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Preface

Like many other countries, Portugal has been strongly affected by the global economic slowdown related
to the COVID-19 pandemic, reflecting in large part a significant population of micro-firms with limited
capacity to adapt to stringent containment measures, especially in the tourism sector, as well as relatively
high exposure to disruptions in global value chains.

Although the recovery is now in process, with GDP expected to return to pre-crisis levels by mid-2022,
there is considerable scope to strengthen the recovery, and reduce vulnerabilities to future shocks by
revitalising progress Portugal has made in recent years in developing a dynamic entrepreneurial
ecosystem. Significant potential exists to leverage on its population of small and medium-sized enterprises
(SMEs), responsible for 68% of value added and 60% of gross exports. SMEs in Portugal are on average
relatively more innovative and digitised than those in many other OECD economies. Portugal has also
seen significant growth in foreign direct investment (FDI) in export-oriented manufacturing over the past
decade, motivated by relatively low labour costs and a skilled workforce, a strong SME sector with research
and development capacities, and good infrastructure. This has supported the creation of value chain
networks involving multinational enterprises (MNEs) and domestic SMEs, raising the opportunities for
knowledge and technology spillovers in the domestic economy.

Not all firms and locations, however, have the same potential to successfully integrate into these networks
and in turn boost competitiveness, productivity and inclusiveness. Public policy interventions can enhance
the positive spillovers of FDI for SMEs and the broader economy, but such interventions require concerted
action. To ensure that SMEs can absorb the benefits of FDI, policymakers need to understand the drivers
and factors that can foster stronger SME-MNE value chains and how public policies at national and
subnational levels can promote them.

Action is needed, particularly now, as Portugal considers policy options to ensure a strong and resilient
post-COVID recovery. It should build on its ‘Portugal 2020’ national programme, which provides a
comprehensive framework for implementing EU Structural and Investment Funds, to strengthen policy
coherence and coordination. This includes supporting SMEs, entrepreneurship, and the linkages between
FDI and SMEs. Efforts are underway to further attract FDI and boost FDI-SME linkages, particularly in the
fields of skills, innovation and digitalisation and licensing, which can benefit from public and private
investments, including those financed by the European Recovery and Resilience Facility.

This report aims to support these efforts. It assesses the linkages between inward FDI and SME
productivity and recommends how Portugal can increase the potential of foreign investment for local SMEs,
and, in turn, support the broader economic recovery. This includes exploring the characteristics of FDI that
enhance the ability of SMEs and the local economy to absorb positive spillovers.
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The Government of Portugal and the OECD are very pleased to have joined forces in producing this study,
which pioneers the development of a multi-year project supported by the European Commission to boost
productivity and innovation in EU countries and regions through stronger FDI-SME linkages and
ecosystems. We thank all agencies in Portugal and the OECD Secretariat who have contributed to this
assessment and the European Commission for the financial support and strategic cooperation.

We hope this assessment will help lay the foundations of a more resilient and inclusive recovery.
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Pedro Siza Vieira Yoshiki Takeuchi
Minister of State for the Economy, Portugal Deputy Secretary-General, OECD
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Foreword

The COVID-19 pandemic hit countries and regions hard in the OECD and European Union (EU) area and
beyond. The impact has been very uneven across places, reflecting differences in health and economic
resources, and differences in disruptions of business activities and global value chains (GVCs). As
economic prospects brighten but high uncertainty remains, national and subnational governments aim to
build back better and lay the foundations for more resilient, sustainable and inclusive growth, across all
regions.

This will require higher productivity and more innovation, as well as greater knowledge, technological and
skills diffusion across heterogeneous places and firms. Two levers of productivity and innovation will need
to be strengthened: small and medium-sized enterprises (SMEs) that constitute the industrial fabric of
many regions and countries, and foreign direct investment (FDI) that contributes to the knowledge base
and capital stock of host countries and regions. Linkages between these two levers also need to be
strengthened. FDI can help SMEs increase productivity and innovation, provided diffusion channels and
supportive conditions enable spillovers. In turn, SMEs and their innovation capacities are an important
determinant for FDI location decisions. Together these can create a virtual circle of spillovers that foster
higher SME productivity (and cost effectiveness) and in turn, through upstream integration into the supply
chains of MNEs, higher competitiveness of MNEs.

This report provides an assessment of FDI-SME linkages and spillovers in Portugal, and proposes a
number of policy options to improve these spillovers. It provides a diagnostic of enabling conditions for FDI
diffusion to domestic SMEs and identifies the extent to which different FDI-SME diffusion channels are at
play in Portugal. Building on this assessment, the report looks at the institutional and governance
framework and policy mix in place for enhancing FDI-SME diffusion in the country. The final chapter of the
report looks at FDI-SME spillovers and related policy approaches through a regional lens, focusing on the
regions of Alentejo and Norte.

The report contributed to the development of a multi-year project supported by the European Commission
to boost productivity and innovation in EU countries and regions through stronger FDI-SME linkages and
ecosystems. The report is jointly developed by the OECD Investment Committee and the OECD
Committee on SMEs and Entrepreneurship and contributes to their respective FDI Qualities Initiative and
work on “Global value chains: Seizing the opportunities for SMEs”.
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Executive summary

Portugal has been strongly hit by the COVID-19 crisis with a larger fall in GDP than the OECD average,
reflecting in large part a significant population of micro-firms with limited capacity to adapt to stringent
containment measures, especially in the tourism sector, as well as relatively high exposure to disruptions
in global value chains (GVCs). Although the recovery is now in process, with GDP expected to return to
pre-crisis levels by mid-2022, there is considerable scope to strengthen the recovery, and reduce
vulnerabilities to future shocks by revitalising progress Portugal has made in recent years in developing a
dynamic entrepreneurial ecosystem.

This will require higher productivity and more innovation. This will require leveraging the potential of small
and medium-sized enterprises (SMEs) that constitute the industrial fabric of many regions and countries,
and foreign direct investment (FDI) that contributes to the knowledge base and capital stock of host places.

Portugal has seen significant growth in FDI in export-oriented manufacturing industries (e.g. mineral and
metal products, chemicals, machinery, agri-food, transport material) over the past decade, motivated by
low labour costs, a skilled workforce, a strong SME sector with research and development (R&D) capacities
and good infrastructure (e.g. digital, financial). Despite this strong growth, key indicators — such as value
added and export shares in high-tech manufacturing and services, and FDI stocks relative to GDP —remain
below those of peer countries (e.g. Czech Republic and Slovak Republic). Further developing these high-
tech sectors could strengthen the potential for FDI-SME spillovers, especially because the capacities of
SMEs in these activities to absorb knowledge and technologies from foreign affiliates are already well-
developed (particularly in the Lisboa Metropolitan Area). Portuguese SMEs contribute significantly to value
added and exports and are relatively more innovative and digitised than those in many other OECD
economies. However, Portugal has a large population of relatively low productivity micro firms with low
absorptive capacity, compared to the OECD average, and FDI is concentrated in the Lisboa Metropolitan
Area and the Norte region, which lowers the spillover potential for those micro firms, particularly in other
regions.

Value chain linkages between foreign and domestic firms in Portugal are stronger than in some peer
countries (e.g. Belgium and Hungary). Foreign affiliates source more intensively from local suppliers (often
SMEs), particularly in high-tech manufacturing and lower technology services, increasing the scope for
spillovers in these sectors. Additionally, domestic firms benefit more from (quality) inputs produced locally
by foreign affiliates than in peer countries. SMEs in Portugal are less well integrated in innovation networks
than in other European economies, although partnerships between foreign firms and SMEs are widespread
in terms of technology licensing.

Labour mobility from domestic to foreign firms in skill-intensive activities is enabled by wage differentials.
The higher wages offered by foreign firms attract skilled workers which (without enabling policies) may
have negative impacts on SMEs, especially in less developed regions. Increased skills demand due to
increasing FDI in Portugal also incentivises SMEs and workers outside FDI firms to invest in skills and thus
further increases supply in the medium term. In the short-run, however, skills are scarce and therefore FDI
entry may crowd out skilled workers from domestic firms. This negative productivity spillover is more likely
in less developed Portuguese regions — where many low productivity SMEs and micro firms operate.

Many public institutions are involved in the design and implementation of policies that enable FDI spillovers
on Portuguese SMEs. The main implementing agencies report to different line ministries and operate within
specific policy domains, making inter-institutional coordination imperative for the effective implementation
of policies that span several policy areas. Inter-ministerial collaboration is promoted through three high-
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level advisory councils that focus on the areas of entrepreneurship and innovation, regional development,
and the internationalisation of the economy. However, the councils often lack a clear mandate and
resources to facilitate policy coordination across the FDI-SME diffusion policy areas. Institutional silos are
less pronounced in the management of the EU Structural and Investment Funds, which require a higher
degree of collaboration among ministries, implementing agencies, and national and subnational
operational bodies. Furthermore, the use of comprehensive monitoring and evaluation frameworks is
limited to government institutions involved in the implementation of policies supported by the EU funds.
With the exception of the Agency for Development and Cohesion (AD&C), none of the other implementing
agencies, whose role is crucial in enabling FDI-SME diffusion, have a dedicated unit or internal capacity
to systematically evaluate the impact of their policy initiatives.

One of the major factors influencing Portugal’s policy mix is the desire and necessity to accelerate its
transition to a knowledge-based economy. Another factor lies in the availability of the EU Structural and
Investment Funds, which have been used to fund the government’s policy priorities in the areas of
investment, SME and entrepreneurship, innovation and regional development through the Portugal 2020
Partnership Agreement. Portugal’s policy mix also presents a relatively high degree of selectivity, which is
driven by its national and regional smart specialisation strategies; many policies target specific types of
firms —in particular SMEs — priority sectors and value chain activities, as well as specific geographic areas.
Strengthening SME absorptive capacities and promoting FDI-SME partnerships appear to be the main
objectives pursued by the current policy mix. A large number of policies also target the attraction of
knowledge-intensive FDI and the establishment of value chain linkages between foreign and domestic
firms. The labour mobility and competition/imitation channels receive little attention from policymakers,
however.

Financial incentives for R&D and innovation, technology acquisition and digital transformation have been
the major instruments used to strengthen FDI-SME spillovers. Many initiatives include additional financial
support for the development of products and services through business-to-business and industry--science
collaboration, reflecting the importance given to networks in creating, accessing and sharing new
knowledge. The type of instrument used to promote FDI-SME spillovers depends, however, on the pursued
policy objectives. Whereas most policies supporting SME absorptive capacities make use of financial
instruments, the attraction of knowledge-intensive FDI is pursued mainly through regulatory measures
such as special investment regimes for different types of FDI and residence-by-investment schemes.
Similarly, technical assistance, information and facilitation services are usually offered to promote value
chain linkages and strategic partnerships, reflecting the crucial role that matchmaking services, networking
events and supplier development programmes play in bringing together foreign investors with local
suppliers, business networks, universities and other actors of the Portuguese innovation ecosystem.

The two regions of Portugal analysed, Norte and Alentejo, are distinctively different from each other and
also exhibit substantial heterogeneity within themselves: The highly technologically driven Alentejo Litoral
is decoupled from the rest of Alentejo’s economy; in Norte the important engines of Porto and Braga differ
vastly from the inner hinterland regions. This distinction shows the value of place-based policy responses
that can complement nationwide policies. There is room to better connect the EU’s Smart Specialisation
Strategies to policies relating to FDI attraction; for example showcasing Norte’s expertise in high
technology manufacturing or the strategic location of the port of Sines in Alentejo — avoiding the use of
other measures (e.g. financial incentives) that can be counterproductive and lead to a race to the bottom.
This can improve the likelihood of FDI-SME linkages occurring. These links can be crucial for regional
development but at the same time regional development policies can improve the strength of FDI-SME
linkages. Further efforts should be made to improve the interconnectedness, including funding, of these
policy objectives. Policies should be designed and implemented at the appropriate scale with input and
coordination from all levels of government. And in order to tackle future challenges, resources should be
dedicated to developing and circulating regional statistics relating to the monitoring of policy
implementation.
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1 Scope of FDI spillovers on SMEs:

Conceptual framework

This introductory chapter describes the conceptual framework used in this
report to assess factors influencing FDI spillovers on domestic SMEs and to
identify opportunities for policies and institutional arrangements enhancing
such spillovers. The chapter concludes by outlining how this conceptual
framework is applied to the case of Portugal.
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Context and motivation

Foreign direct investment (FDI) dropped by 32% in 2020." FDI is an important source of finance for
developed and developing countries and can play an important role in supporting a resilient and
sustainable recovery from the COVID-19 crisis. Harnessing FDI for sustainable development, and
particularly productivity and innovation, requires strong linkages with small and medium-sized enterprises
(SMEs) in host countries. Foreign multinational enterprises (MNEs) do not just choose countries but
locations in specific sub-national regions, and hence, FDI-SME linkages need to be considered and
strengthened through place-based approaches.

SMEs contribute significantly to economic growth and social inclusion, and they can also play a key role
in building resilience and more sustainable growth during the post COVID-19 recovery. In the OECD area,
SMEs account for almost all enterprises, about two-thirds of total employment and 50-60% of value added
(OECD, 2021y1)). To achieve their full potential, SMEs need to increase productivity and scale up innovation
capacity. They are often less productive and innovative than larger firms where size is often identified as
a major barrier to higher performance. Yet, some SMEs can be more productive and innovative than large
firms, signalling that size is no fatality. In digital-intensive sectors, for example, smaller firms can show
higher productivity levels (OECD, 20192;). SMEs play a key role in shifting innovation models by adapting
supply to different contexts or user needs and responding to new or niche demand (OECD, 2018;3)).

Changes in the global trading and investment environment offer new opportunities for SME upgrading.
Participation in global value chains (GVCs) enables SMEs to enhance productivity by absorbing technology
and knowledge spillovers, upgrading workforce and managerial skills and raising innovation capacity
(OECD, 20183)). This can be achieved by linking their business activities with foreign affiliates of MNEs
(and domestic owned companies) and/or by directly integrating in GVCs as exporters, i.e. by supplying
companies located abroad.

In this context, beyond the contribution to capital investment and employment generation, FDI can play an
important role for knowledge and technology spillovers in host economies, resulting in increased
productivity of local firms, especially SMEs. While productivity and innovation capacity of SMEs are
influenced by a variety of market, policy and other factors (OECD, 2019z; OECD, 20211), this report
focuses on the specific role of FDI and related policies in Portugal. This introductory chapter introduces
the conceptual framework to assess FDI spillovers on domestic SMEs and outlines how this framework is
implemented for the case of Portugal (OECD, 20204)).2

Conceptual framework to assess FDI spillovers on domestic SMEs

Spillovers from FDI on domestic SMEs depend on a set of main enabling factors:

e Potential for FDI spillovers: FDI spillovers are possible as foreign firms are often more productive
than domestic ones. Foreign MNEs are often larger than domestic firms, where size is found to be
associated with higher productivity and a key determinant to overcome fixed costs for investment
abroad (Helpman, Melitz and Yeaple, 2004s)). Affiliates of foreign firms — through their links with
parent companies — have typically greater access to technology, better managerial skills and more
adequate resources for capital investment than domestic firms (Alfaro and Chen, 2012). These
capacity differences between foreign and domestic firms make it possible for SMEs to benefit from
knowledge and technology transfers. The potential for FDI spillovers is further influenced by the
volume of FDI inflows (i.e. the economy’s relative dependence on FDI) and a number of FDI
characteristics that illustrate to what extent FDI is effectively embedded in the local economy.
These characteristics include (a) the sector in which the investment occurs and the activities that
the foreign company undertakes, (b) the main motivations behind the FDI decision (e.g. market-
seeking, resource-seeking, asset-seeking, efficiency-seeking), (c) the type of FDI (e.g. greenfield
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versus mergers and acquisitions), (d) the country of origin of the foreign investor, including the
geographical and cultural proximity to the receiving country and the degree of foreign ownership.3

Absorptive capacities of local SMEs: Absorptive capacity refers to the ability of a firm to
recognise valuable new knowledge and integrate it productively in its processes, i.e. to innovate
(OECD, 2021p13; 20192)). The stronger its absorptive and innovative capacity, the higher its chances
to benefit from FDI. SME absorptive capacity depends on the firm’s prior capital endowment and
level of productivity, i.e. its level of financial, human and knowledge-based capital and its efficiency
in creating value from it. Beyond existing endowments of these resources, absorptive capacity also
depends on SMEs’ ability to access strategic assets related to finance, skills and innovation as well
as on the broader business environment. Not all SMEs are the same and their heterogeneity greatly
contributes to explain their performance. SMEs vary in terms of age, size, business model, market
orientation, sector and geographical area of operation. This means that different types of SMEs
have different growth trajectories and therefore different chances to enter into knowledge sharing
relationships with foreign multinational enterprises (MNEs) and to benefit from FDI spillovers.

Economic geography factors: This refers to geographical and cultural proximity factors, where
the latter is defined by factors such as the differences between home and host countries in terms
of language, culture, political systems, level of education, and level of industrial development
(Johanson and Vahlne, 1977(7). The localised nature of FDI means that geographical and cultural
proximity between foreign and domestic firms affects the likelihood of knowledge spillovers, which
often involve tacit knowledge, and whose strength decays with distance. Thus, productivity
spillovers from FDI on local firms are often concentrated in the same region of the investment.
Agglomeration effects, notably through the presence of local industrial clusters, have also been
reported to affect FDI attraction and FDI spillovers. Clusters embed characteristics such as
industrial specialisation (through specialised skilled workers and suppliers) and geographical
proximity that make knowledge spillovers more likely to happen, including from MNE operations.

Other economic and structural characteristics of the host country: The degree to which FDI-
SME spillovers materialise also depends on other economic and structural characteristics of the
host country and its sub-national regions. These factors relate to the regional/national endowment
as well as the macro-economic context, structure of the economy, sectoral drivers of growth,
productivity and innovation as well as to the level of integration in the global economy, beyond FDI.
These factors are often necessary conditions for FDI spillover potential, SME absorptive capacity
and economic geography factors to turn into actual productivity gains for domestic SMEs.

While adequate enabling conditions are necessary, FDI spillovers only occur if domestic SMEs are
exposed to MNE activities. Such exposure may occur through a set of diffusion channels:

Value chain linkages involve knowledge spillover from foreign MNEs to suppliers (upstream) and
customers (downstream). Linkages help domestic companies extend their market for selling and
raise the quality and competitiveness of their outputs. They can also generate knowledge spillovers
when MNEs require better-quality inputs from local suppliers, particularly SMEs, and are therefore
willing to share knowledge and technology with domestic companies to encourage their adoption
of better practices.

Strategic partnerships involve knowledge and capacity transfer in formal collaborations, for
example in the area of R&D or workforce/managerial skills upgrading. These partnerships can take
many forms, including joint ventures, licensing agreements, research collaborations, globalised
business networks (i.e. membership-based business organisations, trade associations,
stakeholder networks), and R&D and technology alliances.

Labour mobility can be an important source of knowledge spillovers in the context of FDI, notably
through the move of MNE workers to local SMEs — either through temporary arrangements such
as detachments or long-term arrangements such as open-ended contracts — or through the
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creation of start-ups (i.e. corporate spin-offs) by (former) MNE workers. Firms established by MNE
managers are often more productive than other local firms. Similarly, workers who moved from
foreign-owned to domestic firms retain skills and competences, including management skills,
acquired in the foreign firms and thus contribute more to the productivity of their firm than workers
without foreign firm experience.

Competition effects occur with the entry of foreign firms, which heightens the level of competition
on domestic companies and puts pressure on them to become more innovative and productive —
not least to retain skilled workers. The new standards set by foreign firms — in terms of product
design, quality control or speed of delivery — can stimulate technical change, the introduction of
new products, and the adoption of new management practices in local companies, all of which are
possible sources of productivity growth. This rising competitive pressure due to foreign firm entry
and related productivity spillovers may also be associated with new incentives for workers to
improve skills and SMEs to engage in skills upgrading.

Imitation effects occur when foreign firms can also become a source of emulation for local
companies, for example by showing better management practices. Imitation, reverse engineering
and tacit learning can therefore become a channel to strengthen enterprise productivity at the local
level. Foreign firms may also participate in innovation clusters and collaborative innovation
activities where cross-fertilisation of ideas can increase productivity, both of domestic and foreign
firms.

The scope for productivity and innovation spillovers on domestic SMEs is ultimately determined by the
interaction of enabling factors and diffusion channels (Figure 1.1). Public policies aiming to enhance these
spillovers address these different aspects and cut across a range of policy domains, including investment
policy and promotion, SME development, innovation and regional development.

Figure 1.1. Understanding FDI spillovers on domestic SMEs: Conceptual framework
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Implementing the conceptual framework in this report

The next chapter assesses enabling conditions for FDI-SME diffusion in Portugal. It first looks at Portugal’s
economic context and integration in the global economy and then focuses on the potential for FDI
spillovers, SME absorptive capacities and economic geography factors related to FDI and SME
development. Whether or not FDI-SME diffusion channels are at play in Portugal is at the centre of
discussion in this report and examined in Chapter 3.

Building on the diagnostic assessment of enabling conditions and channels of FDI-SME diffusion, the next
two chapters focus on the institutional and governance framework (Chapter 4) and policy mix (Chapter 5)
for FDI diffusion on SME productivity and innovation in Portugal. Chapter 4 provides an overview of the
institutions that are currently in place to design and implement FDI, SME and entrepreneurship, innovation
and regional development policies, and explores the multilevel policy coordination mechanisms to ensure
coherence across policy domains, institutions and tiers of government. The chapter also looks at the
monitoring and evaluation framework for policies related to FDI-SME diffusion in Portugal, and efforts to
enhance stakeholder engagement. Chapter 5 reviews the mix of policies in place for fostering FDI
spillovers on the productivity and innovation of Portuguese SMEs. Closely following the conceptual
framework, it identifies the FDI-SME diffusion channels and enabling factors that are supported by
Portugal’s policy framework, and the policy instruments used to promote FDI-SME linkages, noting areas
for further policy development or a shift in the policy mix.

The last chapter examines the geographic and regional dimension relevant for FDI investments and its
spillovers with the local and regional economy. The chapter also explores the role of subnational policies
to complement national FDI and SME policies by examining two Portuguese regions, Alentejo and Norte,
as case studies.
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Z Enabling conditions for FDI

spillovers on Portuguese SMEs

This chapter assesses key enabling conditions for FDI spillovers on SMEs in
Portugal as described in the conceptual framework in Chapter 1. It first
examines Portugal’s economic context and structure and then moves to key
factors related to the potential for FDI spillovers (FDI trends, local
embeddedness and capacity premia of foreign firms), SME absorptive
capacities and Portugal’s economic geography. The chapter points to
Portugal’'s strengths, challenges and opportunities in these enabling
conditions.
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2.1. Summary of strengths, challenges and opportunities

The diagnostic assessment of key enabling conditions for FDI spillovers on SMEs in Portugal reveals a
number of strengths in current conditions and points to challenges and opportunities to further improve
these fundamental conditions for spillovers to take place (Table 2.1). The subsequent chapters (Chapters

4-6) pick up on these challenges and opportunities, identifying policy actions to address them

Table 2.1. Strengths, challenges/opportunities of enabling conditions for FDI spillovers in Portugal

Strengths

Challenges and opportunities

Economic
context and
structure

Potential for FDI
spillovers

Absorptive
capacities of
SMEs

Economic

geography
factors

Strong pre-COVID-19 economic fundamentals
and dynamic entrepreneurial ecosystem, which
could support recovery

Well-developed export-oriented manufacturing
(e.g. mineral and metal products, chemicals,
machinery, agri-food, transport material)
Relatively low labour costs of skilled workers;
strong R&D skills; good infrastructure (e.g.
digital, financial)

Strong FDI growth in pre-COVID-19 period;
relative resilience of FDI, compared to peers in
OECD

Capacity gap between foreign/domestic firms
low in higher-tech manufacturing, supporting
spillover potential

Extensive operations of foreign firms through
greenfield investments in higher-tech
manufacturing, further supporting strong
spillover potential

SMEs contribute significantly to value
added/exports; many SME exporters are
foreign-owned

SMEs are relatively more innovative and
digitised than those in many other OECD
economies

Good entrepreneurial skills; at par with OECD

FDI concentrated in Lisboa and to some extent
Norte, making spillover more likely in those
regions

Performance gaps of foreign/domestic firms
lowest in Lisboa, making spillovers more likely

Above average growth decline during pandemic,
due to exposure to pandemic affected sectors
(tourism, manufacturing)

Rising unemployment; particularly in previously
expanding sectors (e.g. sales, tourism,
construction, low-tech manufacturing)

Value added and export shares in high-tech
manufacturing and services below peers (e.g.
Ireland, Czech Republic and Slovak Republic)
Potential for more FDI inflows, given lower
stocks compared to peers (e.g. Hungary, Czech
Republic)

Limited diversification in terms of FDI origins
Capacity gap between foreign/domestic firms
very high in lower-tech manufacturing and
services, challenging spillover potential
Opportunity to attract technology-exploiting FDI,
given emerging innovation eco-system

More low productivity micro firms, compared to
OECD

Access to bank credits and venture capital for
SMEs has potential to improve

Weak access to adult learning within SMEs
Rather low computer/electronics and problem
solving skills, but training is at par with peers
Limited FDI diversification across region, limiting
spillover potential in many regions

Performance gaps of domestic firms very high in
regions other than Lisboa, making spillovers
less likely

Note: See Box 2.1 clarifying sectoral groupings (i.e. lower and higher technology manufacturing and lower and higher technology services) used
in this table.

2.2. Portugal’s economic context and structure

Before assessing strengths, challenges and opportunities of other key enabling conditions for FDI-SME
spillovers — namely the potential for FDI spillovers, SME absorptive capacities and Portugal’s economic
geography — it is important to assess the broad economic context of Portugal. This section assesses (1)
recent macroeconomic trends, pre- and post-COVID-19, (2) Portugal’s sectoral growth drivers and
structure; and (3) its integration in the global economy through trade. FDI is an additional key ingredient
for internationalisation, which is assessed in the next section.
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Portugal has had robust growth over recent years but has been hit hard by the pandemic

Portugal was heavily affected by the 2008 global financial crisis but economic conditions had improved
markedly over the past few years, before the COVID-19 outbreak in 2020 (OECD, 20191). The
unemployment rate declined 10 percentage points over 2013-19 to below 7%, one of the largest reductions
in any OECD country over the past decade. Like in other small economies, growth in Portugal depends
less on domestic consumption, although rising private earnings have led to a solid contribution of
consumption to GDP growth over recent years as well.

The pandemic and related travel restrictions and severe supply chain disruptions have led to the most
severe economic shock in decades with severe implications on trade, investment, jobs and livelihoods in
Portugal. The OECD estimates that real GDP fell by more than 8% in 2020 relative to 2019; a stronger
decline than the OECD average decline of 5.5% given the relative exposure of Portugal in pandemic
affected industries such as tourism and manufacturing (OECD, 2021z). After a strong recovery of
employment since 2013, unemployment is expected to increase again in the coming years and put
pressure on livelihoods and well-being.

Improving macroeconomic fundamentals during the pre-COVID-19 years indicate that Portugal’s recovery
from the ongoing economic crisis could be faster than that from the 2009 crisis (OECD, 2019;1;). However,
ongoing pandemic-related economic uncertainty in Europe and globally may harm a fast recovery.

Portugal has a dynamic start-up and entrepreneurial ecosystem, which could support the recovery from
the pandemic crisis. Unlike most economies (OECD, 2021;3; OECD, 2019u4;), new firm creations in
Portugal have increased steadily over the last decade, notwithstanding the dips around the time of the
2008 financial crisis (Figure 2.1, Panel A). Job destruction due to bankruptcies has accompanied job
creation further revealing the dynamic entrepreneurial ecosystem in Portugal (Figure 2.1, Panel B). In
recent years, it was net employment change by incumbent firms that has led to a net increase of jobs in
Portugal.

Figure 2.1. Enterprise and job creation/destruction over time in Portugal

A. New enterprise creations and bankruptcies (Index, B. Job creation/destruction (% of total)
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Source: OECD (2019d), OECD SME and Entrepreneurship Outlook 2019

Jobs in sectors that were expanding pre-pandemic are now most at risk. Much of the job creation since
the 2008 financial crisis has taken place in low-productivity sectors, e.g. wholesale and retail trade (21%
of total jobs created since 2008), accommodation and food services (20%), construction (12%), or in low-
tech manufacturing (10%) (OECD, 20194)). Job creation in higher productivity and higher wage sectors
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such as ICT (3%) and professional, scientific and technical activities (8%) was limited. During the ongoing
pandemic, it is those jobs in lower productivity sectors that are most at risk (OECD, 2020;s)).

Portugal could further expand high-tech activities to match its European peers

Growth in the pre-pandemic period was driven by the fast expanding tourism sector. It contributed to almost
10% of GDP in recent years and grew twice as fast as the rest of the economy (OECD, 2020j). Beyond
tourism, Portugal benefited from a boost in a variety of export-oriented manufacturing sectors during the
pre-pandemic period (OECD, 20191;; Westmore and Adamczyk, 2019;7). Some of which included lower-
tech activities such as mineral and metal products, agri-food, and transport material. Other growth sectors
included higher-tech activities such as pharmaceuticals, chemicals and machinery.

Growth in manufacturing was driven by relatively low labour costs, investments in digital infrastructure,
access to knowledge-based capital, such as big data analytics, average skills at par with levels seen
elsewhere in the OECD, strong R&D skills, a stable financial system and a fairly strong regulatory
environment for business and investment (see more details on relative assets of the Portuguese economy
in Section 2.4 on absorptive capacities of local SMEs and Chapter 5 on the regulatory environment and
policy mix for FDI-SME diffusion) (OECD, 2019s)).

Understanding technology intensity of economic activity is important to assess the potential FDI and SMEs
and their linkages have to drive productivity in Portugal, which is the key endeavour of this report. Higher
technology manufacturing and services help to differentiate, customise and upgrade products and often
drive aggregate productivity and innovation, particularly in advanced economies like Portugal (OECD,
2020p9)). Box 2.1 clarifies sectoral classifications based on technology intensity used in this report.

Box 2.1. Classification of economic activities by technology-intensity

The conceptual framework described in Chapter 0 explains that FDI’s local embeddedness and absorptive
capacities of SMEs are key determinants for FDI spillovers on SME productivity and innovation to take
place. They depend, among other things, on the economic sectors and activities in which investment takes
place and SMEs are operating. Given the focus on productivity and innovation spillovers, the sectoral
analysis in this and the following chapters is based on technology- or R&D-intensity. As such, most
analysis based on sectors (e.g. regarding economic structure, including of SMEs; GVC integration both
through trade and FDI; and FDI-SME diffusion channels) focuses on four main sectoral groupings based
on R&D-intensity, which are adapted from Galindo-Rueda and Verger (2016y10)): higher technology
manufacturing, lower technology manufacturing, higher technology services and lower technology
services. Table 2.2 provides an overview of the industries covered in these groupings. R&D-intensity is
measured by the ratio of business R&D expenditure relative to gross value added in each industry covered
in a given group. It is important to note that sectoral classifications may vary across data sources covered
in this report. Table 2.2 lists industries based on ISIC Rev. 4 two-digit sectors, which is the classification
applied for most of the data used (e.g. OECD and Eurostat data). Commercial datasets like Financial
Times’ fDi Markets and Refinitiv have their own classification of sectors but for the purpose of this report
they were also classified according to the four groupings described above.

The classification has the caveat that R&D-intensity is an imperfect measure of innovation and
innovation potential across industries. Not all firms that are successful at developing or implementing
innovation are necessarily R&D performers. Many of these firms are successful adopters of technology
which they have not developed. Measuring R&D intensity or embedded R&D in their purchases may
not effectively characterise the innovative performance of firms or industries. Other OECD indicators
measure skill intensity, patenting activities and innovation by industries that facilitate a more refined
description of the overall knowledge intensity in different economic activities, although these measures
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are not always widely available across a majority of OECD countries and partner economies (OECD,
2015;117). Another caveat of this classification is related to the fact that it is not entire sectors that involve
either higher or lower technologies but it is specific activities or segments within these sectors that
involve different technology intensities. For example, in textiles, most surviving companies in Portugal
are no longer low-tech. On the other hand, many of the outsourced segments in the automobile industry,
for example, are not exactly high-tech but involve standard processes with no R&D involved. This
caveat needs to be considered for any conclusions made in this report.

Table 2.2. Sectoral groupings based on R&D-intensity

Economic grouping Industries covered based on ISIC Rev. 4
Lower technology manufacturing Food products, beverages and tobacco; Textiles, wearing apparel, leather and related products;
Wood and products of wood and cork; Paper products and printing; Rubber and plastic products;
Other non-metallic mineral products; Basic metals; Fabricated metal products
High technology manufacturing Pharmaceutical products; Computer, electronic and optical products; Electrical equipment; Machinery
and equipment; Motor vehicles, trailers and semi-trailers; Other transport equipment; Other
manufacturing; repair and installation of machinery and equipment

Lower technology services Wholesale and retail trade; repair of motor vehicles; Transport and storage; Publishing, audio-visual
and broadcasting activities; Financial and insurance activities; Real estate activities
Higher technology services IT and other information services; other business sector services

Note: A number of industries are not classified into these four groupings as the analysis in this report deliberately avoids focusing on these
industries. They include: Mining and extraction (Mining and extraction of energy producing products; Coke and refined petroleum products);
Infrastructure (Electricity, gas, water supply, sewerage, waste and remediation services; Telecommunications); Other services
(Accommodation and food services; Public admin. and defence; compulsory social security; Education; Human health and social work; Arts,
entertainment, recreation and other service activities; Private households with employed persons). These industries are either highly
specialised and would require a more focused analysis, or their role/potential for FDI-SME linkages and spillover is limited.

Figure 2.2. Economic structure, by key sectoral groups (% of total value added), 2016
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Note: See Box 2.1 clarifying sectoral groupings used in this figure.
Source: OECD based on the OECD Analytical AMNE database, 2019, https://www.oecd.org/sti/ind/analytical-AMNE-database.htm

Despite recent expansion of some advanced manufacturing and high-tech (including digital) services,
Portugal still has the potential to further expand in this area. Some comparators such as Ireland, the Czech
Republic and the Slovak Republic report larger shares of both higher technology manufacturing and
services (Figure 2.2)." The services sector is large but dominated in relatively low productivity activities in
Portugal. The sector includes a large share of lower technology activities such as wholesale and retail
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trade, transport and other logistics services (35% of total value added), which are reported as lower
productivity activities in Portugal and are dominated by SMEs. The services sector also includes other
activities (25% of total value added), driven by tourism. These services and some other industries
(agriculture, mining and extraction, infrastructure, construction) are not classified into the four groupings
based on technology intensity (Box 2.1). These industries are either highly specialised and would require
a more focused analysis, or their role/potential for FDI-SME linkages and spillover is limited. These
activities are not in the focus for the remainder of this report.

