctuated at $11 billion until 1986, and then rose to $14
billion in 1987, largely as a result of dollar depreciation. Finally, profitability has
improved in developed country markets and this has caught investors’ attention.

The decline of the dollar since 1985 has induced a significant inflow of foreign

investment into the United States to purchase land and other assets and create new

capacity. Moreover, anticipation of a large internal market within the EC by 1992

is also stimulating investment in Europe by domestic and foreign firms. However,

as demonstrated by recent pickups in FDI flows noted above, it is important to
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remember that the factors that have constrained FDI flows to developing countries

during the 1980s are not immutable features of the world economy or of the

economies of individual developing or developed countries. Indeed, the variations in
the rate of FDI inflows across countries are at least as striking as the variations over

time." (p.3—4).

The variation between developing countries just noted have arisen, in this context,
from differences in their macroeconomic management (especially of external debt, but also of
internal inflation and exchange rates); their other economic policies (price controls, taxes,
attitudes to the private sector, intellectual property rights, labour laws and conditions, stability
of incentives and so on); their political stability; and their anticipated economic and export
performance. The diminishing flow has beon directed increasingly at countries that had a
stable, transparent and predictable environrent with good prospects for overseas investors to
earn and repatriate healthy returns and to integrate the new locations into their global strategy
as determined by technological and market factors. These are well-known factors in the FDI
literature, and need little emphasis here. They are taken up again in Section V in the
discussion of future strategies (specific policies such as debt—equity swaps are also taken up
there).

One aspect of economic policies that needs special attention is their trade
grientation. As mentioned earlier, there has been a growing disillusionment among developing
countries and development economists with the experience of inward—looking industrialization
policies. Much of FDI in manufacturing “as traditionally gone into import—substituting
ventures, generally protected by high barriers from world competition and in a high proportion
of cases unable to achieve the levels of efficiency required to enter global competition. Some
cases do exist, especially in the industrially advanced countries (Brazil and Mexico, for
instance), of import substituting foreign ventures becoming major exporters when given
adequate incentives, access to competitive inputs, an appropriate support structure and the
opportunity to reap scale economists (e.g. in the automobile industry). However, these are the

exceptions which serve to show how much has to be done beiore inward—oriented regimes can




transform themselves into competitive ones.

Since almost all developing countries now aim to promote manufactured exports,
and look to FDI as an importan‘ mechanism to boost such exports, it is important to bear in
mind the consequences of this change on FDI prospects. First, there will clearly be an "adding
up" problem. Given the total size of markets for particular manufactures (and given
constraints placed on imports of these from developing countries), every country cannot hope to
become a major exporter. But other problems may arise long before the demand constraint is
reached in most developing countries: essentially, their infrastructures, skill endowments,
industrial support systems, and market sizes (quite apart from the economic conditions noted
earlier) simply make dynamic export activity unfeasible. And current supply—side
developments raise this feasibility for a large majority of developing countries: only a select few
can hope to attract export oriented investments of the ‘new wave’.

This creates a dilemma for FDI policy in the non—NIC developing countries which
many analysts have not faced squarely. If highly protected, import—substituting foreign
investments of the old type are really "out" for most developing countries, because of sagging
domestic markets or in order to restructure industrial competitiveness, future flows of FDI will
be even more skewed geographically than before, with a higher concentration on the few
locations that are "efficient” and well located. The very process of liberalization which, by
reducing protection and lowering barriers to FDI, is recommended in the interests of efficiency
and structural adjustment will serve to squeeze further the inflows of foreign investment and so
hamper the adjustment. This is because simply reducing protection and "getting prices right"
may not be enough in most countries to provide (immediately or even in a s..ort period of time)
the enhancement Jf skills, capabilities, support systems, etc. needed to attract export—oriented
FDI. No amount of policy reform directed at foreign investors (better investment codes, faster
procedures, liberal treatment, tax holidays) or at macroeconomic variables (inflation, wages,
exchange rates) is likely to offset structural economic weaknesses. Yet this seems to be the

assumption in policy advice coming from various sources (for instance, - .« World Bank, 1989).

This does not mean that countries should abort necessary economic reforms simply
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to attract FDI. Nor does it simply that no new FDI will be attracted to reforming countries.
Some reforms will enable "slack" in the existing structure to be taken up with efficient activity,
in the sense that existing industries with unexploited export potential will be able to expand if
policy barriers (say, in access to world—priced inputs) are removed. Some industrial
capabilities will develop simply in response to healthier incentives, especially in countries (like
India) where a substantial education base exists. There will still be scope for
import—substituting FDI, even if lower protection than before is given, and current
privatization programmes in sectors with natural monopoly (e.g. power generation in Pakistan)
will attract foreign capital. Moreover, FDI in the older type of cheap labour seeking activities
will continue, (as China shows with Hong Kong investments), and can be facilitated by setting
up or enlarge export processing zones (Lutkenhorst, 1988).

