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Preface

The book ‘Transnational Corporations and Local Firms in Developing Countries – Linkages and Upgrading’ focuses on the organization and effects of linkages between Northern transnational corporations (TNCs) – mainly Danish – and local firms in developing countries. The book is based on a large number of case studies of collaborations between TNCs and local firms in developing countries as well as on a survey of the linkage practices of approximately 90 Danish TNCs. The developing countries analyzed are India, Vietnam, Malaysia, Ghana and South Africa. The book is the result of a research project undertaken by a team of six researchers from Copenhagen Business School and Aalborg University.

 The book is a contribution to the emerging literature on firm strategy in developing countries, offering new empirical evidence of the multifacetted and complex nature of cross border inter-firm linkages in a development context. The book is directed towards academics with an interest in business and development studies, policy makers and administrators within private sector development, and students of International Business and Development Studies.
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	CHAPTER 1
Introduction and Analytical Framework
MICHAEL W. HANSEN AND HENRIK SCHAUMBURG-MÜLLER
Introduction
In recent years, traditional market and hierarchical modes of organizing international business transactions have been increasingly challenged and complemented by modes characterized by various levels of collaboration between otherwise independent firms. A number of terms are employed to denote such collaborations, for example networks (Johansson and Mattson, 1988; Kobrin, 1997), strategic alliances (Dunning, 1997a), global commodity chains (Gereffi, 1994), global value chains (Humphrey and Schmitz, 2000) or global production networks (Henderson et al., 2002; Coe, 2004). We will use the term ‘cross-border linkages’.
There is plenty of evidence to suggest that cross-border linkages are gaining in importance (see e.g. Altenburg, 2000; UNCTAD, 2001; Velde, 2002; Dicken, 2003). This linkage formation process is largely driven by transnational corporations (TNCs) organizing their value chains at an increasingly international scale (Porter, 1986; Dicken 2003). Thus, simultaneously with expanding their international presence through foreign subsidiaries, TNCs are increasingly fostering equity and non-equity linkages with firms in other countries. These linkages are for instance in the form of joint ventures, licence and technology agreements, R&D strategic alliances, franchising arrangements,    subcontracting    arrangements,    or    outsourcing (UNCTAD, 2001). One indicator of the importance of cross border linkages is the fact that one-third of world trade today is between TNCs and their foreign alliance partners (UNCTAD, 2004a).
Cross-border linkages increasingly involve firms in developing countries. It has been noted that developing countries have gained growing shares of global trade in merchandise and services in recent years (UNCTAD, 2004b). This increase is partly accounted for by developing country firms engaged in linkages with firms in OECD countries that are outsourcing and subcontracting manufacturing, IT and administrative functions (Yeats, 2001; UNCTAD, 2004a). Another part of growing developing country trade is accounted for by export of goods and services by TNC affiliates located in developing countries (UNCTAD, 2002). Also here, local firms play a pivotal role, e.g. as suppliers and subcontractors to the TNC affiliates. Growing crossborder linkage formation involving developing countries is further indicated by increases in payments regarding royalties and licence fees from the developing world to OECD countries (UNCTAD, 2003). Finally, the importance of cross-border linkages in developing countries is evidenced by the fact that equity-based linkages (e.g. joint ventures) remain a much more important entry mode in developing countries than in developed countries (GIPA, 2004).
Linkages between firms based in developing countries and firms based in OECD countries potentially have huge implications, both seen from an industrialisation policy perspective and seen from a business strategy perspective. From an industrialisation policy perspective, foreign linkages may provide developing countries with the human skills and technology upgrading that could help them better exploit their existing endowments, improve productivity and develop new competitive advantages (Altenburg, 2000; UNCTAD, 2001). From a business strategy perspective, linkages may be important for OECDbased TNCs and developing country firms alike: For OECD-based TNCs, the changing nature of competition (e.g. the rapid technological developments and the growing integration of economies) challenges them to formulate strategies that