Portugal is a highly globalised economy and thus the speed of economic recovery also
depends on that in its exporting markets

The favourable economic context, pre-COVID-19, led to a boost in foreign investment inflows in
manufacturing activities, enabled linkages and diffusion channels between foreign affiliates and domestic
SMEs and led to an export boom, including for domestic SMEs (OECD, 2019p1; OECD, 2019g)).
Section 2.3 emphasises the important role of inward FDI for Portugal’s internationalisation process, while
Section 2.4 clarifies the important role of SMEs in exporting — which is also an important indicator of
absorptive capacity of SMEs.

Strong exports sustained economic activity in the decade prior to COVID-19 and helped expand a variety
of manufacturing sectors with rising revealed comparative advantage? (e.g. mineral and metal products,
chemicals, machinery, agri-food, transport material) (Westmore and Adamczyk, 20197;; Fontoura Gouveia,
201812)). Rising export competitiveness was driven by improved product quality, weak domestic demand
that prompted firms to increase their focus on foreign markets (e.g. through dedicated marketing activities)
and decreasing relative export prices. It also coincided with increased integration in global value chains
(GVCs), including through growth in inward FDI (see Section 2.3) (Adamczyk and Westmore, 2020(13)).

In line with the value added structure, lower technology activities are responsible for higher shares of
exporting in Portugal compared to peers such as Ireland, the Czech Republic and the Slovak Republic
(Figure 2.3). Lower technology manufacturing exports include food, textiles and apparel, wood and paper,
plastics and metal products and are responsible for about 35% of all exports in Portugal compared to 20%
or less in peer countries. On the contrary, the export share of high-tech manufacturing is at about 20% of
total exports lower in Portugal compared to other countries reporting shares between 50-60%. Portugal
also participates in some lower technology services GVCs, such as wholesale and retail trade and transport
logistics. These services amount to almost 20% of total exports in Portugal, at par with the share in Ireland.
Exports of knowledge services such as research and development (R&D), design and process
management, however, remain relatively small in Portugal and are much more developed in Ireland
(almost 30% of total exports).

Portugal’s export exposure to lower technology activities, both in manufacturing and services, is a concern
for its economic recovery. For example, lower technology manufacturing is more affected by the crisis
compared to high-end services related to the digital economy. While Portugal has made strains in
expanding more advanced sectors, the bulk of the economy and employment in Portugal depends on the
recovery of exports of these lower technology sectors and thus on the recovery of demand in its exporting
markets in Europe and beyond.
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Figure 2.3. Export structure, by key sectoral groups (% of total exports*), 2016
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Note: *In this figure, total exports refers to the total of the four industrial groupings. See Box 2.1 clarifying sectoral groupings used in this figure.
Covered exports are responsible for approximately 80% of total exports in Portugal.
Source: OECD based on the OECD Analytical AMNE database, 2019, https://www.oecd.org/sti/ind/analytical-AMNE-database.htm

2.3. Potential for FDI spillovers in Portugal

This section clarifies the potential for FDI spillovers in Portugal. Firstly, it illustrates that spillovers are
possible due to the capacity or productivity premia of foreign firms compared to domestic ones in Portugal.
Secondly, it shows that knowledge and technology transfers from FDI are likely due to significant FDI
inflows in recent years and, thirdly, the section explains how FDI is embedded in Portugal, helping to
identify strengths, challenges and opportunities for FDI spillover potential.

Foreign firms exhibit important productivity premia over domestic SMEs

Labour productivity, defined as value added per person employed, serves as a good indicator to measure
performance differences between foreign and domestic firms. If differences exist, FDI spillovers are
possible as foreign firms can transfer their knowledge and technology to domestic firms. Comparing
productivity differences doesn’t allow to make conclusions on whether or not SME absorptive capacities
are sufficient, but identifying differences in capacities allows to infer that the potential for spillovers exists.

There are significant productivity gaps between foreign and domestic firms in Portugal, as in many EU
economies. Using Eurostat’s Foreign Affiliates Statistics (FATS) shows that affiliates of foreign firms in
Portugal are on average 70% more productive than an average firm in Portugal (Figure 2.4, Panel A). This
gap is particularly high in Cyprus® and Bulgaria and fairly low in economies like Austria and France. While
this aggregate indicator provides some insights on potential challenges related to SME capacities to benefit
from foreign firms’ presence, it is important to dig deeper into sectoral specificities and firm characteristics
to better understand domestic capacities in Portugal (see Section 2.4).

Studying labour productivity levels of foreign firms — which are typically larger than average domestic firms
(but not always) — and SMEs across value chain functions reveals that foreign firms outperform local ones
across all key economic activities in Portugal, in line with countries like Ireland (Figure 2.4, Panel B)
(OECD, 2020p141). This gap is lowest in higher technology manufacturing, where foreign firms are 30%
more productive than an average firm in Portugal and 50% more productive than SMEs. Relatively low
differences in productivity could illustrate that foreign and domestic firms are operating at par in comparable
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activities/functions within these industries and thus knowledge exchange is likely. The gap is highest in
lower technology manufacturing and services where foreign firms are twice as productive as SMEs. The
bulk of fairly low productivity domestic firms (especially SMEs) are operating in these lower value added
activities in Portugal (both in terms of value added and employment (see Section 2.4).

The productivity distance between foreign and domestic firms, based on Eurostat's FATS data, has
declined only marginally over recent years (Figure 2.4, Panel A) but micro and small firms have seen some
progress in closing the gap with medium sized and large domestic firms in some industries. However, using
OECD Structural and Demographic Business Statistics to take a closer look at SMEs and specific sectors
shows that their productivity levels have increased over the past decade, especially among micro- and
small-firms. In this period, labour productivity grew across all SME size classes in the manufacturing sector.
It also grew significantly among micro- and small firms in wholesale and retail trade, as well as in
professional, scientific and technical activities, closing the gap with large and medium-sized firms (OECD,
2019s)).

Figure 2.4. Labour productivity differences between foreign and domestic firms

A. Labour productivity premium of foreign firms in % of productivity of average firms in economy (domestic and
foreign)
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[ Foreign [ Total 1 SMEs

60

4

30

20

Lower technology manufacturing | Higher technology manufacturing Lower technology services | Higher technology services
Manufacturing Services

Note: See Box 2.1 clarifying sectoral groupings used in this figure. The information in this document with reference to “Cyprus” relates to the
southern part of the Island. There is no single authority representing both Turkish and Greek Cypriot people on the Island. Turkey recognises
the Turkish Republic of Northern Cyprus (TRNC). Until a lasting and equitable solution is found within the context of United Nations, Turkey
shall preserve its position concerning the “Cyprus” issue.

Source: OECD based on Eurostat's FATS data, 2020.
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FDI has been on the rise before the pandemic, with potential for further growth

FDI can have a leverage on SMEs if foreign firms not only have a performance advantage but they also
need to have enough economic weight in the host economy. The volume of foreign investment can be
illustrated with FDI stocks relative to GDP, foreign firms’ share in total value added and employment for
example.

Despite rising importance of FDI, there is potential for further FDI growth in Portugal. In Portugal, the share
of inward FDI stocks as a percentage of GDP increased from approximately 30% in 2005 to above 60% in
2019, with much of the increase occurring predominately during the post 2008 crisis recovery (Figure 2.5,
Panel A). FDI was enabled by increasing efforts to position Portugal as an attractive location for investment
and innovation in Europe (see Chapter 5), although it also reflects a general globalisation of investments
in Europe and beyond. While its FDI share in GDP is above the EU and OECD average, the stock of FDI
remains below that of comparable small European economies such as Hungary, the Czech Republic or
Belgium (OECD, 2021y15)). This suggests that there is further potential for FDI growth in Portugal.

Based on available data on immediate origins of investors, FDI diversification in Portugal appears limited
with more than 50% of investments coming from the Netherlands, Spain and Luxembourg and almost all
investments have their origins within Europe (Figure 2.5, Panel B). However, some FDI in Portugal may
originate from immediate investing countries through which investments have been channelled. Investors
may channel their investment through different countries globally for strategic reasons related to policy and
market conditions in these countries. It is likely that the 20% FDI share of Luxembourg points to this
problem, for example. Portugal does not yet publish FDI data in terms of ultimate investing country. Data
by ultimate investing country tend to show a more diversified source of FDI and show a greater role for US
investors within Europe than would be suggested in the bilateral data. Recent research finds that the more
diverse is FDI in terms of country of origin, the higher the positive effect on domestic firm productivity
(Zhang and Zhao, 2010)).

FDI has been more resilient in Portugal during the COVID-19 crisis compared to the OECD and EU
average. The sudden halt of economic activity in important sectors, such as tourism and manufacturing
supply chains, along with important demand contractions has led to an almost free fall of inward investment
flows in Portugal (OECD, 202115)). In 2020, Portugal’s FDI inflows fell by almost 50% relative to 2019. This
decline was lower relative to the average FDI fall in the OECD and EU where FDI declined by above 50%
and 70% relative to 2019 (Figure 2.5, Panel C).

Despite the relative resilience of FDI in Portugal, its sharp drop adds strain to the economic situation and
prospects for a fast recovery. Yet, Portugal’s existing and significant FDI position can help it during the
economic recovery. Evidence from past crises has shown that foreign affiliates, including SME investors,
often show greater resilience during crises thanks to their linkages with, and access to the financial
resources of, their parent companies (Alfaro and Chen, 2012p17) (Desai, Foley and Forbes, 20081g)).
Additionally, delayed reinvestments of earnings of foreign firms often materialise after crisis peaks (OECD,
2020119)).

STRENGTHENING FDI AND SME LINKAGES IN PORTUGAL © OECD 2022



30 |

Figure 2.5. Short- and medium-term inward FDI trends in Portugal
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Source: OECD based on OECD International Direct Investment Statistics and OECD FDI in Figures April 2021,
https://www.oecd.org/investment/FDI-in-Figures-April-2021.pdf

Local embeddedness of FDI supports other aspects of spillover potential in Portugal

The potential for FDI spillovers is further influenced by a number of FDI characteristics that illustrate to
what extent FDI is effectively embedded in the local economy. These characteristics include (a) the sector
in which the investment occurs and the activities that the foreign company undertakes, (b) the type of FDI
(e.g. greenfield versus mergers and acquisitions), and (c) the main motives behind the FDI decision (e.g.
market-seeking, resource-seeking, asset-seeking, efficiency-seeking) (Box 2.2). They are discussed in this
section, while local embeddedness relative to the location of FDI within Portugal is discussed in
Section 2.5.

Portugal is revealed to have strong FDI spillover potential in higher technology manufacturing, given
extensive operations of foreign firms in these activities. Foreign firms in Portugal are contributing to value
added and exports across all sectors. They are responsible for at least 15% of value added and at least
45% of exports within each sectoral grouping based on technology intensity (Figure 2.6). In high
technology manufacturing such as electronics and pharmaceuticals, foreign firms are responsible for
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almost all exports. They account for 80% of total exports, up from around 70% in 2006, and for 50% of
total value added, up from 40% in 2006. Existing research shows that FDI spillovers on SME productivity
are often observed in higher technology sectors (Nicolini and Resmini, 2010p20;; Keller and Yeaple,
20091217), suggesting that Portugal’'s FDI dominance in these activities further supports the spillover
potential of FDI.

Box 2.2. FDI motivations: Key concepts in the literature

The Ownership-Location-Internalisation (OLI) paradigm proposed by Dunning (197722)) provides a
useful way of thinking about MNEs and what determines their internationalisation decisions. Ownership
advantages are assets that enable firms to overcome the costs associated with setting up affiliates
abroad. Location advantages originate from the characteristics of a specific country or region — for
instance, natural resources, manpower and skills on the supply side, or a large consumer base on the
demand side. Internationalisation advantages exist in the presence of high transaction costs, which
induce the firm to internalise activities through affiliates, rather than purchasing goods or services
through trade. According to this framework, trade and investment are either complementary (vertical
FDI) or substitutes (horizontal FDI), and why companies invest abroad is tied to the hold-up problem:
the impossibility of writing complete contracts imposes high transaction costs (Grossman and Hart,
198623)).

Global production networks have undergone a profound transformation in terms of firms’
internationalisation strategies. The OLI paradigm formulated 40 years ago remains a useful tool but
shows several limitations when confronted to today’s business reality. Horizontal and vertical FDI are
not the only strategies behind investment, and trade and investment are not simply substitutes or
complements (Alfaro and Charlton, 200924;; Herger and McCorriston, 201625). MNEs combine
horizontal strategies of FDI in some countries and vertical strategies in others (Buckley and Casson,
19762¢)). In some cases, MNEs might decide to concentrate their value chain abroad (vertical
investment) while at the same time serving proximate foreign markets through horizontal investment as
in the case of “export-platform FDI” (Ekholm, Forslid and Markusen, 200327)).

Another limitation is that a significant share of investment is neither purely vertical nor horizontal (Herger
and McCorriston, 201625)), which raises the question as to why MNEs establish affiliates that do not
provide inputs to the parent company and do not serve foreign markets. A fourth category of ‘strategic
asset-seeking’ FDI was later acknowledged by Dunning (1993281) himself, as somehow neglected by
the traditional OLI framework. This is because MNEs are understood to have ownership advantages ex
ante which allow them to overcome the costs associated with setting up an affiliate abroad. The strategic
asset seeking motive describes rather the opposite phenomenon: MNEs try to access assets and
capabilities which are not inside the firm. This acknowledgment of MNEs seeking new and
complementary assets is an important extension of the OLI framework (Castro, 2000;29)).
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Figure 2.6. Foreign firms’ value added and exports, by sectoral groups (in % of total)
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Note: See Box 2.1 clarifying sectoral groupings used in this figure.
Source: OECD based on the OECD Analytical AMNE database, 2019, https://www.oecd.org/sti/ind/analytical-AMNE-database.htm

Greenfield investments are concentrated in higher technology manufacturing and transport and other
logistics services; they are more likely to involve transfers of knowledge and technology than acquisitions
(particularly in the short-run), further supporting FDI spillover potential. The establishment of subsidiaries
of foreign MNEs in Portugal (greenfield investment) is most prevalent in higher technology manufacturing
and lower technology services (particularly transport and other logistics services) (Figure 2.7). Taken
together, these activities are responsible for more than 80% of all greenfield investments made since 2003.
As greenfield investments are likely to involve productivity spillovers, and these spillovers are often larger
in higher technology sectors, Portugal’s type of FDI and sectoral positioning seems to be well formed to
enable diffusion of knowledge.*

Acquisitions of domestic firms by foreign investors almost exclusively occur in lower technology services
in Portugal, where spillovers may occur in the longer term. Close to 90% of all deals have taken place in
lower technology services since 2003; mainly in banking, logistics and consumer services. In the case of
acquisitions, the deployment of the foreign investor's technology is likely to be implemented more
gradually, making knowledge spillovers to domestic firms less likely in the short-term but they may still
occur in the longer term (Crespo, Fontoura and Proenca, 200930); Braconier, Ekholm and Knarvik, 200131j;
Branstetter, Fisman and Foley, 200632). Foreign entry in these services is also likely to enhance
competitive pressure in the market and thus involve more indirect spillover potential (OECD, 201933)).
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Figure 2.7. Distribution of greenfield FDI and cross-border M&A stocks, 2020
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Refinitiv data underlying the analysis in this figure differ marginally from standard classifications based on ISIC rev. 4 used in other figures in
this report. Percentages are based on total capital investment (greenfield FDI) and total M&A deal values over 2003-2020.

Source: OECD based on Financial Times fDi Markets database and Refinitiv.

The small Portuguese market and its labour and administrative cost advantage relative to larger markets
within Europe (e.g. Germany or France) make it particularly attractive for efficiency-seeking FDI. While
less developed countries may attract efficiency-seeking FDI in lower technology manufacturing, Portugal
does so at the higher technology end, including services activities. This is also related to Portugal’s
relatively high level of advanced skills combined with relatively low labour costs (see discussion in
Section 2.4). Dominance of efficiency-seeking FDI in knowledge-intensive activities in Portugal is further
supported when examining FDI across all sectors in the economy. FDI is concentrated in sectors with
higher average labour productivity and higher R&D-intensity levels relative to the rest of the economy
(Figure 2.8, Panel A and B), while relative wages in FDI-dominated activities are lower compared to
activities in other sectors (Panel C). It is important to recall that the analysis on technology-intensity in this
report is based on fairly aggregate sector data. Analysis based on detailed firm activities would allow to
further examine the types of FDI in Portugal (see Box 2.1)

Dynamic and innovative clusters in the higher technology manufacturing segment — involving competitive
domestic firms — is emerging in Portugal, shifting future FDI motives from efficiency-seeking to technology-
exploiting FDI, which is shown to have the highest FDI spillover potential (Driffield and Love, 2007 34)). In
general, FDI motives are often interlinked, so that they cannot be fully separated but rather emerge in
combination.
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Figure 2.8. FDI concentration in terms of sectoral labour productivity, R&D-intensity and wages
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2.4. Absorptive capacities of Portuguese SMEs

Global production networks and the presence of MNEs provide local SMEs with an important opportunity
to increase productivity and acquire knowledge. Technology transfers are more effective when firms
possess previously accumulated knowledge and innovative capabilities. This set of knowledge and
capabilities is generally identified by the literature as absorptive capacity (OECD, 2020j9). More
specifically, absorptive capacity is defined as the ability of the firm to utilise available information or
knowledge that comes through the interaction with other firms (Cohen and Levinthal, 1990;3¢)). It involves
the ability to acquire, assimilate and exploit the value of the information and knowledge (Todorova and
Durisin, 2007 37)).

Using the conceptual framework of the OECD SME and Entrepreneurship Outlook (OECD, 20194), this
section starts with an overview of SMEs contribution to Portugal’s economy and trade and then provides
an analysis of absorptive capacities, including comparisons with other OECD countries and across
economic activities.

Low productivity micro firms make up most of Portugal’s business population

Portuguese micro-firms account for a very large share of the total number of enterprises as compared to
micro-firms in other OECD and EU economies (OECD, 20213).° Portugal also counts relatively more self-
employed compared to the rest of the OECD. On the other hand, SMEs (excluding micro firms and self-
employed) account for only 4% of the total business population, which is lower than shares seen in many
other OECD countries, raising the question of “missing middle” firms in Portugal and their lower capacity
to scale up (OECD, 20213)). This is further supported by micro firms’ large share of employment (above
40%), but relatively small share in total value added (25%) (Figure 2.9, Panel A). Their labour productivity
is also below the OECD average, weighing down productivity of the entire economy. Conversely,
Portuguese medium-sized firms are comparatively more productive than their OECD counterparts.

In terms of employment, the share of SMEs is generally high in Portugal and in fact higher compared to
the OECD average in selected manufacturing industries (e.g. basic metals, chemicals and machinery)
(OECD, 2019p)). In services, employment shares of SMEs are more aligned with services sectors in other
OECD economies.

In term of value added, SMEs are less represented in higher technology manufacturing compared to other
sectors, which is less the case in some comparator economies like Ireland (OECD, 2020;3g)). SMEs in
Portugal — in line with other OECD countries — are most present in services but also account for an
important share in manufacturing (Figure 2.9, Panel B). SMEs in Portugal are concentrated in domestically-
oriented services such as advertising, legal, accounting, management, scientific and technical services but
also in larger service sectors such as logistics and transport. In both lower and higher technology services,
SMESs’ share in value added is above 70%. While this is significant due to the very large lower technology
services sector in Portugal, SME dominance in higher technology services takes a smaller weight for the
economy as a whole.
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Figure 2.9. Employment and value added by firm size and sectoral groups

A. Employment and value added, by size (% of total), B. Value added of SMEs, by value chain function (% of
2016 total), 2018
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Source: OECD based on OECD Structural and Demographic Business Statistics Database, 2020, https://www.oecd.org/sdd/business-
stats/structuralanddemographicbusinessstatisticssdbsoecd.htm

Many SME exporters in services and manufacturing are foreign-owned

Except in higher technology manufacturing, most exporters in Portugal are SMEs (Figure 2.10, Panel B).
SMEs in Portugal are responsible for more than 70% of exports in services and 60% of exports in lower
technology manufacturing; these export shares are similar to SMEs’ contribution to total value added in
these value chain functions. In services, almost half of all Portuguese exports are due to foreign firms (see
Section ), which further illustrates that many SME exporters in services (at least 20%) are actually foreign-
owned.®

Due to its capital intensity, high technology manufacturing is dominated by large foreign investors in
Portugal and SMEs have not been able to fully establish their footprint in this export market, unlike in some
other economies such as Ireland, Germany, and Switzerland. SMEs are responsible for approximately
25% of all exports in high technology manufacturing of which some SMEs are foreign-owned. In terms of
value added, SMEs in high technology manufacturing are responsible for a larger share (approximately
50%), illustrating the role SMEs may play to supply domestic demand in this sector.

While SMEs play an important role for internationalisation in Portugal, they are currently one of the weakest
performers in this area in the EU (EC, 2019g9)). A relatively high percentage of Portuguese businesses are
micro-businesses that do not have the capacity to become significant exporters.
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Figure 2.10. Value added and exports of SMEs, by value chain function (in % of total of each value
chain function), 2018

A. Employment and value added, by size (% of total), 2016
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stats/structuralanddemographicbusinessstatisticssdbsoecd.htm, and OECD Trade by Enterprise Characteristics Database, 2020,
https://lwww.oecd.org/sdd/its/trade-by-enterprise-characteristics.htm.

Portugal has competitive financial, knowledge-based and human capital with potential
for improvement

In Portugal, access to bank credits has potential to improve. Accessing appropriate sources of finance
across all stages of their life cycle is critical for SMEs to start, innovate and grow. Bank lending as the most
common source of external finance for SMEs has largely recovered after the financial crisis, making it
easier for SMEs to access credit in the OECD. Despite decreasing interest rate spreads and rejection rates
in Portugal, SMEs face tightening lending conditions. SME lending decreased over 2009-18, in line with a
drop in total business credits and a sharp decline in short-term SME loans (-62% in 2010-2018) (OECD,
2019s;; OECD, 2020401). However, SMEs in Portugal are facing competitive interest rates (3% in 2018)
and are more likely to receive new bank credits compared to SMEs in many other OECD economies
(Figure 2.11, Panel A).
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Access to venture capital is at the lower end in the OECD. Alternative sources, including asset-based and
equity funding, have also become more widespread across the OECD, offering multiple and competing
options to different profiles of firms and investors. Yet, SMEs remain undercapitalised and heavily reliant
on straight debt. Barriers both on the supply side (i.e. information asymmetries, lack of collateral and higher
transaction costs, etc.) and on the demand side (i.e. lack of awareness and financial skills, etc.) persist,
and recent evidence suggests that financial institutions have become even more risk-averse, placing an
extra burden on high-risk SMEs or on firms without collateral. In Portugal, venture capital recovered in
2017 (+58%) after the fall in 2016 and experienced a boost of four-fold growth in 2018 (OECD, 20204q).
Yet, challenges remain — access to venture capital for Portuguese SMEs is at the lower end in the OECD
(Figure 2.11, Panel A). The government has put high priority on securing SME access to finance, which is
discussed in more details in Chapter 5.

Portuguese SMEs are relatively more innovative and digitised than those in many other OECD economies.
Portuguese SMEs are proactive in adopting high-speed broadband and new digital technologies, but they
remain weakly integrated into innovation networks compared to SMEs in most other OECD economies
(Figure 2.11, Panel B). SMEs in Portugal are, however, performing fairly well compared to peers in other
economies in terms of R&D and innovation outputs. SMEs have considerably improved their innovation
performance relative to EU peers over the last decade both in terms of introducing new processes and
products, developing new marketing and organisational approaches and collaborating with other firms to
produce innovation outputs (Figure 2.12). SMEs in Portugal do relatively better across these metrics of
innovation performance compared to SMEs in other small open economies in Europe, such as the Czech
Republic, Ireland, Lithuania and the Slovak Republic. This reflects Portugal’'s determined efforts in recent
years to develop an innovation ecosystem for SMEs (see Chapters 4 and 5).

The quality of entrepreneurial skills in Portugal is at par with those in peer countries, but gaps remain in
terms of access to training within firms. In Portugal, student proficiency in core disciplines and adult
entrepreneurial abilities are in line with the OECD average (OECD, 2020p1)), but a large gap still exists in
the number of adults who are highly educated or who access training (Figure 2.11, Panel C). SMEs,
particularly micro businesses, perform weakly compared to SMEs in other EU economies in terms of
providing life-long learning opportunities for their workers (EC, 20193¢;). Skills acquired at the work place
are key assets for technology and innovation absorption, managing organisational changes or enabling
integration in GVCs through exports or linkages with foreign affiliates at home.

In the area of innovation and digitalisation skills, a number of sources point to weaknesses that hamper
the potential for innovation and further productivity gains in Portugal: Portugal is a rather low performer in
the area of computer and electronics skills and complex problem solving (OECD, 20213)). The share of
businesses that provide ICT skills training to their employees has been falling since 2014 but remains at
par with EU average levels. The share of firms providing digital training across firm size classes is also in
line with EU comparators like the Czech Republic, Ireland and Finland, for example (Figure 2.13).
Nonetheless, evidence indicates that the resources devoted to continuous training and the percentage of
staff trained are relatively low in Portugal, particularly in micro-enterprises (EC, 20193g)).
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Figure 2.11. SMEs’ access to strategic resources in Portugal
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C. Access to skills
Adult literacy and training
High
Adults at tertiary level
Workplace training and learning
OECD median
Student proficiency
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Mathematics |
Reading |
Graduation at tertiary level |
OECD median
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B 1ops

Note: See methodology in (OECD, 2019b). Index of benchmark (OECD median = 100), from more stringent or less supportive framework
conditions or lower country value (low) to less stringent or more supportive framework conditions or higher country value (high). Indicators that
reflect potential barriers to SME performance are marked with * and are reversed, so that, when a country ranks high, it effectively performs well

as compared to the OECD median.

Source: OECD (2019b), OECD SME and Entrepreneurship Outlook 2019.
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Figure 2.12. SME innovation performance (Index, 100= EU average)
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Note: Underlying data relate to share of SMEs who introduced product/process, marketing/organisational innovations or that engage in innovation
cooperation activities with other firms (https:/ec.europa.eu/docsroom/documents/36282/attachments/1/translations/en/renditions/native).
Source: OECD based on Eurostat, 2020, https://ec.europa.eu/eurostat/de/home

Figure 2.13. Firms providing ICT skills training (% of firms in each size class), 2019
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2.5. Economic geography factors and FDI-SME spillovers in Portugal

When deciding where to invest, foreign firms are increasingly considering region - rather than just country
- specific factors. SME activity is also unevenly distributed within countries. Whilst it was traditionally
thought that this is only applicable for specific sectors e.g., the location of natural resources for mining
projects, as firms’ production processes become more disaggregated, they are progressively placing
functions in the most suitable locations. As such, a region’s economic, social and structural features are
being scrutinised. This is why it is essential for a country to look beyond the national level and understand
their regions’ relative strengths and weaknesses. Given the importance of locations in the discussion,
Chapter 6 is dedicated to FDI-SME diffusion and related policy in Alentejo and Norte.
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Notes

" These three countries are considered as comparators in this report, together sometimes with Hungary
and Lithuania. They were chosen based on their economic size, outward orientation driven by foreign
investors and EU membership.

2 A country has a revealed comparative advantage in international trade when the export share of a product
in their export basket is higher than the corresponding share of that product in world exports.

3 The information in this document with reference to “Cyprus” relates to the southern part of the Island.
There is no single authority representing both Turkish and Greek Cypriot people on the Island. Turkey
recognises the Turkish Republic of Northern Cyprus (TRNC). Until a lasting and equitable solution is found
within the context of United Nations, Turkey shall preserve its position concerning the “Cyprus” issue.

4 A greenfield investment is likely to involve the introduction of a new technology in the host country and is
therefore accompanied by a direct transfer of knowledge and technology from the parent firm to the new
affiliate. However, greenfield FDI can pull skilled workers away from domestic firms, which may involve
that incumbent firms are lowering their absorptive capacities and therefore this argument needs to be taken
with a pinch of salt. See discussion on labour mobility in Chapter 3.

STRENGTHENING FDI AND SME LINKAGES IN PORTUGAL © OECD 2022



44 |

5 Micro firms have 1-9 employees; small firms have 10-49 employees; and medium sized firms have 50-
249 employees; SMEs have 10-249 employees, excluding micro firms. See for details:
https://www.oecd.org/sdd/business-stats

6 Portuguese SME exports are also important in the mining, agriculture and construction. These sectors
are not covered in Figure 2.10.
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§ FDI diffusion at play for Portuguese

SMEs

This chapter studies the extent of FDI-SME diffusion in Portugal based on
the conceptual framework introduced in Chapter 1. It examines where
Portugal stands in the core channels of FDI-SME diffusion — value chain
relationships (buy/supply linkages and strategic partnerships), labour
mobility and skills effects, competition and imitation effects — relative to peers
in the OECD and European Union and across economic activities.
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3.1. Summary of strengths, challenges and opportunities

The diagnostic assessment of key diffusion channels through which FDI spillovers on Portuguese SMEs
can take place reveals a number of strengths and points to challenges and opportunities (Table 3.1). The
subsequent chapters (Chapters 4-6) pick up on these challenges and opportunities, identifying policy

actions to address them.

Table 3.1. Strengths and challenges/opportunities across FDI-SME diffusion channels in Portugal

Strengths

Challenges and opportunities

Value chain .
linkages
L]
L]
L]
Strategic .

partnerships

Labour mobility and .
skills effects

More extensive sourcing of foreign affiliates from local
suppliers (often SMEs) than in peers (e.g. Ireland and
Hungary)

Suppliers in higher technology manufacturing and lower
technology services benefit most from demand of foreign
affiliates (in USD volume), increasing chances for spillovers
Domestic firms increasingly source inputs from abroad,
indicating their upgrading and integration in GVCs
Domestic firms benefit more from (quality) inputs produced
locally by foreign affiliates than in peers (e.g. Belgium,
Ireland)

Widespread partnerships in terms of technology licensing, at
par with peers

Partnerships involving Portuguese SME manufactures
deliver innovation, learning and access to markets

Labour mobility (from foreign to domestic firms) facilitated by
dynamic FDI and SME sectors

Frequent mobility from domestic to foreign firms in skill-
intensive activities in Portugal, enabled by wage differential

Foreign affiliates not sourcing from
each other, contrary to comparators,
pointing to limited clustering of
foreign firms

Low demand for suppliers in higher
technology services (in USD
volume), limiting spillover potential

Limited integration of SMEs in
innovation networks

Lower access to quality certification
compared to peers, constraining
partnerships

Crowding out of skilled workers from
domestic firms due to FDI entry in
the short-term, involving negative
productivity spillovers, particularly in

and involving on-the-job skills development of mobile less developed Portuguese regions
workers

e Increased skills demand due to increasing FDI drives
investment in skills and thus increased supply in the medium

term

Competition/imitation effects benefit relatively more .
productive and innovative SMEs

Competition  and .
imitation effects

Competition from FDI is challenging
vast sector of low-productivity micro
firms

Note: See Chapter 2, Table 2.1, clarifying sectoral groupings (i.e. lower and higher technology manufacturing and lower and higher technology
services) used in this table. This report primarily uses Ireland, Czech Republic, Slovak Republic, and sometimes Belgium, Hungary and
Lithuania, as comparators/peers. They were chosen based on their economic size, outward orientation driven by foreign investors and EU
membership.

3.2. Value chain relationships between foreign investors and SMEs

Domestic Portuguese firms may benefit from the presence of affiliates of foreign MNEs through buy and
sell linkages. Domestic backward linkages are formed when foreign affiliates source intermediate inputs
from locally established companies. Foreign affiliates can also sell intermediates to local companies. These
linkages are referred to as domestic forward linkages. This section benchmarks domestic backward and
forward linkages of foreign affiliates in Portugal against linkages observed in some of its peers in the
OECD."
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Foreign affiliates source more extensively from domestic firms in Portugal compared to
affiliates in some comparator economies

Domestic backward linkages of foreign affiliates help domestic companies extend their market for selling
and raise the quality and competitiveness of their outputs. They can also generate knowledge spillovers
when MNEs require better-quality inputs from local suppliers and are therefore willing to share knowledge
and technology with domestic companies to encourage their adoption of better practices (OECD, 2020;1)).

Backward linkages of foreign affiliates in Portugal can be analysed using the new OECD Analytical AMNE
database. The data allow to compare the sourcing structure of foreign affiliates across OECD economies,
including with respect to sourcing/linkages with domestically-owned firms (Box 3.1). In Portugal, purchased
intermediates accounted for about 57% of foreign affiliates’ output in 2016 (where value added was
responsible for the other 43% of total output). Foreign affiliates in Portugal source intermediate goods both
from suppliers abroad (via imports) and firms located in Portugal. The share of inputs purchased
internationally represented 38% of foreign firms’ total sourcing (Figure 3.1). The rest is local sourcing (62%)
and can be further split into sourcing from other foreign affiliates established in Portugal (13%),
domestically-owned multinational enterprises (domestic MNEs) (7%) and domestic non-MNEs (42%). The
data do not allow to distinguish between domestic large firms and SMEs. However, based on existing
knowledge on firms’ internationalisation, firms with FDI activity (i.e. MNEs) are often larger than those
without. While this assumption may not hold for firms operating in the digital economy, it can be used for
firms in more traditional sectors.

The share of local sourcing in total sourcing of foreign affiliates in Portugal is comparable with that of Korea,
Finland, Switzerland or the Netherlands (Figure 3.1). Foreign affiliates source comparatively more from
domestic non-MNEs (often SMEs) than foreign firms in many other OECD economies. Large economies
such as France, the United States, the United Kingdom or Canada report a similar foreign firm sourcing
pattern from domestic non-MNEs as Portugal. Foreign affiliates in many other small open economies — like
Ireland or Hungary — depend relatively more on imported inputs and source less from domestic non-MNEs
than foreign firms in Portugal do. This is a general pattern seen in such economies and typically relates to
smaller markets for domestic input sourcing in these countries (less variety of intermediates might be
available in smaller markets) as shown in a recent study on Ireland for example (OECD, 2020;2).