It mast also be noted that the adoptior of export oriented industrial strategies does
not imply a laissez faire economic policy. A number of interventions, both functional (aimed at
improving the workings of skills, technology or capital markets) and selective {aimed at
promoting and protecting strategic sectors), may coexist with export orientation. Indeed the
experience of the medium—sized NICs suggests (see Lall, forthcoming) that the success of their
export—-oriented strategies in a rapidly diversifying range of industries depended crucially on
such interventions. If policy reforms are devised to include efficient interventions, especially to
capabilities in selected strategic activities (of which,

more below), it may well be possible to attract FDI in substantial volume while changing the
thrust of the trade regime.

These qualifications dilute to some extent the dilemma posed by the association of
FDI and import substitution in developing countries. They do not, unfortunately, get rid of it
altogether. The number of potential host countries to export—oriented FDI that have "slack"
in modern industriai capabilities is still fairly limited. Further import-substitution and
privatization may be similarly circumscribed; in any case, efficient import—substitution in
principle requires the same highly developed skills and systems that export—orientation does,
and the promotion of other forms of investment are highly undesirable. Where new skills and
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industrial systems have to be developed, the gaining of competitiveness and the attraction of
"new wave" FDI will necessarily take time. Selective and functional interventions can be
successfully mounted only some countries, and require, apart form long gestation periods,
efficient administrations, clear objectives, political strength and bureaucratic honmesty —
elements often lacking in many developing countries.

In sum, the changing economic environment of the 1980’s has brought to the fore
many problems with industrial relocation via FDI. Those arising from the debt crisis, recession
and political instability are the ones that attracted most attention. These affect FDI flows to
some countries that were previously major destinations, and also to many others that were
always peripheral to overseas investors: in this, they partly distorted and partly strengthened
underlying propensities generated by the technological forces shaping FDI. There were other
changes that are less publicised in relation to FDI. The general shift from protected,
inward-oriented policies to more outward—looking omes, whether induced by structural
ﬁmt programmes or, more gradually, by governments under their own volition, is likely
to raise the skewness of FDI. With some exceptions, (such as China), the ongoing strategic
shift will, in the medium term, direct more flows to countries best placed to take advantage of
new technologies. Other countries may benefit in the longer term, if they are able to mount
strategies that bring their capabilities to the minimum levels required by emerging technclogies
and organization;l forms.

I ilities in

The industrial capabilities that are relevant to the attraction of FDI are those that
determine the skills available to prospective investors directly, as well as those affecting the
efficiency of local suppliers, consultants, service firms and the physical and technological
infrastructure. In a general sense, therefore, the l;vel and efficiency of development of the
domestic industrial structure, including a thriving locally-owned sector and a metwork of
supporting public or private institutions, indicates the availability of the capabilities that can
allow foreign investors to set up competitive modern facilities.




There are several ways in which industrial capabilities in developing countries can
be measured. The sise and length of existence of the industrial sector is an obvious indicator:
however, it does not capture the efficiency factor. Large industrial sectors may be
technologically backward, and, if highly protected, may possess the wrong kinds of skills and
attitudes needed for "new wave" investments from abroad. Moreover, they may operate with
very low levels of technical proficiency if the human capital base is inadequate. Expoxt
performance in manufactures is another possible indicator. While creating a strong
presumption in favour of industrial efficiency, it has to be analyzed further to show whether
exports actually embody high levels and diversity of local skills, whether local enterprises (and
so local technical effort) are involved, and the ’depth’ to which local capabilities have
developed.

A more direct measure of industrial capabilities is the human capital structure
created by a country’s education and training system, and the extent of technological effort
undertaken locally in terms of R & D expenditures. In combination with data on industrial
production and export performance, these figures can provide sound indicators of how
well-geared particular countries are to attract FDI in the future.

It may be relevant here to consider Tables and , containing two sets of data
(taken from Lall, forthcoming) on investments in human capital and formal technological effort
in a sample of NICs, "new—NICs" and one Sub—Saharan African country (Kenya). The table
on human capital shows that the two larger East Asian NICs, Korea and Taiwan Province,
which have arguably the best industrial performance in the Third World (in terms of industrial
growth, diversity, depth, competitiveness and indigenous participation), also made the highest
investments in the creation of worker (secondary and vocational education) and higher level
(especially scientific and technical schools) skills. | The two smaller NICs, Hong Kong and
Singapore, have very high levels of unspecialized wor’ker training (secondary schooling) but less
vocational training, and fairly high levels of high level technical training. However, Hong Kong
clearly lags in the latter behind Singapore, reflecting its more specialized and "lighter”

industrial structure. Singapore, while highly dependent on FDI for technological inputs, has to
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provide high level engineering manpower to emable foreign affiliates to move into very skill and
technology intensive areas.

Of the larger NICs, Mexico has a clear lead in human capital, while India and Brail
are far behind. All three countries suffer from large areas of inefficiency in industry (combined
with pockets of efficiency and dynamism), and a comparison with the larger East Asian shows
how far they have to go if they are to bring the general level of industrial performance to their
levels. India and Brasil seem to operate large pans of their extremely diverse industrial
structures with very low inputs of technical skills; in particular, India’s vocational training lag
suggests very low levels of worker competence. Similarly, Kenyan data show graphically the
kind of skill lags suffered by African countries: and Kenya is a star performer in the context of
Sub—Saharan Africa.