also take into account the market and resource potentials of developing countries. To effectively exploit these potentials, TNCs will typically have to foster linkages to local firms, e.g. to gain access to knowledge about local markets or to get access to human skills and other resources. For developing country firms, the changing nature of competition similarly challenges existing strategies, partly because it offers new opportunities for market access and technological upgrading, partly because it exposes hitherto protected industries to international competition. One way for developing country firms to address these challenges is to foster linkages to foreign firms. Such linkages may simultaneously provide a fast track to foreign market access and/or opportunities for upgrading of technical, organizational and managerial capabilities.
This book analyses linkages between TNCs and local firms in developing countries. It will analyse how these linkages are structured, what their effects are, and what factors influence them. The analysis will be based on a major empirical study of linkages between TNCs and local firms in five developing countries - Malaysia, Vietnam, India, South Africa and Ghana - conducted between 2002 and 2004 by a team of researchers from Copenhagen Business School and Aalborg University in Denmark. In the following section, the conceptual and analytical framework of the study will be outlined and the specific methodology adopted by the study explained.
A Conceptual and Analytical Framework
Three distinct dimensions of the linkage issue will be made subject to analysis (see Figure 1.1). The first dimension concerns the nature of linkages: what are linkages, how are they organized and structured, and what are the processes through which linkages are fostered and implemented?
The second dimension concerns the implications of linkages for firms in developing countries: how can cross-border linkages create competitive advantage for developing country firms, and how do they impact  overall  industrial  and  economic   development?   The   third dimension concerns the factors shaping linkages: what are the factors that drive some firms and some industries to foster strong cross-border linkages, while others fail to do so? In particular, it will be discussed how capabilities and strategies of TNCs, local firms and governments and the interaction between those shape linkages.
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The Structure and Content of Linkages
A Definition of Linkages
What then are linkages? Negatively, we can define linkages as an interfirm exchange that is not purely market, nor purely hierarchy. Thus, a spot market transaction, an arms-length trade relation, an off-the-shelf sale, etc. will not be considered a linkage. Nor will a pure equity arrangement between a parent and a fully controlled subsidiary. Positively, we can define linkages as formal and informal collaborative exchanges between legally independent firms, where material and immaterial resources are transferred, and/or practices shared and transmitted. Sometimes the term ‘linkage’ is also understood to imply collaborations between firms and institutions such as authorities, universities and R&D institutes. However, in this study, linkages will be seen as inter-firm collaborations only. Cross-border linkages are understood as formal and informal collaborations between legally independent firms with headquarters in different countries, or collaborations in a third country between firms with headquarters in the same home country.
Types of Linkage Governance
To study linkages, it is crucial to understand the governance system that structures the relationship between the collaborating firms. Overall, it is common to distinguish between three generic types of governance: 1) arms-length market transactions (typical for standard products where switching costs are low); 2) hierarchies, which signifies a situation where the value chain is integrated within the firm - e.g. subsidiaries of TNCs; and 3) network types of relations, where firms collaborate in various ways - what we here label ‘linkages’. In addition to markets and hierarchies, the global value chain literature now identifies three distinct types of governance relations (Gereffi, Humphrey and Sturgeon, 2005): 1) modular collaboration, where suppliers make products to a customer’s precise specifications; 2) relational collaboration, where there is some level of reciprocal interdependence between the firms involved and where there is a high degree of trust and reputation; and 3) quasi-hierarchies or captive relations, where firms are legally independent, but where there is also a strong hierarchical element, in that one firm is dominant, another dependent. Usually, the degree of explicit co-ordination and power asymmetry increases from the first to the third situation (Gereffi, Humphrey and Sturgeon, 2005).

