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Making the most of FDI for development: “new” 
industrial policy and FDI deepening for industrial 

upgrading

Stephen R. Buzdugan and Heinz Tüselmann*

This article examines the theoretical and empirical links between a new generation of 
industrial policy, which is rapidly emerging as a dominant paradigm in development 
economics, and foreign direct investment (FDI). It finds that thus far, the theoretical 
role of FDI in “new” industrial policy has been vague, despite openness to FDI being 
one of the characteristics which sets it apart from an “old” generation of industrial 
policy, which advocated protectionism. Based on primary and secondary research, 
the article argues that a set of interventions into the economies of low- and lower-
middle-income countries combined with an in-depth understanding of the complex 
interactions involved in TNC subsidiary upgrading, the internationalization processes 
within TNCs, and TNC strategies and objectives on the part of policymakers, offers 
such countries the opportunity to maximize the benefits of FDI and move further up 
in global value chains.

Key words: FDI upgrading, subsidiary development, industrial policy, economic 
development

1. Introduction

After several decades as a controversial sideshow, industrial policy is taking the 
centre stage again in mainstream development policy thinking (Stiglitz et al., 2013; 
Wade, 2012; Lin and Chang, 2009; Hausmann et al., 2008). This shift is a response 
to the growing recognition that the liberalization of trade and investment, which have 
been pursued in developing countries since the 1980s, has alone been insufficient 
in promoting economic growth (Harrison and Rodríguez-Clare, 2010). Industrial 
policy, however, has taken on a more contemporary form, breaking with its past 
association with hard line protectionism and advocating instead “softer” forms of 
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interventions by governments to promote production upgrading and diversification 
(Wade, 2012: 236; Harrison and Rodríguez-Clare, 2010). For low- and lower-middle-
income economies especially, the focus of debates and practice has been on the 
role of industrial policy to promote exports and become incorporated into higher 
levels of global value chains (GVCs) (Haque, 2007; Gereffi, 2014: 442; Pérez, 2014). 
In this regard, the role of trade policy has understandably been seen as essential 
and thus, debates have focused on whether governments should “conform to or 
defy” their respective countries’ comparative advantage (Lin and Chang, 2009) and 
then on what policies may be effective in doing so under World Trade Organization 
(WTO) rules, which limit the range of intervention by governments (Gereffi, 2014: 
438; Wade, 2012: 237; Harrison and Rodríguez-Clare, 2010: 4113–4114). While 
the role of soft forms of industrial policy with respect to foreign direct investment 
(FDI) has also been recognized as key to encouraging growth through upgrading 
activities, the treatment of how such upgrading can occur through FDI has been 
approached with a somewhat broad brush in the development literature, referring 
generally to FDI promotion and its potential positive spillover effects (see for instance 
Lin, 2012a and 2010).

This article seeks to address this gap by shedding light on how FDI can be an 
important component in a new generation of industrial policies to further economic 
development in lower-income countries. Specifically, it argues that to avoid being 
trapped in the low end of the value chain by the entrenchment of low value 
added activities associated with FDI, low- and lower-middle-income developing 
countries should tailor their efforts to attract higher value added (HVA) FDI and 
upgrade existing FDI towards more HVA operations through a new set of industrial 
policies.1 Put differently, it argues that the attraction of a significant volume of FDI, 
which is implied in much of the existing literature on FDI and industrial policy, is a 
necessary but insufficient condition for FDI to contribute to development objectives, 
and that what matters instead is industrial policy to improve the quality of both 
attracted and existing FDI. In this respect, it agrees with Gereffi (2014: 455) that 
the wholesale attraction of transnational corporations (TNCs) per se by developing-
country governments may present a risk to the upgrading of domestic production, 
particularly in low- and lower-middle-income countries:

If low-value-added activities dominate a specific country or region, then 
consequences [of FDI] for economic performance and social welfare can 
be profound. Specifically, entrenchment in narrow, routine, low-value-
added activities can lock firms and national industries into unprofitable 
and intellectually narrow segments of the value chain. Learning might be 

1 See, for instance, UNCTAD (2013) for an overview of the importance of moving to the higher end of 
GVCs for developing countries.
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rapid at first, but over time such limits can become acute, especially if 
lead firms in GVCs move to new sites for low-cost production and more 
promising markets.

On the basis of evidence from both developed and developing countries, this article 
posits that such a new generation of industrial policies should occupy some middle 
ground within the current debates, be broadly sector based (rather than aimed at 
particular industries) and focus on activities in a cross-cutting way, especially those 
that are new to the economy and that may be transferable across sectors (for 
instance, such a notion is implicit in a number of recent research and policy papers 
on the development of agribusiness value chains (Heumesser and Schmid, 2012; 
Schaffnit-Chatterjee, 2014). On the one hand, the purpose of such policies is to 
contribute to the achievement of a certain level of local capabilities and absorptive 
capacity necessary to upgrade FDI towards HVA activities and to channel FDI into 
key areas of productive capacity-building. Yet, on the other hand, the potential 
to upgrade FDI relates to policies that are informed by an understanding of the 
complex interactions involved in TNC subsidiary upgrading, the internationalization 
processes within TNCs, and TNC strategies and objectives, in order to generate 
win-win situations for both investors and host countries. This paper provides 
evidence of such developments.