The figures in Table do not take into account such important factors as the
quality of education, completion rates at school or university, the relevance of the carriculum
or the extent of post-employment training given to workers. It is likely that these
considerations would increase the lead of the East Asian countries (Lall, 1990). The quality of
education and completion rates tend to be better in East Asia, while Korean and Singaporean
workers receive large amounts of training (on—the—job and in formal courses). The Latin
American countries also have various training programmes but India and Kenya, as well as the
new—NICs (Indonesia and Thailand), seem to lag in the respect.

Turning now to R & D effort in the NICs, Table setsout total R& D, R& D in
the productive sector and R & D financed by productive enterprises, as percentages of GNP. It
also shows the ratio of scientists and engineers involved in R & D to total population. Japanese
figures are given for comparison. While formal R & D is not an accurate measure of total
technological effort in industries and it does not mwnre the level of development of the
technological infrastructure, it does provide a rough indication of both. The former is
particularly related to R & D financed by productive enterprises, since at advanced levels of
industry formal R & D in the firm becomes necessary to absorb new technology as well as to
generate it. All the measures shown in the table may be indicators of the level of development



of the technological infrastructure.

The two larger Bast Asian NICs again stand out, with Korea in the lead by most
measures. Its higher degree of self reliance and greater emphasis on heavy industry have
necessitated this high level of R & D to establish international competitiveness. This has, in
turn, given Korea an impressive base of capabilities to absorb, build upon and even innovate on
a range of modern techniques. Other NICs lag well behind, they may thus be able to receive
and operate new technologies by FDI, but not to develop it further over a broad spectrum.
Singapore, despite its very high reliance on TNC technology, invests more money and scientific
manpower than the larger NICs. It is this capability which is inducing TNCs to shift some
inmovative activities to Singapore.

These tables are only illustrative, but they serve to underline two important points:
first, among the NICs, the record of success in absorbing and efficiently deploying industrial

develop from an interaction of incentives (export orientation, but combined with interveations
to protect learming processes in difficult techmologies) with skill creation and technological
effort (these also requiring government intervention to overcome "market failures” in capital,
education and information markets). The very same base of capabilities developed to deal with
previous technologies will serve to absorb new technologies in the future (whether through FDI
or by alternative means depending on the country’s strategies).

Second, the development of industrial capabilities is not evenly distributed, between
the NICs or in the Third World at large. It has depended on large, costly investments, in
infrastructure, education, research and institution building, on the effectiveness of government
interventions in these activities, as well as on the provision of appropriate incentive structures.
In view of the long gestation periods involved in ’ca.pability development and the inhereat
complexities of policy support, it is unlikely that the base of capabilities needed to attract "new
wave” FDI will change dramatically. It has to be a glow, incremental process in which past
performance strongly influences future growth. This reinforces the conclusion reached in the
discussion of policies that liberalization measures ("getting prices right") by themselves will not




greatly alter the pattern of FDI flows. The countries which have done well in the past will
coatinue to do well in the future, and, in the longer term, some less—industrialised countries
will become major FDI locations if they build up their skills and support systems (the policy
implications are discussed ir. the following section).

The discussion so far has stressed education, training and techmological effort. It
need hardly be said that physical infrastructure development is an equally important part of
building mational capabilities. The significance of high—quality communications, transport,
power supply and other utilities are well known to all policy makers. What may need emphasis
is the need for institution building in this context. Efficiently functioning markets need a
variety of institutions to support them: in the administrative sphere, institutions to deliver
efficient processing of necessary formalities, appropriate regulation to ensure that monopoly
power is not created or abused, fair tax collection, transparent and stable policy regimes, and
the ability to take unpopular measures where necessary (e.g. ease out declining industries); in
the techmology sphere, institutions to provide "public goods” such as information flows,
standards, basic research, linkages between industry and universities, extension services to
small and medium enterprise, collaborative efforts between individual emterprises where
economies of scale or riskiness of research require this; in the laboyr field, institutions to
promote labour training and retraining, ensure labour mobility, hold dowr restrictive practices;
in the fingncial field, institutions to mobilize and encourage savings, allocate them economically
but while supporting high risk activity with long—term payoffs, meet the needs of smaller
borrowers. The list could be much further extended.

It is evident that institution building and capability development are closely
intertwined. The complexity of skills, knowledge support structures and administrative
back—up needed for industrial development can be provided only if appropriate institutional
structures emerge. Some may emerge autonomously, under pressure of market forces or by
cooperative action by industrialists, workers or bankers. However, this may be insufficient, or
may take too long: in this case, governments have to step in to set up or support institutional
development.  Other institutions fall naturally within the government’s purview: they are




concerned with the formulation and implementation of policies or deals with public goods which
private bodies have no incentive to supply.

It is generally acknowledged that the worst market failurcs in capability
development occur in human capital and technology development (Stiglits, 1989). Private
agents tend to underinvest or invest wrongly in skill development or building technoiogical
capabilities because of uncertainty, lack of foresight, lack of information, externalities (lack of
appropriability of a firm’s investments in training or R & D), and complementarities (one
firm’s investments are productive only if other enterprises also invest). This is the kind of
market failure which government interventions in NICs like Korea was designed to overcome
(Pack and Westphal, 1986).