Table 1.1 A Typology of Inter-Firm Transactions1


	
	Backward
	Forward
	Horizontal



	Pure market transaction
	Off-the-shelf purchase 
Spot market transaction
	Off-the-shelf sales
	Technology and management service sale on market conditions



	Short-term linkage
	Once-and-for-all or intermittent purchase on contract
	Once-and-for-all or intermittent sale on contract
	Technology and management service sale as part of strategic alliance



	Longer-term linkage without equity
	Contractual arrangements for procurement of inputs 
Subcontracting of final or intermediate products
	Contractual relationship with distributor or customer
	Joint projects with competing firms, e.g. R&D alliances or joint marketing and distribution 
Licensing and franchising agreements



	Longer-term linkages with equity
	Joint venture with supplier Establishment of supplier affiliate
	Joint venture with distributor or customer
Establishment of distributor affiliate
	Joint venture aimed at market entry



The Value Chain and Linkages
It is purposeful to characterize a linkage in relation to what part of the TNCs’s value chain it deals with. Linkages can be ‘backward’ to suppliers and subcontractors (‘upstream’) or they can be ‘forward’ to distributors, agents, etc. (‘downstream’). To these two forms can be added ‘horizontal’ linkages between firms operating within similar activities - e.g. between competitors and/or technology partners. Much of the literature on linkages is focused on backward linkages. However, the importance of backward linkages should not cloud the fact that significant inter-firm collaboration may also take place downstream, to distributors and agents and eventually to customers and consumers.
The Temporal Dimension of Linkages
Linkage-based transactions can have higher or lower frequency and duration. Equity-based linkages, such as joint ventures, are typically long-term, as the involvement of equity makes exit difficult and costly. But also non-equity linkages can be long-term - e.g. where two firms collaborate to develop a new technology. Thus, it is useful to distinguish between those linkages that are short-term in nature, such as once-for-all sales or purchases on contract in turnkey types of arrangements, and those that are long-term in nature, such as subcontracting and outsourcing arrangements.
The Spatial Dimensions of Linkages
Cross-border linkages can be seen as organized spatially in five main types of relations (see Figure 1.2). The first type is a non-equity-based linkage, where the foreign firm has established direct relations with a local firm, without committing any equity in the host country. This could, for example, be an upstream or downstream relation, where the local firm is a supplier or agent. There are various contractual options within this type of linkage, including licensing, franchising or subcontracting. The foreign TNC can be present with a representative office, which according to host country regulations does not represent a direct investment. The second type involves a foreign direct investment by the TNC in the form of a wholly owned subsidiary. The subsidiary may have upstream or downstream linkages to local firms as suppliers or agents. The third type concerns TNCs participating in a joint venture. Here it is worth distinguishing between two types of linkages; one between the foreign and local equity partner in the joint venture, the other between the joint venture and local suppliers or agents. The fourth type of linkage concerns cases where the TNC forms linkages through a regional intermediary firm to local suppliers or agents. Although the local firm may not have direct contact to the TNC, the production specifications and contractual conditions for the firm may be determined directly by the TNC. This type of linkage arrangement is often found in buyer-driven value chains in, for example, garment or furniture industries (Gereffi, 1994). A final type of linkage is local firms being sub-suppliers, second-tier suppliers or agents to TNCs through firms in the same host country. This type of organization has some resemblance to the previous, except here the intermediary is a local firm.
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The Content of Linkages
One thing is the structure of linkages, another is their content. Inspired by Lall (1980), we can distinguish between different contents of linkages: financial, technical, informational and managerial. Technical and informational linkages exist, for example, when a buyer communicates standards and specifications to a supplier and assists this supplier in meeting these standards and specifications. Managerial linkages are, for instance, when common strategies and visions are developed by two firms and/or when a given activity is jointly managed. Financial linkages exist, for example, if a TNC extends loans to a partner firm to enable it to invest in technological upgrading.
The Effects of Linkages
Linkages to TNCs may have huge implications for the performance and competitiveness of local firms in developing countries. Moreover, the aggregated effects of individual linkages may have profound implications for overall competitiveness and industrial development of developing countries. In the following sections, we will outline some potential effects of cross-border linkages on developing country firms and industries.
Effects on Local Firms
Static versus Dynamic Effects
It is useful to distinguish between static and dynamic effects of linkage collaboration. Static effects are those where the local firm benefits from the collaboration without the organization, technology or the management performance improving as a consequence. Static effects are, for instance, when the local firm increases the volume of its production or receives higher income from its products and services, or both. Dynamic effects are those effects associated with upgrading of technology, human skills, organization and knowledge as a consequence of the linkage. In the following, we will examine such upgrading effects.
What is Upgrading?
At a minimum, upgrading indicates a positive change in the performance of a company; a change in the way a company operates over time. This definition is somewhat narrow since it does not necessarily mean improved financial performance (relative prices can deteriorate) or improved competitiveness, which is a comparative concept (other firms can have improved more).
Types of Upgrading