Figure 3.1. Sourcing structure of foreign affiliates, by supplier type/origin, 2016
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Note: Foreign MNEs = foreign affiliates of multinational enterprises; domestic MNEs = domestically owned firms with foreign affiliates abroad;
domestic non-MNEs = domestically owned firms with no operations abroad. Trend = OECD average domestic sourcing share of foreign affiliates
in total sourcing of foreign affiliates (sum of shares reflecting sourcing from other foreign affiliates, domestic MNEs and domestic non-MNEs).
Source: OECD based on the OECD Analytical AMNE database, 2019, https://www.oecd.org/sti/ind/analytical-AMNE-database.htm
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On the other hand, sourcing of foreign affiliates from other foreign affiliates established in Portugal is
somewhat less common in Portugal than in Ireland or the Czech Republic for example. The share is
however still in the middle range compared to other OECD countries. Relatively low sourcing from other
foreign firms indicate that clusters of foreign MNEs that buy from and sell to each are relatively more
present in other small EU economies, while foreign firms’ motives for establishment could relate to other
considerations such as labour and production costs, availability of skills and other assets (as shown in
Chapter 2).

Local sourcing of foreign affiliates is more prevalent in services than in manufacturing in Portugal. In higher
technology services (such as R&D, technical services and design) and lower technology services (such as
logistics and sales), the share of local sourcing is around 80% of total input sourcing.? This share has
remained stable since the mid-2010s (Figure 3.2, Panel B). In lower technology manufacturing activities
about half of all inputs are sourced in Portugal; this share has decreased over the past decade in higher
technology manufacturing and stood at 40% in 2016. The patterns of local sourcing in services and
manufacturing value chain functions in Portugal are comparable with those in other OECD and developing
countries and thus reflect common sourcing practices across value chain functions across countries and
not a specificity of Portugal (Cadestin et al., 20193)).

In absolute terms, local suppliers in higher technology manufacturing and lower technology services benefit
most from demand of foreign affiliates. Firstly, foreign firms in Portugal are sourcing the largest amounts
of inputs (both goods and services) in lower technology services; USD 7 billion in 2016 (Panel D). However,
foreign manufacturers have sourced even more locally; if lower and higher technology manufacturing is
put together, sourcing stood at USD 8.5 billion in 2016. Despite a very high share of local sourcing in higher
technology services, their sourcing in absolute values at around USD 2 billion is much lower.

Domestic firms in Portugal source less domestically than their foreign peers. The analysis of the FDI sector
in Portugal needs to be compared to the relatively larger sector of domestic firms, measured in terms of
value added (Panel C). Across all value chain functions, foreign firms in Portugal are sourcing relatively
more locally than domestic firms (Panel A). Domestic firms have reduced local sourcing over the past
decade in all value chain functions. In higher technology services the local sourcing share of domestic
firms was 70% in 2016, down from 80% in 2006; 60% in lower technology services, down from 70%; 35%
in lower technology manufacturing, down from 55%; and 15% in higher technology manufacturing down
from 35% over the same ten year period.
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Box 3.1. Foreign affiliates’ output, value added and sourcing - concepts

To understand foreign firms’ (foreign affiliates’) buy linkages with domestically established firms, it is
important to clarify how firm output, value added and sourcing related to each other. Foreign firms’
output can be split into value added and sourcing of intermediate inputs (see figure).

This section focuses on the extent to which foreign firms source intermediates directly from firms
established in Portugal as opposed to sourcing of inputs from abroad through imports. In particular, the
section looks at the extent of sourcing from domestic firms, i.e. Portuguese domestically-owned firms.
The domestic sourcing structure is therefore further split into sourcing from other foreign affiliates
established in Portugal, domestic MNEs (i.e. Portuguese firms with establishments abroad, which are
often — but not exclusively — larger firms) and domestic non-MNEs (i.e. Portuguese firms with no
establishments abroad, which are often SMEs).

The section does not specifically focus on better understanding to what extent value added generated
by foreign affiliates stays in Portugal or may be repatriated to home economies, which is also of key
interest in the context of direct contributions of foreign firms have to host economy growth and
development. Part of foreign affiliates’ value added is used to pay salaries of their (mostly local)
employees and therefore ‘stays’ in the domestic economy. The remaining part, including earnings, may
or may not leave the host economy. The latter is particularly important in the context of tax policy.

Labour

Va I ue costs

added

Profits

Other foreign
MNEs

Sourcing

Domestic
MNEs

Domestic
non-MNEs

Source: OECD based on (Cadestin et al., 20193)

This shift in supply chain practices of domestic firms reflects increased integration in GVCs of domestic
firms, which is also observed in many other OECD and EU economies over the past decade, and is often
associated with a process of their technology upgrading (Cadestin et al., 20193;; OECD, 2020p2;; OECD-
UNIDO, 2019p4j). Integration in global value chains, which typically includes importing higher quality and
cost-effective goods and services, has enabled domestic firms, particularly SMEs, in OECD and partner
economies to move up the value chain, improve productivity and increase their market for exporting
(OECD, 20195;; OECD-UNIDO, 2019y4); Farole and Winkler, 20146); Lopez Gonzalez et al., 2019). This
finding can thus be considered as positive for two reasons: On the one hand, domestic firms in Portugal
have enhanced their integration in GVCs over recent years and, on the other hand, foreign affiliates
established in Portugal take extensive advantage of the local economy by sourcing from domestically
owned firms.
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Figure 3.2. Sourcing of domestic and foreign firms by sectoral groups in Portugal
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Production of foreign affiliates feeds back into domestic value chains and more so than
in some of peer countries

Domestic firms in Portugal benefit more from (quality) inputs produced locally by foreign affiliates than in
some peers according to the OECD Analytical AMNE database (Figure 3.3). In Portugal, more than 60%
of the production of foreign affiliates feeds back into domestic value chains: in 2016, 24% of foreign
affiliates’ output was used as an input by domestic non-MNEs, 4% by domestic MNEs and 7% by other
foreign affiliates in Portugal. Another 24% was sold in the domestic market for final consumption. Hence,
foreign affiliates produce relatively more intermediates (35%) than final goods for the domestic market in
Portugal. The 35% output share acquired by domestically operating firms as inputs into their production,
corresponds to the OECD average (see trend line in the figure). A number of other small economies — like
Belgium, Ireland and the Slovak Republic — benefit relatively less from the use of intermediates produced
locally by foreign firms. Forward linkages between MNEs and local buyers often have a positive impact on
local enterprise productivity mostly through the acquisition of better quality inputs which were not locally
available before. In addition, many MNEs, especially in industrial sectors such as machinery, often offer
training to their customers on the use of their products and provide information on international quality
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standards (Jindra, 2006;s)). They may also help set the standards for the industry, which in turn can help
better diffuse innovation. Firms adopting those international standards can more easily integrate in markets
abroad.

Given the relatively smaller size of the Portuguese economy and the focus of public policies on attracting
export-intensive FDI during the post 2008 crisis recovery (see Chapter 5), a relatively higher share of the
production of foreign affiliates in Portugal is destined to international markets compared to the OECD
overall: 40% in Portugal versus 30% in the OECD (Figure 3.3, OECD average export share not reflected
in figure). Some other small open OECD economies show similar export orientation of foreign affiliates
(e.g. Poland or Austria), while a number of other small economies have yet higher shares of exports in
total output of foreign affiliates, such as Ireland, Belgium, or the Slovak Republic. Due to larger domestic
markets in OECD economies like Japan, United States or Germany, market seeking motives of foreign
firms appear as relatively more important. In these economies, foreign affiliates export lower shares of
output, i.e. around 20-30%.

Figure 3.3. Use of outputs of foreign affiliates, by buyer type/origin, 2016
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Note: Foreign affiliates = foreign affiliates of MNEs; domestic MNEs = domestically owned firms with foreign affiliates abroad; domestic non-
MNEs = domestically owned firms with no operations abroad. Trend line = OECD average use of foreign affiliates’ intermediates in domestic
value chains (sum of shares reflecting acquisitions/use by other foreign affiliates, domestic MNEs and domestic non-MNEs).

Source: OECD based on the OECD Analytical AMNE database, 2019, https://www.oecd.org/sti/ind/analytical-AMNE-database.htm.

3.3. Strategic partnerships between foreign firms and SMEs in Portugal

The emergence of GVCs has brought new types of FDI-SME partnerships, especially in high-technology
and knowledge-intensive industries, which are based on the transfer of technology and the development
of cross-border R&D projects and thus contribute extensively to spillovers of FDI. These partnerships can
take many forms, including joint ventures, licensing agreements, research collaborations, globalised
business networks (i.e. membership-based business organisations, trade associations, stakeholder
networks), and R&D and technology alliances.3 A study for Portugal produced during the post-2008 crisis
recovery showed that SMEs involved in partnerships, cooperation and networking arrangements (with
other SMEs, large companies, public institutions, higher education and research and development
institutions, social partner organisations and professional organisations) deal better with restructuring and
are more innovative than other firms (Pereira and Correia Leitdo, 2013j9;). This sections provides some
insights on strengths and opportunities related to strategic Partnerships in Portugal.
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SMEs could improve integration in innovation networks, while partnerships in terms of
technology licensing are widespread

As analysed in Chapter 1, Portuguese SMEs remain weakly integrated into innovation networks on
average compared to SMEs in most other OECD economies, despite their relatively good performance
with respect to innovation outcomes and digitalisation. Part of this weakness may be due to comparatively
fewer firms with internationally recognised quality certificates in Portugal. Across all types, manufacturers
in Portugal are less likely to have quality certificates compared to the same types of firms in other OECD
economies for which data are available (including Estonia, Hungary, Latvia, Lithuania, Poland, the Slovak
Republic and Slovenia) (Figure 3.4, Panel B). As expected, larger and foreign-owned firms are more likely
to have certificates compared to smaller domestic firms. It would useful to further examine the costs of
certification and monitoring and evaluation of certification processes across sectors and countries, but
related data were not available for this study (see Chapter 5 on policy efforts in Portugal to enhance
certification).

Figure 3.4. Foreign technology licensing and international certification in the Portuguese
manufacturing sector, 2019
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Source: OECD based on World Bank Enterprise Surveys.

Focusing on a specific form of partnerships — namely technology licensing — reveals a more encouraging
perspective on partnerships in manufacturing sectors of Portugal. Domestic firms — including medium-
sized firms — extensively engage in licensing agreements with foreign firms, which as showed in numerous
existing studies helps to deepen linkages between SMEs and foreign MNEs and thereby supports
performance improvements. Approximately 40% of medium-sized and large manufacturing firms have
technology licensing agreements with foreign companies (Figure 3.4, Panel A); this share is lower for small
firms and non-exporting firms. Almost all affiliates of foreign manufacturers in Portugal (90%) use
technologies licensed from (other) foreign firms; this share is much higher compared to foreign-invested
companies in other selected OECD countries for which data are available. This underlines that foreign
firms engage in operations in Portugal that require a certain level of technological sophistication, supporting
skills improvements and productivity of the local workforce. The gap between foreign and domestic firms
in terms of use of foreign licensing is lowest in the Lisbon Metropolitan area (see Chapter 1, Figure 1.16).
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Partnerships of SMEs deliver innovation and learning opportunities and market access

A 2020 survey of SME owners/managers in the Portuguese automobile and parts sector (Franco and
Haase, 2020p10)), shows that innovation and learning (e.g. consolidation of market position, quality
improvement, sharing of resources and competences) is their main motive to engage in business
partnerships with other firms (Figure 3.5). Other key motives for inter-firm partnerships relate to exploiting
market opportunities (e.g. achieve competitive advantages and gain access to new markets).

The survey further shows that 45 of the 65 SMEs (or 70% of the SMEs) engage in only formal or both
formal and informal partnerships with clients and suppliers (Table 3.2). The majority of these arrangements
take place with partners within Portugal

Figure 3.5. Motives for inter-firm partnerships of SMEs in the automobile sector in Portugal

Average score, based on 65 responses of SME owners/managers (0=indifferent, 1=important, 2=very important)

Factor 1: Innovation and learning
Consolidate market position

Improve quality

Share resources and competences
Improve in terms of innovation and modernization
Gain experience

Stimulate a learning process

Factor 2: Market opportunities

Achieve competitive advantages

Gain access to new markets

Create scale economies

Factor 3: Technology and competition
Respond to competitors’ actions
Technology transfer

Overcome governmental and regulatory barriers
Factor 4: Efficiency

Create and exploit synergies

Share investment costs

Share and reduce risks

Reduce transaction costs

Facilitate the internationalization process
Share senior staff and specialists
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Note: This figure is based on interviews with 65 SME owners/managers in the Portuguese automotive and parts sector.
Source: OECD based on Franco and Haase (202010)).
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Table 3.2. Characterisation of inter-firm partnerships in the Portuguese automotive sector, 2020

% of SMEs out of a sample of 65 SMEs interviewed

Inter-firm partnerships’ characteristics %
Type of partner Supplier 23
Supplier and client 23
Client and complementary firm 154
Others 38.6
Formality of the agreement
Formal 416
Informal 30.7
Formal and informal 217
Number of partners
1 firm 20
2 firms 154
3 to 6 firms 354
7109 firms 7.7
More than 10 firms 215
Geographical Area
Portugal 60
Abroad 15.4
Portugal and abroad 246

Note: This table is based on interviews with 65 SME owners/managers in the Portuguese automotive and parts sector.
Source OECD based on Franco and Haase (202010).

3.4. Labour mobility and skills effects related to FDI entry in Portugal

Labour mobility can be an important source of knowledge spillovers in the context of FDI, notably through
the move of MNE workers to local SMEs. This can occur through temporary arrangements such as
detachments, long-term arrangements such as open-ended contracts, or through the creation of start-ups
(i.e. corporate spin-offs) by (former) MNE workers. However, mobility can also occur in the opposite
direction, also involving potential for spillovers. This section assesses spillover potential through labour
mobility and associated skills effects in Portugal.

Dynamic FDI and SME sectors in Portugal facilitate labour mobility from foreign firms to
SMEs

Up-to-date evidence on labour mobility practices and related productivity spillovers on SMEs is currently
lacking for Portugal. Detailed evidence from studies in the early 2000s, tracing all spells of inter-firm worker
mobility in Portugal (covering both the manufacturing and services sectors) over 1990-2000 provides some
insights whose implications may be relevant for today’s discussion (Martins, 2011113; Martins, 2005(12;).

The studies reveal that labour mobility between foreign affiliates and domestic firms was a rather rare
phenomenon in Portugal in the 1990s. Those few workers that moved from foreign to domestic firms
experienced a decrease in average wages, which could be interpreted by involuntary mobility during a
period of a significant fall of FDI inflows in Portugal related to a slowdown of privatisation, economic
recession in Europe and radical geopolitical changes, namely the fall of the Soviet Union (Castro and
Buckley, 200113)). This low mobility from foreign to domestic firms suggests that worker mobility was most
likely not a major source of productivity spillovers from foreign to domestic firms in the 1990s.
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Over recent years (pre-COVID-19), however, Portugal experienced an opposite trend with FDI stocks
increasing from 30% to 60% of GDP over 2005-2020 and a dynamic and innovative SME and start-up
sector has been developing (see Chapter 2). Accordingly, a pattern of increased labour mobility due to a
more dynamic economy could have occurred recently, as evidenced by the case of Ireland that has
experienced a similar rise of FDI over recent year (OECD, 20202). Evidence in support of this hypothesis
is currently not available.

FDI in high technology activities in Portugal is associated with an increase of supply of
skills in the medium term

The analysis in Chapter 1 shows that Portugal is competing for FDI in high technology activities, particularly
in manufacturing. While this strategy supports Portugal’s productivity growth and overall upgrading, it is
important to recognise that any new establishment of high technology foreign firms involves new demand
for skilled workers in the vicinity of the foreign firms’ location (Becker et al., 2020;14)).

As foreign firms are often more productive than their domestic peers, due to their higher capital,
technological and managerial endowments, they can typically pay higher wages and attract the most
talented workers. In Portugal, workers employed by foreign manufacturers earn 80% higher wages
compared to those employed by average domestic firms; similar wage premia of workers in foreign firms
are observed in the Czech Republic and Hungary for example (Figure 3.6, Panel A). Recent evidence
shows that in Portugal large firms pay 20% higher wages than SMEs (OECD, 201915)); accordingly, the
premia provided by foreign firms are likely to relate to their large size and higher productivity. Evidence of
labour mobility from domestic to foreign firms in Portugal and other EU countries further confirms that such
movements translate into considerable pay increases for workers (Becker et al., 2020(14;; Martins, 2011p113).

Given the relative technological sophistication of foreign firms vis-a-vis domestic (mostly smaller) firms,
workers are likely to acquire new knowledge in foreign firms, which then translates into productivity
spillovers from this type of labour mobility. Beyond acquiring knowledge from foreign firms on-the-job,
formal in-house training may also occur. The training and on-the-job learning opportunities offered by
MNEs may also be extended to the workforce of local companies with which they develop linkages. These
training opportunities are prevalent in the context of value chain relationships (vertical linkages) by which
foreign-owned firms provide staff training to domestic suppliers as a way to ensure efficiency and product
quality (OECD, 20195)).

Skills are a scarce resource in any OECD and partner economy, including in Portugal, and particularly in
remote and less developed regions. The presence of foreign firms in high technology sectors is thus likely
to put pressure on the labour market and increase demand for highly skilled workers. Increased demand
will not only contribute to increased salaries for workers at foreign firms but will provide any worker with
incentives to train themselves and for domestic SMEs to engage in training activities for their workers. This
is likely to increase supply of skills in the medium-term. In Portugal (as well as in the Czech Republic for
example), domestic firms are relatively more likely to engage in formal training as compared to foreign
firms, illustrating domestic firms’ appetite to improve skills and remain competitive (Figure 3.6, Panel B).
Establishing partnerships and collaboration with domestic vocational schools or higher education
institutions (HEIs) (e.g. joint dual education programmes) is another way for foreign MNEs to address skills
shortages in the local labour market and lower staff recruitment and requalification costs, with positive
effects on skills endowments of the local workforce in the longer term (OECD, 2021}1g)).

This is further supported by the OECD scoreboard on skills and global value chains (OECD, 2017(17)): the
scoreboard uses selected indicators from the Programme for the International Assessment of Adult
Competencies (PIAAC) and the Programme for International Student Assessment (PISA) to identify the
extent to which relevant skills for the integration in GVCs have improved (e.g. decreasing shares of
unskilled adults, improvements of cognitive skills among adults and secondary school students, or growth
in tertiary graduation). Portugal outperformed all other OECD economies in terms of skills improvements
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relevant for GVC integration over 2000-15. This finding supports the argument that FDI entry, GVC
integration through trade, capacities of SMEs and workers are interdependent; improvements or growth in
one area may support improvements in another area. Determined policy action for skills development has
been key in Portugal in this context and will be discussed further in Chapter 5, also see (OECD, 20181g)).

Figure 3.6. Foreign firms’ premia relative to domestic firms, 2019

Wage and formal training premium of average foreign firms in % of wages and shares of formal training of average
domesic firms
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Figure 3.7. Changes in participation in global value chains and skills
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3.5. Competition and imitation effects of FDI

Existing concepts on FDI-SME diffusion also look at competition and imitation effects of FDI on SME
productivity and innovation. This section discusses how and to what extent such effects might be at play
in the Portuguese FDI and SME sectors, arguing that these effects take place in specific situations of
market interactions (including competition for talent and skills), value chain linkages, strategic partnerships
and labour mobility The section thus builds extensively on the discussion above and in Chapter 2.

Competition and imitation effects are likely to benefit relatively more productive and
innovative SMEs in Portugal

Beyond labour mobility effects, the previous section also argued that the entry of foreign firms heightens
the level of competition on domestic companies, putting pressure on them to become more innovative and
productive — not least to retain skilled workers (Becker et al., 202014). The new standards set by foreign
firms — in terms of product design, quality control or speed of delivery — can stimulate technical change,
the introduction of new products, and the adoption of new management practices in local companies, all
of which are possible sources of productivity growth (OECD, 2020y1;). This rising competitive pressure due
to foreign firm entry and related productivity spillovers may also be associated with new incentives for
workers to improve skills and SMEs to engage in skills upgrading in the medium term, as shown for
Portugal in the previous section (Figure 3.7).

Foreign firms can also become a source of emulation for local companies, for example by showing better
management practices. Imitation, reverse engineering and tacit learning can, therefore, become a channel
to strengthen enterprise productivity at the local level. Foreign firms may also participate in innovation
clusters and collaborative innovation activities where cross-fertilisation of ideas can increase productivity
both of domestic and foreign firms. Section 3.3 showed that, on average, SMEs in Portugal engage
relatively less often in collaboration networks, in which peer-to-peer learning including with foreign firms
may take place, compared to SMEs in other OECD economies. Yet, the small sub-group of SMEs that is
innovating new products or processes in Portugal often does so in contexts of cooperation with other firms.
This illustrates that positive imitation/demonstration effects through cooperation with other firms take place
in Portugal but could be further strengthened.

FDI involves increased competitive pressure for domestic SMEs

If local companies are not quick or not able to adapt, competition from foreign-owned companies may also
result in the exit of some domestically-owned firms. This will of course also depend on other factors such
as the market size and growth rate of the market, whether or not foreign firms serve the same market
(engage in the same activities) and on the number of producers in the market. Increased competition for
talent may also make it more difficult for local companies to recruit skilled workers (Lembcke and
Wildnerova, 2020y19)) (see also Section 3.4). These effects are more likely to happen to local companies
which operate in the same sector or value chain function of the foreign-owned company, which is the main
reason why positive horizontal spillovers from FDI are so rare and, when they happen, they mostly involve
larger domestic companies (Gorodnichenko, Svejnar and Terrell, 2014 20;; Farole and Winkler, 2014g).

As discussed throughout this report, the capacity of domestic firms to absorb knowledge from foreign firms
will determine whether increased competition results in higher or lower productivity (positive or negative
spillovers). Comparing performance of European countries in Becker et al. (2020;14) reveals that limited
spillovers in less developed regions, including in Portugal, are related to challenges to absorb foreign
knowledge. This is also supported by other evidence for Portugal showing that geographical proximity
between the locations of MNEs and domestic firms facilitates the occurrence of FDI spillovers (Crespo,
Fontoura and Proenca, 2009211). The impact is negative in the case of horizontal externalities, i.e. domestic
firms experience a negative productivity impact in proximity of foreign firms in the same sector, which may
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result from the competition effect at the regional level and limited absorptive capacities. With regard to
vertical externalities (value chain linkages), a positive productivity shock is observed, further supporting
arguments made in Section 3.2 on the importance of value chain relationships.

Evidence for Portugal further indicates that the presence of foreign firms benefits the small fraction of highly
productive domestic firms but not necessarily the bulk of less productive firms (Fernandes, 201322).
Inequality in productivity among Portuguese companies has increased over time, evidencing a slowdown
in the catching up process of companies during a period of strong FDI inflows (CompNet, 2020p23;). In this
context, the productivity of the top performing companies (the most productive in each industry) presents
an important contribution in the evolution of aggregate productivity, both through their performance as well
as by the way they spread new technologies and business practices in the economy. This further illustrates
that the potential for FDI spillovers is higher when firms have a sufficient set of absorptive capacities
(Castellani and Pieri, 201024)).
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Notes

' This report primarily uses Ireland, Czech Republic, Slovak Republic, and sometimes Hungary and
Lithuania, as comparators. They were chosen based on their economic size, outward orientation driven by
foreign investors and EU membership.

2 See Chapter 2, Box 2.1, for an introduction to the classification of sectors used in this report.

3 See (OECD, 2020;1) for a review of the literature.
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4 The institutional and governance

framework for FDI diffusion on
Portuguese SMEs

This chapter focuses on several core issues that underpin the institutional
and governance framework for foreign direct investment (FDI) promotion and
small and medium-sized enterprises (SMEs) development in Portugal. It
provides an overview of the institutions that are currently in place to design
and implement FDI, SME, innovation and regional development policies, and
explores the multi-level policy coordination mechanisms to ensure coherence
across policy domains, institutions and tiers of government. This chapter
gives also special attention to the monitoring and evaluation framework of
the policy system in Portugal, and efforts to enhance stakeholder
engagement.
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4.1. Summary of findings and recommendations

Strengthening FDI spillovers on Portuguese SMEs requires public action to be taken in different policy
domains related to investment promotion and facilitation, SME internationalisation, innovation and regional
development. The institutional framework that governs these policy areas differs from country to country.
Different governance structures are feasible as long as appropriate coordination mechanisms are in place to
ensure policy alignment across Ministries, implementing agencies and advisory bodies. Effective multi-level
governance also plays a crucial role in ensuring consistency between policy interventions taking place at
national and local levels. This chapter aims to identify the institutional arrangements and possible governance
challenges in Portugal’s policy mix for FDI diffusion on domestic SMEs (Table 4.1). It provides an overview
of the main Portuguese institutions that operate at the intersection of FDI, SME, innovation and regional
development policy and explores their organisational structures as well as the scope and diversity of their
mandates. It also sheds light on their internal capabilities for inter-institutional coordination, policy evaluation
and stakeholder engagement, which are all important elements of a conducive institutional environment.

Table 4.1. Findings and recommendations on the institutional framework for FDI-SME diffusion

Findings Recommendations

Creating a conducive institutional environment
Consider the potential benefits of a more centralised governance
framework that facilitates cross-cutting policy implementation across the
FDI-SME diffusion policy areas. Alternatively, inter-institutional
coordination should be strengthened to overcome policy silos.

The governance system is represented by many public institutions.
The implementation of FD-SME diffusion policies is fragmented along
several ministries and government agencies.

The Portuguese SME agency (IAPMEI) has a large network of Consider local market needs and priorities in the implementation of
subnational offices and a decentralised governance structure while national business support programmes and strengthen collaboration with
the investment promotion agency (AICEP) has a limited regional subnational actors, in particular municipalities and inter-municipal
footprint with a small number of local agency representatives inafew  councils, which have been given enhanced responsibilities in the area of
cities across Portugal. investment attraction following recent decentralisation reforms.

Recent reforms have focused on strengthening the mandate, Continue efforts to encourage synergies at the local level through the

responsibilities and resources of subnational governments. Regional transfer of delegated powers from municipalities to inter-municipal
administrations (CCDRs) play an important role in the implementation  councils (CIMs). Getting the CIMs more involved in investment promotion

of regionally tailored smart specialisation strategies. efforts could be an alternative to subnational IPAs.

Several inter-municipal councils have been established to increase Leverage the subnational branches of IAPMEI and AICEP to help
synergies at the local level. However, inter-municipal cooperation on subnational governments of less developed regions strengthen their
the implementation of investment, SME and innovation policies capacities in supporting and providing complementary services to local
remains limited. FDI-SME ecosystems.

Ensuring coordination across different institutions, policy areas and tiers of government
Several high-level government councils are in place bringing together
ministries, agencies, and subnational authorities. However, their
contribution to cross-ministerial planning and decision-making varies
with some councils lacking a clear mandate and resources.

Strengthen the mandate of high-level advisory bodies and ensure they
have sufficient financial and human resources to contribute to inter-
ministerial coordination and collaboration.

The large number of national strategies increases the risk of policy Ensure the alignment of policy objectives across the various national
overlaps and contradictions, potentially leading to ambiguity about the = strategies and use robust monitoring tools to minimise potential
responsibilities of various institutions. inconsistencies and contradictions in policy implementation.

Promoting impact evaluations and policy dialogue with stakeholders

Establish a comprehensive M&E framework that covers all major policy

fields and goes beyond satisfying the monitoring requirements of the EU
funds. Focus on measuring results / impacts rather than implementation
issues.

Set up dedicated M&E units within each implementing agency and
strengthen their analytical and data collection capacities through the
provision of specialised training to raise awareness on evaluation
methods.

Expand the use of the CONSULTALEX Portal to also consult on broader
policy initiatives in addition to laws and regulations. Consider
strengthening the capacity of high-level advisory bodies to convene
stakeholders and provide input to policymaking processes.

The evaluation of policy impacts is less systematic and does not allow
for strategic foresight and planning. The scope of evaluations is often
procedural and centred on implementation rather than on impacts.

The M&E capacities of the main Portuguese implementing agencies
are limited, with potential negative consequences on the process of
policy learning and adaptation.

Deliberative processes have improved in recent years with the
creation of the CONSULTALEX Portal and the organisation of public
consultations for several national strategies.
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4.2. Overview of Portugal’s governance framework for FDI-SME diffusion

The formulation and implementation of FDI-SME diffusion policies is fragmented along
several line ministries and implementing agencies

The governance framework for investment, SME, innovation and regional development policy in Portugal
is represented by many public institutions. FDI-SME diffusion policies are designed and implemented
through several ministries, task forces, advisory bodies and autonomous government agencies that
operate at the intersection of investment promotion, SME development, innovation and regional
development policy (Figure 4.1). At the highest level, the Portuguese government (Council of Ministers)
has collective responsibility for investment, business and economic policy and for setting strategic
directions. It is also responsible for implementing EU Structural and Investment Funds in Portugal within
guidelines set by and agreed at EU level.

The primary responsibility for SME and business innovation policy lies with the Ministry of Economy and
Digital Transition (Ministério da Economia e Transigdo Digital), which is also in charge of formulating and
executing economic growth policies with the aim to foster the competitiveness of the Portuguese economy,
promote business innovation, and facilitate the digital transition (Government of Portugal, 20141;). The
Ministry of Science, Technology and Higher Education (Ministério de Ciéncia, Tecnologia e Ensino
Superior, MCTES) is responsible for promoting science, technology and education. As in many countries,
support to knowledge and technology transfer to the business sector, including collaborative applied
research, is shared between these two ministries (OECD, 2019z). The Ministry of Foreign Affairs
(Ministério dos Negocios Estrangeiros, MNE) coordinates national investment promotion and trade policies
in collaboration with other ministries with competences in these policy areas. It is responsible for Portugal’s
economic diplomacy, supporting the internationalisation of the Portuguese economy and promoting the
interests of Portuguese companies abroad on matters related to trade and investment (Government of
Portugal, 20113)).

Important prerogatives are also in the hands of the Ministry of Planning, which is responsible for the
management of the EU Structural and Investment Funds, and the Ministry of Territorial Cohesion, which
formulates and implements regional development policies (OECD, 2019;). Through its decentralised
ministry branches, the Regional Coordination and Development Commissions (CCDRs), the Ministry of
Territorial Cohesion plays a significant role in territorial approaches, and is responsible for the formulation
and implementation of regional smart specialisation strategies together with the Ministry of Planning, the
Ministry of Economy and Digital Transition, the Ministry of Science, Technology and Higher Education.

The implementation of policy initiatives that enable FDI spillovers on Portuguese SMEs is entrusted to four
main implementing agencies, which all report to different line Ministries (Table 4.2). Portugal Global -
Trade and Investment Agency (Agéncia para o Investimento e Comércio Externo de Portugal, AICEP)
was created in 2007 as an autonomous agency under the Ministry of Foreign Affairs to promote FDI
towards Portugal and support the internationalisation of Portuguese companies in coordination with the
Ministry of Economy and Digital Transition. AICEP is the one-stop-shop for facilitation and aftercare
services to foreign investors and operates an industrial parks management entity, AICEP Global Parques,
which manages the Portugal Site Selection platform — a search engine that allows users to find the best
locations in Portugal that match their business requirements. A clear distinction is made between the types
of companies and investment projects that can be supported by AICEP and the other Portuguese
government agencies. AICEP’s clients are solely large companies with an annual turnover of EUR 75
million or companies that implement investment projects of over EUR 25 million. As part of its mandate,
AICEP is responsible for the screening, administration and management of investment support and
incentive schemes for its clients and also supports Portuguese companies regardless of their size and
legal form in promoting their brands, products and commercial activities in foreign markets.

STRENGTHENING FDI AND SME LINKAGES IN PORTUGAL © OECD 2022



64 |

Figure 4.1. The institutional environment for FDI-SME diffusion policy areas in Portugal
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Note: In red frame are the main government agencies implementing policies that strengthen FDI diffusion on Portuguese SMEs.
Source: OECD elaboration.

The SME Competitiveness and Innovation Agency (Agéncia para a Competitividade e Inovagéo,
IAPMEI) was established in 1975 as an autonomous agency that supports domestic SMEs and reports to
the Ministry of Economy and Digital Transition. The agency targets all sectors except for tourism, which is
under the sole responsibility of the National Tourism Authority, Turismo de Portugal. In contrast to AICEP,
IAPMEI is responsible for supporting Portuguese companies with an annual turnover of less than EUR 75
million and investment projects whose value is less than EUR 25 million. It aims to foster innovation and
boost the competitiveness of Portuguese SMEs through financial support schemes, business consulting
services and training programmes. IAPMEI places particular emphasis on supporting R&D investment,
innovation and technology upgrading as well as the promotion of linkages between companies and entities
of the Portuguese scientific, research and innovation ecosystem.

The National Innovation Agency (Agéncia Nacional de Inovacéo, ANI), which was created in 1993 and
re-established in 2014, aims to foster technology transfer and knowledge promotion through joint projects
between businesses and scientific and research institutions. The agency reports to the Ministry of
Economy and Digital Transition and the Ministry of Science, Technology and Higher Education, through a
“hybrid” governance structure that is meant to bring together scientific innovation and business
development and foster collaboration between the corporate and applied research sectors.” The agency
coordinates several research infrastructure networks (e.g. Interface Centres, Collaborative Laboratories)
and provides funding for collaborative R&D. It is also responsible for administering the tax incentive
scheme “System of Fiscal Incentive for Business Research and Innovation” (Sistema de Incentivos Fiscais
a I&D Empresarial, SIFIDE), which has been the main instrument used by government to support business
R&D since its establishment in 1997.
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Finally, the Agency for Development and Cohesion (Agéncia para o Desenvolvimento e Coesdo, AD&C)
was established in 2013 to ensure the programming, implementation and evaluation of regional
development policies, and the overall coordination of EU funds, including the flagship Portugal 2020
national strategy. AD&C operates as a Department within the Ministry of Planning. In addition, the EU’s
cohesion policy is administered through seven regional and four thematic operational programmes, which
have their own national managing authorities (e.g. COMPETE 2020), consisting of a steering committee
and a technical secretariat (OECD, 2020;4)).

