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Foreword

International investment and trade in global value chains (GVCs) have experienced major disruptions from
the COVID-19 crisis and Russia’s war of aggression against Ukraine, impacting on growth, productivity
and well-being across the globe. Added to these challenges are growing geopolitical tensions,
environmental challenges and inequalities within and across countries, as well as other megatrends, such
as the digital transition and demographic changes, which are all, collectively, strengthening the spotlight
on the need for more resilient, sustainable and inclusive growth pathways.

Boosting productivity, which has slowed across the OECD in recent decades, and innovation will be
essential, not least for small and medium-sized enterprises (SMEs), who account for around two-thirds of
jobs in OECD countries but typically have significant technology and knowledge gaps relative to their larger
peers, in particular foreign-owned firms. Yet, foreign direct investment (FDI) can serve as a source of
knowledge and capital for domestic SMEs, and for the places where investment is made if well embedded
into local economy. Partnerships with a strong base of domestic firms can reinforce productivity and
innovation of foreign-owned firms too.

Fully harnessing the potential of FDI-SME linkages requires conducive policy and institutional frameworks
that can leverage existing, and attract new, quality FDI, while also improving SME performance and
capabilities, and strengthening spillover channels. The OECD with support of the European Commission
(EC) is conducting a multi-year project to advise national and subnational governments on developing and
strengthening FDI-SME ecosystems that can drive resilient, sustainable and more inclusive growth. This
policy toolkit is the main output of the first phase of that project and includes two parts.

Part | provides a conceptual framework and a set of diagnostic tools to assess the enabling conditions and
diffusion channels through which FDI impacts SME productivity and innovation (Chapter 1). It further
provides a framework for the assessment of policy, regulatory and institutional settings to help
governments identify priority reforms that strengthen FDI and SME linkages and their contribution to
productivity and innovation (Chapter 2). The tools and principles presented in Part | build on the lessons
learnt from the in-depth pilot country assessments conducted for Portugal and the Slovak Republic, as well
as on the analytical work developed in Part Il.

Part Il provides a mapping of the institutional environment that governs FDI-SME policies across the 27 EU
Member States, including the organisational structure, role and responsibilities of the various public
institutions involved (Chapter 4). It presents a typology of governance frameworks and sheds light on
inter-institutional coordination mechanisms and policy evaluation practices, which are essential elements
of a conducive institutional environment. Chapter 5 reviews the mix of policy measures that is currently in
place to foster FDI-SME linkages across the 27 EU Member States.

This Toolkit complements the OECD FDI Qualities Policy Toolkit but provides more attention on the role
of SME ecosystems and policies to enable FDI-SME linkages, attract investment and increase productivity
and innovation. It further contributes to OECD’s effort to support SMEs’ integration in GVCs and scaling
up. The Toolkit was jointly developed and approved by the OECD Committee on SMEs and
Entrepreneurship and the OECD Investment Committee and contributes to their respective Programmes
of Work.
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Executive summary

This Policy Toolkit offers advice to national and subnational governments on how to increase productivity
and innovation spillovers from foreign direct investment (FDI) to domestic small and medium-sized
enterprises (SMEs) and the local economy. It provides a conceptual framework for understanding the main
enabling conditions and channels of FDI and SME spillovers and a set of diagnostic tools to assess
potential in countries and regions. It also provides an assessment tool for the effectiveness of policy and
institutional frameworks enabling FDI-SME linkages, with a typology of policy initiatives that can increase
the impact of FDI on local productivity and innovation. This typology is derived from a mapping of
institutions and policies across the 27 EU Member States and an in-depth pilot assessment of FDI-SME
ecosystems in Portugal and the Slovak Republic.

Why a policy toolkit for harnessing FDI-SME linkages and spillovers?

Building back better after the COVID-19 crisis, enhancing resilience to future shocks, achieving a net zero
transition and reducing inequalities will require higher productivity and more innovation, requiring, in turn,
policies and enabling environments that foster greater diffusion of knowledge, technology and skills across
heterogeneous regions. As firms and places look for new drivers of competitiveness and resilience within
shifting global value chains (GVCs), strengthening FDI-SME ecosystems is key. Beyond its direct
contribution to capital and employment, quality FDI can benefit host economies through knowledge and
technology spillovers that increase productivity of domestic SMEs. FDI can also transmit new and more
sustainable and responsible standards in business practices to SMEs in their value chains. In turn, SMEs
and their innovation capacities are an important determinant of FDI location decisions, since foreign
investors often choose specific locations based on the quality of local suppliers and the performance of
SMEs. Resilient, reliable and innovative SMEs have become a strategic asset in multinationals’ investment
and due diligence strategies.