In the global value chain literature, we find a useful typology for upgrading divided into ‘process upgrading’ (producing more effectively), ‘product upgrading’ (moving into more advanced product lines) and ‘functional upgrading’ (moving into new functions in the value chain - e.g. design and marketing) (Schmitz, 2004). Sometimes, a fourth type of upgrading is mentioned, namely chain upgrading (moving into new value chains).
Another and related way to phrase the upgrading issue is to distinguish between different roles that local firms fulfil in the global value chain. At the lowest level, these roles may offer assembly-type production for foreign firms. More advanced local companies may engage in original equipment manufacturing (OEM). Eventually, local firms may through the linkages to foreign firms move into own design manufacturing (ODM) or even original brand manufacturing (OBM), where premiums are expected to be higher.
Coming from an international business (IB) tradition, Meyer (2003) offers a third classification of upgrading: 1) technical upgrading (quality, scientific and engineering); 2) systemic upgrading (coordination of integrated production systems, production control and budgeting systems); and 3) strategic upgrading (in-depth understanding that enables management to initiate innovation, select and adapt new technology, as well as take strategic decisions).
Intended Versus Unintended Upgrading Effects 
It is also useful to distinguish between intended and unintended effects of linkage collaboration. The intended effects will in most cases be accounted for in agreements between the two linkage partners, while the unintended effects are accidental outcomes of the linkage collaboration, sometimes labelled ‘spill-overs’ if positive. If we look at the intended effects, the global value chain literature has discussed upgrading effects of the buyer-supplier backward linkages. In the contractual agreements between partners, the relational specifications that form the linkages are made. The agreements can specify product design, input materials, production processes, packaging, delivery, etc. To fulfil an order, the supplier may have to upgrade its production and the buying firm and/or its intermediaries can, through the chain, support the upgrading. Buyers can, for example, assist in materials selection, production processes and other value chain activities that are not associated with their own core competencies within, for example, design and marketing. The upgrading elements become in this way intentional as a result of the agreement between the two partners.
If we look at the unintended effects of linkages, these can be described with inspiration from the FDI literature’s distinction between ‘productivity’ and ‘market access’ spill-overs (Blomstrøm and Kokko, 2000). Productivity spill-overs occur as greater competition forces local industry to become more efficient or when local producers, having been upgraded through their collaboration with TNCs, in turn diffuse their knowledge and technology to their local partners or demonstrate more efficient modes of operation to competitors and related firms. Market access spill-overs take place when, for instance, the linkage between a TNC and a local firm leads to better access to foreign markets, not only for the linkage partner firms but also for second and third-tier local suppliers.
The Potential Costs of Linkages
Above, we have emphasized positive effects from linkages. But obviously there are also potential costs for local firms. For instance, the Global Value Chain literature points out that dominant TNCs may create progressively higher demands on organization and management, which makes entry increasingly difficult for local producers in developing countries (Gereffi, 1994). Moreover, linkages may have asymmetrical power distribution in favour of the buyer. The local firm in a developing country may be one among several suppliers of a given component and the buyer will thus be able to squeeze the price. Moreover, TNCs may exploit local suppliers to obtain ‘passive’ and ‘active’ flexibility, making local industry carry the costs and risks of fluctuations in the market (Altenburg, 2000). The less advanced the input from the local producer is, the higher its dependency and vulnerability.
Effects on Industries
While the focus of this study will be on firm-level effects, it is important to note that the aggregated effects of many individual linkages may be quite different from the effects of individual linkages. In fact, much of the literatures’ apparent contradictory findings on the effects of linkages might stem from a confusion of firm and industrylevel analysis. We will first discuss the positive role that linkages may play in industrial development and then move on to focus on some of the dangers and pitfalls associated with linkage-based industrialisation strategies.
Potential Positive Contribution of Linkages
At least five positive roles for linkages in industrial restructuring and development should be mentioned:
1) Raising productivity: Developing countries generally strive to improve the efficiency and productivity of their existing endowments. However, lack of capital, technology and know-how prevents them from effectively exploiting their endowments. Moreover, decades of protective tariff and FDI policies may have led to the development of ineffective local industries in many developing countries. Linkages to foreign firms may in such cases help improving the productivity of existing industries.
2) Promoting greater export orientation: The preference for importsubstitution industrial development strategies in many developing countries has created industries that are predominantly oriented towards servicing domestic markets. With trade and investment liberalization however, local industry can no longer take its privileged position in domestic markets for granted. A key challenge for local industry in this situation is to move from local market orientation towards export orientation and here linkages to TNCs may play an important role by proving access to OECD markets and assisting in upgrading to world market standards.
3) Moving SMEs into business-to-business (BtB) markets: Most SMEs in OECD countries are operating in business-to-business markets. In developing countries, in contrast, SMEs have traditionally been oriented towards end-consumer markets, a position that becomes increasingly perilous with trade and investment liberalization. A main challenge in this situation will be to promote SME’s movement from end-consumer markets to the BtB markets and, in particular, to become suppliers and partners to foreign TNCs (Altenburg, 2002).