Table 4.2. Implementing agencies in Portugal: comparative overview

Policy domain Innovation SME development FDI promotion Regional
development
Implementing ANI IAPMEI AICEP AD&C
agency
Date of creation 1993 1975 2007 2013
Ministry in charge = Ministry of Economy and Ministry of Economy and Ministry of Foreign Affairs Ministry of Planning
Digital Transition and Digital Transition
Ministry of S&T and
Higher Education
Legal form Autonomous agency Autonomous agency Autonomous agency Ministry department
Mandate Support technological and ~ Promote the innovation, Attract and facilitate FDI and Implement regional

Target population

Sectoral focus

Related national
strategies

Main instruments

business innovation and
promote partnerships

All firms, research
institutions

All sectors

Technological & Business
Innovation Strategy
(2018-2030)

SIFIDE R&D tax
incentives

competitiveness, and growth
of Portuguese SMEs

SMEs

All sectors except tourism

Industry 4.0 National Strategy
(2017)

SME Academy

support the internationalisation
of domestic companies

SMEs for internationalisation
support and large companies
or large investment projects
for investment support

All sectors

2030 Economic
Internationalisation
Programme (2020)

Portugal 2020 grants & tax
incentives for productive and

development policies
and coordinate the EU
Structural and
Investment Funds

All firms

All sectors

Portugal 2020
Partnership Agreement,
Portugal 2030 Strategy

Portugal 2020
Partnership Agreement

R&D investment

Source: OECD elaboration.

When compared to other EU countries, it becomes clear that Portugal’'s FDI-SME diffusion governance
system is segmented along lines reflecting different policy domains. Governance systems within the EU
vary, ranging from deeply centralised frameworks where FDI-SME diffusion policies are the responsibility
of a single line Ministry; to balanced institutional set-ups where policy formulation in the areas of FDI,
SMEs, innovation and regional development is shared among a small number of institutions; and to
segmented governance systems where several line ministries and implementing agencies are involved in
policy formulation and implementation.

For instance, Slovenia’s Ministry of Economic Development and Technology is responsible for all FDI-SME
diffusion policy areas (Figure 4.2). Policy implementation is entrusted to one single implementing agency,
SPIRIT Slovenia, which is responsible for FDI, SMEs, innovation and tourism promotion, while regional
development policy is coordinated through the Ministry’s Regional Development Directorate. In Ireland,
recent institutional reforms have led to a rather balanced governance framework. FDI-SME diffusion policy
areas are split across three Ministries, with the Department of Enterprise, Trade and Employment bearing
responsibility for FDI and SME policy, while innovation policy sits with the newly established Department
of Further and Higher Education, Research, Innovation and Science.
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Institutional settings like Portugal’s are not necessarily less effective in the implementation of FDI-SME
diffusion policies as long as inter-institutional coordination mechanisms are in place to overcome policy
silos. Given the high transaction costs associated with the segmentation of governance systems, the cost
effectiveness of Portugal’s institutional setting should be ultimately weighed against the quality of
coordination and the potential benefits of a more centralised approach. For instance, an assessment of
policy coordination mechanisms is conducted in the next section, pointing towards weaknesses in inter-
ministerial collaboration across the areas of investment promotion, innovation, entrepreneurship and
regional development.

Figure 4.2. Institutional arrangements for FDI-SME diffusion policy areas in Slovenia and Ireland

A. Institutions enabling FDI-SME diffusion in Slovenia
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Source: OECD elaboration based on EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

The regional footprint of national implementing agencies varies with the Norte and
Centro regions receiving increased policy attention

Proximity could be a strong enabling factor of efficient policy delivery. Recent findings from EU countries
show that FDI responds better to the activity of Investment Promotion Agencies (IPAs) operating in closer
proximity to investors’ operations (Crescenzi, Di Cataldo and Giua, 2019(5). Similarly, the availability of
appropriate business development services is a local issue because SMEs and entrepreneurs generally
access the services within a narrow local area (e.g. approximately 50 kilometres) and are therefore
dependent on the quality of local supply (OECD, 2019¢)). In addition, a local presence is often necessary
to ensure programmes and policies are aligned with each region’s economic and market characteristics.

There are, however, wide cross-country disparities in the way national agencies operate at the subnational
level. In some countries where inter-institutional coordination is limited, local presence in the form of
secondary offices may be crucial to ensure that businesses in all regions can benefit from tailored support.
In other cases, national agencies coordinate activities with regional actors such as local governments and
regional development agencies, who possess knowledge of the local context. For instance, Belgium,
Denmark, Latvia, and Poland largely deliver business development services through subnational
governments and actors (OECD, 2019)). Likewise, in France, the national IPA collaborates with local
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autonomous agencies that provide aftercare services to foreign firms while they set up their operations in
specific regions (OECD, 20187)).

Given their economic and political importance, the Lisbon and Porto metropolitan areas host the primary
offices of the main implementing agencies. AICEP, IAPMEI and ANI have their headquarters in Porto while
they also maintain offices in Lisbon, the country’s administrative capital. In contrast, AD&C has a single
office in Lisbon only, reflecting its legal status as a department within the Ministry of Planning.

Beyond the two metropolitan areas, the regions of Centro and Norte host the largest number of subnational
offices, reflecting the increased policy attention that they receive due to their status as two of Portugal’s
least developed regions (Figure 4.3). In fact, the two regions accounted for around 80% of the total direct
financial support for business investment that was allocated to domestic firms under the Portugal 2020
Incentive Schemes (IS), which are financed by the European Regional Development Fund (EDRF) and
the European Social Fund (ESF) (AD&C, 2019s)). The regional footprint of national agencies is very limited
in the regions of Algarve and Alentejo, and completely absent in the two autonomous regions of Madeira
and Azores due to their special political and administrative status.

Figure 4.3. The regional presence of national implementing agencies in relation to FDI flows, SME
population, and business innovation intensity

Number of agency offices, share of FDI, SMEs, and business R&D in NUTS 2 regions of continental Portugal
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021), Financial Times fDi Markets database and Refinitiv,
Pordata database, and OECD Regional Statistics.

The increased policy attention that the Norte and Centro regions receive compared to Algarve and Alentejo
is also explained by their business demographic characteristics. The large majority of SMEs is located in
Centro, Norte and the Lisbon area, while a similar picture emerges when looking at the geographic
distribution of FDI flows, with Centro and Norte attracting a fair share of foreign firms compared to the rest
of Portugal, excluding the Lisbon area (see Chapter 2). The increased presence of both domestic and
foreign firms in these regions means that the demand for business support services is high and therefore
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requires government agencies to allocate significant human and financial resources for the implementation
of their policies and the dissemination of their activities to wider target audiences.

Portuguese institutions follow various approaches with regard to implementing their policies and
programmes at the local level. IAPMEI has the largest network of local offices and a decentralised
governance structure, which aims to ensure, on the one hand, that SMEs will have access to tailored
technical support in the region they operate; and on the other hand that valuable information about market
conditions and the actual needs of local businesses will reach the agency’s headquarters. A dedicated
Regional Proximity Directorate ensures IAPMEl's regional presence and coordination with local
governments, while subnational offices in twelve cities across all regions of Portugal (Lisbon, Porto, Faro,
Evora, Leiria, Coimbra, Aveiro, Covilha, Viseu, Guarda, Braga, and Braganca) provide information and
business consulting services to local SMEs.

AICEP’s governance structure favours the establishment of overseas investment promotion offices
(currently in 52 countries), rather than subnational offices. AICEP has a limited regional footprint with a
small number of representatives based in six cities (Aveiro, Braga, Faro, Coimbra, Leiria, and Viseu) across
continental Portugal. The agency has also partnered with the Azores Business Development Society, to
ensure local presence in the Azores autonomous region (Ponta Delgada, Angra do Heroismo). This is in
line with recent OECD findings that show that only 38% of OECD IPAs have subnational offices while 75%
of them have their own offices abroad with dedicated personnel working on investment promotion (OECD,
20187). AICEP’s subnational representatives are administratively located in the same offices with other
public agencies, including IAPMEI, and provide mostly services aimed at the internationalisation of local
firms, including their integration in the supplier networks of foreign investors. FDI facilitation and aftercare
services are generally coordinated at central level by staff based in AICEP’s offices in Lisbon and Porto,
and provided in collaboration with the agency’s subnational representatives, municipalities and local IPAs
(e.g. Invest Porto, Invest Lisbon, Invest Braga).

Historical estimates (Riccardo Crescenzi, 2019) modelled for Europe suggest that in the right
combinations, regional IPAs could increase investment and jobs by up to 25%. For FDI spillovers to occur,
IPAs have to strike the right balance between headquarter vs. local presence. This means that they often
have to supplement the mandate of subnational institutions by engaging themselves in investment
facilitation locally, providing aftercare services, and helping foreign firms navigate local administrative
procedures. AICEP’s presence at the subnational level helps improve the interconnection between
national, regional and local delivery of investment facilitation services. Moving forward, further policy
consideration should be given to balancing national and local priorities and strengthening collaboration
with subnational governments, which have been given enhanced responsibilities in the area of investment
attraction following recent territorial government reforms (see next section). Although such collaboration
already exists in large cities and regions where FDI is concentrated, more efficiencies could likely be found
through enhanced cooperation with economically weaker regions that may face challenges in mobilising
public and private actors in support of local FDI-SME ecosystems. Such an approach would also support
ongoing efforts by the Portuguese government to tailor national programmes to the particular needs of
local areas, including less developed regions (see chapter 5). Chapter 6 provides further insights into the
regional aspects of FDI-SME diffusion policymaking, focusing on the regions of Norte and Alentejo.

Portugal’s multilevel governance system appears centralised compared to other EU and
OECD countries

While regulations are set at a national level, policies that strengthen FDI diffusion on domestic SMEs can
be introduced by various levels of government; many of these policies are designed and executed at the
subnational level. Effective multilevel governance reduces the burden on foreign and domestic firms to
understand and coordinate across different layers of administration (OECD, 2019j10)).
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Portugal is one of the least decentralised countries among EU and OECD countries (OECD, 20204)).
Portuguese municipalities, parishes (freguesias) and inter-municipal councils that currently form the
subnational government in the country have much less spending and revenue powers than most of their
peers in other EU countries. Another characteristic of Portugal is the absence of a regional government
level, which is instead a frequent feature of EU countries of similar population size (OECD, 2020y)).
Although the 1976 Constitution introduced a legal framework to establish administrative regions with
elected councils and own budget, regional level problems have been tackled mainly through five regional
planning and coordination entities, the Commissions for Coordination and Regional Development
(CCDRs). The CCDRs are responsible for the territorial coordination of central government services in
each region, and their presidents have been appointed directly by the government until recently. In addition,
Portugal has established 21 Inter-municipal Communities and 2 Metropolitan Areas (CIMs and MAs in
Portuguese, which correspond to the NUTS 3 level?) that aim to reinforce inter-municipal cooperation and
fulfil tasks beyond the borders of single municipalities. Portugal also has two autonomous regions that
include the Azores and Madeira islands. In these two regions, regional governments have general
administrative, political and legislative powers, except for the functions of sovereignty and national
representation, including responsibilities for regional development. The regional governments participate
in national strategic exercises (e.g. the National Tourism Strategy and the National Strategy for the Sea),
but also develop their own regional strategies determined by regional political priorities.

Most regional policy approaches undertaken by subnational governments are related to the use of
cohesion policy funding from the EU Structural and Investment Funds (OECD, 201911)). The scope for
fiscal action is also uneven across regions. Municipalities differ considerably in their capacity to generate
own revenues (OECD, 2020y)). Lisbon and Porto have the highest levels of own revenues per inhabitant,
followed by municipalities in the coastal area. Inland municipalities are instead very dependent on
intergovernmental transfers. Inter-municipal cooperation remains limited, as only a fraction of local
spending has been assigned to the CIMs and metropolitan areas so far. The role of CIMs in the design
and implementation of FDI-SME diffusion policies varies but overall has remained limited due to the lack
of inter-municipal cooperation over matters related to investment attraction and their reliance on the
priorities of the municipalities that make up their membership. In most cases, CIMs contribute to ad hoc
collaborative programmes that are implemented by multiple regional and local actors.

Since 2019, a new decentralisation programme is being gradually implemented (OECD, 201912). Within
the scope of the territorial governance reforms, the Portuguese government passed a new framework act
for the transfer of public competences to the municipalities and CIMs. It involves an extensive delegation
of competences to the municipalities and parishes in several policy areas, such as education, welfare,
health, transport, civil protection, cultural heritage and housing. It also aims to increase the share of
resources spent at local level and includes the possibility of municipal delegation to the CIMs, which can
now be also responsible for investment attraction. The transfer of new powers to the CIMs is still ongoing,
and not all of them have incorporated these additional mandates into their work programmes. The transfer
of mandates to the CIMs should be further encouraged, in particular in the areas of investment attraction
and SME development. Getting the CIMs more involved in the formulation and implementation of inter-
municipal investment promotion and SME development initiatives could help complement policy efforts
undertaken at the local level by AICEP and IAPMEI and contribute to further tailoring national programmes
and policies to local needs.

Moreover, strengthening the capacities and operational autonomy of regional administrations has been a
key priority for the Portuguese government (OECD, 2020y4)). In 2020, the presidents and vice-presidents
of the CCDRs were elected for the first time by an electoral college made up of mayors, municipal
councillors, and presidents of municipal assemblies. Given the crucial role of regional administrations in
the management of EU funds and the implementation of smart specialisation strategies, these reforms go
in the right direction and could help CCDRs improve their legitimacy, clarify their mission and
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responsibilities, create a culture of collaboration with other local government actors, and devise
comprehensive regional development strategies that take into account FDI and SME policy issues.

4.3. Policy coordination across institutions and tiers of government

Actions to improve the impact of FDI on the productivity and innovation of domestic SMEs need to be
aligned with the objectives and priorities set by government across different sectors and policy areas. This
often entails cooperating with a number of government institutions dealing with FDI attraction, promotion
and facilitation as well as SME innovation and internationalisation, and maintaining very strong ties with
institutions operating at national and subnational levels.

Although coordination is a fundamental and longstanding problem for public administrations, there is still
no standardised method for approaching coordination issues, and much of the success or failure of
attempts to coordinate appear to depend upon context. Instruments of coordination can be formal or
informal; based on regulation, incentives, norms and information sharing; top-down relying on the authority
of a lead actor, or bottom-up and emergent. (Box 4.1). Overall, coordination approaches and instruments
may vary depending on the context, country and policy area.

High-level advisory councils lack a clear mandate and resources to facilitate inter-
ministerial collaboration and policy coordination

Mechanisms that ensure horizontal policy coordination between Ministry departments dealing with SME
and innovation policies and those responsible for investment promotion and broader economic and
regional development policies are not sufficiently developed in Portugal. The divide between these policy
domains becomes clear from the co-existence of distinct high-level councils for different policy areas.
These councils bring together the Centre of Government (i.e. Prime Minister's office), line Ministries,
implementing agencies as well as representatives from the private sector and the Portuguese innovation
ecosystem to identify priority areas where cross-ministerial planning and decision-making is required.

e The National Council on Entrepreneurship and Innovation (Conselho Nacional de
Empreendedorismo e Inovagdo, CNEI) is chaired by the Prime Minister and composed of
representatives from government, academia and the private sector. Its mission is to ensure inter-
ministerial coordination and define priority areas and sectors for the implementation of Portugal’s
innovation and entrepreneurship policy (Government of Portugal, 201213)). Together with the
National Council for Science and Technology (Conselho Nacional de Ciéncia e Tecnologia, CNCT),
which focuses on science and applied research policy issues, the CNEI is part of the governance
structure of the Portuguese Smart Specialisation Strategy (S3) (Government of Portugal, 201414)).

e The Strategic Council for the Internationalisation of the Economy (Conselho Estratégico de
Internacionalizagdo da Economia, CEIE) is chaired by the Prime Minister and composed of the
ministers responsible for finance, foreign affairs and the economy, as well as representatives of
Portuguese business associations (Government of Portugal, 201115). Its mission is to provide
advice to government on foreign investment and international trade issues and contribute to the
development of national strategies on the internationalisation of the Portuguese economy in
collaboration with AICEP and the Ministry of Foreign Affairs.

e The Inter-ministerial Coordination Commission for Portugal 2020 (Comisséo Interministerial
de Coordenacéo, CIC), consists of several government members and is headed by the Minister
responsible for regional development. It is in charge of political coordination for the Portugal 2020
Partnership Agreement, Portugal’'s strategic framework for the implementation of the 2014-2020
EU Structural and Investment Funds (Government of Portugal, 2014 1¢)).
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Box 4.1. Policy coordination : principles, instruments and benchmarking

Coordination occurs when decisions made in one programme or organisation consider those made in
others and attempt to avoid conflict (negative coordination) or seek to cooperate on solutions that can
benefit all the organisations and their clients (positive coordination) (Scharpf, 199417;). Strategic
coordination involve the coordination of programmes around broad strategic goals of government, such
as the Sustainable Development Goals (SDGs) (Peters, 201815;). Co-ordination relies upon a mix of
interactions, with both vertical and horizontal aspects, the former ones referring to co-ordination
between a ministry and its delivery agencies, and the latter covering for instance inter-ministry relations
(OECD, 2012y19)). Co-ordination can be fostered at different points in the policy cycle, from policy design
to implementation to evaluation.

(Metcalfe, 1994201)) proposes a policy coordination scale as a method for comparing coordination
capacities in governments. The components of policy coordination capacity are cumulative in the sense
that higher-level coordination functions depend on the existence and reliability of the lower ones. From
almost total independence of programmes (1) to very close policy integration (9): (1) Independent
Decision-Making by Ministers; (2) Communication with other Ministers (Information Exchange); (3)
Consultation with other Ministers (Feedback); (4) Avoiding Divergences Among Ministers; (5) Search
for Agreement Among Ministers; (6) Arbitration of Policy Differences; (7) Setting Limits on Ministerial
Action; (8) Establishing Central Priorities; and (9) Government Strategy.

Instruments of co-ordination can be based on regulation, incentives, norms and information sharing.
They can be top-down and rely upon the authority of a lead actor or bottom-up and emergent (Peters,
2018y1g)). They include (OECD, 201219)):

o National strategies and action plans typically involve wide consultation and deliberation, provide
diagnostic overviews of what the strengths-weaknesses-opportunities-threats of an
SME/innovation/local ecosystem could be, and set a shared vision of the goals pursued.

o Closely related, policy evaluations and reviews are a source of strategic intelligence, and a
means for promoting greater co-ordination.

o Dedicated agencies or ministries assume the leadership of the national policy agenda in some
policy domains (e.g. FDI/SME/innovation/regional) and often responsibility of coordination. At
the same time, inter-agency joint programming can facilitate co-ordination and other aspects of
governance as agencies share agenda and action.

e The Centre of government (CoG), e.g. the President's or Prime Minister's Office, can bridge
interests and bureaucratic boundaries. High-level policy councils, can also deal with aspects of
policy coordination although they often have variable roles and composition across countries.

o Finally, informal channels of communication between officials or job circulation (of civil servants,
but also experts and stakeholders) can play a role and suggest a relatively well-developed
culture of inter-agency trust and communication.

Although coordination is a fundamental and longstanding problem for public administration and policy,
there is still no standardised method for approaching related issues, and much of the success or failure
of attempts to coordinate appears to depend upon context (Peters, 2018(1g)). Coordination approaches
and instruments need to be matched to circumstances, so does the need to coordinate across countries
and policy areas. Some policy domains may work well with minimal attempts to coordinate with others,
but others may require substantial policy integration and coordination. Likewise, some political systems
may emphasise coordination and government more strongly than others (Hayward and Wright,
2002;21)).
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Although horizontal policy coordination in the areas of innovation and entrepreneurship could theoretically
be driven by the CNEI, in practice, over the past few years, the council has rarely held any meetings, and
lacks a clear mandate, sufficient financial resources and dedicated staff to support its work. Its activities
often depend on ad hoc requests from government and does not have a permanent function that would
allow it to establish its legitimacy as an independent advisory and coordination body (OECD, 2019). The
CEIE, on the other hand, has been actively involved in the formulation of national strategies on the
internationalisation of the Portuguese economy, and is responsible for monitoring the execution of the
recently launched 2030 Economic Internationalisation Programme.

Institutional silos are less prominent in the management of the EU Structural and Investment Funds, which
require a higher degree of collaboration between ministries, agencies, national and subnational operational
bodies for their disbursement and allocation towards policy priorities identified by the government. While
political coordination is ensured by the CIC, coordination at the technical level is entrusted to AD&C, which
cooperates with the managing authorities of the four thematic and seven regional operational programmes.
AD&C ensures coordination by issuing technical guidance notes on the implementation of the EU funds,
by participating in working groups dealing with policy design and implementation, and by leading or
participating in functional networks in areas such as the Portugal 2020 incentive schemes, regional
dynamics, smart specialisation and science, technology and innovation support, where various agencies
share their experiences and ensure operational alignment.

Overall, Portugal appears to lack an overarching high-level coordination body with a broad remit to ensure
cross-ministerial planning and decision-making across the FDI, SME, innovation and broader economic
and regional development policy agendas. While policy silos are common in many countries, the rise of
multi-dimensional issues which require whole-of-government responses has led the Centres of
Government to take a more active role in aligning multi-department workplans to government actions. In
Latvia, for instance, a collegial advisory authority chaired by the Prime Minister was established in 2014 to
facilitate planning and evaluation of the country’s long-term development objectives, initiate structural
reforms and ensure coherence of national and local government policy (OECD, 2019p2). This was
complemented by a Cross-sectoral Coordination Centre that reports directly to the Prime Minister and aims
to foster collaboration and joint actions between ministries. Portugal could consider strengthening the role
that the Centre of Government plays in coordinating multi-dimensional issues throughout the policy cycle,
including across FDI-SME diffusion policy areas.

The implementation of national strategies and action plans is often driven by EU
programming and funding conditionalities

National strategies and action plans can be important instruments for policy coordination as they are cross-
cutting in nature and often require whole-of-government responses to ensure their effective
implementation. Portugal has adopted a number of strategic documents to articulate priorities in FDI-SME
diffusion policy areas (Table 4.3). For instance, the Technological and Business Innovation Strategy sets
out national priorities for the consolidation of the Portuguese research and innovation ecosystem, while
the Action Plan for the Digital Transition involves several Ministries and agencies in the implementation of
targeted measures to improve digital skills and promote the digitalisation of SMEs (Government of
Portugal, 201823)). A national Economic Internationalisation Programme (Programa Internacionalizar
2030) was also launched in 2020, outlining areas where inter-institutional action is needed to increase FDI
flows to Portugal and enable more Portuguese companies to export and invest abroad.

Although Portugal does not have a dedicated SME strategy, workstreams targeting SMEs have been
integrated into several national strategies and action plans, making SME policymaking a cross-cutting
issue that brings together various Ministries and implementing agencies (OECD, 202124). This is a
common practice in EU and OECD countries. SME policy considerations are increasingly mainstreamed
in other policy agendas and are often combined with place-based or sector-wide approaches. The national
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internationalisation strategies of Norway, Spain, Slovenia and the UK include specific measures aimed at
encouraging SMEs to consider exporting, while the Czech Republic’s National Research, Development
and Innovation Policy Strategy (2016-20) foresees new services to help SMEs become more involved in
R&D (OECD, 201925)).

The establishment of government task forces to coordinate the implementation of national strategies and
ensure inter-institutional collaboration is also common in Portugal. Startup Portugal, a public-private entity
in which IAPMEI and ANI participate as partners, was established to coordinate the implementation of the
National Strategy for Entrepreneurship. Another example is the Digital Transition Action Plan, whose
implementation is coordinated by the Digital Portugal Task Force, while the Capitalise programme, which
aims to improve access to finance conditions for Portuguese SMEs, is managed by the Task Force for the
Capitalisation of Companies (EMCE).

Table 4.3. National strategic frameworks in Portugal

Strategic Timeframe Description Responsible
frameworks organisations
Portugal 2020 2014-2024  Strategic framework for the implementation of the 2014-20 European AD&C
Structural and Investment Funds, focusing on competitiveness and
internationalisation through i) increased technology and knowledge
intensity, i) enhanced export-orientation of Portuguese companies;
iii) SMEs pursuing more advanced business strategies; iv) improved
financing conditions to the economy.
Technological and 2018-30 Main reference for innovation policy. Promote innovation-focused growth ANl
Business Innovation and investment, and the improvement of employment, income and quality
Strategy of life of all Portuguese. Among other targets, the strategy aims to
strengthen the attraction of innovation-oriented FDI.
National Strategy for ~ Since 2016  National Strategy for Entrepreneurship built around three pillars: Startup Portugal
Entrepreneurship i) ecosystem (e.g. accelerators, incubators), i) funding (equity funding,
alternative sources) and iii) internationalisation (e.g. attract foreign start-
ups, investors, incubators efc.).
Action Plan for the Since 2020  Support the digital transformation of businesses, with focus on Al, 5G, Digital Portugal Task
Digital Transition cloud, and the Internet of things. Includes an e-Residency Programme, Force
Technological Free Zones (e.g. special regulatory regimes), a Digital
Qualification Program for SMEs in the Countryside and the creation of
Digital Innovation Hubs for Entrepreneurship.
Industry 4.0 National ~ Since 2017  Accelerate technology adoption by Portuguese businesses, create a Ministry of Economy and
Strategy favourable context for the development of i4.0 start-ups, and make Digital Transition; IAPMEI
Portugal an attractive location to invest in Industry 4.0.
2030 Economic 2020-30 Sets the priorities for the Portuguese economy's internationalisation, Ministry of Foreign Affairs;
Internationalisation attraction of FDI, and the strengthening of Portuguese direct investments  AICEP
Programme abroad
National and 2014-20 Improve the performance of the national and regional innovation systems ~ Ministry of Economy and
Regional Smart and the competitiveness and internationalisation of the economy, Digital Transition; Ministry
Specialisation supported by its competitive and comparative advantages and local of Science, Technology
Strategies capabilities and competences. and Higher Education;
Ministry of Planning;
Ministry of Territorial
Cohesion; CCDRs
Portugal 2030 2020-30 Four pillars: i) promote a more inclusive society, while also respondingto =~ AD&C
Strategy (ongoing) the challenges of demographic transition and ageing; ii) address the skills
and competitiveness bottlenecks; iii) promote climate transition and the
sustainability and efficient use of resources; and iv) boost territorial
cohesion and reduce regional disparities while promoting ecological and
digital transitions.
Recovery and 2020-30 Strategy for the implementation of the EU Recovery and Resilience Recover Portugal Task
Resilience Plan (ongoing) = Facility, focusing on the green and digital transformation of the economy.  Force, AD&C, Ministry of

Finance/GPEARI

Source: Compiled based on (EC/OECD, 2021p6)); (Startup Portugal, 2021127); (EC, 2021}25]) and national documentation.
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A key finding from both survey data and in-person meetings with Portuguese officials is that Portugal’s
national strategy setting and priorities for several key policy areas have been driven by the conditionality
associated with obtaining external funding sources, namely EU funds. The Portugal 2020 Partnership
Agreement between the Government of Portugal and the European Commission, which was adopted in
2014, outlines the national policy priorities across key thematic domains, including competitiveness and
internationalisation, employment, human capital and sustainability, and how they can contribute to
regional, urban and rural development

The implementation of Portugal 2020 relies upon both horizontal coordination between different ministries,
agencies and thematic Operational Programmes; as well as vertical coordination between AD&C, the
CCDRs and seven regional Operational Programmes, one for each NUTS 2 region. The most important
strategic documents guiding the allocation of the EU funds in policy areas related to FDI-SME diffusion are
the national and regional Smart Specialisation Strategies, which are a prerequisite for Portugal to access
EU funding. The alignment with these strategies is mandatory in the implementation of Portugal 2020
investments in research and innovation and is a priority in other areas, such as the support to SME
competitiveness. A comprehensive framework for inter-institutional coordination has been also set out in
Portugal’'s 2020-2030 Recovery and Resilience Plan, which lays out the country’s national priorities for the
use of the Next Generation EU fund, the EU’s landmark financial instrument for recovery from the Covid-
19 pandemic. The governance model of the strategy includes the establishment of an inter-ministerial
commission and a national monitoring committee while technical coordination is ensured by the Recover
Portugal Task Force, AD&C and the Office for Economic Policy and International Affairs (GPEARI) of the
Ministry of Finance. The policy priorities and measures set out in the Portugal 2030 Strategy will be mainly
supported by the EU funds.

As Portugal enters a new policy cycle, the large number of thematic and cross-cutting national strategies
and actions plans means that FDI-SME diffusion policy objectives are addressed across several strategic
documents. This increases the risk of policy overlaps and contradictions and could lead to ambiguity about
the pursued policy objectives and the responsibilities of various institutions. Their implementation will
therefore require increased attention on the issues of policy alignment and coordination as well as the use
of robust monitoring tools to identify policy inefficiencies and take corrective action.

Inter-agency policy coordination takes place through both formal and informal channels

At the agency level, inter-institutional coordination is frequent, although the extent of it varies from one
agency to another. Horizontal coordination mechanisms are primarily formalised by laws and regulations,
which often describe the role and responsibilities of each institution, their internal management processes,
and the policy areas where inter-institutional collaboration is required (Figure 4.4). For instance, the 2012
Law, which approved AICEP’s latest by-laws (amended in 2015 and 2020 but still in force) requires that
AICEP collaborates with IAPMEI and the national tourism authority, Turismo de Portugal, to support the
internationalisation of Portuguese firms and the promotion of their brands abroad. Similarly, the
participation of FCT and IAPMEI in the joint board overseeing ANI under a “hybrid” governance structure
entrenched in legislation aims to remove policy silos in the areas of innovation and entrepreneurship and
allow for some coordination between the Ministry of Science, Technology and Higher Education and the
Ministry of Economy and Digital Transition.

Joint programming, whether for entire workstreams or targeted actions, is also used to foster greater
collaboration between Portuguese implementing agencies. For instance, coordination on SME and
entrepreneurship policy issues takes place across the board between AICEP, IAPMEI and ANI, with AICEP
focusing on projects strengthening the internationalisation of Portuguese companies, and IAPMEI and ANI
on their innovation and technological capabilities. For joint programming to work a clear distribution of roles
and responsibilities, shared monitoring tools and a code of conduct are often needed to ensure the effective
implementation of joint actions. Findings from the OECD-IDB survey confirm the large number of formal
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and informal relationships that public agencies develop with their broader institutional framework. 74% of
IPAs’ strategic relationships in the OECD area are relationships with public and semi-public institutions
(OECD, 20187)).

Figure 4.4. Policy coordination in Portugal by policy domain and type of coordination instrument

A. Institutions with which policy coordination occurs more frequently:

OSubnational governments OAD&C OANI OIAPMEI ®AICEP

10
8 L
6 L
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2 L
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institutions ~ governments
B. Coordination with other institutions is ensured by:
BAICEP OIAPMEI OANI DOAD&C O Subnational governments
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Laws / Policy  Contracts and Joint Specific Other Coordination Secondment of
regulations  coordination  protocols  programming programme mechanisms of  through experts and
committees rules coordination informal  civil servants

channels

Note: The following national and subnational institutions are included in this figure: AICEP, IAPMEI, ANI, AD&C, CCDR Norte, CCDR Alentejo,
Porto Metropolitan Area, CIM Alentejo Litoral, CIM Central Alentejo, CIM Alto Minho, CIM Cavado, CIM Alto Alentejo.
Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Inter-institutional committees have been also set up for the implementation of specific policy workstreams
that require a whole-of-government approach. Inter-agency coordination on investment matters takes
place through the Permanent Commission for Investor Support (Comissdo Permanente de Apoio ao
Investidor, CPAI), which is managed by AICEP and gathers representatives from different public
institutions, including IAPMEI, Turismo de Portugal, the Portuguese Environment Agency, the Tax and
Customs Authority, the Ministry of Economy and Digital Transition and the CCDRs. The CPAI is
responsible for ensuring a close follow-up of investment projects of potential national interest by monitoring
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administrative procedures applicable to the issuance of licenses, permits and other approvals, thus
ensuring faster responses.

Many FDI-SME diffusion policies (52%) involve an element of collaboration in their formulation and
implementation (Figure 4.5). This includes initiatives and programmes that are designed and implemented
jointly by multiple agencies or strategies and action plans that require a whole-of-government approach to
be executed. Among the institutions that are most cited in the implementation of joint programmes, the
main implementing agencies (AICEP, IAPMEI, ANI), the Ministry of Economy and Digital Transition and
the Ministry of Foreign Affairs stand out given the crucial role they play in supporting FDI and SME policies.
The Operational Programme for Competitiveness and Internationalisation (COMPETE 2020) as well as
the Regional Operational Programmes of the EU Structural and Investment Funds are also involved in
many policy initiatives that are funded through the Portugal 2020 Partnership Agreement.

Figure 4.5. Collaborative policy design and implementation in Portugal

A. Share of FDI-SME diffusion policies that are implemented by multiple institutions
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

At the subnational level, coordination can take various forms and involve both formal and informal channels
of communication. AICEP collaborates with regional IPAs such as Invest Lisbon, Invest Porto and Invest
Braga, to accompany investors on the ground and provide aftercare services. The value that these
collaborations bring to investor support services can however be limited due to the competition arising
among subnational IPAs in attracting FDI projects to their regions. Regarding the role of regional and local
governments, Portugal’s regional administrative authorities (CCDRs) do not have competences for
attracting investment, and therefore any collaboration with them is limited to the provision of SME support
services. In contrast, policy coordination between AICEP, inter-municipal councils (CIMs) and
municipalities is more frequent, although this is done informally and on a case-by-case basis. Interviews
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conducted among agency staff tend to show that in most cases CIMs and municipalities know better the
local context but do not have experience dealing with foreign investors. Portugal could consider further
strengthening the mandate and capacities of the CIMs in order to enable them to be more involved in
investment promotion in collaboration with AICEP.

Contractual partnership agreements are also used at the agency level to put forward joint policy actions.
For instance, AICEP has signed cooperation protocols with the Azores Business Development Society
(Sociedade para o Desenvolvimento Empresarial dos Agores, SDEA), which is responsible for supporting
business development and attracting foreign investment in the autonomous region of Azores. The
protocols have fostered collaboration between the two entities on issues relating to the internationalisation
of Azorean companies, and facilitated the inclusion of Azores in AICEP’s site selection platform, which
helps investors identify the best location within Portugal to set up their business.

4.4. Evaluation of policy impact and engagement with stakeholders

Policy learning and adaptation are hindered by limited evaluation capacities at the
agency level

Policy evaluation aims to inform about the appropriateness and effectiveness of public policy interventions.
Evaluations take place at different stages of the policy cycle (ex ante, mid-term, ex post); target specific
projects, organisations, programmes, policies or the overall policy system; are implemented as part of a
contract or enforced by law; are process- or impact-oriented; and serve learning or accountability purposes.
Assessment methods and criteria vary accordingly. A comprehensive monitoring and evaluation (M&E)
framework for assessing FDI-SME diffusion policies could play a crucial role as an “early warning
mechanism” to identify potential system failures and take corrective action.