What can governments do to build vibrant FDI-SME ecosystems?

Even if countries or regions attract quality FDI and host highly performing SMEs, FDI-SME spillovers may
not materialise automatically.

Besides economic and market conditions, public policies and institutional arrangements play an important
role in fostering knowledge and technology diffusion from FDI to local economies. A broad mix of policies
can increase the magnitude of spillovers, by targeting FDI flows and characteristics, the absorptive
capacity of SMEs, or some structural, economic and geographical factors (e.g. regional inequalities, or the
presence and size of industrial clusters). Other public policies can also reinforce more specifically the
FDI-SME spillover channels by targeting value chain linkages, encouraging strategic partnerships, easing
labour mobility, or promoting competition effects.

POLICY TOOLKIT FOR STRENGTHENING FDI AND SME LINKAGES © OECD 2023
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This broad range of policies is typically implemented by multiple institutions operating at different levels of
government (national and/or subnational), and across different sub-national dimensions, as well as at the
intersection of investment, SMEs and entrepreneurship, innovation and regional development policies.

This Toolkit identifies the following strategic objectives for policy intervention:

Improving the governance framework for FDI-SME policies. Efficient co-ordination and
alignment among the multiple institutions involved in the design and implementation of FDI-SME
policies is key to reducing information asymmetries and transaction costs. The design of
coordination mechanisms (e.g. formal or informal, top-down or bottom-up) should be carefully
tailored to national contexts and their overall governance systems (e.g. federal versus central).
Because FDI-SME policies can be introduced by various levels of government, including at the
regional and local levels and including between sub-national governments, robust multi-level
governance arrangements are instrumental in effective implementation. National strategies or
action plans on investment promotion, entrepreneurship and innovation can also help overcome
policy silos and create an integrated vision across the government. Good governance practices
also include systematically evaluating policy impact and consulting with foreign investors and local
SMEs.

Attracting productivity-enhancing FDI. The magnitude of spillovers is influenced by the volume
and the type of FDI received, and the degree of FDI local embeddedness — i.e. the depth and
extent of the investment's ties to the local environment. An open, transparent and
non-discriminatory regulatory environment is fundamental to attract FDI that creates linkages with
the host economy. Different types of investment incentives (e.g. direct financial support, tax relief,
regulatory concessions) can also be used to promote productivity-enhancing FDI, but their
provision should be transparent, subject to regular review, and geared towards economic activities
with higher potential for knowledge diffusion. Investment promotion agencies (IPAs) are key actors
in delivering targeted investment promotion and facilitation packages, combining intelligence
gathering (e.g. market studies), sector-specific events (e.g. business fairs, country missions) and
pro-active investor engagement initiatives (e.g. one-to-one meetings, enquiry handling).

Fostering SME absorptive capacity. SMEs with strong absorptive capacity — i.e. ability to identify
valuable knowledge from FDI and use it productively to improve their performance — are better
positioned to benefit from FDI spillovers. On average across the EU area, 63% of measures in the
FDI-SME policy mix are aimed at improving SMEs’ performance. Enhancing the quality of the
regulatory environment (e.g. in product and labour markets, taxation, competition, insolvency
regimes, licensing systems) can help improve SMEs’ capacities and incentives to scale up, and
engage in knowledge-intensive collaboration with FDI. Beyond conducive regulatory frameworks,
strengthening SMEs’ absorptive capacity requires a comprehensive mix of business support
services to help them access the strategic resources they need to improve productivity (i.e. skills,
finance and innovation assets). Raising the quality of local network and knowledge infrastructure,
including universities, research institutions, technology transfer offices, business incubators and
accelerators and other facilities can also contribute to creating knowledge and synergies.