In this regard, the article suggests that success in formulating these policies 
will be based on increasing the understanding among policymakers of the 
internationalization processes, objectives and overall strategies of the investing 
TNCs – including the complexities associated with potential impacts on domestic 
productivity and skills, among other effects – in order to maximize the quality of 
inward FDI and promote FDI upgrading. This is a crucial point: because many 
approaches aimed at developing FDI towards more HVA operations are resource 
intensive, policymakers in low-income countries (with large funding gaps to cross 
in order to build and sustain the requisite productive capacity bases) seeking to 
promote TNC-assisted industrial upgrading strategies require policies based on 
evidence of the complexities in FDI upgrading. One example of such complexities 
is how the dual embeddedness of TNC operations (i.e. embeddedness within 
the host country and within the broader TNC organization) influences subsidiary 
development and upgrading (Andersson et al., 2005; Birkenshaw et al., 2005; 
Ghoshal and Bartlett, 2005; Meyer et al., 2011), which has thus far rarely been 
accounted for in influential FDI impact studies and policy prescriptions.2 Thus, 
this article supports such evidence-based policymaking by presenting the results 
of extensive original research by the authors performed in a developed-country 

2 For instance, see two recent World Bank studies – Farole and Winkler (2014) and Echandi et al. (2015) 
– for a comprehensive review of the empirical literature.
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context (supplemented by evidence from developing-country contexts), which 
show that such FDI upgrading is relatively rare but possible if a number of lessons 
learned in such contexts are applied.

This article proceeds as follows. First, we discuss the contemporary debate on 
industrial policy and seek to explain how middle ground within this debate may be 
found. Then, we present an argument – based on insights from the international 
business literature and the results of large-scale, representative, micro-level, 
survey-based studies in the United Kingdom, Germany and Scandinavia – that 
what matters for production upgrading and growth is the quality of FDI, rather 
than the attraction of FDI per se. From this, we examine the emerging evidence in 
the economic development literature about the ways that new forms of industrial 
policy have been used in developing countries to maximize the developmental 
effects of FDI. Finally, based on these two sets of evidence, from developed and 
developing countries, we conclude by suggesting a set of policy areas and policy 
considerations that have been shown to attract HVA FDI and upgrade existing FDI 
towards more HVA operations.

2. The contemporary shift toward a new industrial policy

The term “industrial policy” has historically elicited two forms of responses among 
those concerned with economic growth and development: some have praised it 
as the means by which a number of East Asian economies achieved rapid levels 
of economic development, while others have condemned it, citing failures of 
import-substituting industrialization policies in parts of sub-Saharan Africa and 
Latin America in the 1960s and 1970s. Arguably, the reason for such opposing 
views, as Weiss (2011: 1) points out, “stems from the fact that here the structuralist 
and neoclassical traditions of development studies meet head-on, with the former 
seeing industrial policy as a means of correcting for the limitations of markets and 
the latter seeing it as the highpoint of ‘government failure’”.

Recently, there has been renewed interest in industrial policy within the 
mainstream strands of the field of economic development, which has accepted the 
pervasiveness of market failures in developing countries but has tried to design an 
approach to limit the potential for government failure (Hausmann et al., 2008; Lin 
and Chang, 2009; Stiglitz et al., 2013). Although there has been some consensus 
on the necessity of some form of industrial policy for economic development, the 
approaches that have been proposed thus far differ in the degree to which state 
intervention attempts to promote industrialization.

On one side of the contemporary industrial policy debate lie proponents, such as 
former chief economist of the World Bank Justin Lin, of the view that economic 
development is firmly rooted in a country’s endowment structure and a private 
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sector which responds adequately to prices reflecting the relative abundance and 
scarcity of its factor endowments. In this view, governments can actively promote 
the process of economic development by coordinating and facilitating the entry of 
firms into industries compatible with the country’s latent comparative advantages 
and absorb the large externalities involved in industrial upgrading and improvements 
in infrastructure (Lin, 2012b: 406). As Lin (Lin and Chang, 2009: 486) has put it:

The optimal industrial structure [of poor countries] is endogenous to the 
country’s endowment structure – in terms of its relative abundance of 
labour and skills, capital, and natural resources. Upgrading the industrial 
structure requires first upgrading the endowment structure, or else 
the resulting industrial structure will become a drag on development. 
Therefore the government’s role is to make sure that the economy is well 
launched on this endogenous process of upgrading.

Although there is an apparent logic to this approach, it fundamentally assumes that 
there is or will be a private sector that is mature enough to respond to and take full 
advantage of the facilitating and coordinating activities of the state. Furthermore, 
as Chang (Lin and Chang, 2009: 490–91) has rebutted, Lin’s approach assumes 
that the factors of production are easily put in place to specialize in the country’s 
comparative advantage. As he points out, many poor countries exhibit limited 
factor mobility and limited access to technology, which may hamper their efforts 
towards industrial upgrading.