In Portugal, the use of comprehensive M&E frameworks is limited to government institutions involved in
the implementation of policies supported by the EU Structural and Investment Funds. With the exception
of AD&C and the managing authorities of the operational programmes of the EU funds, none of the other
implementing agencies, whose role is crucial in enabling FDI-SME diffusion, have a dedicated unit or
internal capacity to systematically evaluate the impact of their policy initiatives. The OECD/EC survey
findings show that only half of the FDI-SME diffusion policies implemented in Portugal have been
evaluated, of which 68% are policies implemented under the EU-funded Portugal 2020 Partnership
Agreement (Figure 4.6).

Although Portugal 2020 incentive schemes are managed by various government agencies (including
AICEP, IAPMEI and ANI), their evaluations are coordinated by AD&C and the managing authorities of the
EU-funded operational programmes. A set of programme, financial and operational indicators is used to
assess progress on the execution of Portugal 2020 actions and measure their impact on beneficiaries. A
Monitoring and Evaluation Network (Rede M&A) has been also established between the technical
coordination bodies of the EU Structural and Investment Funds and the management authorities of the
operational programmes. The network promotes M&E activities and the exchange of good practices among
members. Practically, it prepares an evaluation plan for review by the Inter-ministerial Coordination
Commission (CIC), creates instruments to monitor the implementation of recommendations, and ensures
organisational learning and training on M&E practices.
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Figure 4.6. Share of FDI-SME diffusion policies that have been evaluated in Portugal

® Evaluated policies
O Unevaluated policies
@ Not available/not applicable

Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

The evaluation of policies that are not backed by EU funding instruments is less systematic and does not
allow for strategic foresight and planning. The main criticism relates to the skills and internal capacities of
implementing agencies and to the scope of evaluations, which is often procedural and centred on
implementation issues rather than on results and impact (OECD, 2019y). This is in line with evidence from
other government institutions in EU Member States that implement policies linked to the EU’s smart
specialisation strategy. In a 2020 survey conducted by the EU’s Joint Research Centre (JRC), half of the
national and regional implementing authorities considered their capacity to collect and analyse data
inadequate, with potential negative consequences on the process of policy learning and adaptation (Hegyi
et al., 202129)).

The M&E capacities of the main Portuguese implementing agencies vary. AICEP does not have a
dedicated evaluation unit and relies on ad hoc meetings and consultations with its clients and other
stakeholders to collect feedback after a project is implemented. Although stakeholder consultations can be
more or less formal, frequent and standardised, they are a common evaluation instrument that IPAs use
to assess their performance and impact in attracting inward FDI. Recent OECD findings show that OECD
IPAs favour qualitative evaluation methodologies — such as benchmark comparisons (78% of IPAs), client
surveys (75%), and stakeholder consultations (69%) — over quantitative ones (e.g. quality control
assessments, cost benefit analyses, and econometric assessments) (OECD, 2018i7). The main challenge
that AICEP and other OECD IPAs have to overcome is the partial information and incomplete or ambiguous
results that qualitative evaluations often provide. Qualitative tools should ideally be complemented by more
quantitative and systematic approaches, whenever possible.

A similar picture emerges when looking at the M&E capacities of IAPMEI. Monitoring frameworks and
requirements for frequent policy evaluations have been introduced in the implementation cycle of recent
policy initiatives. For instance, two annual monitoring exercises have been conducted for IAPMEI’s sectoral
clustering programme (the 2017 Competitiveness Clusters initiative) while a triennial evaluation is currently
underway to assess the performance of clusters. A monitoring committee has been also established to
collect information on the implementation of the Startup Visa programme, which allows entrepreneurs from
outside the EU to set up their startup in Portugal.

ANI has a dedicated innovation policy monitoring unit, which compiles and makes available indicators to
measure Portugal’s innovation performance. Granular data are also collected on the implementation of
several innovation support programmes in which ANl is involved. However, fewer resources are dedicated
to the evaluation of policy impact. The SIFIDE R&D tax incentive scheme is the only policy instrument
under ANI’s remit for which a comprehensive evaluation exercise has been carried out so far (Government
of Portugal, 2019307). This became possible with the establishment of an external Working Group of
experts, which carried out a systematic survey of tax incentive schemes in Portugal and developed an
impact assessment methodology for future evaluations of tax incentive schemes.
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Although the practice of policy impact assessments is rather limited, the evaluation of overall institutional
performance is more systematised. Since 2007, all Portuguese public institutions are obliged to use the
Evaluation and Accountability Framework (QUARY), which is the public administration’s main management
tool to evaluate the performance of public bodies and to raise the accountability of their top managers. The
framework looks at the institution’s mission, strategic and operational objectives, performance indicators,
as well as at how human and financial resources are allocated to the pursuit of their objectives. The annual
QUAR assessment can influence the budget allocated or the policy priorities pursued. For instance,
consecutive insufficient performance can lead to services being discontinued and priorities adjusted.
However, these evaluation exercises do not assess the impact and effectiveness of specific policy
interventions.

Overall, Portugal could benefit from the establishment of a comprehensive horizontal M&E framework that
covers all major policy fields and goes beyond satisfying the monitoring requirements of the EU Structural
and Investment Funds. This would involve mapping various sources of indicators and placing emphasis
on measuring results and impacts rather than implementation issues. The recently launched Action Plan
for the Digital transition includes a comprehensive M&E framework, which relies upon approximately 100
indicators from various sources including the EU’s Digital Economy and Society Index (DESI). In the
selection of monitoring tools priority was given to indicators covering areas where Portugal’s performance
gap is wider compared to other EU countries (Government of Portugal, 202031). Efforts to identify
appropriate monitoring frameworks and systematically collect and analyse data in other policy areas should
continue.

Apart from the use of quantifiable outcome-based performance indicators, reliable evaluations of individual
policy actions will require strong internal capacity to plan, prepare and execute ex ante and ex post
evaluations. The experience that AD&C has acquired through the management of EU funds could help
draw lessons on good practices and how they could be adopted by other policy delivery actors. Setting up
dedicated evaluation units within each implementing agency and involving specialised staff with technical
knowledge of M&E principles and implementation tools could also strengthen internal competences and
improve the effectiveness of their programmes. Capacities for analysis could be supported through the
provision of specialised training to raise education and awareness of public servants on the process of
monitoring and evaluating policy impacts

Deliberative processes for the implementation of new policy workstreams have
improved but efforts for greater stakeholder engagement should continue

Active engagement and consultation with foreign investors and local SMEs is necessary for the
implementation of effective FDI-SME diffusion policies. Through their interactions with the private sector,
public bodies are able to understand the challenges and expectations of foreign and domestic firms,
receive feedback on the relevance of their policy programmes, and enrich policy-making processes with
insights from various stakeholders. Mechanisms for regular public-private dialogue within specific sectors
and supply chains are often combined with bottom-up communication processes to ensure that local level
market needs and perspectives are fed into higher level policy processes.

Although public consultations are not conducted in a systematic manner by all government institutions,
Portugal has recently made significant progress in the use of deliberative processes to receive feedback
on prospective laws, decrees and other regulatory initiatives. In 2019, the government launched the
CONSULTALEX Portal, which allows citizens and companies to participate in the legislative and regulatory
procedures by consulting the draft version of laws and submitting their comments and suggestions through
an online interface.

Several public consultations have been organised since 2018 on the government’s strategic action plans
and multi-annual work programmes for the next EU programming period (2021-27). Thematic debates took
place in 2018 to inform the National Investment Programme 2030, which lays out the priorities on
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infrastructure investment for the next decade. In the case of the 2030 Economic Internationalisation
programme, the consultation of the private sector took place in a more structured way through the CEIE.
Similarly, online public consultations and stakeholder meetings were organised for the formulation of the
Portugal 2030 Strategy (Estratégia Portugal 2030) and the 2020-2030 Recovery and Resilience Plan
(Plano de Recuperagéo e Resiliéncia), which have both been presented to the European Commission to
secure EU funding.

At the agency level, engaging with business stakeholders takes place through formal and informal
channels. AICEP and ANI have advisory bodies that allow for a regular consultation of relevant
communities on regulatory changes and policy programmes. AICEP’s Advisory Council for Investment and
Foreign Trade (Conselho Consultivo para o Investimento e Comércio Externo) is composed of
representatives of leading investment companies and companies with significant international activities,
whose role is to advise the agency on activities and programmes that contribute to strengthening Portugal’s
attractiveness to foreign investment. Similarly, ANI's Advisory Council is composed of independent
personalities coming from the scientific and business communities, who meet at least twice a year and
have the right to issue non-binding opinions on the agency’s annual activity plans and reports.

Box 4.2. Policy dialogue and national strategy setting: the case of Lithuania

The government of Lithuania has engaged in an in-depth process to define its national strategy
“Lithuania 2030”. The State Progress Council, led by the centre of government, was responsible for the
drafting process of the strategy: government authorities, business leaders, community groups and
prominent public figures participated in its development.

Three working groups were set up on smart economy, smart governance and smart society. The
consultation involved the national level and Lithuanians living abroad. The council also went on a road
trip to discuss with mayors, municipality representatives, young people and non-governmental
organisations. Innovative approaches were developed to involve harder to reach groups. Since the
elderly were seen not to believe in the strategy, the council reached out to school children, who were
trained to interact with the elderly. The outcome is a national strategy which is guiding the policies of
the whole country and whose implementation is monitored in an inclusive process.

Source: (OECD, 201532)

Less systematic engagement with targeted audiences takes place through the organisation of stakeholder
events, where sectoral representatives are invited, or through the organisation of ad hoc public
consultations on specific workstreams. IAPMEI launched a public consultation on the simplification of the
Portuguese Incentives System in 2019 in order to identify potential challenges that companies face in
accessing and using financial incentive schemes. The consultation consisted of addressing a questionnaire
to relevant companies and organising thematic focus groups with entrepreneurs to discuss concrete
measures. The CEIE, in collaboration with AICEP, also launched a survey addressed to business
stakeholders to identify barriers to the internationalisation of Portuguese companies.

Despite improvements in deliberative processes in recent years, the Portuguese government could
consider re-activating the advisory role of high-level ministerial bodies, such as the CNEI, CNCT, and
CEIE, and strengthening their capacity to convene stakeholders and provide input to strategy development
and policymaking. Beyond their coordinating role, their mandate could be broadened to include the
systematic issuing of non-binding opinions on policy initiatives that the relevant ministries bring forward,
the review of consultation reports, and the outlining of proposals and options for consideration by the
government.
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A public dialogue culture could be also mainstreamed into the Portuguese public administration through
the establishment of a comprehensive horizontal framework that would make stakeholder engagement
processes part of the policy cycle across all tiers of government. In this framework, the CONSULTALEX
Portal could be further consolidated as the main public online tool for citizen consultation by broadening
its scope to also include strategic priority documents, action plans and multi-annual work programmes
alongside laws and regulations.
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§ The policy mix for FDI diffusion on

Portuguese SMEs

This chapter reviews the mix of policies in place for fostering FDI spillovers
on the productivity and innovation of Portuguese SMEs. It identifies the FDI-
SME diffusion channels and enabling factors that are effectively supported
by Portugal’s policy framework, and the policy instruments used to promote
FDI-SME linkages, noting areas for further policy development or a shift in
the policy mix. It also conducts an assessment of various aspects of
regulation impacting the diffusion of knowledge from foreign to domestic
firms, focusing on investment and trade openness, competition and labour
market regulations.
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5.1. Summary of findings and recommendations

The quality of the legal and regulatory environment can determine whether a country can attract
productivity-enhancing and innovation-oriented FDI, and whether spillovers on domestic SMEs can occur.
A number of more targeted policies at the intersection of investment, SME and entrepreneurship,
innovation and regional development areas can also further boost FDI-driven knowledge diffusion and its
impact on domestic economies. These laws, regulations and policy initiatives cannot be considered in silos
but in the framework of an adequate and coherent policy mix. The main challenge for governments is
ensuring that the policy mix is aligned with the country’s economic structure, policy priorities, and economic
geography.

This chapter reviews the policy mix for FDI spillovers on Portuguese SMEs and identifies areas in which it
can be strengthened (Table 5.1). Based on an assessment of 72 policy initiatives, it identifies the main
FDI-SME diffusion channels and enabling factors that are supported by Portugal’'s policy framework, and
draws comparisons with and examples from other EU countries, in particular Ireland and Lithuania, which
offer significant opportunities for mutual learning. These comparisons are complemented with a discussion
on Portugal’s strategic policy priority to support the internationalisation of SMEs and use FDI as an
important channel for improving the productivity and innovation of the domestic economy.

Table 5.1. Findings and recommendations on Portugal’s policy mix for FDI-SME diffusion

Recommendations

Enabling conditions for FDI diffusion on Portuguese SMEs
Avoid potential inconsistencies and redundancies arising from operating
too many regulatory incentives at too small a scale.

Findings

Portugal has one of the most open FDI market access regimes in the
OECD area. FDI promotion policies exhibit a consistent targeting of

innovative and knowledge-intensive activities and include mainly
regulatory and financial incentives.

Public financial support to R&D and business innovation is above the
OECD average and on par with top innovators such as the USA and
Canada.

A large number of publicly supported credit lines and co-investment
programmes are in place to facilitate SME access to finance.
However, inefficiencies in the judicial system, deficiencies in collateral
and bankruptcy laws and the balance sheet constraints of Portuguese
banks create tight SME lending conditions.

The availability and quality of the knowledge transfer infrastructure
has improved (e.g. Collaborative Laboratories), however regional
disparities are observed in SME support services.

Structure FDI promotion policies into clearly articulated support packages
that are sufficiently differentiated to target different types of FDI (e.g.
large investors, start-ups, R&D, etc.)

Re-balance the policy mix towards skills upgrading programmes that
could help SMEs access qualified human capital.

Address the vulnerabilities of the banking sector in order to free up capital
for new lending to SMEs.

Remove bottlenecks in judicial efficiency so that banks can enforce
collateral without going through long court proceedings.

Leverage the new National Promotional Bank to promote access to equity
capital and alternative financing instruments for SMEs.

Expand the presence of knowledge transfer organisations to less
developed regions, and ensure that they have adequate financial and
human resources to implement SME support activities.

FDI-SME diffusion channels

Portugal has a comprehensive set of policies (e.g. Suppliers Clubs,
matchmaking platforms, collaborative R&D incentives,
Internationalisation Academy, etc.) to foster FDI-SME linkages and
strategic partnerships.

The scope of incentives for R&D collaborations is often limited to
collaborations between domestic actors only.

Stringent employment protection regulations may hinder labour
mobility from foreign to domestic firms in sectors and regions with low
absorptive capacities.

A limited number of targeted policies is in place to foster greater
labour mobility from foreign MNEs to the domestic entrepreneurial
ecosystem (e.g. INOV Contacto, Tech Visa).

Regulatory barriers to competition are on par with the OECD average.
However, the competition channel may be hindered by barriers to
entry and conduct restraints in professional services and retail trade.

Expand the Suppliers Clubs to additional sectors of strategic importance
for the Portuguese economy. Assess whether SMEs continue to benefit
from supply chain linkages with foreign affiliates after public support is
phased out.

Prioritise the selection of innovative foreign affiliates in the collaborative
R&D incentive schemes administered by ANI.

Reform labour market rules to reduce hiring costs for SMEs and enable
them to retain and attract highly skilled workers.

Build on the success of the INOV Contacto programme and broaden the
range of policies available to encourage labour mobility (e.g. corporate
spin-outs, payroll tax incentives for highly skilled workers, employee
exchange programmes, etc.).

Ease entry and conduct requirements for certain professional services
and retail trade, to improve competition and ensure a level playing field
for foreign and domestic firms.
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5.2. Overall balance of the policy mix for FDI diffusion on domestic SMEs

Strengthening SME absorptive capacities and encouraging strategic partnerships
appear to be the main objectives pursued by Portugal

In Portugal, FDI spillovers on domestic SMEs are supported by a variety of policy initiatives that are
designed and implemented by government agencies, Ministry departments, inter-institutional committees
and Task Forces responsible for the coordination of national strategies. The policy mix relies mostly on
measures that aim to strengthen the broader enabling environment for FDI-SME diffusion rather than the
direct channels through which productivity and innovation spillovers occur (Figure 5.1)". More than 60% of
the policy initiatives assessed for the purpose of this study target the absorptive capacity of local SMEs
through measures that aim to upgrade entrepreneurial skills, support SME innovation and facilitate the
acquisition of new technologies. A large number of policy initiatives (31%) also targets the attraction of FDI
into productivity-enhancing and R&D-intensive activities, while a few initiatives (15%) are in place to
promote agglomeration effects by exploiting the potential of spatial and network linkages as sources of
productivity and innovation for Portuguese regions (i.e. economic geography factors).

Targeted public action is also undertaken to strengthen FDI-SME diffusion channels, although not all
channels are supported to the same extent. Value chain linkages (26%) and strategic partnerships (36%)
are supported through financial incentives for R&D and technology collaboration, matchmaking services
bringing together foreign investors with Portuguese SMEs, as well as supplier development programmes
aimed at supporting the internationalisation of small firms. In contrast, a small number of policy initiatives
(14%) is in place to promote competition and knowledge exchange between foreign and domestic firms,
and little is done to facilitate the mobility of skilled workers in the domestic labour market (3%).

Figure 5.1. Portuguese policies and the FDI-SME diffusion channels and factors they act upon

In % of policy initiatives
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Preliminary findings from the OECD/EU Survey on Policies enabling FDI-SME linkages and productivity
and innovation spillovers to domestic SMEs show that Portugal’s policy mix does not substantially diverge
from other EU countries with similar economic and market conditions. Policies targeting SME absorptive
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capacities tend to dominate the policy mix of EU Member States, while the labour mobility and competition
channels receive less attention from policymakers.

Nevertheless, the Portuguese policy mix does reflect differences in policy priorities and institutional
arrangements. When compared to Ireland and Lithuania, two countries with open economies driven in
large part by foreign investors and EU membership, Portugal appears to implement a wider range of policy
initiatives to promote FDI-SME linkages and strategic partnerships. This can be partly due to AICEP’s dual
mandate to attract FDI and support the internationalisation of Portuguese firms, which allows for greater
alignment of resources and synergies between the two very distinct work-streams — i.e. the aftercare
services provided to foreign investors and the supplier development programmes targeting domestic firms.
In fact, merging inward investment promotion and trade promotion into a single agency is a common
practice among OECD governments, with 56% of OECD IPAs being responsible also for activities that
support the internationalisation of their domestic economies (OECD, 20181;). IDA Ireland and Invest
Lithuania, the Irish and Lithuanian investment promotion agency (IPA) respectively, are notable exceptions
to this trend as they focus on investment promotion only.

Differences in the policy mix are also observed regarding productivity-enhancing FDI and the consideration
of economic geography factors in policymaking. As outlined in the following sections, IDA Ireland promotes
a more diverse range of policies than AICEP to attract and facilitate productivity-enhancing investment,
including by targeting small multinationals and giving them access to SME support instruments
implemented by Enterprise Ireland, the Irish SME agency. Regarding economic geography factors,
Portugal has placed particular emphasis on attenuating regional disparities through targeted territorial
enhancement measures, regional smart specialisation strategies, and action plans tailored to the economic
and market specificities of less developed regions. Considerable policy attention has also gone into
strengthening agglomeration economies through the recognition of industrial clusters and the provision of
technical and financial support to promote the internationalisation of local entrepreneurial ecosystems.

Financial support schemes dominate the policy mix, followed by technical assistance,
information and facilitation services

Policies that aim to strengthen FDI spillovers on SMEs can involve various types of support (e.g. financial
support, regulatory incentives, technical assistance, facilitation services, governance frameworks),
reflecting the plethora of strategic objectives they may seek to fulfil as well as the many pathways to
achieving policy outcomes (Box 5.1). Achieving coherence and balance in the mix of policy instruments is
an important goal.

The Portuguese government relies mainly on financial incentives and to a lesser extent on other measures
to strengthen FDI spillovers on domestic firms (Figure 5.2). Significant variation is, however, observed in
the type of support used to achieve different policy objectives (Figure 5.3). Whereas most of Portuguese
policies supporting the absorptive capacity of domestic SMEs make use of financial instruments (e.g.
grants for SME innovation, R&D tax credits), the attraction of knowledge-intensive FDI is pursued primarily
through regulatory incentives (e.g. fast-track licensing regimes). Similarly, technical assistance,
information and facilitation services are usually offered to promote value chain linkages and strategic
partnerships. Many of these policies provide additional support for economic activities that involve
business-to-business (B2B) and science-to-business (S2B) collaboration, reflecting the importance that
the national policy system ascribes to the role of networks in creating, accessing and sharing new
knowledge. Linked to the role of networks is the availability and efficiency of the country’s knowledge
transfer infrastructure (e.g. networking facilities, technology transfer offices, science and technology parks)
which has been significantly improved to allow foreign affiliates, SMEs and domestic R&D institutions to
collaborate on the development of new products and services.
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Box 5.1. The policy mix for FDI-driven productivity and innovation diffusion on domestic SMEs:
a typology of policy instruments

The policy mix concept refers to the set of policy rationales, arrangements and instruments implemented
to deliver one or several policy goals, as well as the interactions that can possibly take place between
these elements (Meissner and Kergroach, 2019p2;). Many of the policies that strengthen the diffusion of
knowledge and technology from FDI to domestic SMEs are implemented by multiple institutions and
belong to different policy domains (e.g. innovation, investment, entrepreneurship, science and
technology, regional development). These “policy systems” can support the channels through which
FDI spillovers occur (i.e. value chain relationships, labour mobility, competition and imitation) or the
enabling factors that affect their magnitude (i.e. FDI characteristics, SME absorptive capacity, economic
geography). A policy initiative can, however, act upon several channels and enabling factors and make
use of various policy instruments, reflecting the plethora of policy goals it may seek to achieve as well
as the many pathways to achieving productivity and innovation diffusion from foreign firms to local
SMEs.

An analysis of the policy mix for FDI-SME diffusion goes beyond the characteristics of policy formulation
and implementation, and focuses more on the areas where the different policy mix components are
used in complementary and mutually reinforcing ways to achieve desired outcomes. It places emphasis
on questions of completeness, balance and interaction among strategic objectives, policy goals,
instruments, sectors and populations targeted, and institutional actors involved. Ideally, the policy mix
will take into account interactions among these elements and ensure balanced support to enhance the
contribution of FDI to the productivity and innovation of SMEs. Based on the type of instrument used,
such policies can be classified into:

e Governance frameworks, such as national strategies and action plans that lay out policy
priorities and define the framework within which policy action on FDI, SMEs and innovation
is organised;

e Regulatory standards and incentives, which define the framework within which foreign and
domestic firms operate and often use legal rules to encourage or discourage different types
of business activities (e.g. lighter administrative and licensing regimes for certain types of
investments, local content requirements for foreign firms and labour mobility incentives);

e Financial support schemes in direct (e.g. grants, loans) or indirect form (e.g. tax relief) to
encourage or discourage certain types of business activities (e.g. investment tax incentives,
R&D vouchers, wage subsidies for skilled workers).

e Technical assistance, information and facilitation services, which aim to encourage the
uptake of knowledge (e.g. skill and supplier development programmes) and facilitate
interactions between foreign and domestic firms (e.g. matchmaking services and
networking events);

e Agglomeration and collaboration networks, which refers to platforms, facilities and
infrastructures that enable spatial and network-related knowledge diffusion.

Source: Authors based on (Meissner and Kergroach, 20192).
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Figure 5.2. Policy instruments used in Portugal, Ireland and Lithuania to enable FDI-SME diffusion
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One of the major factors influencing the current mix of policies is the desire and necessity of Portugal to
hasten its transition to a knowledge-based economy. Being a small and open economy on the periphery
of the EU, the policy priority of recent governments has been to move the economy towards knowledge-
intensive and high-technology sectors. Another factor reflected in the chosen policy mix lies in the
availability of the EU Structural and Investment Funds, which have been used since 2014 to finance the
government’s policy priorities in the areas of investment, entrepreneurship, innovation and smart
specialisation through the Portugal 2020 Partnership Agreement. With the exception of the tax incentive
schemes, all other financial instruments available to domestic firms are implemented in the framework of
the EU-funded Portugal 2020 Incentive Schemes. This explains the large number of financial support
measures that are currently in place to support the innovation and internationalisation of the Portuguese
economy.

Portugal’s policy mix also presents a relatively high degree of selectivity, which is driven by the national
and regional smart specialisation strategies. Many policies target specific types of firms (e.g. SMEs),
priority sectors and value chain activities, as well as specific geographic areas. A more targeted approach
is consistent with wider industrial and innovation policy frameworks aimed at smart specialisation, and with
current development thought about the role of selective policy interventions in designing industrial policies
for sustainable growth. As international competition grows, selective targeting can play an important role
in developing critical mass in innovation, knowledge creation and technology-based industrial production,
particularly in the case of smaller economies with limited available (financial) resources.

Figure 5.3. Policy instruments used in Portugal to support FDI-SME diffusion channels and
enabling factors
In number of policy initiatives
@ Agglomeration and collaboration networks O Technical assistance, information and facilitation services

OFinancial support schemes ORegulatory standards and incentives
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Portugal’s market openness may facilitate productivity-enhancing FDI, but certain
regulatory restrictions could hinder the competition and labour mobility channels

In addition to targeted measures to encourage knowledge and technology diffusion from FDI to SMEs, the
broader regulatory conditions matter for the direction and magnitude of FDI spillovers. Host country factors
such as openness to international investment and trade, competition rules that facilitate market entry and
exit, and a balanced labour market policy regime can influence the performance and market behaviour of
SMEs in downstream sectors that could benefit from the presence of foreign affiliates.
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Portugal has one of the most open FDI market access regimes in the OECD area, reflecting its strategic
choice to use FDI for productivity growth, job creation and regional development. Regulatory barriers to
competition are on par with the OECD average following several reforms in product market regulations
that took place in recent years to create a lighter licensing regime and reduce red tape. More could be
done, however, to ease certain competition-distorting restrictions in professional services and the retail
trade sector, which are faced with considerable barriers to entry and conduct restraints. There is also scope
to further improve Portugal’s performance in the area of simplification and evaluation of regulations. The
quality of public services and coherence and transparency of regulations are factors that significantly
influence competition and the investment climate more broadly. Finally, labour mobility, an important
channel through which productivity spillovers from foreign to domestic firms occur, may be also limited in
sectors with low SME absorptive capacities as a result of the stringent employment protection regulations
that are currently in place. Overly restrictive labour market regulations may have adverse impacts on SMEs’
capacity to retain and attract highly skilled workers as SMEs are often unable to match the wage rates of
foreign —typically larger— affiliates (see Chapter 3).

Figure 5.4. Portugal’s performance in key regulatory areas
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Source: OECD elaboration based on the FDIRR, STRI, PMR and EPL indices.

The COVID-19 pandemic has led to adjustments in policy design and implementation

The COVID-19 pandemic has forced many governments to take extraordinary measures to limit the impact
of the containment measures on their economies. Preliminary findings from the EU/OECD survey on
policies enabling FDI diffusion on SMEs show that government institutions involved in investment
promotion, SME support, innovation and regional development had to change objectives and re-arrange
workstreams, instruments and budgets due to the COVID-19 pandemic. Some digitalised their activities,
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e.g. by organising site visits, meetings or events online, adopting customer relationship management
systems and marketing automation tools (e.g. Lithuania), or launching online platforms for sharing
information (e.g. Bulgaria).

Similar trends are observed among the main Portuguese agencies. Most of the assessed FDI-SME
diffusion policies have not been impacted by the COVID -19 pandemic but many have been adjusted
(Figure 5.5). Among these, half entailed adjustments to the timeframe of their implementation and one third
adjustments to their objectives. For certain policies the budget was increased to finance new actions or
provide additional financial support to business enterprises, while other programmes were adjusted to
target the sectors that were most affected by the containment measures such as tourism, hotels and
restaurants, and commercial activities.

Portuguese agencies also had to adjust their workstreams and prioritise new funding schemes. The
approval of payments to eligible businesses was prioritised, and in the case of reimbursable financial
incentives a deferral period of 12 months was automatically applied. Additional budgets were also allocated
to finance public health-related R&D activities and help companies shift their production lines towards
goods aimed at combatting the pandemic. Finally, the mode of delivery of certain programmes had to
change to accommodate the new market conditions created by the containment measures. Several
policies that were previously delivered in person such as skills upgrading programmes for SMEs,
matchmaking services and networking events for foreign and domestic firms, had to move online. For
instance, AICEP created task forces to respond more quickly to requests from companies operating in the
most affected sectors and sectors of significant importance for the Portuguese economy (e.g. agrifood,
logistics, health, and construction materials). Several webinars were also organised to inform Portuguese
companies about the impact of the Covid-19 pandemic on foreign markets. More than 400 online meetings
between companies and AICEP’s overseas offices were organised during the first month of the lockdown.

Figure 5.5. The impact of the Covid-19 pandemic on Portugal’s FDI-SME diffusion policies
In % of policy initiatives
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

5.3. Policies acting upon the enabling environment for FDI diffusion on SMEs

Attracting and facilitating productivity-enhancing FDI

The type of FDI that a country attracts and the extent to which foreign firms create linkages with the local
economy depend on the regulatory environment for FDI and the legal framework for market entry and
conduct, amongst other factors. Openness to FDI may not only affect productivity in industries that get
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market access, but also those in downstream sectors that benefit from potentially better access to high
quality inputs and services domestically. Targeted regulatory and financial incentives as well as information
and facilitation services can also play a crucial role in channelling FDI into more productive and knowledge-
intensive activities with higher spillover potential for domestic SMEs.

Portugal has one of the most open economies to foreign investment

According to the OECD FDI Regulatory Restrictiveness (FDIRR) index, Portugal is one of the most open
economies in the OECD area and the third most open among OECD EU countries (Figure 5.6). Portuguese
law prohibits any market access discrimination based on nationality, and foreign investors enjoy the same
conditions and rights as domestic companies with regard to the incorporation of their companies, mergers
and acquisitions, taxation, social security contributions, the liability of shareholders and their day-to-day
business activities. At the sectoral level, fisheries, transport, the air and maritime sectors, and financial
services are the sectors where most restrictions are found; however, these are still significantly lower than
the OECD average (Figure 5.7). For instance, government approval is required for foreign and domestic
investments in defence, water management, public telecommunications, maritime and air transport. The
establishment of a credit institution or insurance undertaking is also subject to authorisation by the Bank
of Portugal for EU firms or the Ministry of Finance for non-EU firms (US Department of State, 2020;3)).

An investment screening framework is in place for investments undertaken by companies from outside the
EU/EEA that intend to acquire direct or indirect control over strategic assets related to defence, national
security, energy, transportation and communication services. Decree-Law No. 138/2014 lays out the
screening mechanism, which allows the Portuguese Council of Ministers to oppose acquisitions of strategic
assets when these are deemed to threaten national security or the provision of essential services
(Government of Portugal, 20144)). Since October 2020, the EU FDI Regulation entered into force, which
automatically applies to Portugal and broadens the sectoral scope of national screening mechanisms
within the EU to include critical infrastructures such as healthcare, media and data processing.

Figure 5.6. Portugal has very few statutory restrictions to foreign investment

OECD FDI Regulatory Restrictiveness Index, 2019 (open=0; closed=1)
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Note: The OECD FDI Regulatory Restrictiveness Index only covers statutory measures discriminating against foreign investors. Source: OECD
FDI Regulatory Restrictiveness Index (database), www.oecd.org/investment/fdiindex.htm
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Figure 5.7. FDI restrictions are limited to only a handful of sectors

OECD FDI Regulatory Restrictiveness Index, overall and sector-specific, 2019
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Source: OECD FDI Regulatory Restrictiveness Index (database), www.oecd.org/investment/fdiindex.htm

Together with FDI restrictions, other behind-the-border regulations, including barriers to trade, barriers to
competition and other discriminatory measures, affect the degree of local embeddedness of foreign
affiliates and shape market access conditions in downstream sectors that could benefit from their
presence. Given the important role that services play for Portugal’s position in GVCs and its upgrading
potential, examining non-FDI market access conditions in the services sector could provide a better
understanding of the potential for FDI-SME diffusion in a large part of the domestic economy.

According to the OECD Services Trade Restrictiveness Index (STRI), Portugal has one of the most
favourable regulatory environments for services trade in the OECD area, with lower than the average STRI
score in 18 out of 22 services sectors in 2020 (Figure 5.8). While in certain sectors such as engineering
services, the STRI of Portugal increased significantly between 2014 and 2016 due to a tightening of the
rules concerning the licence to practice, steps towards greater openness to services trade were recorded
in several other sectors in recent years. Higher than average restrictions are found only in legal,
accounting, architecture and engineering services. This is largely due to behind-the-border regulation in
the form of tight immigration policies and other restrictions on the movement of people and foreign entry.
For instance, commercial presence and citizenship of an EEA country or a country that has signed a
reciprocal agreement with Portugal is required to practice engineering and architecture services. For
accounting services, at least 51% of the equity shares must be held by licensed accountants, while
statutory auditors must own at least 51% of the equity shares of an audit firm (OECD, 20195)).

Regulatory and financial incentives are the main policy instruments used to attract foreign
investment into productivity-enhancing and R&D-intensive activities

Portugal’s strong performance on FDI and trade openness reflects the country’s strategic policy priority to
improve economic conditions by keeping markets open for Portuguese and foreign firms and attracting FDI
that contributes to productivity growth. In recent years, the internationalisation of the economy has become
a major policy priority for the Portuguese government (Table 5.2). A national Internationalisation
Programme (Programa Internacionalizar) was launched in 2017, outlining areas where public action is
needed with the aim to increase FDI inflows and enable more Portuguese companies to expand, export
and invest abroad. The programme was updated in 2020 (Programa Internacionalizar 2030) to reflect the
government’s policy priorities for the next decade and take into account the impact of the Covid-19
pandemic on the economy. Efforts have been also made to mobilise FDI from foreign firms that are part of
the Portuguese diaspora. The National Diaspora Investment Support Programme (PNAID) was approved
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in 2020 and a specialised Diaspora Investor Support Office (Gabinete de Apoio ao Investidor da Diaspora)
operates within the Ministry of Foreign Affairs to support investments of Portuguese communities and
companies located abroad.