Table 1.2 Effects of Cross-Border Linkages


	 
	Firm-level effects
	Industry/country-level effects



	Potential positive effects
	Static effects (greater production and sales, higher profitability) 
Dynamic effects (product, process, functional, chain upgrading) 
Spill-over effects on local firms not part of the linkage collaboration.
	Static effects (exploiting existing endowments)

Dynamic effects (creating new advantages, moving national industry into BtB markets, increasing export orientation, enhancing innovation and learning capability) 


Grounding TNCs in local economy



	Potential negative effects
	Carry the costs of active and passive flexibility 
Growing downward pressures on prices 
Lock-in into low value adding functions in value chain
	Truncation of industries and the creation of branch plant industrial structures 
Reduced competition 
Dependent development 




4) Developing dynamic capabilities: Many developing countries have reached a development level where they seek to move from competitive advantage based on received factor endowments (e.g. natural resources and/or cheap, unskilled labour) to competitive advantage based on created assets and dynamic capabilities. One way to upgrade the skills and technology base and develop more dynamic capabilities may be to foster linkages to foreign investors (Dunning, 1997b).
5) Enhance benefits of FDI: If developing countries fail to foster linkages between foreign investors and local firms, FDI may not yield the benefits it otherwise could have done. Without linkages, developing countries may experience what has been labelled ‘thin globalization’ (Kopinak, 2003), a situation where, although FDI is moving massively across borders, the inter-connectiveness between the foreign sector and the local economy is minimal and the benefits of FDI largely eluding the host country.
Potential Negative Contribution of Linkages 
Cross-border linkages are not necessarily beneficial to industrial development and restructuring in developing countries. While some linkage structures may be ‘developmental’, others may be ‘dependent’ (Dicken, 2003). Thus, power asymmetries may create an international division of labour, where industries in developing countries perform low value-added functions with little opportunity for upgrading into more advanced activities. Due to pressures from global chain leaders, industries in developing countries may be forced into a path of downgrading of social and environmental standards, what sometimes is labelled ‘the low road to development’ (Harrison, 1994). Local industry may be forced into performing functions such as providing simple inputs and services with low value added, typically as subsuppliers. In such cases, learning and upgrading will be limited at best (Cypher and Dietz, 2004). Moreover, by hosting only a limited number of functions, industries in developing countries may evolve into ‘branch plant economies’ (Dicken, 2003). This increases vulnerability to external shocks and changes in the global strategies of TNCs (Evans, 1998); a concern that, for instance, has been aired in connection with export processing zones (EPZs) (Cypher and Dietz, 2004).
The Factors Shaping Linkages
We will now move on to discuss the factors that shape the structure, content and effects of linkages. We will apply an ‘actor perspective’ that for simplicity includes three actors: TNCs, local firms and governments. We argue that linkages are shaped by these three actors’ capabilities and strategies (see Figure 1.3). Other actors may influence cross-border linkages, such as international organizations (e.g. the WTO), industry associations and NGOs. However, for simplicity, they fall outside the framework we use in the following.
We will understand capabilities as the exposed or supposed resource assets and competencies of firms and governments. In the case of firms, capabilities are related to firm size, technology and organization; in the case of governments, they are related to development level, size of economy, institutional framework and infrastructure. Strategy is understood as the fundamental principles underlying a firm’s or a government’s past, current or planned actions. In the case of the firm, strategy consists of considerations as to what is the overall intent of the activity, what are the basic market and industry objectives, how will the firm achieve competitiveness, and how will it organize itself. In the case of governments, strategy consists of the purpose of economic and industrial development policy, and considerations as to how to achieve development objectives.
The Strategies and Capabilities of TNCs
Capabilities
Typically, TNCs are seen as possessing superior resources in the form of technology, organization, finance, as well as knowledge of markets and standards. They can leverage these resources globally instead of only locally, thus gaining advantages of flexibility and scale. However, there are huge variations in the resources possessed by TNCs, in particular between large and small TNCs. Where the internationalization process previously has been driven mainly by very large TNCs, one of the defining characteristics of the current internationalization is that SMEs increasingly are engaging in FDI and other forms of non-trade internationalization (Dunning, 2000). It can be expected that the ability and willingness of SMEs to foster linkages with local industry will differ from those of very large TNCs, partly because SMEs may be in greater need of accessing local resources through linkages and partly because SMEs may lack capacity to build and manage sustainable and mutually beneficial linkages with local firms. A factor related to size is internationalization experience; SMEs will frequently lack that the skills and experience to manage the value chain at an international scale and may therefore have greater difficulties fostering linkages to local firms than will larger and more experienced firms.
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Strategies
In particular, we will expect three aspects of TNC strategy to influence the inclination to foster linkages and the effects of these linkages: strategic intent behind the investment, entry mode strategy and organizational strategy.