Ha Joon Chang, who supports the other side of the industrial policy debate, 
suggests that government should play a more active role to overcome the many 
complex barriers to industrial upgrading that poor countries are likely to face, which 
a coordinating role may not be able to grapple with:

The industrial upgrading process will be messy. It will not be possible 
for a country to follow market signals closely and enter an industry 
when its factor endowments are right, as will happen with the smooth 
comparative-advantage-conforming strategy that Justin advocates. 
In the real world, firms with uncertain prospects need to be created, 
protected, subsidised, and nurtured, possibly for decades, if industrial 
upgrading is to be achieved (Lin and Chang, 2009: 501). 

Although these two approaches may appear divergent, they share quite a bit of 
common ground, mainly on the central importance of industrial upgrading for 
economic development and that the government should play a significant role in 
this process. Therefore, given that there is consensus on these core principles, a 
middle path can found. A number of works have emerged over the past decade that 
have sought to elaborate such a middle path. One key insight from this literature 
is that government intervention should focus on activities (a new technology, a 
particular kind of training, a new good or service), rather than on sectors per se – 
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“it is activities that are new to the economy that need support, not those that are 
already established” (Rodrik, 2004: 14). Therefore, whether it is appropriate, given 
the country’s set of resources, to stay close to or attempt to move slightly farther 
from its comparative advantages, the government needs to be able to promote 
and support new ways of producing. In relation to this, policies, institutions and 
activities need to be put in place to promote learning in the economy. Finally, Weiss 
(2011) suggests that elements from both sides of the industrial policy debate can be 
combined at different – that is micro and macro – levels, on the basis of the work of 
Hausmann et al. (2008). At the micro level, governments, for example, can engage 
in dialogue with local industries to (i) determine constraints to industrial upgrading 
and seek to alleviate them, for instance through the establishment of public-
private “deliberation councils” to identify roadblocks to upgrading and develop 
solutions to overcome them; and (ii) create centralized budgets from which public 
institutions can draw on state resources to alleviate such private sector constraints 
(such as training individuals in a necessary activity or improving a specific piece of 
infrastructure) (Hausmann et al., 2008: 5–10). At the macro level, governments can 
promote upgrading through, for instance, making credit available for risk-taking 
ventures as well as choosing to focus on promoting a priority sector (not a specific 
industry). However, in order to enhance the efficiency of those sectors that are 
receiving support, these promotion activities need to be time-limited and have clear 
performance criteria and transparency.

Irrespective of the forms of intervention deemed necessary, one distinguishing 
characteristic of new industrial policy – and the one we draw most attention to in 
this article – is its open orientation towards foreign investment in order to harness 
its potential to build capacity, promote HVA activities in the economy, and therefore 
participate in and capture the gains of higher levels of GVCs. This is a fundamental 
departure from old forms of industrial policy, which had limited success in achieving 
such outcomes by closing off economies from foreign trade and investment, 
substituting them instead with often scarce levels of domestic demand and 
investment. Thus, the key to positive developmental effects of new industrial policy 
is its successful integration with existing and potential FDI. Yet, as we show below, 
such successful integration is by no means automatic or solely dependent on levels 
– i.e. of stocks and flows – of FDI, but depends on the quality of FDI and the ability 
of countries and their investors to promote upgrading.

3. Deepening FDI for production upgrading

FDI can play a role in sustainable economic development, poverty reduction and 
industrial upgrading in lower-income countries (Kolk et al., 2017). However, the 
attraction of a high volume of FDI is not a sufficient condition for FDI to contribute 
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to these objectives. What matters is the quality of FDI, in terms of HVA FDI and the 
development of existing FDI towards more HVA activities with associated positive 
spillover effects to the domestic economy. Direct and indirect benefits associated 
with upgrading of FDI include (but are not limited to) higher productivity, more skilled 
employment and technological advancement. Such upgrading of FDI is at that heart 
of Narula’s and Dunnings’s (2010) “TNC-assisted development strategy”. Since 
developing countries exhibit different degrees of economic development, possess 
different endowments and locational asset bases, different static and dynamic 
comparative advantages, varying degrees of market and/or coordination failures 
and have different development objectives and strategies, a fundamental issue is 
whether upgrading of FDI or FDI in general are efficient paths toward economic 
development and industrial upgrading. 

FDI upgrading is connected to an increasing emphasis on developing unique 
locational asset bases, efficient local network infrastructures (consisting of suppliers, 
customers, competitors, clusters of domestic firms, research institutes and 
universities, supportive government agencies and local authorities) and effective 
institutional frameworks that are attractive and desirable to TNCs to upgrade their 
activities and enable their subsidiaries to perform more HVA activities. Many of 
these assets are spatially bound. Therefore, the development of more HVA activities 
by foreign firms in their host locations is associated with them being deeply 
embedded in the host region and within efficient local networks and linkages to 
effectively access and leverage the tangible and intangible locational assets, which 
underlie the development of high-productivity, high-skills and high-employment 
HVA activities. At the same time, the increasing emphasis of policymakers on the 
new embeddedness factors for upgrading and deepening FDI is connected with 
TNCs increasingly developing GVCs and seeking to develop their subsidiaries into 
a differentiated network, where some subsidiaries are more central to core aspects 
of overall TNC performance than others (which embodies a more footloose type 
of FDI) (Bartels et al., 2009; Birkenshaw et al., 2005; Rugman et al., 2011). In 
this way, TNCs increase specialization within the TNC network and establish a 
differentiated network of subsidiaries in order to maximize competitive advantage 
through the development of their unique contributions, in order to fulfil the strategic 
objectives of the parent company. This suggests that subsidiaries which are more 
central to overall TNC performance and that can build up valuable assets which 
are not accessed by other parts of the TNC (or do so at higher costs), should be 
given mandates and strategic autonomy to deeply embed themselves in the host 
economy; to develop main business lines for international markets; or to perform 
specialist functions for all or part of the TNC.