Figure 5.8. Portugal’s overall STRI score is in line with the OECD average

OECD Services Trade Restrictiveness Index, 2020 (open=0; close=1)
0.60

050

040
Non-OECD average

nll
1111
OECD average ,-...llllllllllll

020

0.10

0.00 WL gzZzoxdXagdagsb XITaoaxXerb gdUzegZzE gl xjrascsonzaNgsgz
N>JgorFaoaI ZLDxXx220n>ordn>S0oxoN=c Sufo2o>>0rguilUnoESEx I 2 DL T =ZAa
OO =ZS 00 o0oano I OSOWHhwwIxgadZzo [ < HDhIT A ON=@O= > Fo®ob=0oxxXx ===

Note: The OECD STRI indices take values between zero and one, one being the most restrictive. The STRI database records measures on a
Most Favoured Nations basis. Preferential trade agreements are not taken into account. Air transport and road freight cover only commercial
establishment (with accompanying movement of people). The indices are based on laws and regulations in force on 31 October 2019.

Source: OECD STRI database, 2020.

Overall, Portugal exhibits a consistent targeting of innovative and knowledge-intensive activities across all
the FDI promotion policies assessed for the purpose of this study. The policy mix for the attraction of
knowledge-intensive FDI relies heavily on regulatory incentives (Figure 5.9). The government has
introduced four special investment regulatory regimes for different types of investments, including large-
scale projects, investments in less developed regions, as well as diaspora investments. These regulatory
schemes allow investors to benefit from simplified and expedited licensing and administrative procedures
— and in the case of diaspora investments financial support — under certain conditions. These include,
amongst others, the requirement to introduce technological processes in cooperation with domestic R&D
institutions and to demonstrate the potential for spillover effects on Portuguese SMEs.

Investing in R&D and innovation activities is also one of the eligibility criteria for the granting of business
investor visas. In order to encourage different types of entrepreneurs to establish their operations in the
Portuguese market, the government operates two residence-by-investment schemes, which allow
individuals to obtain residence rights through investments in certain sectors and types of assets. The
recently launched Startup Visa programme is addressed to innovative start-ups while the Residence Permit
for Investment (ARI) scheme targets large investors. Several tax incentives are also available to foreign
investors — however these also apply to domestic firms on equal terms. Apart from the SIFIDE Il scheme,
which has been the main instrument used by government to support business R&D for both domestic and
foreign firms, a set of contractual tax benefits apply to large investments that promote technological
innovation and attenuate regional disparities.

Recent government efforts to tap into the spillover potential of different types of FDI and pursue broader
developmental objectives by diversifying the support available to foreign investors are a step in the right
direction. Moving forward with the implementation of these measures, it will be important to avoid potential
inconsistencies and redundancies arising from operating too many regulatory schemes at too small a scale
and in different parts of government (e.g. AICEP, IAPMEI, Ministry of Economy and Digital Transition,
Ministry of Foreign Affairs). Greater coordination among the relevant actors, better communication of the
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available public support, and clarity about how different policies can meet the needs of different types of
investors could ensure policy coherence and improve the uptake of recently introduced measures.

Figure 5.9. Policy instruments for productivity-enhancing and knowledge-intensive FDI

In % of policy instruments
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Ultimately, regulatory incentives (e.g. PIN and PII status, Diaspora Investor status, ARI scheme, Startup
Visa programme) will have to be structured into clearly articulated packages of support that also combine
financial support (e.g. Portugal 2020 grants, SIFIDE II) and technical assistance (e.g. access to networks
and clusters) and are sufficiently differentiated to target a variety of foreign firms and investment projects.
For instance, Lithuania recently launched the “Green Corridor for Large-Scale Investment Projects”
initiative, which provides a comprehensive package of support to large investments of national significance,
including tax incentives, grants, fast-track licensing procedures, access to dedicated land plots,
streamlined migration processes for foreign employees, and training programmes tailored to the needs of
large-scale investors. IDA Ireland has partnered with Enterprise Ireland, the Irish SME agency, to provide
a package of technical and financial support for small foreign-owned multinational companies to help them
grow and expand their R&D activities in the Irish market.

Further exploiting the potential of small high-growth multinational companies that often drive job creation
and innovation in knowledge-intensive sectors is an area that Portugal could prioritise. These innovative
firms have different needs from large investors that cannot be addressed solely through regulatory
incentives. The uptake of the Startup Visa programme, which grew from 34 recipients in 2018 to 89 in
2020, demonstrates the great potential that innovative startups present for the Portuguese market. AICEP
and IAPMEI could further leverage their respective expertise on investment promotion and SME
development to create a distinct support package for small high-growth companies, and ensure that these
firms are aware of and have access to the SME support services provided by the Portugal 2020 Incentives
Schemes.
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Table 5.2. Main policies for productivity-enhancing and knowledge-intensive FDI

Main policies Description Implementing
institution

National Diaspora Investment = The programme aims to take advantage of the potential of Portuguese communities living Ministry of

Support Programme abroad to support the internationalisation of the economy through diaspora investments. Foreign Affairs

Investment Monitoring System = The Permanent Investor Support Commission is responsible for monitoring and facilitating Permanent
investment projects of both domestic and foreign firms that fulfil certain criteria, including Investor
producing innovative and tradable goods and services, and having spillover effects on Support
Portuguese SMEs. The monitoring regime streamlines all administrative and licensing Commission
procedures as well as procedures for granting financial incentives.

Investment ~ of  Potential = The PIN status is granted to projects of more than 25 million euro that create 50 or more jobs, = Permanent

National Interest (PIN) Status = while the PIl status is granted to projects of more than 10 million euro that create at least 25 Investor

and Investment for the Interior = jobs and take place in Portugal’s interior areas. Projects granted the PIN and PII status Support

(PlI) Status benefit from a priority assessment and simplification of licensing and administrative Commission
procedures. Projects that do not fulfil the conditions can still benefit if they undertake R&D
and innovation activities, are export-oriented and produce tradable goods/services.

Diaspora Investor Status The Diaspora Investor Status is granted to members of the Portuguese diaspora who Ministry of
undertake an investment project in Portugal either individually or through a company. The Foreign Affairs
status gives access to a set of financial incentives with additional benefits if the investment
project is located in the interior of the country.

Residence Permit for = The Residence Permit for Investment Activity (ARI) enables third country nationals to obtaina = Foreigners and

Investment (ARI) temporary residence permit to conduct business in Portugal. There is @ minimum amount that =~ Borders
should be invested, which ranges depending on the type of activities involved, including Service
investing in research activities conducted by Portuguese public or private R&D entities.

Startup Visa The Startup Visa programme targets entrepreneurs from outside the EU’'s Schengen Zone IAPMEI
who already own or consider launching a startup, but aim to set it up in Portugal. For the visa
to be granted, solid business and financial plans are required demonstrating that the startup
will undertake innovative activities and contribute to job creation.

Contractual Tax Benefits for = The Contractual Tax Benefits for Productive Investment apply to investments of at least 3 Investment Tax

Productive Investment million euro that take place in specific sectors (e.g. manufacturing, accommodation, Incentive
filmmaking, computer programming, business services, R&D activities) and are deemed of Coordination
strategic importance for the national economy, the reduction of regional disparities and the Council
promotion of technological innovation.

Tax Regime for Investment The RFAlincludes several tax benefits upon income and real estate taxes for investmentsin  Tax Authority

Support (RFAI) the extractive and manufacturing sectors, tourism, IT services and technologies, shared
services centres as well as defence, energy and telecommunications.

SIFIDE Il SIFIDE Il has been the main instrument used by government to support business R&D since ANl
its establishment in 1997. SIFIDE consists of a credit against the corporate tax liability for
expenditures incurred on R&D activities.

Diaspora Investor Support = The Diaspora Investor Support Office is a facilitation platform aimed at supporting micro and Ministry of

Office (GAID) small investment projects from Portuguese diaspora communities. Foreign Affairs

Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Strengthening the absorptive capacity of Portuguese SMEs

Policies targeting the absorptive capacity of local SMEs can take many forms (e.g. subsidies, grants, loans,
tax relief, infrastructures, training programmes) and target various aspects of SME performance (e.g.
access to innovation assets, access to skills, access to finance).

In Portugal, SME absorptive capacities are supported primarily through financial incentives and technical
assistance programmes (Figure 5.10). Policy targeting of SMEs is also very common. More than 58% of
the policies assessed for the purpose of this study target Portuguese SMEs only or provide some sort of
preferential treatment to them in the form of additional financial support, more lax requirements and
conditionalities, and prioritisation in their selection as recipients of public support (Figure 5.11). The
significant targeting of SMEs observed in the current policy mix reflects to a large extent the strategic
choice of the Portuguese government to mainstream SME issues into national development frameworks.
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Non-corporate entities such as research centres, higher education institutions and technology transfer
offices are also involved in several programmes. Portuguese policymakers increasingly recognise the role
that these institutions can play in bridging the gap between science and industry, creating new knowledge
and facilitating the commercialisation of R&D. Non-corporate entities are mostly involved in policies of
collaborative nature that are implemented by ANI and focus on R&D and innovation activities. On the other
hand, very few initiatives apply exclusively to foreign firms. Most policies (61%) are open to all firms
irrespective of their origin while several programmes supporting SME absorptive capacities naturally target
domestic firms only (33%).

Figure 5.10. Policy instruments for SME absorptive capacities in Portugal
In % of policy instruments
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Figure 5.11. Policies targeting SMEs versus generic policies
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The policy mix for business research and innovation relies on financial incentives

Governments worldwide increasingly rely on direct and indirect financial support measures to promote
business R&D and encourage innovation, in particular among SMEs. According to the OECD R&D tax
incentives database, in 2018, Portugal was placed above the OECD and EU average in terms of total
government support to business R&D (BERD), at a rate equivalent to 0.21% of GDP (Figure 5.12) — on
par with top innovators such as the US and Canada.

Direct funding in the form of grants and loans represents only a limited share of the total government
expenditure. The Tax Incentives System for Research and Business Development (SIFIDE Il) has instead
been the main instrument used by the Portuguese government to support business innovation since its
establishment in 1997. In 2018, the tax scheme accounted for 81% of total public support for R&D (OECD,
2020p)). The increasing reliance on fiscal incentives rather than direct funding is consistent with trends in
other developed economies. Across the OECD area, tax support represented around 56% of total
government support of business R&D in 2018 compared to 36% in 2006. The shift in the policy mix has
been more pronounced among EU Member States, with tax support doubling from 26% of total government
support in 2006 to 57% in 2018.

Figure 5.12. Direct government funding and tax support for business R&D

OECD R&D Tax Incentive Database, 2018
As a percentage of GDP
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Source: OECD R&D Tax Incentive Database, http://oe.cd/rdtax, December 2020

Direct support measures for SME research and innovation activities are administered through the Business
Investment Incentive Schemes of the Portugal 2020 strategic framework, which lays out the policy priorities
that govern the use of the EU Structural and Investment Funds for the period 2014-2020. The
Competitiveness and Internationalisation (COMPETE 2020) Operational Programme and the Regional
Operational Programmes are responsible for allocating grants and loans to domestic firms through three
sets of financial instruments; namely incentives for business innovation and entrepreneurship, which aim
to support investments in productive innovation and creative entrepreneurship; incentives for the
qualification and internationalisation of SMEs, which aim to strengthen the competitiveness of SMEs and
their expansion to global markets; and incentives for research and technological development, which aim
to increase business investment in technological R&D.

Other initiatives called collective actions (Sistema de apoio a agdes coletivas) as well as scientific and
technological research projects (Sistema de apoio a investigagéo cientifica e tecnoldgica) provide financial
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support to non-corporate actors such as universities and research centers to strengthen knowledge
transfers. The most important strategic documents guiding the allocation of funds under the COMPETE
2020 and Regional Operational Programmes are the national and regional smart specialisation strategies.
The alignment with these strategies is mandatory in the implementation of Portugal 2020 investments in
research and innovation and a priority in other areas, such as the support to SME competitiveness.

Portuguese SMEs make up the majority of recipients of both direct and indirect financial support schemes.
The number of the SIFIDE Il recipients has steadily increased over the past decade from around 400
recipients in 2006 to close to 2000 in 2019. Most of this increase is attributable to SMEs, which accounted
for more than 81% of R&D tax relief recipients and 46% of the total allocated tax support over the period
2006-2019 (Figure 5.13). Similarly, SMEs accounted for more than 73% of the total number of enterprises
that benefitted from the Portugal 2020 Research and Technological Development funds over the period
2014-2020.

Figure 5.13. Direct and indirect financial support allocated to SMEs for business research and
innovation activities

Portugal 2020 Research and Technological Development (Sl I&DT)
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Efforts to remove bottlenecks in judicial efficiency and strengthen financial stability should
continue in order to improve SME access to finance

For many SMEs, the high fixed costs of establishing a distribution network and adjusting their products for
overseas standards, often require external finance. Well-functioning financial markets can strengthen the
absorptive capacity of domestic SMEs by providing the liquidity that they need to develop new products
and invest in technology upgrading (Farole and Winkler, 20147).
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The ease of getting credit is an area where Portugal ranks worst according to the EU’s Small Business Act
(SBA) 2019 performance assessment, reflecting deficiencies in credit reporting systems and collateral and
bankruptcy laws (European Commission, 2019g)). The willingness of banks to provide a loan and the rate
of rejected loan applications have deteriorated to below the EU average, while there has been an increase
in the average time it takes for a company to get its invoices paid. Over the period 2010-2018, SME lending
declined by almost 35% and total business loans dropped by 38% due to the balance sheet constraints of
Portuguese banks and a less favourable perception of risk which led to stricter credit standards and tighter
lending conditions (OECD, 2020ig). Overall, the stability of the Portuguese banking sector has steadily
improved following the 2008 global financial crisis and the subsequent euro area debt crisis; however
banks are still highly exposed to sovereign debt and bank profitability is among the lowest in the EU
(OECD, 2021{10)).

Portugal’'s underperformance in these areas can be partially attributed to weak contract enforcement
procedures because of inefficiencies in the judicial system. According to the EU Justice Scoreboard 2020,
Portugal performs poorly with regard to resolving civil and commercial legal cases due to significant
bottlenecks in some court districts (European Commission, 2020;11)) (OECD, 2019y12)). Banks should be
better able to enforce collateral without going through long and uncertain court proceedings. To address
these issues, the Portuguese government has put forward targeted measures through the Programa
Capitalizar, which aims to foster the use out-of-court restructuring mechanisms, promote efficient and
transparent court proceedings, and establish an early warning mechanism that informs companies of their
financial situation. Due consideration on improving judicial efficiency is also given in the recently launched
Recovery and Resilience Plan, which focuses on the simplification and modernisation of insolvency
procedures and reforms in the operation of Administrative and Tax Courts (Government of Portugal,
2021113)).

Despite challenges with bank-based SME financing, access to public financial support and the availability
of venture capital for new and growing SMEs is well above the EU average, reflecting the large number of
publicly supported credit lines and co-investment programmes that the government has introduced as part
of the Startup Portugal strategy. The strategy aims to promote alternatives to bank loans such as equity
finance, crowdfunding, peer-to-peer lending and co-investment. These financing schemes are channelled
to the Portuguese market through several state-owned institutions. A National Promotional Bank (Banco
Portugués de Fomento, BPF), was established in 2020 to support SMEs, midcaps and large companies
through targeted funding, equity, guarantees and other hybrid instruments. The participation of IAPMEI,
AICEP and Turismo de Portugal in BPF’s corporate governance as shareholders can help further expand
credit supply for foreign and domestic firms that want to engage in innovative activities and allow for greater
synergies across the investment promotion and SME development policy agendas.

PME Investimentos, a public company regulated by the Bank of Portugal, also serves as a fund-of-funds
that facilitates the lending activity of national financial services providers. PME investimentos manages the
200M Fund and the Portugal TECH co-investment fund, which provide venture capital to support innovative
projects developed between companies, universities, research centres and incubators. The Capitalizar
credit line was also launched by IAPMEI in partnership with PME Investimentos to support SMEs in the
adoption of Industry 4.0 solutions (i.e. automation, cloud computing, internet of things) (PME
Investimentos, 2018;14)).

The emphasis that the government has placed on strengthening the availability of publicly supported
financing instruments is a step in the right direction given the challenges that the Portuguese bank-based
financial system has faced over the past decade. The establishment of a National Promotional Bank is
expected to play a crucial role in attracting foreign investment and financing innovation. SMEs should be
further encouraged to source finance from equity markets and exploit the potential that these new sources
of financing can provide. Such an approach should rely on measures that facilitate market-based long-
term debt financing, increase the availability of alternative financing, and promote access to equity capital
through the stock market. Meanwhile, efforts to reduce the vulnerabilities of the banking sector and free
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up capital for new lending to SMEs should continue. The 2021 OECD Economic Survey of Portugal
stresses the need to further improve financial stability by developing distressed debt markets and
introducing new tools to ensure timely recognition of bank losses and debt restructuring (OECD, 20211107).

Efforts to address skill shortages in local labour markets should continue

Skill shortages and mismatches undermine the ability of the economy to increase productivity and upgrade
into knowledge-intensive sectors. The skills of the local labour force are an important determinant of SME
absorptive capacity and can significantly influence the potential for knowledge spillovers from foreign to
domestic firms (Farole and Winkler, 20147;). Education and skills policies therefore play a crucial role in
helping domestic firms meet the requirements of foreign investors.

In Portugal, the strategic objective of improving the skills of the workforce has been mainstreamed in
several national strategies that identify new areas of policy action, placing particular emphasis on digital
skills. The Digital Transition Action Plan includes a skills workstream, focusing on actions related to formal
education, vocational training and digital literacy. Similarly, the National Strategy for Artificial Intelligence
2030 (Estratégia Nacional de Inteligéncia Artificial) outlines specific objectives and measures with regard
to fostering Al skills and digital qualifications. Digital skills have been also addressed through the
INCoDe. 2030 initiative, which aims to improve digital literacy and the production of new knowledge through
the use of digital technologies (Government of Portugal, 2017115). Portugal’s Recovery and Resilience
Plan, has also prioritised public investments in upgrading the skills of adults and young students and
increasing the number of STEM graduates (Government of Portugal, 2021(13)).

IAPMEI implements various training programmes for Portuguese SMEs through its SME Academy, which
aims to improve the managerial and organisational skills of employees through vocational training activities
and other forms of learning experiences aligned with sectoral needs. A National Mentors Network has been
established to support entrepreneurs in the development of their business ideas and projects. In order to
address the problems of low educational attainment, the government has also placed particular emphasis
on increasing the offer of vocational education and training (VET) opportunities to its workforce (OECD,
2020p161). Launched in 2017, the Qualifica programme, is the country’s flagship initiative to improve the
training and qualifications of adults. During 2018-2020, more than 300 Qualifica centres were established
across all Portuguese regions to provide support for the recognition and certification of prior learning
acquired in formal and non-formal contexts and to refer adults to education and training pathways, in
particular less qualified adults, unemployed people and people not in education, employment or training
(NEET).

To address skill shortages a whole-of-government approach is required given the cross-cutting nature of
the skills agenda. Linkages with other policy areas should be strengthened to ensure that educational,
vocational and training programmes are not implemented in silos but are aligned with Portugal’s national
strategies for smart specialisation, innovation and entrepreneurship. The programming of the EU funds for
the period 2021-2027 and the launch of new action plans that lay out policy priorities for the next decade
offer a great opportunity to raise the effectiveness of related measures and ensure policy coordination
between different initiatives and implementing actors. The Portugal Digital Task Force, which was set up
to coordinate the implementation of the Action Plan for Digital Transition, can play a key role in coordinating
and facilitating synergies between existing and new skills upgrading initiatives. A horizontal alignment of
policy priorities and actions will be needed to address skills shortages.

Furthermore, IAPMEI's SME Academy and AICEP’s Internationalisation Academy could be leveraged to
re-balance the policy mix for SME absorptive capacity towards skills upgrading programmes that could
help SMEs access qualified human capital. Shifting the focus from financial support schemes to technical
assistance and training programmes could address the underlying causes of low absorptive capacities in
specific regions and sectors.
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Expanding the presence of knowledge transfer infrastructure in Portugal’s least developed
regions is crucial to overcome the lack of absorptive capacities of traditional SMEs

Apart from financial support and skills development programmes, the Portuguese government has placed
particular emphasis on strengthening the availability of knowledge transfer services and bridging the gap
between SMEs and other actors of the Portuguese innovation ecosystem. SME absorptive capacities are
influenced strongly by the local knowledge transfer infrastructure, which may include technology transfer
offices, applied research centres, universities and other facilities that contribute to the creation and
diffusion of knowledge.

The gradual expansion of intermediary organisations over the past decade has led to the establishment of
a diverse network of technology transfer offices, R&D centres and science and technology parks. The 2017
Interface Programme provided financial and technical support for the establishment of Technological
Interface Centres (CITs) and Collaborative Laboratories (CoLabs). The centres play the role of an
innovation broker and, together with SMEs, implement a wide range of technology-oriented projects. Since
the launch of the initiative in 2017, there have been 31 entities across Portugal recognised as CITs and 35
entities recognised as Collaborative Laboratories, operating in various thematic areas, including digital
technologies, nanotechnologies, production technologies, energy and sustainability, biotechnology,
mobility and transport services.

However, there are significant regional disparities in the availability of support services. Most CITs and
ColLabs are concentrated in the Norte and Centro regions as well as the coastal areas of Portugal, leaving
inland areas and least developed regions without the necessary infrastructure to support SME innovation
and business growth. Efforts to expand their presence across Portugal should continue and be coupled
with a needs assessment of local business innovation ecosystems. As suggested by the 2019 OECD
Higher Education, Research and Innovation Review of Portugal and planned by the Portuguese
government in its recently launched Recovery and Resilience Plan, the presence of these intermediary
organisations could be further consolidated by ensuring adequate financial and human resources to
maintain and expand their networks (OECD, 201917;). The government’s commitment to continue
supporting CITs and ColLabs will allow them to further consolidate their presence in local entrepreneurial
ecosystems and improve their business advisory activities.

Mainstreaming economic geography factors into FDI-SME diffusion policies

Clusters embed characteristics such as industrial specialisation and geographical proximity that make
knowledge spillovers more likely to happen. From a policy perspective, this means that FDI attraction
policies, SME policies and cluster development policies could go hand in hand to increase the potential of
FDI for SME productivity. Moreover, informing investors about the investment potential of regions and
improving the local business climate by adapting policies to the economic and market characteristics of
local economies could prove effective.

Economic geography considerations have been mainstreamed into key FDI-SME diffusion
policy areas

The government of Portugal has made the strategic choice to use FDI promotion and SME support policies
to attenuate regional disparities. Economic geography factors are addressed through agglomeration
instruments, regulatory and tax incentives as well as several strategic governance frameworks that touch
upon regional development issues (Figure 5.14).

The Interior Enhancement Programme was launched in 2018, outlining a set of measures to support the
country’s interior territories, which are characterised by weak economic activity and demographic decline.
The programme shaped the framework for the establishment of several FDI- and SME-related initiatives,
including the PII investment status (described in the previous section) for investments undertaken in

STRENGTHENING FDI AND SME LINKAGES IN PORTUGAL © OECD 2022



1105

Portugal’s interior territories, the Tax Benefits for Portugal’s Interior Areas for SMEs operating in the
agricultural, commercial, industrial and services sectors, and the Advanced Internationalisation
programme implemented by AICEP for companies located in Portugal’s least developed municipalities. As
is the case in other EU Member States, the regional smart specialisation strategies are also key elements
of Portugal’s regional development policy framework. Many initiatives implemented by national government
agencies rely on the strategic priorities, actions and specialisation fields identified in these strategies to
improve the competitiveness and internationalisation of regional economies. As described in Chapter 4,
the CCDRs play a crucial role in operationalising these measures at the local level and integrating smart
specialisation considerations into broader regional strategies and action plans.

Overall, Portugal's policy mix exhibits some degree of spatial differentiation in the formulation and
implementation of policies enabling FDI diffusion on domestic SMEs (Figure 5.15). Although most policies
apply to all Portuguese regions on equal terms, a large number of them (45%) involves a place-based
approach to the eligibility conditions and the amount of support provided to firms. Many financial support
schemes provide higher co-financing rates for investments undertaken by firms located in Portugal’s less
developed (Norte, Centro, Alentejo and Agores) and transition (Algarve) regions. A place-based approach
is also pursued in the granting of investment tax incentives; investments undertaken in less developed
regions benefit from higher tax relief.

Figure 5.14. Policy instruments for agglomeration and economic geography factors

In % of policy instruments
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).
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Figure 5.15. Place-based targeting of FDI-SME diffusion policies
In % of policy initiatives
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Note: The Autonomous Regions of Acores and Madeira are excluded from this analysis. “All regions” refers to the NUTS 2 regions of continental
Portugal. Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Agglomeration policies are driven by geographic and sectoral priorities identified in
Portugal’s smart specialisation strategy

Recent policy initiatives aimed at supporting clusters, industrial parks and business networks have been
successful in mobilising the public and private sectors and providing them with the necessary technical
and financial support to foster greater collaboration. Since 2017, IAPMEI has coordinated the recognition
and establishment of 18 industrial clusters covering various sectors of the economy and involving
companies, business associations, public institutions and non-corporate entities of the Portuguese
research and innovation ecosystem. The clusters play an important role in supporting SMEs to implement
smart specialisation strategies, assess bottlenecks in their performance, and provide feedback to
government agencies on the implementation of effective SME policies. In 2019, several agreements
(“Sectoral Pacts for Competitiveness and Internationalisation”) were signed between the Ministry of
Economy and some of the recognised clusters, whereby they commit to a set of collaborative actions in
line with smart specialisation, including training and skills development programmes, measures to promote
industry 4.0 practices, innovation activities, and targeted reforms in the regulatory environment to address
barriers to innovation and internationalisation in specific sectors and value chains (IAPMEI, 2021y1g)).

AICEP is also increasingly taking into account agglomeration economies when supporting foreign firms in
their FDI location decisions. AICEP Global Parques, a subsidiary of AICEP, operates three industrial parks
in different locations across Portugal that both domestic and foreign firms can use to set up their business.
The parks are able to host any kind of business activity, but depending on their location they tend to attract
companies undertaking activities in line with the sectoral make-up of local economies. For instance, the
Zils park attracts companies operating in the energy, agribusiness, logistics, technology and services
sectors; the BlueBiz park focuses on office centres, aeronautics, industrial, agribusiness, logistics, and
automotive sectors; while the Albiz park hosts companies operating in the industrial, logistics and services
sectors. An online Site Selection Platform was also recently launched to help foreign investors find the
best business location within Portugal that meets their requirements.

Portuguese cluster policies rely on sectoral considerations and priorities identified in the national and
regional smart specialisation strategies. The strategies identify several priority areas that should be
targeted by public action, such as the transport and environmental industries, health and life sciences,
tourism, the creative and cultural sectors, ICTs, fisheries, the agro-food industry, energy, and industrial
production technologies (Government of Portugal, 201419)). In fact, these sectoral considerations are also
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reflected in other policy initiatives (Figure 5.16). Many Portuguese policies focus on supporting firms in
tradable sectors that are exposed to international competition, while pre-production activities such as basic
and applied R&D receive increased policy attention. For instance, the EU-funded Portugal 2020 incentive
schemes are open to firms operating in all economic activities with the exception of financial services, the
defence sector and betting games. However, only investments aimed at the production of tradable goods
and services can receive financial support, a condition assessed on the basis of several criteria including
the amount of direct and indirect exports in a given sector, the provision of services to non-residents, as
well as the degree of import substitution observed in a given sector over time. In the case of investment
tax incentives, mostly firms operating in the agricultural, industrial, and commercial and services sectors
can benefit from tax relief for their investments, although certain tax schemes (e.g. RFAI, Contractual Tax
Benefits) apply to a wider range of sectors.

Figure 5.16. Sector-specific versus sector-neutral policies

In % of policy initiatives
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

5.4. Key policies acting upon FDI-SME diffusion channels

Promoting FDI-SME linkages and strategic partnerships

Matchmaking services and financial incentives for R&D collaboration dominate the policy
mix for value chain linkages and strategic partnerships

Portugal has a comprehensive policy framework to foster collaboration between foreign firms and domestic
SMEs (However, financial incentives for R&D collaborations do not necessarily always involve foreign
affiliates and their scope can be limited to collaborations between national actors only. The Suppliers Clubs
programme has helped channel Portugal 2020 funding into collaborative R&D projects involving foreign
affiliates and domestic firms; however more could be done to broaden their use for FDI-SME partnerships
as well as partnerships between foreign affiliates and domestic R&D institutions. ANI, as the main agency
responsible for collaborative R&D incentives, could encourage R&D-intensive foreign affiliates that do not
participate in a Suppliers Club to engage in collaborative projects by prioritising their selection as recipients
of financial support. Moreover, the success of the Suppliers Clubs programme could be further
consolidated with the establishment of additional FDI-SME supplier networks in sectors of strategic
importance for the Portuguese economy. Due consideration should be also given to monitoring the impact
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of the programme in the longer term to assess whether SMEs continue to benefit from supply chain
linkages after the end of each project implementation cycle. The alignment of SME capacities with the
needs of foreign investors will ensure that supplier networks are maintained after public support is phased
out.

Figure 5.17; Table 5.3). As part of its aftercare services, AICEP implements two programmes that help
foreign investors identify local suppliers, targeting traditional SMEs as well as young innovative start-ups.
Several matchmaking platforms and local supplier databases are also in place to bring down information
barriers and allow foreign and domestic firms to identify local sourcing and partnership opportunities. For
instance, AICEP has developed a new platform, which relies on Al technology to deliver customised
matchmaking services, while ANI operates the Business and Technology Exchange platform, which serves
as a single access point for Portuguese technology offers and requests.

The Suppliers Clubs programme, which is AICEP’s flagship initiative for the integration of Portuguese
companies into global value chains, has been successful in mobilising a variety of public and private actors
and delivering a package of support services to help local SMEs collaborate with foreign affiliates. The
programme combines matchmaking services to help foreign and domestic firms identify collaboration
opportunities and agree on jointly-implemented projects; business consulting and training programmes
provided by foreign affiliates to their suppliers based on an assessment of their performance; and financial
support through the Portugal 2020 incentive schemes to help SMEs upgrade their technological
capabilities and respond to the needs of foreign firms. Such a comprehensive approach to supply chain
development can help SMEs increase their chances of becoming partners and suppliers of foreign firms.

Many trade promotion policies provided by IPAs and SME agencies are also important for enabling SMEs
to acquire new skills and upgrade their capabilities in various aspects of their performance — management,
production, sales, innovation — and provide coaching and training in quality control and product
certification. AICEP’s Internationalisation Academy offers training programmes and online courses
developed in partnership with Portuguese universities and business schools to help companies acquire
knowledge of certification standards and processes. An Online Exports Programme also provides tailored
consulting services on issues related to e-commerce and digital transformation. Financial incentives for
internationalisation activities are another type of support that Portuguese SMEs can receive. For instance
the SME Internationalisation vouchers and grants help SMEs acquire consulting services from international
market experts and receive technical assistance for the implementation of export-oriented projects,
including product certification.

Regarding strategic partnerships, the Portugal 2020 Incentives System for Research and Technological
Development (SI 1&DT) supports industrial research and experimental development activities implemented
in partnership between companies or between companies and non-corporate entities of the Portuguese
research and innovation ecosystem. ANl is responsible for the management and evaluation of applications
submitted for these schemes, which cover various collaborative activities. For instance, the Co-promotion
R&D Centres incentive provides financial support to a group of companies and non-corporate entities, who
are led by an SME and aim to jointly develop innovative products, conduct technological feasibility studies,
and share resources on the basis of a shared activity plan. Similarly, several other financial support
schemes such as the Mobiliser Programme and the Enterprise R&D incentive provide higher co-financing
rates when R&D activities are undertaken in a collaborative way among various companies.

However, financial incentives for R&D collaborations do not necessarily always involve foreign affiliates
and their scope can be limited to collaborations between national actors only. The Suppliers Clubs
programme has helped channel Portugal 2020 funding into collaborative R&D projects involving foreign
affiliates and domestic firms; however more could be done to broaden their use for FDI-SME partnerships
as well as partnerships between foreign affiliates and domestic R&D institutions. ANI, as the main agency
responsible for collaborative R&D incentives, could encourage R&D-intensive foreign affiliates that do not
participate in a Suppliers Club to engage in collaborative projects by prioritising their selection as recipients
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of financial support. Moreover, the success of the Suppliers Clubs programme could be further
consolidated with the establishment of additional FDI-SME supplier networks in sectors of strategic
importance for the Portuguese economy. Due consideration should be also given to monitoring the impact
of the programme in the longer term to assess whether SMEs continue to benefit from supply chain
linkages after the end of each project implementation cycle. The alignment of SME capacities with the
needs of foreign investors will ensure that supplier networks are maintained after public support is phased
out.

Figure 5.17. Policy instruments for value chain linkages and strategic partnerships

In % of policy instruments
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Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Table 5.3. Main policies for value chain linkages and strategic partnerships

Main policies Description Implementing
institution

Suppliers Network — It involves B2B meetings and short business trips during which foreign investors meet AICEP
Sourcing in Portugal Portuguese suppliers to evaluate the potential of their products and services and explore
Initiative opportunities for collaboration.
Startups Connecting Links It introduces Portuguese startups to foreign multinationals and promote the products and AICEP
programme services of young innovative firms with potential for growth.
National Manufacturers IAPMEI maintains a National Manufacturers Catalogue, which contains information on products IAPMEI
Catalogue manufactured by Portuguese companies across different sectors
Business Matchmaking AICEP is currently developing a new Business Matchmaking platform, which will rely on Al AICEP

platform

technology, including machine learning and big data, to deliver customised services to
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companies, including matching with investors, information on potential partners and
internationalisation plans.

Business and Technology ANl operates a Business and Technology Exchange platform, which serves as a single access ANI

Exchange platform point for Portuguese technology offers and requests, allowing companies to receive information
on collaborative R&D projects and identify opportunities for business partnerships.

Suppliers Clubs Groups of Portuguese suppliers collaborate with foreign multinationals and other non-corporate AICEP,
entities of the Portuguese research and innovation ecosystem for the development of new IAPMEI, ANI
products, services and technologies

Internationalisation AICEP’s Internationalisation Academy offers training programmes and online courses AICEP

Academy developed in partnership with Portuguese universities and business schools to help companies

diversify the markets in which they operate and acquire knowledge of certification standards
and processes

Export Offices They are jointly operated by AICEP and IAPMEI in 10 different locations across Portugal, and IAPMEI, AICEP
provide information on available training programmes and help SMEs build business networks
and approach foreign firms in domestic and international markets.