Enhancing economic, structural and geographical factors. FDI-SME spillovers also depend
on the economic, structural and geographical characteristics of the host countries and regions,
such as their industrial specialisation, resource endowment or the existence of agglomeration
economies. New industrial policies as they increasingly aim to strengthen innovation investment
and networks, including through stronger GVC integration, can reinforce specialisation patterns
and promote innovation diffusion. Strengthening clusters is also increasingly part of the FDI-SME
policy mix as agglomeration facilitate FDI attraction and spillovers.

Strengthening the diffusion channels of FDI-SME spillovers. One way to increase diffusion is
by promoting value chain linkages and strategic partnerships between FDI and domestic SMEs,
e.g. through supplier development programmes or incentive schemes targeting foreign investors.
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Other initiatives can support the mobility of highly skilled workers from FDI to the domestic
entrepreneurial ecosystem. Beyond active labour market policies, leveraging spillovers from labour
mobility may require addressing structural challenges related to the capacity and skills endowment
of domestic SMEs. In this perspective, governments may seek to expand the local talent pool by
providing regulatory or financial incentives to facilitate the immigration of business talent from
abroad or implementing international work placement and employee exchange programmes.
FDI-SME knowledge diffusion can also be incentivised by creating market conditions for fair
competition and knowledge exchange between foreign and domestic firms, e.g. through favourable
intellectual property rights (IPRs) protection frameworks. Indeed, for innovation to blossom,
start-ups and SMEs need to be able to appropriate the benefits of their investments and compete
on a level playing field with incumbents and larger actors. When it comes to developing spillovers
channels, EU countries appear to put the accent on strengthening value chain linkages and
developing strategic partnerships between FDI and domestic SMEs (objectives that are
respectively supported by 19% and 13% of FDI-SME measures on average), while only a smaller
share of measures (3-4%) address the issues of labour mobility and competition.
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1 Conceptual framework and
diagnostic tools

This chapter presents a conceptual framework to assess the enabling
conditions and diffusion channels through which FDI affects SME productivity
and innovation. It also provides a set of diagnostic tools to benchmark
countries and regions according to their potential to benefit from FDI and
SME linkages, taking into consideration the type of investment that they
attract, the performance of SMEs, as well as economic, structural and
geographical factors. Selected indicators are drawn from a range of OECD
and non-OECD databases.
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Context and motivation

A complex nexus of short-term and structural changes is transforming international production systems
and global value chains (GVCs). COVID-19 and Russia’s war against Ukraine hit GVCs very hard, with
uneven impact across countries and places in the OECD and partner countries. Asymmetries in the impact
of the pandemic reflected differences in the local endowment of health and economic resources, policy
reactions, and the strength of disruptions across business activities and value chains. The effects of the
war also differ depending on places’ exposure to Russia and Ukraine and are diffusing through a variety
of channels, including energy and commodities trade; the supply chains of transport equipment, basic
metals and non-metallic products; and financial and business linkages. These recent and ongoing
transformations add to the challenges and structural changes already at play before the crisis, arising from
technological development, regionalisation of trade, increasing international economic and political
tensions and growing need to build more sustainable production systems (OECD, forthcoming1)).

In light of these challenges, innovation and productivity will play an increasingly critical role in helping firms,
regions and countries seek greater competitiveness, sustainability and resilience. Besides the contribution
of innovation and productivity to economic growth, new rationales have emerged to support and enhance
their diffusion — including limiting dependencies in materials and energy sources.

The academic and policy literature has identified small and medium-sized enterprises (SMEs) and foreign
direct investment (FDI) as two important contributors to productivity and innovation. On the one hand,
SMEs make up the industrial fabric of many places, accounting for about two-thirds of total employment
and 50-60% of business sector value added in the OECD area. They are also key actors for social
cohesion, the training and integration of young people into the working environment, and the delivery of
services in remote areas or niche markets that are not profitable enough for larger-scale firms (OECD,
201927). On the other hand, FDI contributes to the knowledge base and capital stock of host countries and
regions. Beyond its direct contribution to capital investment and employment generation, FDI can benefit
host economies through knowledge and technology spillovers, which can help drive productivity growth in
local firms, especially SMEs.