If the upgrading of FDI is part of the wider development and industrial upgrading 
strategy, it has to be borne in mind that any direct and/or spillover benefits are 
neither automatic nor cost- or risk-free. Crucially, these require a level of host 
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country productive capacity in terms of local capabilities and absorptive capacity, 
and related investments to foster these, as well as international connectivity 
(UNCTAD, 2012).

With regard to expected FDI spillover effects, much of the evidence points mainly 
to vertical spillovers (spillovers to firms in linked industries: upstream and/or 
downstream sectors) rather than horizontal spillovers (spillovers to firms within 
the industry) (see Harrison and Rodriguez-Claire (2009) for a comprehensive 
overview). Low-income countries have generally weak absorptive capacity and 
local capabilities compared to high- and middle-high-income countries, as well as 
limited resources to invest in these (UNCTAD, 2014a). For example, sub-Saharan 
African countries have generally placed greater emphasis on solely attracting FDI, 
as they have generally lacked the requisite infrastructure, skills and capabilities of 
domestic firms to capture the development potential of the employment, technology 
and productivity spillovers associated with the deeper embeddedness of TNC 
subsidiaries and related HVA activities (Chen et al., 2015: 35–36).

The more important need for policymakers in low-income countries, then, is for 
evidence-based policies based on an understanding of the complexities involved in 
FDI upgrading and subsidiary development towards more HVA activities, including 
the objectives and overall strategies of the investing TNCs, and the complex links to 
outcomes such as productivity, skills and so forth. In light of the discussion above, 
this requires a framework of analysis that draws on insights from the international 
business strategy literature, including resource-based and network theories of 
the firm, development economics and economic geography (e.g. Andersson et 
al., 2005; Birkenshaw et al., 2005; Cantwell and Mudambi, 2011; Coe and Perry, 
2004; Dunning, 2009; Henderson et al., 2002; Goshal and Bartlett, 2005; Peng 
et al., 2009; Holm et al., 2000; Porter and Sölvell, 1998), FDI upgrading and its 
associated benefits depend on the combination and interaction of a number of 
factors at different levels.

Some of these factors are not new and are well versed, such as (i) a host 
country’s endowments and its static and dynamic comparative advantages; (ii) 
a host location’s possession of tangible and intangible location asset bases at 
the national and subnational levels that are attractive for TNCs to pursue HVA 
activities, including next-to-market and cost factors, and spatially bound created 
assets; (iii) a host country’s capabilities and absorptive capacities to attract, sustain 
and develop HVA FDI activities; and (iv) a host country’s institutional, regulatory, 
policy and governance frameworks and in particular stable and business-friendly 
investment climate, in addition to political, economic and social stability. There has 
also been a growing appreciation in the economic development literature of the 
differential implications for the developmental potential of FDI depending on type 
of investment (e.g. greenfield, joint ventures and acquisitions) and FDI motives 
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(e.g. market, resource, efficiency or strategic asset seeking) (Farole and Winkler, 
2014; Zhan et al., 2015). This is also the case for the importance of the degree 
of embeddedness of subsidiaries in the host country, in terms of local network 
relationships (interorganizational relationships), to effectively access and leverage 
host-country locational advantages and assets.

What is somewhat missing in the economic development literature and related 
studies are insights from the international business literature relevant to FDI 
upgrading and HVA development that link the external embeddedness of TNC 
foreign operations with their embeddedness in the broader TNC network so that 
mutual beneficial outcomes can materialize. These include (i) the role and degree 
of strategic decision-making autonomy within the subsidiary, to build up a unique 
position within the TNC by tapping into external networks and locational assets, 
with associated activity or functional mandates performed for the broader TNC; 
(ii) the embeddedness of the subsidiary within the broader TNC network in terms 
of intra-organizational relationships with other units of the TNC and/or the parent 
company, which inter alia relate to the centrality of a subsidiary’s position within 
the TNC network, as well as highlighting the “dual embeddedness” of subsidiaries 
(Meyer et al., 2011), i.e. in the host country and within the TNC; (iii) related to this, 
the degree of TNC differentiation and specialization and the extent to which it is 
developing its subsidiaries into differentiated networks in which some subsidiaries 
are more central then others to overall TNC performance and competitiveness; 
(iv) the TNC’s overall strategic objectives and the extent to which subsidiaries can 
contribute to them and deliver outcomes that boost the competitive advantage of 
the TNC as a whole and contribute to overall TNC performance.