PT2020 SME Qualification The Portugal 2020 Incentives System for SME Qualification and Internationalisation includesa ~ AICEP, IAPMEI
and Internationalisation set of financial incentives to support companies in the development and promotion of their
Incentives brand, the expansion of their business activities to international markets, the certification of

products based on international standards, the setup of e-commerce platforms, and the

introduction of new organisational and commercial business models
PT2020 R&D Collaboration  The Portugal 2020 Incentives System for Research and Technological Development (SI I1&DT) AICEP, ANI
Incentives supports industrial research and experimental development activities implemented in

partnership between companies or between companies and non-corporate entities of the

Portuguese research and innovation ecosystem

Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).

Facilitating the mobility of workers from foreign MNEs to the domestic entrepreneurial
ecosystem

Productivity spillovers from labour mobility depend on the quality of labour market regulations and the
availability of policies and programmes that encourage workers to move from foreign firms to the domestic
entrepreneurial ecosystem. Striking the right balance between employment protection and adaptable
labour markets, while incentivising the mobility of skilled workers in sectors with considerable FDI presence
through targeted measures can contribute to greater spillovers on local economies.

Portugal’s stringent employment protection requlations may hinder labour mobility in sectors
and regions with low SME absorptive capacities

According to the OECD indicators of Employment Protection Legislation (EPL), in Portugal, rules for
individual and collective dismissals of regular workers are significantly stricter than the OECD average
(Figure 5.18). The regulatory setting for hiring temporary workers is, however, less strict than the rules for
regular workers, but still significantly above the OECD average. Limits on dismissals can contribute to
maintaining incomes in times of economic crisis, but overly restrictive regulations can reduce firms’ survival
chances. Restrictions in the hiring and firing of workers may also discourage Portuguese SMEs, which
cannot easily match the wage rates of larger —often foreign— firms, from offering employment to highly
skilled workers. As seen in Portugal and other EU countries (e.g. Netherlands, Sweden) relatively low
regulation of temporary contracts in situations of high regulation of regular contracts can lead to strong
labour market segmentation between highly protected regular workers and weakly protected temporary
workers (OECD, 201420)). This dualism has deterred many employers from offering permanent contracts,
leading to Portugal having one of the highest shares of workers on temporary employment in the EU
(20.4% in Q2 2019, well above the EU average of 12.6%) (European Commission, 202021)).
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Figure 5.18. Portugal has stricter regulations on employment protection than other OECD countries

OECD Employment Protection Legislation Indicators, 2019 (most strict = 6, least strict = 0)
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protection) to 6 (high regulatory protection).

Source: OECD Employment Protection Legislation Database, 2019

The overall restrictiveness of the Portuguese labour market policy regime points towards potential
weaknesses in the diffusion of productivity and innovation through labour mobility, in particular in regions
and sectors with low absorptive capacities. Recent evidence from EU countries shows that the benefits for
a local economy from FDI are lowest where there exist a combination of stringent employment protection
legislation and low absorptive capacity of domestic firms (Becker et al., 2020p22)). This is because foreign
firms seek to attract local talent by offering higher wages that domestic firms with low absorptive capacity
are unable to match. Increased wage disparities coupled with rigid labour market conditions limit the ability
of domestic firms to retain and attract skilled workers, leading to a significant crowding out effect that holds
back labour mobility towards domestic firms.

Strict dismissal regulations may also affect Portuguese firms’ incentive to invest in the human capital of
their employees, which is an important component of a firm’s absorptive capacity. Evidence on the impact
of employment protection regulations on job training decisions shows that enforcing overly restrictive
dismissal regulations combined with lower regulation of temporary contracts (as is the case in Portugal)
may lead to reduced investment by firms on improving the skills of their employees (Almeida and Aterido,
2011231). This is mainly due to the increased firing costs that firms have to face and the relative ease of
offering temporary employment, which does not involve long-term skills enhancement opportunities.
Recent labour policies in Portugal have focused on disincentivising the use of temporary contracts. The
2019 labour market reform reduced the maximum duration of temporary contracts from 3 to 2 years and
introduced a requirement for firms to justify their use. The Contrato-Geragdo measure was also
implemented with the aim to promote permanent employment for both first-time jobseekers and the long-
term unemployed (European Commission, 2020p21)). These measures have not, however, addressed the
overall restrictiveness of the regulatory framework.

In line with recommendations from the 2021 OECD Economic Survey of Portugal, the government should
consider reforming certain labour market rules to strike the right balance between employment protection
and adaptable labour markets — for instance, by allowing dismissals for performance-related reasons while
maintaining strong protection against arbitrary dismissals (OECD, 202024;; OECD, 2021}107). Labour market
regulations and their role in FDI-SME diffusion should be also considered in the context of other drivers of
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labour mobility, including the absorptive capacity of domestic SMEs and the availability (or lack) of skills in
the local labour force (see section on SME absorptive capacities). Portuguese SMEs will also need to have
access to technical and financial support to provide on-the-job training to their employees. Measures that
strengthen their competitiveness and productivity can help them compete effectively with foreign affiliates,
offer better wages and attract highly skilled workers.

The labour mobility channel receives less policy attention in the overall policy mix

The main Portuguese government agencies do not implement many targeted policies that could contribute
to greater labour mobility between foreign and domestic firms. In fact, this is not unusual among EU
Member States. Preliminary findings from the OECD/EU Survey on Policies enabling FDI spillovers to
domestic SMEs show that the labour mobility channel receives less attention from policymakers. In many
EU countries, labour mobility schemes are linked to broader skill development strategies that aim to reduce
skill mismatches and shortages in sectors where FDI activity is concentrated.

AICEP implements the INOV Contacto programme, which allows highly-skilled young graduates to conduct
a short-term internship in a Portuguese company, followed by a long-term internship in a foreign
multinational (Box 5.2). Since its launch in 1997, the programme has involved more than 1280 Portuguese
and foreign firms and close to 6000 young employees. In the Slovak Republic, a similar internship
programme for entrepreneurs is implemented by the Slovak Business Agency (SBA) whereby SME
employees and individual entrepreneurs spend three months in a foreign firm, business incubator or
technology park and receive counselling services from foreign experts and mentors. Although these
policies do not affect the overall labour market conditions, they can provide a more targeted approach to
facilitating the transfer of knowledge and skills to local labour markets.

Box 5.2. Labour mobility schemes involving foreign and domestic firms in Portugal and Slovakia

INOV Contacto programme (Portugal)

INOV Contacto is an international professional internship programme managed by AICEP that places
highly qualified graduates in foreign multinationals and Portuguese firms with offices abroad for a period
of 6-9 months. The programme aims to support the internationalisation of Portuguese firms through the
integration of highly skilled employees in their workforce and foster links between local firms and foreign
multinational companies through labour mobility. The programme is structured in three distinct parts: 1)
a startup one-week course on international management; ii) short-term internship in a Portuguese
company; iii) long-term internship in a multinational company abroad. Since its establishment in 1997,
the programme has sent more than 5000 young professionals to work as interns in Portuguese and
foreign multinational companies, allowing them to sharpen their skills in an international environment
while contributing to the transfer of knowledge and skills to the Portuguese labour market.

Internship programme (Slovak Republic)

The Slovak Business Agency’s (SBA) Internship Programme is designed to assist innovative
companies and aspiring entrepreneurs to obtain experience in doing business in foreign markets via
counselling services from foreign experts and mentors. The target group of support included companies
established 3 years before at the latest (sole traders, limited liability companies, joint-stock companies)
in various areas. The programme supports three types of ‘internship’: i) a three month stay in a business
incubator, foreign firm or technology park in Israel, Singapore or the United States; ii) one week of
training in the agency’s National Business Centre (NBA) followed by one month abroad in another EU
country; or a 5-day stay at an international conference or workshop in another EU country.

Source: EU/OECD Survey on Policies enabling FDI spillovers to domestic SMEs (2021).
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Linked to domestic labour mobility schemes is the increasing number of policies adopted by OECD
governments to facilitate immigration of business talent as a way to help domestic economies become
more innovative and fulfil the skill needs of foreign investors. In Portugal, IAPMEI is responsible for the
Tech Visa programme, which is addressed to companies that wish to attract highly qualified employees
from outside of the EU’s Schengen Zone. Only companies that demonstrate strong technological
capabilities and market potential in knowledge intensive and high-technology sectors can benefit from the
programme. The impact of these schemes on the productivity and innovation of domestic economies is
not clear, but other factors such as labour market conditions, the presence of a thriving startup ecosystem,
and the quality of the business environment are thought to be key determinants.

Portugal could build on the success of the INOV Contacto programme and broaden the range of policies
available to encourage labour mobility between foreign and domestic firms. Incentives for corporate spin-
outs could allow large firm employees, including foreign affiliates, to create their own company. Payroll tax
incentives for highly-skilled or R&D workers could also encourage domestic SMEs to hire qualified
employees with prior experience in multinational firms.

Creating market conditions for fair competition and knowledge exchange between
foreign MNEs and local SMEs

Competition rules that ensure a level playing field for foreign and domestic firms can facilitate the entry of
foreign investors and, at the same time, incentivise domestic firms to become more productive, innovate
and improve the quality of their products (Lembcke and Wildnerova, 2020p5)). Policies that ensure
intellectual property (IP) rights protection are also important as they guarantee the appropriability of
knowledge and innovation benefits, and determine the qualities of FDI that can be attracted.

Certain product market regulations could be further streamlined to improve competition

According to the OECD Product Market Regulation (PMR) indicators, which measure the degree to which
laws and policies promote or inhibit competition, regulatory barriers to competition are on par with the
OECD and EU averages (Figure 5.19). Public ownership and administrative requirements on start-ups are
limited while the licensing regime is very lean. Businesses can be informed about all licences and issue
them through a dedicated one-stop-shop, and a ‘silence is consent’ rule is applied, which reduces waiting
time for licence approvals. The legal framework for public procurement of goods and services is also
aligned with OECD good practices. For instance, contracting authorities are obliged to make all tender
documents available online and free of charge, and facilitate online tender submissions by all firms (OECD,
2018124)).
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Figure 5.19. More pro-competitive regulation is needed in certain areas

OECD Product Market Regulation, 2018 (most competitive=0; least competitive=6)
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Source: OECD PMR database, 2018.

Despite reform efforts, Portugal’'s PMR score indicates that there is scope to further improve its
performance in the area of simplification and evaluation of regulations. The quality of public services and
coherence and transparency of regulations are factors that significantly influence competition and the
investment climate more broadly (OECD, 2015p271). Several reforms have been introduced in Portugal to
reduce administrative burdens for business. This included the elimination of licensing surcharges levied
by municipalities, the consolidation of environmental licences, and the implementation of the Zero
Authorisation initiative, which replaced various formal authorisation procedures with business making a
declaration via an e-government portal. The Simplex+ Programme was also launched in 2016 aiming to
simplify laws and regulations and de-bureaucratise public services (OECD, 201912)). It continued efforts
made by the Simplex programme (2006-11) and the Simplificar programme (2014), which focused on
administrative simplification and e-government. Recent policy initiatives have increasingly focused on
promoting the use of digital solutions for the simplification of public administration procedures and rules.
The 2020 Action Plan for Digital Transition (Plano de Agéo para a Transi¢céo Digital) puts forward a set of
measures aiming at the digitalisation of the public administration, including the digitisation of 25 public
services most used by citizens and companies and the simplification of public procurement rules.
Additional measures on administrative simplification have been also included in the Strategy for Innovation
and Modernisation of the State and Public Administration 2020-2023 (Estratégia para a Inovagéo e
Modernizagéo do Estado e da Administragao Publica 2020-2023) (Government of Portugal, 20202s)).

At the sectoral level, professional services (e.g. lawyers, accountants, civil engineers, etc.) and the retail
sector face considerable barriers to entry and conduct restraints (Figure 5.20). Although these sectors are
not FDI-intensive and therefore less relevant for FDI spillovers, they can still affect foreign affiliates’
business operations in downstream sectors. When firms are subject to overly restrictive entry restrictions
and onerous rules for conducting their business, a lack of competitive pressure may induce them to charge
above-market prices, provide sub-optimal services and fail to adapt to market changes and innovation.
The regulatory burden on these sectors could be eased by removing burdensome registration and licensing
rules. These reforms are already included in the recently agreed Resilience and Recovery Plan, whereby
the Portuguese government commits to streamlining the regulatory environment and removing any
competition-distorting rules for highly regulated professions (Government of Portugal, 202113)).
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Figure 5.20. Retail trade and professional services are heavily regulated

OECD Product Market Regulation, by sector, 2018
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Portugal has a strong legal framework for intellectual property protection

Portugal has an extensive legal framework for IP rights protection that complies with European and
international standards. It ranks 32" out of 141 countries in terms of IP protection in the World Economic
Forum’s 2019 Competitiveness Report, and 31st out of 131 economies in the Global Innovation Index 2020
prepared by the World Intellectual Property Organisation (WIPO), INSEAD and Cornell University (World
Economic Forum, 201929;; Cornell University, INSEAD, and WIPO, 202030).

The registration of IP rights is done through the National Industrial Property Institute (INPI), which operates
under the Portuguese Ministry of Justice. INPI organises seminars and training programmes through its
Industrial Property Academy to help businesses, in particular SMEs, familiarise themselves with IP rights
protection tools and processes, and makes available templates that Portuguese firms can use for
technology transfer and R&D agreements. A set of financial support schemes is also available under the
Portugal 2020 Incentives System for Research and Technological Development (Sl 1&DT) to help SMEs
register their inventions, industrial designs and trademarks in Portugal and abroad.

The main legal instrument for the protection of IP rights is the Industrial Property Code (IPC), which was
introduced in 2003 and covers several categories of IP rights, namely patents, utility models, trademarks,
industrial designs, designations of origin and geographical indications. Over the years, the IPC has been
amended and harmonised with that of other EU countries through several legal acts that incorporated EU
directives on areas such as the protection of biotechnological inventions, the protection of designs,
trademarks and trade secrets and the creation of supplementary protection certificates for certain products.

The enforcement of IP rights and the settlement of disputes have also significantly improved since the
establishment of a specialised Intellectual Property Court in 2012. The court has jurisdiction to rule on all
matters relating to industrial property rights and has contributed to more efficient litigation processes. Prior
to its establishment, considerable delays in the procedural stages and decision of cases involving the
enforcement of IP rights were observed in Portugal due to the backlogs of cases piled up on the calendars
of civil courts (Andrade, 20151)). Disputes may be also settled through alternative dispute resolution such
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as mediation or arbitration before bringing a case before the Portuguese courts. The Arbitration Tribunal
(ARBITRARE), is a state-supported arbitration centre for mediation and arbitration, which has jurisdiction
to resolve solely disputes relating to industrial property between private parties and between applicants
and the INPI.

The enforcement of IP rights has been further addressed since a dedicated Task Force was created to
combat counterfeiting. The Anti-Counterfeiting Group aims to foster inter-institutional cooperation and
strengthen the mechanisms available to address infringements of industrial property rights. The group also
aims to raise awareness on IP rights, exchange statistical information on the seizure of counterfeit products
and reflect on the quality of the national legal framework. The creation of specialised structures for
combatting counterfeiting is common among EU Member States.

Demonstration and knowledge exchange events targeting foreign affiliates and domestic
SMEs could be leveraged further to strengthen imitation effects

The organisation of networking and knowledge exchange events is a common practice among government
agencies responsible for investment promotion, SME and innovation policies. For instance, Enterprise
Ireland, the Irish SME agency, organises Best Practice Study Visits that allow Irish firms to visit the
manufacturing plants of foreign firms and get first-hand experience on their business practices and
processes.

Similarly in Portugal, IAPMEI implements the Open Days i4.0 initiative which aims to present the
technological capabilities of innovative companies during stakeholder events and promote the sharing of
experiences between market actors operating in the same value chains. These public events include, in
addition to moments of networking and information sharing, visits to the most advanced industrial plants in
Portugal, presentations of innovative technologies, exhibitions of technology products and hands-on
discussions between business representatives and other market stakeholders. The initiative is one of the
measures of the Industry 4.0 Programme. Best practice demonstration events are also supported through
the Portugal 2020 Incentives System for Research and Technological Development. Financial support is
available to companies that want to present the outcome of their R&D activities. The public character of
these demonstration actions must always be ensured for financial support to be granted.
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g Applying a regional lens

In a world with increasingly fragmented production lines, multinational firms
do not just choose countries, they select regions. Business activity and
performance are also unevenly distributed within countries. As such, policies
to strengthen productivity and innovation spillovers from international
investments on domestic firms cannot be space blind. The regions of Alentejo
and Norte are used as examples to point out how much variation can be
found within a country and what can be done when developing polices and
institutional frameworks to support such spillovers, including the role of
subnational governments.
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6.1. Summary of findings and recommendations

The productivity and innovation of local small and medium-sized enterprises (SMEs) can be enhanced
through spillovers from investments and activities by foreign firms. There are several enabling factors that
influence how successfully knowledge could diffuse, as well as a number of diffusion channels are at play.
These enabling factors are the potential for FDI spillovers and arise from the types, motivation and origin
of FDI received, the absorptive capacity of domestic SMEs to turn new knowledge into value within their
operations, and the characteristics of the wider economic and geographical environment in which the firms
function.

Regions can differ greatly within a country, whether because of fixed factors (such as the availability of
natural resources) or policies (that affect for instance the quality of the transport network, the education
system, or local governments and institutions) that in turn determine population, density of services and
business activities. To this extent, the firms within regions also differ, as do trade and investment
opportunities. Multinational enterprises (MNEs) increasingly consider regional rather than country-specific
factors when choosing where to invest. Policies to improve spillovers from FDI to domestic SMEs are
therefore more likely to be effective when these regional factors are taken into account.

This chapter focuses on these particular regional aspects factors, using the two examples of Norte and
Alentejo. The two regions are distinctively different: Norte is a larger, demographically younger, more
industrialised region, while Alentejo is a more remote, traditionally agricultural location, in close proximity
to the capital Lisbon. This chapter explores their regional structural and economic differences, including in
the types of SMEs and MNEs present. It looks into the performance of FDI-SME diffusion channels and
how local policy and institutions intend to create the right economic and geographical environment for
FDI-SME innovation linkages, in particular through better tailored industrial clustering and increased
agglomeration benefits (Table 6.1).

Table 6.1. Findings and Recommendations Alentejo and Norte

Norte Alentejo

Regional characteristics

Creating enabling conditions

Increasing the potential for FDI
spillovers

Improving local SME absorptive
capacity

Tailoring industrial clustering

Consolidating
benefits

agglomeration

Larger, demographically younger, more
industrialised region specialising in advanced
manufacturing

Successful local investment promotion agencies
of Porto/Braga however wider strategic regional
promotion strategy needed.

Multiple regional agencies surveyed argue that
reducing bureaucracy and better targeting could
increase the number of SMEs assisted

Co-ordination across municipal council lead to a
lack of territorial planning and difficulties building
links across clusters

Further work across agencies to capitalise on
buoyant labour market and tackle high building
rents

Strengthening FDI-SME diffusion channels

Building value chains linkages

Building strategic partnerships

IPAs link FDI with SMEs continual monitoring
and mapping of regional firms could be beneficial

High levels of joint patent applications indicating
good level of partnerships despite largest
domestic-FDI productivity gap in Portugal

More remote, traditionally agricultural location with
technologically advanced FDI in the west (close
proximity to the capital Lisbon) but regionally
operating almost as 5 different entities.

Nationally driven with some recent role from local
municipalities.

Many types of assistance available for SMEs,
particularly following COVID-19 but lack
co-ordination.

46 industrial parks (25% of all in Portugal) though
dominated by those in Sines. Methods to improve
spillovers from this area to other parts of the region
to be considered.

Should focus on improving internet connectivity and
transportation access to Lisbon to exploit the larger
good/services markets found there

Regional management team capacity and
capability could be enhanced with assistance from
National Government.

Improve partnerships between research
organisations
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6.2. The differing characteristics of Norte and Alentejo

Both Portuguese regions differ substantially in their geographic characteristics, demographic structure,
and level of development, economic structure and specialisation (Table 6.2). Norte is the most populous
territory in Portugal and contributes almost half of all country’s manufacturing activities. The southwest of
the region (Area Metropolitana do Porto, Ave, Cavado) is highly industrialised, Alto Minho (Northeast) has
a mixed specialisation, and Alto Tamega and Terras de Tras-os-Montes are largely rural. Norte shows
intraregional imbalances as a high proportion of its population, investment and public and private services
are concentrated in the region of Porto. Alentejo has a sparsely distributed population. Its land covers
around one-third of the country’s territory with no metropolitan areas, though the west borders the Lisbon
area. Using the OECD alternative territorial typology the TL2 region of Alentejo has over 50% of its 700 000
population with no access to any functional urban areas within a 60-minute drive (Fadic et al., 20191). The
region faces challenges of ageing population and rural exodus. Its endowment with vast amounts of
coastland, rich soils and plenty of minerals and natural resources, facilitates agriculture, Alentejo being
known as the “breadbasket of Portugal”, and livestock farming, more specifically in the northern part.

Table 6.2 Summary table of regional characteristics

Characteristic Norte Alentejo Portugal Average OECD average
Portugal share of FDI 20.6% 6.2% N/A
Number of SMEs 86,054 430,732 N/A
Population 3.6m 0.7m N/A
Share in a functional urban area  51.6% 10.2% 49.7% 58.8%
GDP per capita USD 27,478 USD 30,141 USD 34,198 USD 44,571
Labour Productivity USD 50,321 USD 57,493 USD 57,299 USD 72,507
Top industries by GVA share Construction, Distributive trade, repairs, Distributive trade, repairs, = N/A

manufacturing transport, accommodation, transport, accommodation,

food service, activities in public  food service
administration

Employment rate 69.0% 70.2% 69.5% 66.0%
Share of population with tertiary 12.0% 10.2% 26.3% 38.0%
education

Internet access 62% 46% 74% 81%

Note: Population, Employment — 2019, Productivity, GDP and Industrial specialisation — 2018, Internet access — 2016, Education — 2015,
Source: OECD (2020), OECD Regional Statistics (database) https://doi.org/10.1787/region-data-en, (PORDATA, 20211), Ookla® Global
Fixed and Mobile Network Performance.

Economic and industrial structure and performance

Norte’'s economy is dominated by manufacturing and industry sectors (excluding energy) (Figure 6.1,
Panel A). Industrial production represented half of the region’s gross value added (GVA) in 2018. More
than one third of total employment in the region is in manufacturing and the share of jobs in industry
increased by over 30 000 between 2010 and 2019. In 2020, in the context of the COVID-19 crisis, jobs fell
by over 14 500, in part because of the substantial export orientation of Norte’s industrial production.
Manufactured products include textile and footwear, cork agglomerates, automotive parts and accessories,
dairy products and wine. This reflects the diversity of the region; the southwest of the region (Porto and
Braga districts) is highly industrialised, the Viana do Castelo district (Northeast) has a mixed specialisation,
and the Vila Real and Braganca districts are largely rural (Figure 6.1, Panel B). Between 2004 and 2018,
the sectoral composition of Norte has remained overall relatively stable, with Porto losing a number of
sectors, particularly construction (Figure 6.2).
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The Norte’s Smart Specialisation Strategy (2014-20) focuses on improving manufacturing capabilities
through increased technological adoption and human capital, and on providing specialised services
(Box 6.1). It also aims to the sustainability of food, agri-environments and maritime resources, and to
promote culture and creativity through tourism services. There is also a strong interest in health and life
sciences.

Manufacturing in Alentejo remains limited, with 1 in every 8 people working in the sector, which is largely
associated with agri-foods (e.g., cheese, wine, smoked meats) in central and inner regions of Alentejo,
and a growing chemicals, transport or electronic components industry in Alentejo Litoral that hosts the
petrochemical complex of Sines. Alentejo is also the largest cork-producing area in the world. Tourism
plays also an important role in the region and the services represent the majority of employment — close
to 60% —, although the COVID-19 has significantly affected the sector, with 16 400 fewer service jobs over
2020, particularly in hotels and restaurants (4 800 fewer) and vehicle trade and repair (2 700 fewer). At the
same time fewer than 30% of jobs in the region were amenable to remote working. Between 2004 and
2018, the sectoral composition of Alentejo has changed more significantly than in Norte (Figure 6.1,
Panel C) with a generalised shift in location away from Leziria de Tejo and a relocation in Baixo Alentejo,
or Alto Alentejo in the case of information and communication services (Figure 6.2, Panel B).

Alentejo’s strategy aims to sustainably promoting its economies related to food, forestry, minerals and
other natural resources though there is a growing automotive and electronic industry —driven by the
petrochemical complex of Sines in Alentejo litoral. It also aims to boost critical technologies, energy and
smart mobility. Heritage, cultural and creative industries and tourism services receive particular attention,
as well as specialised services of the social economy.

Norte was the region (TL2) with the lowest productivity level in 2018 in Portugal (Figure 6.3). However,
GDP per capita in the metropolitan area of Porto has grown faster than in Lisbon in the most recent years.
Alentejo’s productivity has declined since 2015.

Box 6.1. Cluster policies and Smart Specialisation Strategy

By promoting “smart specialisation” strategies, national governments and regional authorities are
attempting to enhance the competitiveness of firms and clusters. Clusters are a geographic
concentration of firms, higher education and research institutions, and other public and private entities
that facilitate collaboration on complementary economic activities. The main rationale for public policies
to promote clusters is to increase knowledge spillovers among actors in clusters and generate a
collective pool of knowledge (OECD, 20143)).

Smart specialisation serves an evidence-based policy framework that uses indicators, technology
foresight and other priority-setting tools to help entrepreneurs and firms strengthen existing scientific,
technological and industrial specialisation patterns while identifying and encouraging the emergence of
new domains of economic and technological activity (OECD, 20143) (OECD, 20134)).

The genesis of the concept can be traced back to an EU expert group who advanced that governments
should focus their knowledge investments in activities — not in sectors per se — that reflect areas where
a region or country has some comparative advantage (specialisation) or emerging areas where
entrepreneurs could develop new activities (diversification) (Foray, David and Hall, 2009;5). This
connection between specialisation and technological diversification in the context of regional
development has been highly influential and demonstrated that the smart specialisation as policy
framework is well suited for dealing with the problems of place-based growth (McCann and Ortega-
Argilés, 2013g)).

The smart specialisation concept has been promoted at EU level through the establishment of the S*
Platform to assist regions and member states to develop regional strategies and identify the high value-
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added activities that offer the best chances of strengthening their competitiveness. The principles
behind smart specialisation became a central element of the Europe 2020 Strategy and smart
specialisation strategies have been incorporated as an ex ante condition to access the European Fund
for Regional Development (ERDF) (OECD, 20134;). The same principles are also an enabling condition
to be fulfilled by regions for mobilising the resources of the 2021-27 Cohesion Policy.

Key policies to support smart specialisation strategies include (OECD, 2013;4) (OECD, 20207):

o Policies for entrepreneurial discovery: e.g. incentives for entrepreneurs, inter-regional
linkages, new mechanisms to detect novel ideas and encourage experimentation
(“self-discovery” process), and educational programmes. Smart specialisation calls for an
“entrepreneurial selection” of market opportunities through a bottom-up approach.

e Promoting general-purpose technology platforms and networks: e.g. technology
platforms involving public and private actors, as well as standard-setting organisations.

e Policy intelligence and monitoring and evaluation system: e.g. diagnostic tools,
strategic analysis, mutual learning practices, or participatory foresight, and a sound
monitoring and evaluation infrastructure behind, which could also involve external expertise
and pilot exercises.

e Strategic governance for smart specialisation: e.g. the development of local capabilities
to identify local strengths and bring the results obtained from the “self-discovery” process
into prioritisation; align policy actions with objectives; achieve strategic coordination,
develop a vision and implementing action.

Source: (OECD, 2020;7;) Rural Wellbeing; (OECD, 20143)); (OECD, 2013)), (Foray, David and Hall, 2009s), (McCann and Ortega-Argilés,
2013)).
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Figure 6.1. Regional Sectoral Concentration

- A. Distribution of GVA by sector
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Note: Deviations are read as values e.g. in Portugal Manufacturing (C) makes up 14% of GVA (fig A), in Alto it makes up 24% i.e. 10% more
than in Portugal (Fig B). A= agriculture, forestry and fishing, C= manufacturing, B-E = industry including energy, F= construction, G-I= distributive
trade, repairs, transport, accommodation, food serv. Activities, J= Information and communication, K = financial and insurance activities, L =
real estate activities, M-N = prof., scientific, techn. activities, admin., support service activities, O-Q= public admin., compulsory s.s., education,
human health, R-U= other services.

Source: OECD (2020), OECD Regional Statistics (database), http:/dx.doi.org/10.1787/region-data-en.
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Figure 6.2. Change in sectoral composition over time

Percentage change in GVA, by sector and region, 2004-18

A. Norte change in sectoral share over time: 2004-2018

Total A C BE F Gl J K L M-N 0Q RU
Alto Minho 0% 0% 2% 2% 1% 0% 1% 0% 0% 0% 0% 1%
Cavado 1% 1% 0% 0% 7% 2% 2% 1% 0% 3% 1% 1%
Ave 1% 0% 2% 1% 2% 1% 1% 0% 0% 1% 0% 2%
Porto 2% 2% 5% 5% 1% 4% 2% 0% 1% 4% 1% 7%
Alto Tamega 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 1%
Témega e Sousa 0% -1% 1% 0% 3% 1% -1% 0% 0% 1% 1% 0%
Douro 0% 1% 0% 1% 1% 1% 2% 0% 0% 1% 0% 1%
Terras de Tras-os-Montes 0% 2% 0% 1% -1% 0% -1% 0% 0% -1% 0% 1%

B. Alentejo change in sectoral share over time: 2004-2018

Total A C B-E F G J K L M-N 0-Q RU
Alentejo Litoral 2% 4% 3% 4% 5% 6% 1% 0% 1% 6% 0% 5%
Baixo Alentejo 16% 13% 31% 20% 7% 23% 6% 19% 16% 28% 9% 16%
Leziria do Tejo 21% 21% -28% -24% -31% -28% -22% -20% -17% -32% 9% -12%
Alto Alentejo 7% 7% 9% 4% 6% 6% 37% 12% 7% 7% 1% 5%
Alentejo Central 5% 9% -18% 5% 32% 9% 7% 6% 8% -10% -10% -13%

Note: Classification based on OECD TL3 regional typology. Changes are read as values e.g. in figure A, Porto’s GVA contribution/share to Norte
fell by 2% between 2004-2018 driven by an 11% decrease in GVA share in construction (F). A= agriculture, forestry and fishing, C=
manufacturing, B-E = industry including energy, F= construction, G-I= distributive trade, repairs, transport, accommodation, food serv. Activities,
J= Information and communication, K = financial and insurance activities, L = real estate activities, M-N = prof., scientific, techn. activities,
admin., support service activities, 0-Q= public admin., compulsory s.s., education, human health, R-U= other services.

Source: OECD (2020), OECD Regional Statistics (database), http://dx.doi.org/10.1787/region-data-en

Figure 6.3. Norte has the lowest productivity level in Portugal although declines in other regions
are closing the regional gap

Labour Productivity, Portugal TL2 regions, USD constant prices PPPs 2015, 1995-2018
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Source: “Regional Productivity”, OECD (2020), OECD Regional Statistics (database), http://dx.doi.org/10.1787/region-data-en
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Population, skills and labour markets

If Norte is more metropolitan than Alentejo, both regions face issues related to declining and ageing
populations. Alentejo, home of 6.8% of Portugal’s population, has seen its population decline by almost
7% over the last 10 years (CENSOS, 2021jg)). In comparison, Norte’s population has declined by 2.7%
between 2011 and 2021 (CENSOS, 2021g)), although the population has increased in Porto’s metropolitan
area since 2000. In 2019, there was two elderly for every five persons of working-age in Alentejo (OECD,
2020i9)) and less than 10% aged over 75 years old in Norte (EuroStats, 2021107). These longer-term trends
signal an ongoing decline in the pool of talents available for businesses.

Over the years, Portugal has invested heavily in education and its younger population is amongst the most
educated in Europe, with a quarter of the population having attained tertiary education. However across
the overall population, Portugal still shows low educational attainment, with the highest EU share at primary
education level (Norte 50.8%, Alentejo 47.1%, against the EU 27 average of 20.8% in 2020). However,
Norte has the highest share of students enrolled in vocational training in Portugal and ranks among one of
the EU regions with the highest share of 25-64 year olds (24.9%) at tertiary education level. Alentejo’s
education levels are currently below the Portuguese average.

International migration is a source of talents in Portugal. Figure 6.4 illustrates that in Norte migrants were
almost twice as likely to have attained higher educational qualification as a native, which is slightly more
than in Portugal as a whole. Foreign-born workers were also more likely to be employed in the service
sector.

Across Portugal, shortages and surpluses in a number of occupations have been identified. The European
Centre for the Development of Vocational Training (Skills Panorama, 201611;) points to shortages in:

¢ Healthcare professionals — related to an increased demand from an ageing population and low
wages/long hours leading to migration particularly of nurses. Travel links between residences and
hospitals make this additionally challenging in Alentejo.

e ICT professionals — demand has been outstripping supply, while in both regions the number of
higher education graduates in ICT is increasing. As it takes around five years to complete such a
cursus, there is little room for plugging the immediate gap.

e Technicians — These occupations were seen as less important/prestigious and new workers in
the field have been limited. In Norte, these are physical and engineering science technicians and
in Alentejo process control technicians.

¢ Legal, social and engineering professionals — particularly in the public sector due to low wages
and lack of public and private investment. Surveys indicate a perception of low prestige of the
profession.

Surplus are also observed in other professions, including mining professionals; workers in textile, clothing
and leather industries (except in the shoe industry); construct iron workers; blacksmiths, toolmakers and
related trade workers; and keyboard operators. Many of these professions are facing the effects of
technological change or the consequences of offshoring production in lower wage locations.
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Figure 6.4. Percentage of foreign born and natives with higher education by employment sector
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Source: “Regional demography”, OECD (2020), OECD Regional Statistics (database), http://dx.doi.org/10.1787/a8f15243-en

Infrastructure and connectivity

The physical and digital connectivity of regions, producers and consumers, is vital to the functioning of
regional and global value chains. The development of accessibility infrastructure is crucial for attracting
international investment. It is also critical for local SMEs to operate, access markets and strategic
resources (OECD, 201912)).