Strategic Intent: Dunning (1992b) makes a distinction between resource, market, efficiency and strategic asset-seeking investments. For market-seeking TNCs, linkages to local firms may provide access to local business cultures and distribution networks as well as contacts to authorities. For resource and efficiency-seeking investors, linkages to local firms may offer productivity gains, factor cost advantages and flexibility. For asset-seeking investors, linkages to local firms may provide access to local talent and educated labour or technology as well as R&D capability.
Historically, much of the linkage debate focused on resourceseeking investments in developing countries. A concern relating to these typically large investments in natural resource exploitation was that they would become ‘enclave’ economies (Singer, 1950). From the 1960s onwards, FDI became increasingly market-seeking, typically undertaken to circumvent trade barriers in import-substituting countries or to exploit growing market potentials in emerging markets. These types of investments raised less concern, as they were heavily controlled by host governments and highly adapted to local business environments (Wilkins, 1998). From the late 1980s, FDI increasingly became motivated by access to cheap labour and other cost advantages offered by developing countries. The purpose of such investments was to create global efficiencies (see e.g. Dunning, 1992b; Evans, 1998; Cypher and Dietz, 2004). The move from market-seeking towards efficiency-seeking   investment   strategies   may   have   profound implications for the scope and content of linkages. Where marketseeking investors may foster many local linkages because there will be relatively low demands to product quality and price in a protected economy and because the foreign investor needs to gain knowledge about specific local market conditions, efficiency-seeking investors may foster fewer local linkages because local partners will have to be able to meet world market standards. However, when efficiency seekers form linkages, they may be deeper and have more profound effects on the local partner. In this connection, it has even been argued that some efficiency-seeking investors may have as a key strategy to develop an effective local supply industry, so called ‘developmental enterprises’ (Altenburg, 2000).

Entry Mode Strategy: TNCs can enter host countries either through arms-length arrangements or through equity-based arrangements or, as is typically the case, through combinations of those. Equity-based arrangements can either be joint ventures or fully owned subsidiaries. In terms of the effects of different entry modes, it can on the one hand be argued that joint ventures will have larger upgrading effects than fully owned subsidiaries, as the local joint venture partner will acquire technology and knowledge from the daily face-to-face interaction with the TNC. On the other hand, it can be argued that fully owned subsidiaries will receive more advanced technology and knowledge than the joint venture, as there is less danger of diffusion of propriety technology and knowledge. This technology and knowledge may benefit the local industry through spill-overs such as demonstration and competition effects (Blomstrøm and Kokko, 2000).
Non-equity arrangements can be pure market transactions or they can entail linkages to local firms. In the former case, it can be assumed that direct and spill-over effects are minimal, except perhaps ‘learning through exporting effects’. Linkage collaboration, such as subcontracting, licensing or franchising arrangements, on the other hand, can be assumed to entail some level of technology transfer and human skill upgrading from the TNC, and may therefore imply more profound upgrading effects.