Changes in the global trading and investment environment provide opportunities for the upgrading of
SMEs. Participation in GVCs can enable SMEs to enhance productivity by capturing technology and
knowledge spillovers, upgrading workforce and managerial skills and raising innovation capacity. Recent
analysis showed that firms engaged in GVCs recovered faster from the COVID-19 crisis, suggesting that
GVCs have contributed to their economic resilience (Giglioli et al., 2021(3;; Constantinescu et al., 20224;;
OECD, forthcomingy1;). SME internationalisation and integration in GVCs can be achieved directly through
trade (i.e. by supplying or sourcing companies located abroad) or indirectly by establishing linkages with
foreign affiliates of multinational enterprises (MNEs).

While SME performance is influenced by a variety of market, policy and other factors, this Policy Toolkit
focuses on the specific role of FDI-SME linkages and spillovers as drivers of productivity and innovation.
It aims to provide policymakers with a set of principles and tools to maximise the benefits of FDI to the host
economies through knowledge and technology spillovers, ultimately strengthening innovation and
productivity growth in local SMEs. Based on existing literature and empirical evidence, Chapter 1 presents
a conceptual framework to better understand the nature of FDI-SME relationships. It identifies the core
enabling conditions under which FDI can positively affect SME productivity and innovation and the main
channels enabling knowledge and technology diffusion from FDI to domestic SMEs. It also provides a set
of diagnostic tools to benchmark FDI-SME spillovers’ enabling conditions and the performance of diffusion
channels across OECD countries and regions. Building on this framework, Chapter 2 then discusses how
institutional settings, regulatory conditions, policies and programmes can enable or deter these FDI-SME
linkages. It does so by going beyond the evaluation of single policy measures, and rather looking at the
policy mix consisting of various policy measures that are developed and implemented with different
objectives, target different actors, and involve multiple levels of government.
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This Policy Toolkit does not investigate the entire spectrum of GVC relationships but focuses only on
knowledge spillovers that arise from foreign MNE affiliates in host-economy markets. The scope of the
project covers strategic partnerships between SMEs and MNE affiliates based in the same country
(excluding overseas/cross-border partnerships) and value chain linkages through buy and supply
relationships between SMEs and MNE affiliates based in the same country (excluding cross-border trade).

Spillovers from FDI to domestic SMEs depend on a set of enabling conditions. These include the volume
and local embeddedness of foreign-owned affiliates in the host country or region, as well as the existence
of a productivity gap between investing foreign MNEs and domestic SMEs, the former having access to a
broader range of innovation assets and resources and performing better on average. The potential of
spillovers resulting from FDI is also related to the existence of absorptive capacities of local SMEs and the
capacity to adapt when they get exposed to activities of foreign firms. Attractiveness, embeddedness,
performance and spillovers are affected by a range of enabling conditions related to the economic,
geographical and structural characteristics of the host country or region, which hold the potential to
enhance (or hamper) knowledge and technology diffusion from FDI.

While adequate enabling conditions are necessary, they are not sufficient. To maximize the potential for
FDI spillovers, domestic SMEs need to have linkages (direct or indirect) with foreign MNEs. This may occur
through different types of connections and interactions providing opportunities for knowledge and
technology transfers. These include buyer-supplier linkages along value chains or formal strategic
partnerships (e.g. joint ventures) between foreign MNEs and domestic SMEs. They also include the
mobility of workers from affiliates of foreign MNEs towards local SMEs; and the competition or imitation
effects that may occur following the market entry of foreign MNEs, e.g. as a response to the introduction
of new quality standards or better managerial practices by the foreign entrant.

The scope for productivity and innovation spillovers on domestic SMEs is ultimately determined by the
interaction of enabling factors (FDI spillover potential, SME absorptive capacity; economic, geographical
and structural characteristics of host countries and regions) and diffusion channels (value chain linkages;
strategic partnerships; labour mobility; competition and imitation effects) (Figure 1.1). Besides economic
and market conditions, policy, regulatory and institutional settings play an important role in fostering FDI
and SME linkages. Public policies aiming to enhance spillovers cut across a range of policy domains,
including investment promotion, SME development, innovation and regional development.
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Figure 1.1. Understanding FDI spillovers to domestic SMEs: conceptual framework
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Box 1.1. Key terms and definitions

What are foreign firms/MNEs?