This concludes the discussion of factors on the recipient side affecting relocation via
FDL It must be admitted that the picture that emerges is not very reassuring for much of the
~ developing woild. It is likely that the traditional "inequity” in FDI flows to developing
countries, recently exacerbated by macroeconomic developments and technological progress,
will persist or increase. Some recent policy changes may offset this slightly by removing
administrative obstacles in the way of foreign investments, but other may strengthen it (by
offering lower levels of protection). More importantly, policy reforms will, at best, have a very
gradual effect on the basic determinant of the ability to attract "new wave" FDI — industrial
capabilities. For some time to come, therefore, industrial relocation will continue to favour the
better—off, industrially more advanced, developing countries. A few newcomers will join the
fortunate group, but a large number of less developed nations will continue to lie outside the
dynamics of relocation. But the picture is not static: progress, however slow and difficult, must
continue, and policies must be geared to long—term objectives.

V. Future Strategi i Policy Implicati

This section outlines some of the policy implications of the earlier analysis. It is
arranged under the following headings: entry conditions; debt—equity swaps; attraction of small
and medium enterprises; regional cooperation; promotion of local enterprises; and the
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development of industrial capabilities.

V. a. _Entry Conditions

Host countries have to do more than adopt a hospitable attitude to foreign
investors. Apart from offering a stable and promising economic and political environment,
governments should pay close attention to the regulatory framework and procedures adopted
towards prospective investors.

"The transparency of FDI regulations is important, since investors need to know in
advance how host regulations will be applied to such particular investment. If there is a high
degree of variability in the interpretation of these regulations, or if it is necessary to obtain the
approval of multiple host government agencies (which may disagree among themselves), than
an otherwise hospitable host country environment will remain unattractive. Steadiness in the
FDI regulations is also important to investors: uncertainties created by constantly changing
FDI regulations can be a significant deterrent to FDI flows adding to the normal commercial
risks of doing business plus additional uncertainties by virtue of being foreign to the host
country. Consequently, those host countries that exhibit not only hospitable but also
transparent and stable FDI policies provide investors with especially attractive conditions for
FDI. These conditions extend to the treatment of expatriates, and include timely approval of
work permits for reasonable durations”. (World Bank, 1989, p.13). (Emphasis added).

Among entry conditions that particularly affect FDI are: controls on foreign
exchange transactions (governing import of inputs and payments of dividends, royalties or
principal); investment incentives (which may cancel out between countries but still affect the
choice between them); subsidies for training or borrowing; effective rates of protection against
imports (as noted, this widely—used tool for industrialization is not generally recommended if it
leads to inefficient import substitution and inadequate capability development); access to
world-price inputs (critical for export-oriented activities); freedom to choose ownership shares
(experience shows that rigid rules governing foreign equity shares or their dilution over time are
harmful to FDI inflows); and the provision of special facilities (like export—processing zones for
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exporting firms).

The most significant of these conditions in the context of future FDI trends are
likely to be those concerning foreign exchange transactions, access to world price i-puts (or
EPZ type facilities) and the freedom to choose ownership shares. It is to be hoped that
competitive incentives for FDI will be phased out by some form of international or regional
agreement. Countries seeking to promote FDI will then focus on "marketing" their country
effectively, in terms of targeting activities or investors likely to be interested, providing
information specific to these investors’ needs, and a package of facilities (but without excessive
tax or other concessions). Such marketing has been shown to be highly effective in the case of
the Republic of Ireland (see the presentation made by the head of its Industrial Development
Authority in Asian Development Bank, 1988).

High levels of protection will also, hopefully be eased out as countries move to more
open trading regim_es with only very selective interventions to promote infant industries for
limited periods. In return for granting these privileges, increasing use should be made of
"performance guarantees”, tying the investors to undertaking agreed actions to raise local
skills, undertake local research, buy local inputs or export specified amounts. Performance
guarantees are an increasingly common feature of FDI negotiations even in developed countries,
especially when very large projects are involved, and it is appropriate for developing countries
to build them into their bargaining strategies. However, like any bargaining condition, the
imposition of difficult conditions may simply involve a trade off in some other area (Guisinger,
1986); a very well-informed, sensitive and pragmatic approach is needed rather fhan a
heavy-handed or rigid set of rules.

The growth of privatization in a number of developing countries opens up a new
avenue for attracting FDI. Countries like Pakistan, Guinea, Mexico, Philippines and Togo
have used privatization as a means to bring in direct investment or other forms of foreign
involvement (World Bank, 1989, p.21). While privatization raises a host of difficult issues of
ideology, procedure and regulation (Berg and Shirley, 1087), which entail a careful use of the
tool, it is evident that it is an important potential mechanism for certain kinds of FDI — and
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. one which will be used significantly to promote flows to Eastern Europe in the near future.