Organizational Strategy: Bartlet and Ghoshal (1989) make a distinction between Multinational, International, Classic Global and Complex Global transnational organizational strategies. The Multinational strategy and - to a lesser extent - the International strategy - have traditionally been seen as more desirable from a development perspective, due to their minimal intrusiveness in local culture and business conditions and their higher linkage potential (Forsgren, 2002). However, it has also been noted that less transfer of knowledge and technology can be expected in TNCs adopting such strategies, as the primary orientation is local standards, not global standards (Forsgren, 2002). The Classical Global strategy, on the other hand, may offer fewer opportunities for local firms to engage in collaboration with the foreign investor, as the subsidiary will be completely managed from HQ, potentially making the subsidiary a foreign enclave in the host economy. A movement towards more Complex Global strategies may, however, widen the opportunities for integration of local industry. As TNCs split up the value chain and source activities globally, increased interaction with local firms around the world can be foreseen. However, it should also be noted that entry barriers to networks governed by Complex Global firms will be very high, as the TNC will be highly dependent on the performance of all its partners in the global value chain.
The Strategies and Capabilities of Local Firms
Capabilities
Local firms can have various capabilities that make them attractive to foreign firms and determine whether they benefit from linkages. These are, for instance, technological capabilities (R&D capacity and engineering skills), human resource base capabilities (skills, training and effectiveness of labour force), and other capabilities related to factors such as ownership structure, size and industry.
In particular, size of the firm may be an important factor. Large firms may have a dominant position in local markets. They may have privileged access to authorities, partly because they are under state ownership and partly because they may play a key role in the local economy. However, large firms may also be inefficient for the same reasons. Conversely, SMEs may have a number of advantages, such as flexibility and entrepreneurial talent. However, they may also lack many of the capabilities needed to work effectively with foreign firms; they typically are latecomer firms with very brief experience of operating in competitive markets and they often have limited access to human and financial resources.
Another factor shaping linkages is related to the source of the local firm’s advantage. Altenburg (2000) argues that developing country firms can be divided into three categories depending on their competitive advantages: 1) low-cost, low organizational capabilities suppliers, typical for industries where entry barriers are low (e.g. apparel); 2) low-cost, advanced organization suppliers, typical for industries where demands on quality and organization are high but where the cost advantage still is essential (e.g. electronics and automotive); and 3) innovative specialist suppliers, typical for industries where entry barriers are high (e.g. machinery production). In cases where the local firm’s advantage is based solely on low wages or low environmental, health and safety standards, spill-over and diffusion effects are less likely to occur. In cases where the linkage is based on more dynamic capabilities, such as innovative ability, specialized skills or other non-factor cost capabilities, the linkage is more likely to be mutually beneficial (Altenburg, 2000).
A related issue is whether the local firm has a capacity to take in the knowledge and technology of the foreign partner and transform it into an advantage; what is sometimes labelled ‘absorptive capacity’. Absorptive capacity is the ability of local firms to recognize, assimilate and apply external knowledge. Absorptive capacity is determined by numerous factors, including the financial solidity of the firm, its size, its organization, its technology, its managerial vision or its human resources.
Finally, the structure, content and effects of linkages depend on the bargaining capacity of the local firm. If the local firm is highly dependent on the foreign firm, “the bargaining position of the suppliers is extremely weak and the risk is high that suppliers will engage in ruinous competition” (Altenburg, 2000; 10). Local firms may have different abilities to mobilize resources when bargaining with foreign firms. Thus, support from the government, industry associations or international organizations can contribute to improving their bargaining position (Lauridsen, 2004). Often, state-owned enterprises may be particularly well-positioned to secure such support.
Strategies
A crucial question is whether local firms manage to formulate a strategic and managerial vision to upgrade and learn from collaboration with foreign firms.
First, developing country firms are increasingly challenged to redefine which markets they want to serve: end-consumer markets or BtB markets. Developing country firms have traditionally been oriented towards end-consumers in their domestic markets. Such strategies are for many local firms doomed to defeat, as economies open up and more effective TNCs pour in (Altenburg, 2002). In this situation, a reorientation of strategy towards becoming suppliers of goods and services to TNCs may be a feasible and desirable strategy.
Second, developing country firms are challenged to consider whether they will maintain domestic market-oriented strategies or move into export-oriented strategies.
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