Thus, among the central factors that contribute to FDI upgrading and associated 
subsidiary development towards HVA activities lie the complex interactions of 
host-country embeddedness and local networks, intra-organizational relationships 
within the TNC and the granting of strategic autonomy, which in turn are influenced 
by the overall strategy and strategic objectives of the investing TNC. The following 
evidence from developed countries may shed important light on these matters and 
may provide useful pointers for policy in low-income countries.

4.  Evidence and lessons of FDI upgrading from a developed-
country context

These issues were investigated by the authors through a set of large-scale, 
representative, micro-level, survey-based studies in the United Kingdom, Germany 
and Scandinavia, which included subsidiaries of major FDI source countries 
from the developed world, as well as a supplementary census of German parent 
companies (Gammelgaard et al., 2009, 2012; Hoppe et al., 2003; McDonald et 
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al., 2003, 2005, 2011). On the whole, these studies, which were summarized in 
detail in recent UNCTAD research notes by the authors (Tüselmann and Buzdugan, 
2013, 2016), found that the strategic development of TNC subsidiaries necessary 
for FDI upgrading and subsidiary development towards HVA activities is less 
pronounced than generally assumed. Only a significant minority of TNCs were 
found to be strategically developing their subsidiaries by granting them higher-level 
mandates and strategic decision-making autonomy, to be deeply embedded into 
local networks in their host locations and to be performing some form of HVA 
activity. Embeddedness in local, regional or national supply chains was found 
to be particularly low. Furthermore, the majority of subsidiaries in the countries 
surveyed were shown to be only lightly embedded in their host location, as 
a result of being geared to supplying and developing domestic markets, which 
highlights the continuing importance of the export-enhancing nature of FDI among  
developed countries. 

There was little evidence that in recent years a large number of subsidiaries have 
considerably increased value added; deepened linkages to local, regional or national 
supply chains; or experienced a substantial upgrade in their strategic decision-
making autonomy, which is associated with fostering subsidiary development and 
specialization. This is despite the fact that the majority of foreign-owned subsidiaries 
are relatively mature, having been in foreign ownership for many years and having 
had a long period in which to develop host-location linkages.

The insights provided by this research may indicate that a number of host 
locations, even in highly developed countries, may lack desirable asset bases and 
capabilities that are attractive for a large number of TNCs to develop and upgrade 
their FDI. Put differently, the results may indicate that many domestic suppliers 
are not internationally competitive, despite the increasing importance attached by 
TNCs to developing global or European supply chains, and that many locations 
lack appropriate network infrastructures and/or institutional frameworks. The 
findings of the study also indicate that the majority of TNCs are not looking for 
such embeddedness factors for their investments. Indeed, the parent companies 
surveyed in the studies above highlighted that they attached far less importance 
to embeddedness factors than subsidiary managers do. This highlights that even 
if subsidiaries embed deeply in their host locations, not all are candidates for 
upgrading, which may point to an overinvestment of a portion of subsidiaries into 
these factors without a related increase in HVA activities and a move into a more 
central position within the TNC network. 

These issues notwithstanding, in a developed-country context, the results of these 
studies show that although FDI upgrading, deep integration into host locations 
and subsidiary development are generally uncommon, when these elements 
are present, they are associated with direct economic benefits for both the host 
countries and TNCs in terms of increased export intensity, productivity level and 
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growth, skilled employment and subsidiary performance (with the latter perhaps 
being an important contributor to overall TNC competitiveness and performance 
and thus an important precursor for subsidiary upgrading). In short, the deepening 
of FDI and subsidiary development towards more HVA activities has the potential to 
create win-win situations for both host countries and investors. With regard to the 
direct employment effects of FDI upgrading, the studies above show that the main 
effects are not strongly related to employment growth but are instead related to a 
shift in the skills composition in these subsidiaries towards an increase in skilled 
jobs and a decrease in unskilled jobs, with associated labour market effects.

The studies also revealed the complex processes involved between subsidiary 
upgrading and win-win outcomes for investors and host countries – whereby direct 
and indirect routes exist between increased autonomy, embeddedness and such 
mutual beneficial outcomes. The deepening of embeddedness in host locations 
in terms of network relationships was found to be among the main contributors 
to positive mutual beneficial outcomes, with the granting of strategic decision-
making autonomy and strong intra-TNC relationships being primary facilitators in 
the development of networks in the host location. Put differently, the cultivation of 
embeddedness in host locations, which is the prime driver of positive subsidiary 
outcomes, requires the establishment of internal embeddedness and relationships 
within the TNC to bring the subsidiary into a more central position within the TNC 
network. In turn, this may facilitate the granting of mandates and strategic decision-
making authority to tap into and effectively utilize local networks and local asset 
bases. Furthermore, as highlighted by the parent company survey, the results 
underscore that deepening local embeddedness by subsidiaries, per se, is a 
necessary but not sufficient requirement for beneficial economic outcomes, if not 
underpinned by the facilitating role of intra-TNC embeddedness and the granting 
of strategic autonomy which enable the subsidiary to contribute to the overall 
competitiveness and strategic objectives of the TNC.