V. b. Debt Equity Swaps

The debt crisis has given birth to debt—equity swaps — a highly publicized
instrument for reducing the debt burden while promoting the inflow of FDI and associated
skills and technology. Debt equity swaps enable investors to buy a country’s outstanding debt
on the secondary market, and then resell it to that country’s central bank at a higher price,
using the proceeds to buy equity in mew or existing (sometimes public, in which case
debt—equity swaps are part of privatization deals) enterprises in that country (Bergsman and
Edisis, 1988). The investors gain a cheap entry into the country, while the country reduces its
debt burden in exchange for more easily—serviceable FDI and associated benefits. The extent
of discount is variable, sometimes zero and sometimes as high as 50 percent (World Bank, 1989,
p-19).

The existence of this discount (which is subsidy to the investors) clearly raises
difficulties for the host country. It is often seen as a way "selling national patrimony” on the
cheap to foreigners, and questions are raised about whether any additional investment has been
attracted in return. Research conducted by Bergsman and Edisis (1988) suggests that some of
the swapped equity would have come in any case, but that stable and long—lasting debt—equity
programmes have a lot of additionality. Once foreign investors (in manufacturing) make a
commitment to a local enterprise, they do follow up with additional resources of capital, skills,
technology and the like to raise its productivity. However, this additionality tends to be higher
for export—oriented investments.

In view of the scale of debt—equity swaps (in 1988, they totaled $2.7 billion for
Mexico, $3.6 billion for Brazil and nearly $1 billion for Chile of which some 40% went into
equity investment), it is important to ensure that "additionality” is high and resources are
channeled into high—priority sectors. Bergsman and Edisis (1988) recommend that the level of
incentives should be kept high and stable, while keeping some restrictions on the timing of
repatriation of dividends or capital, and on the activities open to swaps. There are also fears of
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macroeconomic effects (inflation) resulting from credit creation by the central bauk to finance
swaps. These fears are real, but any inflationary impact can be limited by appropriate fiscal
and monetary policy, or by limiting swaps to privatization programmes. However, where
restrictive monetary or fiscal policies cannot be implemented, swaps do add to inflationz.y
pressures: it was largely this which led several countries (Argentina, Brazil, Mexico,
Philippines) to halt their swap programmes in 1988 (World Bank, 1989, p.17).

No one believes that debt—equity swaps are a complete solution to the debt problem
or to the problem of serving FDI flows if other conditions are inappropriate. However, it is one
promising means to stimulate FDI to indebted countries which otherwise would have received
substantial inflows and which undertake measures to contain its inflationary impact and direct
it to most productive uses.

V. c. Attraction of Small and Medium Sized Investors (SMIs)
An earlier part of this study noted some difference between large TNCs and small

and medium investors (SMIs). The latter offer certain special benefits to developing host
economies in their areas of specialization, and recent technological trends seem to be giving a
new boost to their innovativeness and dynamism. SMIs are of particular interest to countries
that seek "new forms" of international involvement, both in very traditional (low technology)
areas of investment and in some newly-emerging high technology (but not yet scale intensive)
activities.

The main problem in attracting SMIs from both developed and developing countries
lies in imperfections in information, skill and insurance markets. Thus, SMIs tend to be much
less familiar with operating conditions, both economic and political, in foreign countries than
large firms, which accounts for their investments in neighbouring countries or those with ethnic
or cultural connections. They find it costly to collect, analyse and compare data on different
possible locations. The also find it more tiresome to cope with unfamiliar bureaucracies and
legal requirements. If they do find suitable locations,they generally find it hard to spare the
high—level manpower to send (in adequate quantity) to ensure the success of the venture. They




40

may also find it difficult to recruit the necessary manpower from their home country or other
labour markets. Finally, they may be more risk—averse than large firms because the potential
cost of failure abroad may pose a much larger risk to their overall profitability than to a large
firm. In the absence of insurance for (non—commercial) risk, therefore, even a slight hint of
uncertainty may deter their investments.

There are various possible ways to overcome these market imperfections. Many
developing countries have set up investment promotion offices in major home countries to
provide information and assistance to prospective investors. Trade missions and aid agencies
from the rich countries also promote foreign ventures by SMIs from their economies, as do
industry associations on both sides. Trade fairs, conferences, symposia and high—level political
meetings are often also used to provide information, inspire confidence and establish direct
contact. A number of private agents provide technology brokerage services or arrange joint
ventures in specific regions or industries. International institutions (like IFC or MIGA) try to
promote FDI in all its forms. Similarly, political risk can be insured by home county
government or by MIGA, which also offers services in resolving international business disputes.

All these measures need to be greatly strengthened and expanded before they reach
the great bulk of potential SMIs, especially those located in large countries away from the
major metropolitan centres. The problem of information (in which coping with bureaucracy is
included) is the major one, and there are no easy or cheap solutions. Much of the investment
has to come from ihe host countries themselves, though there is also scope to improve the
quality of their existing "marketing" efforts.