Portugal has a peripheral location in Europe and depends on Spanish transport infrastructure to reach the
rest of Europe on land. The location is, however, an advantage regarding sea transport in and out of
Europe. Portugal ranks high on roads and falls in the middle of pack of OECD countries for railroad
infrastructure. (OECD, 202013)) The ESPON accessibility index (ESPN, 202114)) is calculated as being
highest in and around the regions with the busiest airports, i.e. Lisbon, Porto and Faro. The accessibility
index in other regions including Alentejo falls into the low category, like other regions in northern
Scandinavia and on the eastern and southern edges of Europe.
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For Alentejo’ regional development, the transport infrastructure has been particularly important. The
development of intra-urban and suburban transport networks has helped integrate the rural regions of
Alentejo into the local labour market of western Alentejo and Lisboa, thereby creating a greater variety of
job opportunities and raising living standards. In addition, the port of Sines is the closest European deep
water port to the Panama Canal, placing it in an ideal position for euro-Atlantic logistics. This infrastructure
is a key driver for the Sines Complex success.

The digital infrastructure, and connection to the Internet, is another enabler of agglomeration benefits.
Whilst in Lisbon almost all buildings have access to fibre optic networks, less than half in Alentejo do
(Dijkstra, Poelman and Veneri, 201915)). In Norte this is around two-thirds. In Norte, 28% of the population
did not use the Internet or did not have a computer in 2019, the highest share in the country and twice
more than in Lisbon metropolitan area (OECD, 2020)). In addition, digital skills in Portugal are amongst
the lowest in Europe, with only 44% of the population having at least a basic level of ICT skills in 2019 (EU
average 58%) (EuroStat, 20211g).

Access to health and education services and wellbeing

The local availability of quality education and health services, as well as other factors related to lifestyle
and wellbeing, could also matter for attracting FDI, a creative class and innovative activities. For Norte and
Alentejo, challenges arise from a lack of health service capacity. Alentejo has the lowest number of hospital
beds per 1 000 inhabitants in 2018 despite its large elderly population, and half the number of physicians
of Norte (2.8 per 1 000 inhabitants in 2019 as compared to 5 in Norte). In Norte a key wellbeing challenge
is also the cost of housing. The percentage of household disposable income spent on housing costs is
16.2% in 2018 compared to 15.7% in Alentejo (2017 data).

6.3. FDI-SME linkages and spillovers in Norte and Alentejo

FDI spillovers are possible if significant FDI flow into the region/country, if there is different capacity levels
between foreign and domestic firms, i.e. productivity premia in foreign firms, and if the type of investments
allow embed FDI in local economy (OECD, 2022}17)).

Potential for FDI spillovers

Portugal is a large receiver of FDI in comparison to other EU countries (see also Chapter 2). FDI inflows
are however mainly concentrated in the Lisboa Metropolitan Area and Norte, limiting spillover potential in
other regions (Figure 6.5).
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Figure 6.5. FDI by region, type of investment and sectoral groups

As a percentage of total investments in the region, aggregates over 2003-20
A. Distribution of greenfield FDI and cross-border M&A across regions
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Note: Percentages are based on total capital investment (greenfield FDI) and total M&A deal values over 2003-20. Note that investments into
energy and other infrastructure sectors are not included in this analysis.

Source: OECD (2020), OECD Regional Statistics (database), http:/dx.doi.org/10.1787/region-data-en, OECD based on Financial Times Di
Markets database and Refinitiv.

Based on the Financial Times fDi Markets database, since 2003, almost 50% of all greenfield FDI and 75%
of all foreign acquisitions of domestic firm assets have gone to Lisboa (Figure 6.5, Panel A). Norte received
about 20% of greenfield FDI, while Alentejo and Centro received 15% each. Besides Lisboa, only Norte
has benefited from some cross-border mergers and acquisitions (M&As) since 2003. Other regions
(Acores, Madeira, Algarve) have received only marginal amounts of FDI. It could also be noted that the
Lisboa Metropolitan Area is home to many (foreign) companies that have their head office in the capital,
even if they operate in other regions as well.

The distribution of greenfield investment by economic activities illustrates that not all regions attract
productivity-enhancing FDI (Figure 6.5, Panel B). Most greenfield investments in Alentejo, and to a lesser
extent Centro, are made in high-tech manufacturing, while most investments in Lisbon and Norte are made
in low-tech services (including mostly logistics, finance and insurance).

The degree of FDI embeddedness also differs across regions, as measured by the percentage of jobs
created from foreign investment by sector (Figure 6.6). In Norte, the pattern of investment and related job
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creation are similar as for the rest of Portugal. Most FDI-driven job creation takes place in post-production
services (49%), as defined in this report as including marketing, sales and logistics. High-tech
manufacturing (19%) and construction (14%) also attract substantial shares of international investments.
The profile of Alentejo differs slightly: more jobs are created as a result of MNE strategies in high-tech
manufacturing (36%), infrastructure (18%) and low- and medium-tech manufacturing (16%).

Figure 6.6. Percentage of jobs created from FDI inflows, by sector
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Note: Estimates provided by firms during the investment announcement. See chapters 1 and 2 for definition on pre-production and post-
production services.
Source: OECD based on Financial Times fDi Markets database and Refinitiv.

The integration of Norte and Alentejo in FDI flows could also be placed into an European perspective.
While the two regions do not seem to compete for the same type of FDI, they do compete with other regions
in Europe presenting similar industry structures or specialisation profiles. For example Arnsberg in
Germany has a similar business population to Norte and similar dominant industries. So too does the
region of Greater Poland. Between 2003 and 2006, Arnsberg saw at most 6 investment projects per
thousand inhabitants, at the same time Norte saw up to triple this, whilst Greater Poland saw over 10 times
Arnsburg. The same methodology (Castellani and Pieri, 20101g)) finds Malta has a similar industrial
dominance and population size to Alentejo but Malta recorded up to 7 times more projects.

The country where FDI originate also matters for seizing the potential of productivity spillovers (OECD,
2022p17)). Figure 6.7 considers the distribution of FDI into the regions of Norte and Alentejo by country of
origin. Spain and France are the two main investors for both regions. Germany, the UK and the US also
play a major role in the case of Norte, these top 5 investing countries making up around 70% of total inward
investments in the region. On the other hand, Korea, Switzerland and Japan are the next three main
investors in Alentejo, making up almost a third of all FDI into the region.
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Figure 6.7. Source of FDI to Alentejo, Norte and Portugal, by country of origin

As a percentage of total inward FDI to the region/country up to 2018
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Source: OECD based on Financial Times fDi Markets database and Refinitiv.

Productivity spillovers from international investments are more likely to occur if foreign firms perform better
than domestic firms (OECD, 2022[17;). Overall in Portugal, the productivity premium of foreign firms is
higher than in other EU peer countries (Figure 6.8). This is a relatively constant feature across regions.
However, productivity gaps tend to be lower in metropolitan regions, for instance in Portugal, this gap is
the lowest in the Lisbon Metropolitan Area. Similar results exist in Greece, Latvia, Lithuania and the Slovak
Republic, where gaps are lower in more developed agglomerations, often close to the capital. Norte and
Alentejo that have managed to attract some FDI report the highest differences in productivity between
foreign and domestic firms.

Figure 6.8. Performance differences between foreign and domestic firms across regions, selected
EU countries, 2019

Are foreign firms more productive than their domestic peers? (yes if value > 0; no if value < 0)
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Note: See methodology in OECD (201919)).
Source: OECD FDI Qualities Indicators based on World Bank Enterprise Surveys.
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SME absorptive capacity

SMEs make a very large part of the business fabric in Portugal - in 2018, 99.9% of businesses in the
country counted less than 250 employees (OECD, 2021p20). This broader point holds across regions.
However at greater levels of disaggregation, some variations can be seen: Alentejo as a whole has almost
5 times fewer businesses and SMEs than Norte (around 86 000 compared to around 430 000 in Norte in
2018) (INE. Instituto Nacional de Estadistica, 201821;). Alentejo has also fewer sole proprietors than other
regions of Portugal (Management Association, 2020;22;). In Norte, 12.6% of the microenterprises are in the
Greater Porto area, contrasting with other areas in the region, such as the Douro, with only counts 1.7%
of the total number of micro enterprises in the region. This testifies to the heterogeneity of the business
fabric even within regions (Marques and Couto, 201723)).

The large representation of micro and small firms represents a barrier to scaling up local innovation
performance, and in turn SME absorptive capacities. Much of Portugal's innovation capacity is
concentrated in the metropolitan area of Lisbon. 46.6% of regional employment is in knowledge-intensive
services (KIS), as compared to 36% in the country overall (2019) (Table 6.3). The region spends 1.63% of
its GDP on R&D (2018), which compares still low vis-a-vis OECD and EU27 averages (2.4% and 2.1%
respectively (OECD, 20211241)). 84% of regional patent applications are filed in cooperation, of which almost
60% with inventors located in foreign regions. If Norte has fewer employees in KIS (which can be explained
by its industrial orientation), the region is very active in R&D (1.53% of GDP), second performing region
after the capital, and as well integrated in international patent cooperation networks. In fact, Norte
experienced a fast rise in patenting activities over recent years (Figure 6.9). Alentejo shows different
capacity, with a larger KIS sector but half less R&D expenditure and weaker connections in global
knowledge networks. Both regions have however experienced an increase in innovation performance
between 2011 and 2017, whilst the remaining five, most significantly in the Algarve, decreased (EC,
2021125])

Table 6.3. Intensity of innovation activities by region in Portugal

Employment in knowledge-intensive services (KIS), as a percentage of total employment, 2019, intensity of R&D
expenditure, as a share of GDP, 2018 and share of co-patenting in total PCT patent applications and co-patenting
with foreign regions in total PCT co-patent applications, 2015.

Employment in R&D expenditure PCT co-patent PCT co-patent
knowledge- applications applications
intensive services with foreign regions
As % of total As a share of GDP As % of total patent As % of co-patent
employment applications applications
2019 2018 2015 2015

Metropolitan area of Lisbon 46.6 1.63 83.8 59.7
Autonomous Region of the Azores 39.0 0.32 33.3 100.0
Autonomous Region of Madeira 36.5 0.39
Central Portugal 34.8 1.31 82.6 61.4
Alentejo 346 0.67 57.1 375
Algarve 33.1 0.34 455 80.0
North (PT) 309 1.53 80.9 443
Portugal 36.7 1.36

Source: OECD (2021), Regional innovation database, http://stats.oecd.org/Index.aspx?DataSetCode=REGION INNOVATION.

STRENGTHENING FDI AND SME LINKAGES IN PORTUGAL © OECD 2022


http://stats.oecd.org/Index.aspx?DataSetCode=REGION_INNOVATION

1133

Figure 6.9. Patent applications in Norte and Alentejo, 2001-015

Total number between 2001 and 2015 and share of co-patenting and foreign co-patenting, 2015
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6.4. Regional and local policy initiatives for FDI-SME linkages and spillovers

Using the broad policy areas discussed in chapters 4 and 5, this section focuses on improving regional
specific actions to make the most of FDI at local level (see Box 6.2 for an overview of governance
arrangements in Norte and Alentejo).

Attracting productivity-enhancing FDI

Portugal Global, the Trade and Investment Agency (Agéncia para o Investimento e Comércio Externo de
Portugal, AICEP) and the SME Competitiveness and Innovation Agency (Agéncia para a Competitividade
e Inovacdo, IAPMEI) have different subnational footprint (see Chapter 4). The largest AICEP regional
footprints are in Centro and Norte, with limited presence in Alentejo and other regions. The absence of an
official branch of AICEP in Alentejo may provide challenges for FDI attraction and embeddedness.

Invest Porto and Invest Braga are the two main public agencies for investment promotion and attraction in
the Norte region. They work with representatives from AICEP but are not directly a part of them. Invest
Porto was established in 2015 by the Porto City Council as an operational division of the city’s Economy
Department. The agency’s mission is to contribute to a favourable and competitive business environment
in the city of Porto and support investment, innovation and local development. Similarly, Invest Braga was
created in 2014, to act as the economic wing of the Braga municipality, with the mission of promoting the
economic development of Braga and attracting investment and entrepreneurs to the region. Its strengths
lie in closer ties with local governments and other public bodies with decentralised powers leading to a
stronger capability to address investors’ operational concerns.

Other European economies have mixed IPA models. For example Italy has some regions that have their
own IPAs; in Sweden subnational IPAs cover different types of geographies, some being responsible for
large territories such as regions, while some only focus on individual cities - in a similar manner to Portugal;
and, in Spain, Germany and Poland all administrative regions have their own IPA. In the Polish case,
regional IPAs were established simultaneously in 2011 thanks to the financial support of the European
Cohesion Policy.

Policy approaches to the attraction of FDI extend beyond financial incentives. Subnational agencies such
as IPAs have an essential role in reducing the information asymmetries firms face when searching for a
location and simultaneously use this knowledge of firm preferences to promote their regions. Governments’
one-stop-shops and digital platforms are instrumental in promoting locations.
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Invest Braga and Invest Porto highlight the benefits of national measures through the promotion
of the government Simplex website (www.simplex.gov.pt), an information repository containing
all measures taken to reduce bureaucracy. They also promote the Empresa na Hora initiative (a
company in one hour) (https://justica.gov.pt/Servicos/Empresa-na-Hora), which allows
companies to incorporate in less than an hour.

Through the European Social Fund and Alentejo 2020 programme, a dedicated website
(https://invest.alentejo.pt/) and staff based in Evora have been set up to focus on promoting
international investment in the Alentejo region. Alentejo’s website has a strong focus on wider
environmental features such as infrastructure and quality of life, essential for effective promotion.

The national IPA (AICEP) is the major shareholder of AICEP Global Parques, an entity that
manages three industrial parks in Portugal and that has developed a Site Selection Service
platform for FDI. The regions that host the business parks are responsible to provide to AICEP
Global Parques site location options to include in this Platform, in collaboration with a private
business Global Parques, who also run several industrial parks. The Platform is a business
locations procurement tool for investment projects in Portugal. It provides information for projects
regarding industry, logistics and services. It uses multi-criteria analysis, to choose, easily and
effectively, a site in Portugal that best fits a business project’s requirement; to get to know about
available sites by browsing the map or searching by geographic region; to identify the best
solutions that fit the investment project - size; site type; proximity to relevant infrastructures,
among others. AICEP provides site selections’ support to investors: it presents different site
proposals according to project specifications and help setting up direct contacts with local
entities.

Having a shared understanding of the wider regional and national investment promotion agenda can
ensure regional authorities avoid competition amongst themselves. At the same time national FDI
attraction policies and instruments (such as eased administrative and licensing regimes, investment tax
incentives) can consider how each region is unique in the way it competes in global investment networks.
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Box 6.2. Governance arrangements in Norte and Alentejo

The Portuguese governance system is quite centralised as compared with other European and OECD
countries (see chapter 4). General public services spending share for subnational governments is much
larger than the OECD average. The OECD World Observatory of Subnational Government Finance and
Investment (SNGWOFI, 2021;26;) notes for Portugal some of the lowest levels of subnational
government expenditure in the OECD area (Figure 6.10).

Figure 6.10. Subnational government expenditure, 2018
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Source: (OECD, 20209), Regions and Cities at a Glance 2020, p. 111, https:/doi.org/10.1787/959d5ba0-en.

Portugal has not established a regional government level, unlike many other EU countries. Instead,
there are five regional planning and co-ordination entities, the Comissdo de Coordenacéo e
Desenvolvimento Regional (CCDR), one for each of the five NUTS 2 regions of mainland Portugal, i.e.
one for Norte and Alentejo also. The CCDRs are decentralised branches of the government and carry
out tasks in the areas of the environment, land and town planning, and regional development. The
CCDRs are responsible for the territorial co-ordination of central government services in each region.
One of their main missions is to manage regional operational programmes of the European structural
and investment funds.

There are currently 308 municipalities with an average municipal size of 33 524 inhabitants. They have
assignments that span several areas such as housing and civil protection, energy and local
development, social assistance, urban planning, transport, education and health amongst others.
Portugal has attempted to enhance inter-municipal co-operation by establishing 23 Inter-Municipal
Councils (IMCs), which correspond to the TL3 regional level, in order to leverage benefits that go
beyond the borders of single municipalities. Alentejo holds 5 of these and Norte 8. Portugal also created
metropolitan areas for Lisbon and Porto.

However, the role of inter-municipal co-operation remains limited as most powers are in the hands of
municipalities and central government. While membership in an IMC is not compulsory, all
municipalities are currently members, as municipalities are steered to join by upper-level incentives
associated with the management of the EU Structural and Investment Funds. Although, they can take
on the functions and tasks assigned by law to the municipalities, IMCs can only provide services that
are assigned to them by the municipalities that make up their membership.
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Embedding FDI in the local economy

Invest Braga and Invest Porto agencies act beyond attraction and facilitation (e.g. tackling any practical
problems such as bureaucratic difficulties) to also consider matchmaking with local firms. The national
Portuguese Suppliers Directory identifies Portuguese producers by sector/market/product/service. The
extent to which this is proactively advertised and monitored is unclear though. The literature points out
greenfield investors will actively seek out means to build links with domestic producers whilst M&As will
not as such (Creszenzi, 201827;), thus without active matchmaking there are likely to be missed
opportunities.

AICEP in its Internationalise 2030 acknowledges the importance of building intelligence though creating a
specific axis on business and market intelligence. This information could be used by both regional agencies
and businesses for informed decision making on building, embedding and reshaping GVCs. Such
information is contained in the Smart Specialisation Strategies however one of the most recent reports of
its implementation in Portugal (EC, 20202g)) identifies that at regional level, the management teams of the
strategy need to be substantially reinforced. The new powers allocated to CIMS may help this.

An example of where this has been done relatively successfully is Scotland (OECD, 201429]). The Output
Monitoring Framework (OMF) was developed by Scottish Enterprise, the national economic development
body for Scotland to meet the needs of a federated network of regional bodies known as Local Enterprise
Companies. These had to work in close co-operation and partnership with Locate in Scotland (Scotland’s
one-stop shop for inward investors), Scottish Enterprise, and regional authorities. The OMF developed a
common framework of monitoring and evaluation of network activity, including inward investor support,
across a regionally federated structure. This aided understanding of all inward investment, domestic
business competitiveness and the establishment of new businesses. In addition, information on skills and
knowledge, physical business infrastructure and environment and access to opportunity were also
collected. The latter forms of information proved essential for successful embedding.

Evidence from Costa Rica shows mapping and matching is not the end. (Crespi, Fernandez-Arias and
Stein, 201430) found that 80% of SMEs matched with MNEs did not end up successfully integrating into
the value chain. Thus, other activities such as reinforcing SME absorptive capacity and local infrastructure
and environment are equally important.

Further coordination with IAPMEI or other government agencies can improve FDI embeddedness, further
ensuring that attraction is even better targeted to local capability. For example, the Esposende municipality
in Braga has created Start Esposende, an investment funding agency and business incubator, which
provides a range of services to support local entrepreneurs and investors that aim to establish themselves
in the municipality. Working with Invest Braga can ensure conversations are a two way street. Invest Braga
can share more information of MNEs’ customers and objectives and Start Esposende can share further
information on the sorts of businesses coming through its doors — to establish connections immediately
e.g. removing potential supply chain bottlenecks from the start.

Improving domestic SME absorptive capacity

There is a vast amount of regional policies aimed at SMEs. Officials in both Alentejo and Norte have a
good record of the number of SMEs signed up to programmes, but information on the share of eligible
businesses involved and why those eligible do not sign up is difficult to gather. Often SMEs may need
assistance to understand the value of the programme, particularly if the investment is resource intensive.

One implicit way both regions do this is by reducing the transaction costs of participation in the programme
or removing disincentives. For example, Norte’s regional agency policy on intellectual property rights
protection encourages firms to see the long-term benefits of their collaboration. Over the last 3 years, this
policy has benefitted over 50 firms. Financial incentives are the key method for all regions of Portugal to
support local SMEs, including nationally implemented tax breaks or subsidies. There are also policies
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implemented at the regional level, for example, the CCDR Alentejo provides financial support to encourage
innovation. As part of the EU funds’ Operational Programme, assistance can be received by those projects
that contribute to innovative and qualified activities, to their progression in the value chain or to tradable
and international production.

The EUR 200 million Fund, financed by the regional OPs from the mainland, carries out equity and quasi-
equity investment operations in SMEs under a co-investment regime with the objective of:

e encouraging the establishment or capitalisation of companies, as a priority, in the start-up
phases (seed, start-up, later stage venture) and;

e mobilising specialised national and international venture capital entities that - besides the
financial investment - enable companies to acquire knowledge and technical, commercial and
financial experience.

However, despite substantial backing — the Fund results from a protocol between AD&C, IP and Banco de
Fomento and a relatively healthy EUR 6 million annual budget — the fund has so far only aided a limited
number of firms. The low success rate could be rectified through an increased awareness of co-investment
and risk-sharing policy by the agencies. As mentioned in the section above and via the example of Costa
Rica, mapping is key to improve targeting.

Most recently, public funding has been related to COVID-19 recovery. The OCDE-CoR survey (OECD,
2020;311) points out to substantial funding provided at the regional level but with the limited ability of regional
governments to effectively help. Comunidade Intermunicipal do Alto Minho in Norte for example notes that
the notices for SMEs to apply for support had to be longer because firms struggled and thus took more
time to gather all relevant information and submit applications.

In addition, considering all funds together will allow for a greater understanding of the possible debt
burdens on SMEs or the benefits they face e.g., Annual Investment Allowance, R&D tax credits, COVID
support schemes, and wider business taxes.

Responses to the EC/OECD Survey on Policies enabling FDI spillovers to domestic SMEs suggest that
while regional authorities in Norte and Alentejo have been successful in improving SME absorptive
capacity, greater investment in management capacity would allow better monitoring of project
implementation and eventual break even rates, with a view to better understanding the risks associated
with the projects implemented. Regional governments can help simplify procedures directly and build links
with civil society organisations and other firms, which typically includes associations, cooperatives,
foundations and social enterprises, if they have the capacity to do so.

Enabling strategic partnerships and knowledge exchange

Many initiatives in Norte and Alentejo do not directly target SMEs and FDI firms simultaneously. A
successful example of potential methods of working can be derived from Ireland. The Irish National
Linkages Programme had two key components. One working to account for firm heterogeneity and the
other SME upgrading. Through targeting both MNEs and local firms the programme both found links and
helped build capacity. This targeting process also looked at SMEs and their ability to improve or upgrade
their capabilities (Crespi et al., 2014). The successful programme has now evolved into a wider initiative
working at incorporating Irish companies into GVCs.

In Portugal, many programmes from the national level run informally, making regional monitoring and
evaluation more challenging. For example, ANI (the national innovation agency) hosts a range of policies
including Co-development R&D Centre for SMEs and larger firms to form informal relationships. The
success of these relationships can only be seen for those who apply for formal grants for participating in
European R&D programmes. Further programmes are implemented by CIMs and CCDRs, as discussed
in chapter 5.
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Chapter 5 notes that knowledge transfer infrastructures, such as Technological Interface Centers and
Collaborative Laboratories, are less widespread in the region of Alentejo. The incorporation of cutting-edge
thinking, University start-ups and accelerators should see two-way benefits, at MNE and regional level. At
the same time, the partnerships between universities can work as a further channel for information sharing,
and partnerships are more likely to occur if MNEs are directly integrated into these programmes.

A successful example can be seen as part of the EU innovation Hub network. The EIT Digital Innovation
Hub in Italy, headquartered at the Povo Scientific and Technological Centre in Trento, focuses on
leveraging digital technologies to help improve quality of life. Italy can be taken as an example of successful
innovation hub governance. Located at the core of the Trentino Region, an area rich in communications
infrastructures and bristling with innovative companies, the centre unites the leading digital players in Italy.
Its core partners are Engineering, Telecom ltalia and TrentoRISE, while affiliated partners have activities
all over ltaly (CNR-National Research Council) and have labs, connected to the Innovation Hub, in
Lombardy (Politecnico of Milan), Piedmont (Politecnico of Turin), Emilia Romagna (Alma Mater
Studiorum — Universita di Bologna) and Tuscany (Scuola Superiore Sant’Anna). Affiliated industrial
partners include CFR (FIAT Research Centre), Cooperazione Trentina, Posteltaliane, Reply and ST
Microelectronics. (European Institute of Innovation and Technology, 202132))

Promoting clustering

Portugal has about 20 clusters of competitiveness that are recognised by IAPMEI since 2017 (Table 6.4).

The Sines complex in Alentejo is one of the leaders of green energy production in the country. Various
sectors including manufacturing, petrochemicals and energy work in tandem to boost the region’s
economy. Its new technology park (Sines TECH — Innovation & Data Center Hub) provides a space for
information exchange with logistical constraints of conference centres, warehouses and office blocks all
covered in the complex. There are spaces for special courses to upgrade skills on technology, industry
and welding. However Sines is relatively detached from the rest of Alentejo and therefore its linkages with
firms outside of the complex but within Alentejo are limited. Even its brochures relate to linking investors
with “land for tourism and real estate across the municipalities”. Therefore the dual objective of economic
growth and regional development may struggle to be achieved if connectivity across the region is limited.

Portugal has been particularly active in developing cluster policies through active engagement: 14% of
national policies identified in the EC/OECD mapping on policies strengthening FDI-SME spillovers aim to
develop clusters, including the IAPMEI coordinating the recognition and establishment of 18 industrial
clusters (EU/OECD, 2021). At the same time, the subnational regions continue to implement their own
cluster policies. In Norte the Norte Regional Operational Programme 2014-20 include a number of
initiatives in favour of clusters, such as the Sistemas de Incentivos a Internacionalizagdo by CCDR Norte.
These initiatives focus on Smart Specialisation industries, as the choice of a large number of domains
does not favour the concentration of resources in projects and activities that would generate spillovers
(European Commission Smart Specialisation, 201933). At the same time a top-down imposed formation
of a cluster is less likely to succeed in the long term.

The recent signing of sectoral pacts' can help coordinate action between private and public sectors, but
the method proposed for monitoring and evaluating cluster policies at the regional level is unclear.
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Table 6.4. Clusters in Portugal, IAPMEI labelled, 2019

Turnover ~ Exports GVA
Employment (EUR (EUR (EUR Strategic objectives
million) million) million)

. Cooperation Supporting business
Internation- ,
alisation and . and entreprleneurs
partnerships capacity
Aeronautics, Space 21000 4717 4049 1119 X X X
and Defense Cluster
AgroFood Cluster 24 400 5313 1425 962 X X
Architecture, 11100 1915 587 490 X X
Engineering and
Construction Cluster
Automotive Cluster 14 900 5557 4231 688 X X
Engineering & 8700 997 552 331 X X X
Tooling Cluster
Footwear and 24000 1770 1253 491 X
Fashion Cluster
Habitat Cluster 11500 2852 1314 639 X X
Health Cluster 23600 3776 493 1284 X
Mineral Resources 1900 287 222 101 X X X
Cluster
Ocean Cluster 7800 1074 312 406 X
Petrochemicals, 8800 12 095 4 366 995 X X
Chemicals and
Refining Cluster
Production 39500 2242 1166 822 X X
Technologies Cluster
Railway Cluster 8500 994 325 330 X X
Smart Cities Cluster n.a n.a n.a n.a X X X
Textiles Cluster: 8200 737 543 215 X X
Technology and
Fashion
ICT Cluster 14 400 5280 1249 1417 X X X
Tourism Cluster n.a n.a n.a n.a X
Vine and Wine 5100 1455 641 328 X
Cluster
Ocean Cluster 7800 1074 312 406 X X

Note: Data on employment, turover, exports and GVA not available for the Smart Cities Cluster, the Tourism Cluster.
Source: IAPMEI (2021;34).

For Norte and Alentejo, the effectiveness of cluster strategies depends on their ability to make clusters
evolve with global value chains. Portugal has in place a system to periodically evaluate the success of its
strategy which can be beneficial for all levels of government to learn from. The Portugal 2020 Global
Evaluation Plan (PGA PT2020) is a guiding document of the Portugal 2020 Evaluation. It enables the
design and implementation of policies and programmes to benefit from quality assessments, supported by
evidence on the effectiveness, efficiency and impact of interventions. It means there is room for policies to
evolve as the environment changes around them. The most recent evaluation is from January 2021 which
can provide a basis for future strategies.

STRENGTHENING FDI AND SME LINKAGES IN PORTUGAL © OECD 2022



140 |

Consolidating agglomeration benefits

Transport infrastructure

Good transport links to Central Europe are a key part of Portugal’s historical success. Projects with the
European commission to extend rail links across Europe have included substantial participation from
Portuguese regions. However, in Alentejo, the within-region transport system is more limited. The Alentejo
Platform was created in 2018 by leaders of business organisations, public and private entities and citizens
movements and “civically committed” citizens, to require the Government to carry out projects in the areas
of accessibility and road and rail transport which they consider fundamental for the sustainable
development of the region. As such, the government commissioned Infrastructures de Portugal to conduct
studies on ways to improve the regional connectivity.

Labour markets

Norte’s mission 2020 has the ambition to increase the number of workers and employers that are able to
adopt new techniques, technologies and organisational methods to improve their employability.
Specifically, in partnership with businesses, including MNEs, they aim to increase the hiring of highly skilled
human resources, thereby contributing to increase entrepreneurial skills in R&D&l and intensify
interactions between companies and regional entities. Given the population density of Norte, this may be
easier to achieve should the skills gap be small enough (in a similar concept to SME absorptive capacity).

There are several universities in Norte which help increase the capability of the local labour market.
Between 2008-2018 one of the highest increases in student attainment across OECD countries was noted.
However as the working age population remained below average, Norte’s 2018 smart specialisation report
(Interreg Europe, 2018;35)) points to policies investing in education, training and vocational training for skills
and lifelong learning. Across Portugal, the OECD finds within the education sector, Portugal faces the
challenge of ensuring that only effective programmes or initiatives are scaled up or systematised. In
addition, to improve implementation, the OECD advises that different parties should be involved in design
processes and receive practical support. (OECD, 20193¢))

These programmes aim to ensure the skills developed match the current and future demands of the region.
Thus to counteract high unemployment rates, it is imperative to improve the matching between workers
and firms.

Such infrastructure can improve local skills, but in the short term it may be difficult to attract the right people
to the region. Alentejo’s foreign born population is just 4% (Portugal average 6.8%, OECD average 10%).
The population within Alentejo over the last 50 years has been seen to favour most coastal regions of the
territory than the interiors (OECD forthcoming, 2022). National government programmes such as
specialised visas discussed in chapter 3, can help attract foreign labour. In this case attraction and
preservation would need to ensure salaries are globally comparable, unless the non-financial benefits can
compensate for this (access to world class businesses, knowledge, technologies). However, the distance
from urban areas with a greater variety of skills can pose a challenge to attract local labour e.g. from Lisbon
for Alentejo and from Porto to inner parts of Norte.

Regional skills can be strengthened by improving collaboration between public authorities, local
businesses, and not-for-profit organisations to ensure local education and training match the current and
future needs of rural firms and harness digital technologies to support lifelong learning for youth and
experienced workers. In theory the role of remote working may prove a challenge, particularly for value
chain functions that can be conducted in such a way. For the majority of occupations in Alentejo and Norte,
it is likely there is still a large need for in person employment.
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Quality of Life

Invest Alentejo websites host a dedicated section relating to the lifestyle benefits for investors — e.g.,
tourism, affordable housing. Improving healthcare services and education would likely lead to more
settlements for investors and their families. Invest in Sines brochures includes sections on tourism and
quality of life. Both of which point to the acknowledgement of the importance of portraying and creating a
good quality of life for building intrinsic human links to the region, thereby increasing embeddedness. This
includes access to essential services such as health and education.

Improving FDI-SME policy co-ordination at regional level

The national strategic references for regional planning are the Portugal 2030 Strategy and the National
Spatial Planning Policy Programme (PNPOT), although the responsibility is spread across ministries. The
Ministry of Planning looks after strategy of economic and social development, namely convergence and
cohesion policy; the Ministry of Territorial Cohesion looks after regional development and inner areas; the
Ministry of Environment and Climate Action looks after spatial planning and forestry; and then there are
other sectoral ministries responsible for the provision of public and collective services and other territorial
interventions.

At a subnationalal level, as well as the CCDR, a number of institutions represent each of the key regions
on the mainland. The regional directorates implement agricultural policy, including those addressing rural
development measures. They provide analysis, approval, monitoring, and validation of projects supported
by public funds in their respective regions. Yet their links with integration with local FDI which would
accelerate development and exportability is unclear. Taking the example of one programme, the Mainland
Rural Development Programme (PDR 2020) supported by European funds (EAFRD) is operational in
Alentejo. It supports the tradable goods sector and farmers directly involved in adding value through agro-
forestry activities through a wide range of policies including building conditions for economic and social
dynamism. Explicit co-ordination with local foreign investors is not evident.
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Box 6.3. The alternative TL3 typology

This OECD methodology classifies TL3 regions into metropolitan and non-metropolitan according to
the following criteria:

e Metropolitan TL3 region, if more than 50% of its population live in a functional urban area
(FUA) of at least 250 000 inhabitants. Metropolitan regions are further classified into:

o Large metropolitan TL3 regions, if more than 50% of its population lives in an FUA of at least
1.5 million inhabitants.

o Metropolitan TL3 regions, if the TL3 region is not a large metropolitan region and 50% of its
population lives in an FUA of at least 250 000 inhabitants.

o Non-metropolitan TL3 region, if less than 50% of its population live in an FUA. These regions
re further classified according to their level of access to FUAs of different sizes into regions:

= With access to (near) a metropolitan TL3 region, if more than 50% of its population
lives within a 60-minute drive from a metropolitan area (an FUA with more than 250 000
people); or if the TL3 region contains more than 80% of the area of an FUA of at least 250
000 inhabitants.

» With access to (near) a small/medium city TL3 region, if the TL3 region does not have
access to a metropolitan area and 50% of its population has access to a small or medium
city (an FUA of more than 50 000 and less than 250 000 inhabitants) within a 60-minute
drive; or if the TL3 region contains more than 80% of the area of a small or medium city.

= Remote TL3 region, if the TL3 region is not classified as NMR-M or NMR-S, i.e., if 50%
of its population does not have access to any FUA within a 60-minute drive.

Source: (Fadic etal., 2019),“Classifying small (TL3) regions based on metropolitan population, low density and remoteness”
https://dx.doi.org/10.1787/b902cc00-en.
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" In 2019 the AEC Cluster — Architecture, Engineering and Construction, managed by the Portuguese
Technological Platform for Construction (PTPC), signed a Sectoral Pact for Competitiveness and
Internationalisation with the Ministry of the Economy.
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and evaluation of policy impacts. It then reviews the mix of government policies that are currently in place

to support FDI-SME linkages and spillovers, noting areas for further policy reforms. The last chapter introduces
a regional lens, focusing in particular on the regions of Norte and Alentejo. This report is part of a broader
European Commission-OECD programme on strengthening FDI-SME linkages and serves as a pilot for future
country assessments.
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