5.  Potential economic benefits of integrating new industrial 
policy and FDI upgrading in low- and lower-middle-income 
countries

Although such potential benefits have been identified in research conducted in 
developed countries, they are nonetheless very much aligned with the overarching 
findings of a host of recent studies on the impact of FDI in developing countries, 
particularly with regard to the need for government policies that establish the 
conditions in order to attract the right type of FDI and to engage with TNCs in 
order to increase HVA activities. Furthermore, to underscore the win-win nature 
of such policies, which reconcile the investment objectives of investors with the 
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investment and development needs of developing countries (Hallam, 2009), there is 
some evidence from the agriculture and agribusiness sector in developing countries 
which shows that investors that are well integrated and embedded in the host 
location not only yield economic benefits for the host country but also exhibit better 
firm performance than those that are only lightly embedded (World Bank, 2014; 
Zhan et al., 2015).

Thus, a wide-ranging and in-depth survey of the literature on the impact of FDI on 
development performed by the Trade and Competitiveness Global Practice Group 
at the World Bank (Echandi et al., 2015: 6) concluded:

The benefits from FDI are not automatic. Indeed, the extent to which 
countries regulate investment and devise other policies affecting spillovers 
can have a direct impact on the economic and social effects of FDI. Thus, 
the importance of governments is to obtain the ‘right mix’ of policies to 
properly manage different types of FDI. Historically, inadequate design 
and/or implementation of appropriate policies may, on many occasions, 
have prevented developing countries not only from attracting, retaining 
and linking FDI within the domestic economy, but also from maximizing 
FDI benefits.

In other words, they argue, “the key point is that for policymakers in many developing 
countries, the real question is not whether to choose between FDI and domestic 
investment, but rather how to connect them” (Echandi et al., 2015: 6 (emphasis 
added)). In this respect, recent studies such as Farole and Winkler (2014) and 
Moran (2014) are beginning to acknowledge the necessity of industrial policy and 
government management of FDI in order to significantly enhance its benefits in 
developing countries.

With regard to new industrial policy, Moran (2014) shows through the analysis of five 
case studies – Costa Rica, the Czech Republic, Malaysia, Morocco and South Africa 
– that efforts by these governments to invest in inter alia infrastructure, to enhance 
labour skills and to bolster domestic supplier networks were met with increases 
in the attraction of TNCs which thus diversified local production and exports, as 
well as increased backward linkages in the host economy. Moran (2014: 32) terms 
such interventions “light-form industrial policy”, which in essence corresponds to 
the approach advocated by Justin Lin, discussed earlier, whereby interventions 
should arguably be limited to improving market conditions for local industries within 
a country’s endowment structure. On the basis of their own research, Farole and 
Winkler (2014: 268) also arrive at a very similar policy prescription:

The trick is to fashion a light-handed industrial policy that focuses mostly 
on overcoming market failures or capturing coordination externalities, 
including packages of infrastructure expenditures and public-private 
vocational training initiatives. But in promoting linkages through targeted 
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sector strategies, it is important that those chosen sectors conform to 
reasonable projections of comparative advantage.

Yet, Farole and Winkler (2014: 255) also find that “in many developing countries, a 
large share of the supplies, services, and skills demanded by foreign firms simply 
does not exist”. This suggests, that this new form of industrial policy need not be so 
macro and “light touch” – it incorporates more micro-level interventions to support 
the emergence and competitiveness of domestic suppliers, as discussed above. 
Such micro-level interventions – such as government programs to support quality 
improvement, timeliness of delivery and investment in equipment and technology, 
which Farole and Winkler (2014: 128) show are demanded of domestic suppliers by 
TNCs in the mining industry in Chile, Ghana and Mozambique – can complement 
more light-handed, “macro-handed”, macro-level interventions involving the 
improvement to infrastructure, skills development and investment climate issues.

Such a mix of micro- and macro-level approaches to new industrial policy (what 
we agree constitutes a middle-path approach, as discussed earlier) was shown 
to be successful in a number of recent case studies in Central America examined 
by the Economic Commission for Latin America and the Caribbean (Pérez, 2014). 
For instance, the study shows that in El Salvador and Guatemala the application of 
new industrial policy focused on the promotion of activities in the industrial, primary 
commodity and services sectors that had higher rates of productivity, that were 
more technology and knowledge intensive, and that involved the participation of 
small enterprises, with the intention to build local capacity, promote HVA activities 
and allow local firms to move to higher levels of GVCs (Pérez, 2014). Such activities 
included formulating and applying good biosafety practices to prevent outbreaks 
of diseases, in the case of shrimp cultivation in El Salvador; the creation of new 
national, regional and local institutions by the government to promote innovation 
in textile manufacturing among local firms, as well as partnerships between 
academia and trade associations to promote know-how among workers, in the 
case of garment manufacturing in El Salvador; and the promotion of diversification 
of agricultural production through incentives in areas such as the production of 
organic produce and oriental vegetables, in the case of the non-traditional export 
vegetable chain in Guatemala (Pérez, 2014).