Two points need to be made here. First, a significant proportion of SMI can come
to developing countries as ancillaries to major TNCs, thus the focus of SMI promotion should
be those large investors who then induce their jexisting suppliers to relocate with them
(Phongpaichit, 1988). Second, a very effective method of promotion may be to use local
businessmen in host countries (rather than official centres located in capital cities) to go to
investing countries and meet SMIs through trade associations or other bodies. Since the most

likely route for SMI entry is the joint venture, an aggressive policy of sending out local firms to
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seek prospective partners is likely to yield much higher dividends than a more passive approach
(of advertising or holding general meetings).

To the extent that the promotion of joint ventures is a marketable service, it may
be expected that private brokerage services will grow rapidly. These should be encouraged and
promoted, not just to provide information, but a whole package of services, also including
finance, dealing with bureaucratic requirements, privatizations, arranging for recruitment and

personnel relocation, arbitration and so on.

V. d. Regio ion

There are several arguments for regional cooperation in the attraction of FDI.
First, where individual developing countries are too small to offer an economic sised market, a
regional grouping can attract efficient investments in activities enjoying economies of scale.
Second, regional cooperation enables members to cut back on offering competitive subsidies to
attract FDI. Third, a group may be able to bargain better and obtain better performance
guarantees than individual countries, not just because of larger market size but also because of
economies in collecting information. Fourth, a regional group can "market" itself better than a
country, again because of scale economies inherent in such promotion. Finally, a regional group
may be regarded as economically more stable than a small individual country because of
greater resource diversity (though this may work against an individual country which is a "star
performer”).

It is essentially the scale and diversity case, in its various aspects, that underlies the
argument for regional cooperation. The argument has a long history, and many attempts have
been made to form trade, cooperation or other blocks to promote industrialization and attract
foreign capital. As is well known, most of them have failed or yielded disappointing results, for
political or economic (but for distributional rather than efficiency) reasons. Yet the basic case
still stands, and may even by strengthened by the nature of technological changes under way.
If the development of industrial capabilities can be speeded by forming regional groupings

(because of scale economies in creating a base of high level technical manpower and a minimum
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industrial support structure), then such groupings can be effective in attracting "new wave"
FDI more successfully than individual countries. It is easy to see why: institutions to educate
and train specialized technical manpower, or R & D institutions, are more feasible for servicing
a group of small countries than for a single country. However, it is difficult to see how
geographical concentration (and so an inequitable distribution of benefits) can be avoided in
such a strategy.

The major problems of using regional cooperative forms to attract industrial
relocation continue to lie in their political and distributional aspects. If these can be overcome,
the potential rewards are considerable.

V. e. Promotion of Local Enterprise

The entry of FDI may have significant beneficial effects on domestic enterprises.
Those that linked to it in the vertical production chain, as suppliers of goods and services or
buyers of the affiliates’ output, can benefit from the growth in production and from transfer of
technology or skills from the affiliate. Those that compete with it can benefit from efficiency
spillovers, because of the competition provided, the ’role model’ set, the leakage of skills and
knowledge, a greater exposure to international markets, and the upgrading of common suppliers
or buyers. The business environment at large can benefit from the affiliates’ linkages to the
science and technology infrastructure, its influence on government policy and a generally
"progressive” act of attitudes. The presence of manufacturing FDI can attract a host of
complementary FDI in services that promotes greater efficiency and dynamism in domestic
industry.

However, the entry of a large powerful foreign presence in a developing country’s
industrial sector is not an unsullied advantage. Many of the benefits just noted accrue to an
economy which already has a thriving indigenous sector that can benefit from the competition,
linkages and externalities provided by foreign entrants. Countries that have weak or
fragmented indigenous industrial entrepreneurship may find its development inhibited by a
large foreign sector: even a supporting role may be taken over by foreign firms with established
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links to the major investors. The difficulties of local development will vary with the entry
barriers posed by technological complexity and economies of scale. Local enterprises may do
well, ceteris paribus, in activities with simple technologies and low capital requirements, while
foreign firms may dominate more demanding activities. Some countries may then feel (Korea
being a good example) that restrictions on foreign entry are warranted for a period, in which
local capabilities are built up in heavy industry.

It appears, therefore, that a strong indigenous entrepreneurial class in a diversity of
industries is necessary to reap the greatest advantages of FDI, and that FDI has to be
selectively permitted to allow such a class to emerge. Once the class is established, FDI can be
permitted much more freely, or can be encouraged as joint venture partner to local enterprises.

This is not, of course, the only possible strategy to follow to promote industrial
relocation. Small economies may well decide that the cost of protecting domestic
entrepreneurship is too high, and so base their strategy entirely on FDI. This is the course
pursued by Singapore with striking success, with all its policy efforts directed to providing the
infrastructure, skills and macroeconomic environments needed for attracting increasingly
sophisticated forms of FDI. However, the Singapore strategy may not be acceptable to larger
countries, and there may be socio—political constraints to accepting, from the start, a
subsidiary role for domestic enterprises. In many cases, therefore, the kind of selective strategy
to promote local entrepreneurship described above would be more acceptable.

Once a strategy of entrepreneurial development is in place, and the activities to
which it is to be applied demarcated (some areas may still be left open for FDI if these are felt
to lie outside local capabilities), what can the government do to promote such development?