Although foreign firms generally refer to firms owned or controlled by investors that reside in an
economy other than that of the firm, researchers and policymakers alike use different criteria to define
foreign firms. It is therefore useful to distinguish between the definition of foreign firms used in the
context of analyses of foreign direct investments versus foreign firms defined in the context of activity
of multinational enterprises (AMNE).

In the context of FDI, foreign ownership considers cross-border investments made with the objective of
establishing a “lasting interest” in an affiliate that is resident in an economy other than that of the direct
investor. The lasting interest is evidenced when the direct investor owns at least 10% of the voting
power of the direct investment enterprise (OECD, 20095;) (OECD, 2023;¢}). Therefore, firms are defined
as foreign when foreign investors own at least 10% of their equity stocks, in line with the OECD
Benchmark Definition of Foreign Direct Investment (OECD, 2009s)).

In the context of OECD’s Activity of Multinational Enterprises database (AMNE Database), foreign
ownership is generally determined using the principle of controlling interest. While in most countries the
controlling interest is based on majority ownership (owning more than 50% of equity stake), other
countries also consider minority control (between 10% and 50%) (Cadestin et al., 2018;7;)). The AMNE
database identifies three categories of firms: foreign-owned firms (foreign affiliates), domestic
multinational enterprises (MNEs), and other domestic firms (Cadestin et al., 20187;). Foreign affiliates
are firms where more than 50% of the controlling interest is owned by investors outside of the country.
MNEs consist of domestically-owned firms with affiliates abroad. Other domestic firms include
domestically-owned firms without affiliates abroad.

In this OECD report, the terms “foreign firms”, “foreign MNEs”, “foreign investors” and “foreign affiliates”
are used interchangeably.

What is FDI?

In this OECD report, the term “FDI” is used interchangeably to refer to investment flows and stocks,
according to the benchmark definition of FDI (above), and to refer to the activities of foreign affiliates of
MNEs.

What are SMEs?

Small and medium-sized enterprises (SMEs) are firms which employ up to 249 employees. It is worth
noting that while this size-class breakdown reflects the most common statistical definition across OECD
countries and is also used by the European Commission (EC), there are cross-country differences in
the definition. For example, the United States considers SMEs to include firms with fewer than 500
employees. In addition to the number of employees, the EC also includes annual turnover and balance
sheet total as additional criteria.

Source: (OECD, 2019;; Cadestin et al., 2018;g;; OECD, 201810;; OECD, 202311)).
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The potential for FDI spillovers

The technological advantage of FDI can generate knowledge and productivity spillovers
to domestic SMEs

Foreign firms can be an important source of knowledge diffusion for domestic firms. The OECD FDI
Qualities Indicators suggest that sectors receiving more FDI tend to experience higher growth in labour
productivity and in the intensity of research and development (R&D) than other sectors (OECD, 2019s;;
OECD, 2022;12;). One potential explanation for this correlation is that foreign firms are on average more
productive than domestic firms (Figure 1.2), which is linked to their greater access to technology, better
managerial skills and more adequate resources for capital investment than domestic firms. Recent work
at the Bank of England shows that foreign-owned firms in the United Kingdom are around twice as
productive as domestically-owned firms (Batten and Jacobs, 201713;). Some of this reflects the fact that
foreign firms tend to be larger and more export-intensive, both features associated with higher productivity
levels. Larger firms can indeed harness economies of scale — including through their relationship with the
parent company — which are not available to smaller firms, especially local SMEs (OECD, 2019p).
Exporters are connected though GVCs to international networks where they can source knowledge.
Nonetheless, even after controlling for size, export status, age, and sector, the UK study finds
foreign-owned firms to be around 50% more productive than domestically-owned ones (Batten and Jacobs,
2017113)).

The performance premia of foreign firms, after adjusting for size, sector and other demographic
characteristics, suggest that knowledge and technology spillovers of FDI could be leveraged on to close
productivity gaps. However, the ability to do so also depends on the capacities of SMEs to absorb
knowledge spillovers, which are assessed in the next section. The OECD FDI Qualities Indicators (OECD,
2019s7) show considerable variation across countries in the productivity gap between foreign-owned and
domestic firms, with substantial gaps in some countries and negligible gaps in others (Figure 1.2). The
capacity gap between foreign firms and domestic SMEs is often measured in terms of performance gaps
(e.g. productivity/technology gaps) (OECD-UNIDO, 201914)) (Gal and Witheridge, 201915) (Farole and
Winkler, 20141¢)).