These cases show that unlike old forms of industrial policy, new industrial policy 
need not be oriented towards the industrial sector – it can and should be applied 
to sectors such as services, agriculture and natural resources. This is particularly 
important with regard to low-income economies in regions such as sub-Saharan 
Africa, as the agriculture and natural resources sectors are dominant in a majority 
of the economies and have, therefore, attracted resource-seeking inward FDI. In 
the case of the agriculture and natural resources sectors, industrial policy aimed at 
activities in these sectors – such as training in resource extraction and training in 
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processing – can promote learning, and therefore contribute to the development 
of local capabilities, as a prerequisite to the emergence of competitive domestic 
suppliers and FDI upgrading. However, learning can also come from industrial 
policy focused on sub-activities linked with resource extraction, such as the 
construction of buildings, the management of human resources, and the provision 
of transportation and logistics, which can have spillover effects in the direction 
of HVA activities across industries and sectors (Greenwald and Stiglitz, 2014). 
Together, the development of activities associated with human resources and 
skills, of infrastructure and of domestic suppliers form a network. As shown earlier, 
such networks are at the core of subsidiary development, and thus HVA activities,  
as they strengthen the embeddedness of existing FDI, whether resource or  
market seeking.

As outlined above, one other key part of a successful new industrial policy is for 
inward investment to be structured in a manner that is conducive to facilitating 
upgrading, promoting spillovers and increasing HVA activities. With regard to the 
recent economic development literature on the impact of FDI in a developing-
country context, only some clarity has emerged on the influence of this aspect. 
For instance, Farole and Winkler (2014) demonstrate that joint ventures, long-term 
investments (particularly in sectors with high rent potential, such as mining), the 
use of formal contracts and market-seeking FDI (rather than efficiency-seeking 
and resource-seeking FDI) significantly contribute to spillover effects, though 
efficiency-seeking FDI may bring greater potential spillovers in the long run if it is 
linked with producing at higher levels of GVCs. However, control over factors such 
as whether FDI is market-seeking, efficiency-seeking or resource-seeking is not 
always an option for developing countries. Therefore, the insights gleaned from 
the developed-country studies discussed earlier, showing that subsidiaries with 
sufficient strategic autonomy and embeddedness in local networks are more likely 
to upgrade FDI activities, may point the way toward future research and policy on 
the way that developing countries manage inward FDI. Indeed, these studies show 
that even after controlling for entry mode and for market-, resource- and efficiency-
seeking factors, three indicators – embeddedness in host economies (in particular), 
subsidiary strategic decision-making autonomy and embeddedness in the broader 
TNC internal network – remain important predictors for FDI upgrading towards HVA 
activities and positive outcomes for the TNC and the host economy. 

Taken together, the insights from a developing-country context with regard to new 
industrial policy and harnessing the developmental potential of FDI, and from a 
developed-country context, outlining the factors which contribute to FDI upgrading, 
lead to a set of policy considerations for low- and lower-middle-income countries, 
which we set out in our conclusion.
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6.  Conclusion: Considerations for industrial policies for 
deepening FDI for production upgrading

As UNCTAD has rightly stated in its recent agenda for the future of investment 
and development, “meeting the challenge of investment for development, in 
particular achieving the [UN Sustainable Development Goals], requires among 
others that investment is reconfigured to better harness the contribution of TNCs 
for development, especially in light of the contemporary TNC universe and the 
new balance between the public and private sectors” (UNCTAD, 2014: 1). Yet, 
it is currently a tall order for low-income countries to pursue an TNC-assisted 
development strategy (Narula and Dunning, 2010) based on attracting HVA FDI and 
upgrading existing FDI towards more HVA operations. Apart from the fundamentals 
(conducive institutional and regulatory frameworks, good governance structures, 
political and economic stability, and so forth), this will require locational asset 
bases and local network infrastructures that are attractive for TNCs to upgrade 
their activities, related policies that enhance local capabilities and absorptive 
capacity conducive for FDI upgrading, as well as policies to correct any market 
and/or coordination failures. Moreover, such policies need to be informed by an 
understanding of the complex interactions involved in TNC subsidiary upgrading, 
the internationalization processes within TNCs, and TNC strategies and objectives.

Although such a “high-road” approach to economic development and industrial 
upgrading through FDI upgrading and higher value added FDI appears very 
demanding for low-income countries, studies and recent literature shows that it 
confers substantial benefits in terms of productivity advances, skills upgrading and 
so forth. Furthermore, the trend towards increasing specialization and fine-slicing of 
value activities in TNCs (Buckley, 2014), may provide new opportunities (and risks) 
for lower-income countries for the pursuit of a high-road FDI approach. Such fine-
slicing may lead to greater international diversification of HVA activities of TNCs, 
as these entail both specialized and standardized tasks and activities across all 
functional areas (even within the R&D function) (Meyer et al., 2011).