Entrepreneurial development may be seen as a learning process, in which incentives,
capabilities and institutions again play crucial, interlinked roles. The incentives to healthy
learning arise from a competitive environment, in which prices are relatively undistorted, eatry
and exit unobstructed by policy constraints, technology flows freely permitted and ownership
patterns (say between public and private, or large and small scale) not heavily biased by policy.
However, this is not to say that ideal competitive conditions are best produced by free trade:
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there are strong arguments for import industry protection to help overcome the costs of
mastering difficult technologies. The development of entrepreneurial capabilities largely arises
from "learning by doing", but the more formal aspects can be taught in business schools and A
the like. In a broader sense, the encouragement of domestic enterprise requires the growth of
industrial capabilities generally; this is considered below.

Many developing countries have stultified entrepreneurial development by offering
excessive protection, on the one hand, and imposing a variety of business regulations to control
the abuse of market power, on the other. They have tried to force domestic enterprises into
pre—selected activities, to regulate size, product range and technology, to restrict entry and
exit, to control prices and employment, and to specify the source of inputs. Many of these
regulations have bred anti—competitive attitudes and led to inefficient practices: in the context
of entrepreneurial learning, they have misdirected the direction, content and pace of capability
acquisition. By sapping business confidence, and by slowing down overall rate of growth, they
have also held back the size of indigenous enterprises and its projection in world markets.

The most important step in promoting entrepreneurship is therefore to remove
policy—induced constraints to private sector development. By giving the right environment
and policy signals to local enterprise, the government can also transmit a clear positive signal
to prospective foreign investors. The nature of the response, both internally and externally,
will then depend on the development of capabilities and supporting institutions, and the
entrepreneurial capabilities that exist already.

The promotion of entrepreneurship need not involve passively leaving everything to
the market. A number of positive measures are necessary: to protect the learning process, to
remedy failures in capital, labour and technology markets, to create large size units where
necessary, to provide extension sources,':o providg a technology infrastructure, and so on.
Promotion is also intervention, but it is intervention of a very different sort from that practised
in many developing countries (thus Korea actively promoted its private businesses, while India

held back a thriving entrepreneurial class).
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The elements of a strategy to develop industrial capabilities have already been
suggested above. The objectives are clear: to improve worker, technical, scientific and
managerial skills; to promote technological activity; to develop a system of industrial support,
with suppliers, service firms and R & D institutes; and to provide an institutional structure to
embody such a system and the "rules of the game”. Is a strategy required at all? The answer
is clearly yes — there are widespread market failures in capability and institutional development
because of the externalities, uncertainties, risks, complementarities and lumpiness involved.
Many markets are segmented, some do not exist at all. Agents have little information or
experience on which to base long term decisions. Clearly, the scope for efficient intervention is
enormous.

This study canmot go into the details of how to a broad base of industrial
capabilities can be developed, but the broad lines of action are beyond dispute. The most
important is probably the strengthening of the human capital base. There are many choices to
be made here: which form of schooling, further education, disciplines and institutions to
develop; how best to finance education; how to choose between formal and on—job training;
what role to allot to employer based and foreign training; and so on. The answers depend
partly on the stage of development of the economy. Simple economies need more emphasis on
lower levels of education, more advanced ones are specialized, higher levels, and so on. A great
deal can be learned here from the strategies adopted by the NICs of East Asia.

As skills develop, the focus of the strategy has to be broadened to encompass the
stimulation of technological activity by enterprises and supporting institutions. Such activity
included formal R & D, of course, but it also covers a variety of informal, even routine,
activities related to production, adaptation and min9r improvements to products and processes.
There is a risk that firms underinvest in all these forms of technological activity or, in highly
distorted regimes, invest in the wrong kinds (say, to substitute materials rather than lower
costs). Part of the remedy lies in better market signals and greater competition. Part lies in

providing better skills, information and technological support (including the import of
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up—to—date capital goods). And part lies in directly encouraging, sometimes subsiding, R & D
activity and appropriate technology imports. The nature and pace of technological activity is
strongly influenced by the development of industrial structure and firm size: countries that
push into heavier industry need larger firms and more R & D (like Korea) than those that do
not (Taiwan Province), even given equal export—orientation. However, greater
export-orientation itself, for similar industrial structures, seems to call forth greater
technological effort.

The support of technology development also requires the build up of a complex
superstructure of R & D institutes, standards institutes, quality control and testing facilities,
information and extemsion sources and linkages with universities and foreign sources of
knowledge.

The "support system” for industrial development needs not just the provision of
skills and technology in a generic sense or in specific enterprises, but the coherent develupment
of capabilities in whole sets of linked activities that complement each other (Lall, forthcoming).
The "learning process” must thus be promoted in all firms that buy from and sell to each other
(services and goods), otherwise the development of the whole group can be retarded This
would hold back efficient specialization, forcing firms either to use costly or poor inputs, or to
internalize an activity which should be conducted elsewhere. Governments must thus aim to
promote strategic networks of activities rather than very specific ones, and the promotion must
be in the form of a package. Just undertaking partial promotion, say by offering protection,
may be less effective (or even counterproductive) than a series of coherent measures which
support each other: e.g. temporary protection combined with skill and technology development,
institutional support, and so on.

Stated in this form, capability development sounds an extremely difficult and
forbidding task. There is no doubt that is is formidable — which is why even advanced
industrial countries differ so much among themselves in this respect (OECD, 1987) — and also
costly and slow. But countries can move in a gradual, incremental way rather than attempt to
do everything at once. Their planning and implementation capabilities are limited in exactly
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the same way as their industrial capabilities, and must be slowly improved and deployed
ecomomically. It is imperative, therefore, to start modestly and with lower degrees of selective
intervention at the early stages, and to increase the policy burden only as the administrative
learning process builds up. If the country is able to attract the simpler kinds of FDI to start
with (and policy reforms and physical infrastructure are essential for this), this can itself help
to build up various industrial capabilities. This can then be used to mount more difficult
interventions in the technological field. If the strategy promotes growth successfully, larger
resources will be available to investing skill and technology creation, and so on: progress is
possible, but it has to be incremental. Tco ambitious a programme may be counterproductive.

VI._Action Programme for UNIDO

UNIDO can support developing countries in attracting industrial relocation in two
general ways:
(2) By supporting developing country endeavours to establish the proper preconditions for
increasing FDI inflows; and
(b) By helping to establish proper channels and mechanisms to induce, in particular, small and
medium sized firms to invest in developing countries.

ing with P iti FDI

The comparative advantage of UNIDO lies in improving the capability aspect of the
preconditions for attracting relocation. Within this, it has areas of strength in dealing with
technical education and training, technological extension and support, technology transfer and
the development of a science and technology infrastructure.

Techpical edycation and training are best assisted by interventions in the setting up
of facilities, provision of teachers (with adequate facilities and incentives) and ensuring proper
technical content and quality in the curricula. UNIDO can assist in all of these, but especially
in arranging for foreign experts to help with teaching, curricula and firm—level training, and the
sending overseas of host country nationals for further education or work experience. Technical



assistance has & poor record in ihe least developed countries, especially of Sub—Saharan Africa,
because not enough has been done to prepare the ground on the receiving side: inadequate
provision for skill transfer and insufficient education or motivation of local technicians. Future
programmes have to come to grips with the very difficult problems involved in ensuring
efficient training — throwing money at it is not the answer.

One of the most effective means of improving technical skills is to "show how" on
the shop—floor. Experienced technicians from other companies (including other developing
countries) can impart a great deal of know—how in a short period (say 2—3 years) of practical
demonstration in host country factories. However, to carry this to deeper levels, it is necessary
to improve formal training of higher level technicians and engineers. UNIDO can play a
catalytic role at both levels by arranging for training, recruitments of experts and formal

Technological extension and support are particularly relevant for small
establishments and new entrepreneurs in developing countries. These tend to lack the basic
skills of quality control, layout, maintenance, process adaptation or product improvement.
Apart from the provision of training noted above, there are economies of scale and scope in the
provision of such basic functions which may make it feasible to provide central services to
groups of small establishments. For instance, it has been recommended in Africa that mobile
fleets of repair, maintenance and quality control technicians service particular industrial
estates. Or central units be set up to undertake design work or solve emerging production
problems for particular activities. In theory, again, there are many grounds for centralizing
technical functions, but in practice their effectiveness depends on the quality and motivation of
personnel involved, their links with users and their own access to technology and equipment.
UNIDO can play a role in setting up adequately sta{'ied and equipped extension services and in
improving those in existence.

UNIDO is extremely active and experienced in facilitating technology transfer to
developing countries, and thus already plays an active role in industrial relocation. The main
addition it can make to this function in the present context is to specify the kinds of capability,
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support system and infrastructural developments are needed in host countries for future
technology transfer in particular activities. These specifications should be passed on to the
governments concerned, with further assistance given to design and implement relevant
restructuring/upgrading programmes.

The most efficient way for UNIDO to proceed with this role may be to use the
services of established TNCs in selected industries. Firms with widespread experience overseas
can best advise on their fature needs and also on ways in which host government can best meet
them. These firms are not in a position to advise individual governments, but with UNIDO
acting as intermediary and arbiter, can be tapped at low cost (i.e. if they are persuaded that it
is in their own best long—term interest).

The development of science and technology infrastructure is an extremely complex
task. Even if the various skills required are available, their organization into institutions that
have a coherent work programme relevant to the industrial sector is difficult to achieve. The
developing world is full of research, standards, testing and other institutes which function
poorly or are delinked from manufacturing activity. The most important function UNIDO can
serve here is to create, sirengthen and extend these links. This may require, in some case, the
reorientation of research effort; in others, raising its quality, getting external expertise and
know how; or better equipment. In some countries the problem may be purely organizational,
and a reorganization of financing mechanisms, personnel and incentives may be all that is
required. UNIDO is better suited to tackling the technical problems rather than organizational
ones. It may proceed by developing special expertise in the area of technological institutions
geared to practical industrial needs, providing advice, finance and expertise for upgrading of
these institutions.

Sanjaya Lall
16th February 1990
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