In addition, developing countries need not go it alone in making the most of FDI 
through the application of new industrial policy and pursuit of the right type of FDI. 
For example, as Moran (2014: 37) rightly argues, “Support for emerging market 
economies to use FDI to upgrade and diversify their production and export base – 
and to develop reliable and competitive supply chains deep into the local economy 
– is the new frontier for assistance from the developed country and multilateral 
donor community”. Although we agree with Moran on this point, we would add that 
this new frontier for the donor community also includes support for developing local 
networks (such as clusters of domestic firms, research institutes or universities, 
supportive government agencies or local authorities) and developing links with 
effective domestic institutions, which we have shown above to be integral to FDI 
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upgrading. Indeed, the possibilities for donors to assist with the implementation 
of a new industrial policy raises a key issue: Given the potential gains from FDI 
upgrading, how can limited national resources, overseas development aid and 
international investment in low- and lower-middle-income countries be prioritized, 
combined, targeted and tailored for a requisite new industrial policy to promote 
productive capacity-building, development of locational assets and local networks 
that are attractive for TNCs for FDI upgrading? Some recent examples in the 
agricultural sector, for instance, shed light on the possibilities for multi-stakeholder 
partnerships in this area, which have been championed by the UN as a means of 
achieving the Sustainable Development Goals (UN, 2016): the case of Africado, a 
Tanzanian avocado and avocado oil producer stands out as an example of FDI in 
the form of overseas development financing, which has seen the implementation of 
an outgrower scheme to train and involve 2,400 smallholders in avocado production 
for export (Bachke and Haug, 2014); and the case of the African Cashew Initiative, 
in which the German TNC SAP, together with multiple stakeholders such as 
African states and farmers, regional business associations, international NGOs and 
international development agencies, has successfully worked to integrate informal 
parts of the cashew value chain into GVCs through a “virtual cooperative” (Franz 
et al., 2014).

Policies to make the most of FDI certainly need to be context-specific, considering 
the diversity of low- and lower-middle-income countries in terms of their factor 
endowments, institutions, geography, labour composition, market size and 
political power, among other characteristics. However, a number of core policy 
considerations can be applied, given the recent findings that cut across these sets 
of countries (UNECA, 2016; Pérez, 2014; Farole and Winkler, 2014; Moran, 2014). 
Such policies can be divided into two areas. The first area includes policies to 
attract and retain the right type of FDI, as well as potentially upgrade the activities 
and investments of existing FDI, such as developing the labour force to engage 
with new activities, supporting the availability and reliability of supplier networks, 
investing in infrastructure and strengthening the country’s legal framework to 
facilitate entry into long-term contracts between foreign investors and local firms. 
In this regard, the findings and policy recommendations of Farole and Winkler 
(2014) are instructive – though, we challenge their view to “use industrial policy in a 
light-handed way that focuses mostly on overcoming market failures or capturing 
coordination externalities” (2014: 268). As we have pointed out, for instance, their 
findings show that “in many small developing countries, the reality is that no local 
suppliers exist for a share of the large-value, strategic inputs required by foreign 
investors” (2014: 255). In these cases, there is scope for adopting an approach to 
new industrial policy that focuses on such micro-level issues as actively supporting 
the creation of such supplier networks while not losing sight of more macro-level 
priorities such as improving the overall legal framework in order to protect property 
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rights. Absent such an approach, given the results of the developed-country 
studies discussed earlier, it is doubtful that TNCs will “take a lead role in planning 
and implementing supplier development programs” as Farole and Winkler (2014: 
272) suggest, if such supplier networks are not already in place.

The second area of policy considerations involves policies intended to allow 
countries to better engage with existing and potential foreign investors in order 
to establish a more thorough understanding of their priorities and constraints, 
given the complexity of their subsidiary-headquarters relationship structures and 
motivations. In this regard, the findings of Moran (2014: 35) are a useful starting 
point: “The data reviewed in this paper confirm that there is demonstrable payoff to 
targeting investors in sectors and to developing expertise about the characteristics 
and needs of international companies in those sectors. This is a complicated 
and expensive undertaking, and would-be hosts that want to use FDI to upgrade 
and diversify the production and export base of their economies need training 
and counseling”. Such findings underscore the point we make here that not only 
does attracting and retaining the right type of FDI rely on countries successfully 
implementing policies in the first area, but also that such success hinges on 
establishing productive relationships with foreign investors based on insights into 
their operations and requirements.

Industrial policy that harnesses the potential of FDI involves a reconfiguration – 
that is, moving towards an activity-based and internationally connected set of 
strategies that harness extraterritorial economic linkages for FDI deepening and 
production upgrading, which, especially in the context of GVCs, may also require 
respective trade policy reforms. Indeed, a country’s design and implementation 
of new industrial policy requires careful coordination with its investment and trade 
policies, its investment agreements and other policies within a coherent, integrated, 
consistent and cohesive set of policies geared towards its overall development 
objectives, which form part of the broader sustainable development strategy within 
a framework of a generally favourable investment climate.

Given the insufficiencies of development strategies that have focused more on 
liberalization than on economic transformation, TNC-assisted production upgrading 
(with proper economic, social and environmental safeguards in place) may be a 
viable route towards sustainable development in low- and lower-middle-income 
countries.
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