When MNEs enter a new market or country, they organise and coordinate their activities in different ways
following optimisation strategies. As firms’ production processes become more disaggregated, they
progressively place functions in the most suitable locations, considering region- rather than just
country-specific factors. This includes not just factor endowments, such as capital and labour, but also
geographic location and enabling factors including access to skills, accessibility, infrastructure, investment
in R&D, quality of institutions and policy framework on tariffs, taxes, product and labour market regulation
(Johansson and Olaberria, 201417)

The nature of the linkages with local enterprises is typically related to the mode of governance of the GVC,
dictated by the MNE leading the chain (Gereffi, Humphrey and Sturgeon, 20051)). MNEs can establish a
subsidiary (hierarchy mode/FDI), entrust their supply chain activities to independent suppliers through
arm’s length trade (market-based mode), or enter into contractual arrangements with partner firms such
as contract manufacturing, joint ventures and licensing agreements (contractual partnerships). Evidence
suggests that MNE activities are often orchestrated through a combination of different governance modes,
reflecting the diversity of relationships with suppliers and partners who operate in the same value chain
(Andrenelli et al., 201919)).
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Figure 1.2. There are large cross-country differences in productivity gaps between foreign and
domestic firms

Are foreign firms more productive than their domestic peers? (yes if score > 0; no if score < 0), selected countries,
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firms and vice versa if it is less than 0. Foreign firms are firms with at least 10% foreign ownership. For more details, please see methodology
(Annex B) in (OECD, 2019g)).

Source: OECD FDI Qualities Indicators, based on World Bank Enterprise Surveys (2019s)).

The magnitude of spillovers often depends on the type and characteristics of FDI

The potential for spillovers is determined by the volume of FDI inflows received and several MNE
characteristics that illustrate to what extent FDI is effectively embedded in the local economy. FDI local
embeddedness refers to the depth and extent of a foreign venture’s ties to the local environment. Such
characteristics include:

The type of FDI: A greenfield investment is more likely to involve the implementation of a leading
technology in the host country and to be accompanied by a direct transfer of knowledge and technology
from the parent firm to the new affiliate (Farole and Winkler, 20141¢). On the other hand, the merger or
acquisition (M&A) of a domestic firm allows foreign investors to access the host country’s technology as
well as already established business and knowledge networks. In this case, the deployment of the foreign
investor’s technology would be implemented more gradually, making additional knowledge spillovers to
domestic firms less likely in the short-term (Crespo and Fontoura, 200720)) (Braconier, Ekholm and
Midelfart Knarvik, 200121;). In a study on the effects of Japanese FDI in the US market, Branstetter
(2006227) confirms that higher spillover effects took place from Japanese affiliates and finds no spillovers
from acquisitions. The setting of branch plants of MNEs, which have headquarters located far away, could,
however, have negative consequences on local growth (e.g. lack of stable jobs, lack of R&D activities,
limited backward linkages, appropriation of government support and lack of spillover effects) in lagging
regions of developed countries (Sonn and Lee, 201223)).

FDI motives: Foreign investors may enter a country to expand sales in a new, often large, market (i.e.
market-seeking); to tap into natural resources (resource-seeking), which is often the case in commodity
sectors and agribusiness; or to achieve efficiency (efficiency-seeking) either by reducing costs (e.g. labour
costs) or by acquiring new local assets (asset-seeking) in the form of technology, innovation and related
skills. In this regard, a distinction is made between technology-exploiting and technology-seeking FDI
(Smeets, 200824;; Driffield and Love, 200725). Technology-exploiting FDI is motivated by the desire to
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exploit a technological advantage abroad, while technology-seeking FDI tries to capture knowledge
spillovers from domestic firms in host countries. Perhaps not surprisingly, empirical evidence from the UK
shows that technology-seeking FDI does not generate knowledge spillovers, whereas
technology-exploiting FDI does (Driffield and Love, 200725)). Similarly, market-seeking FDI tends to use
more local suppliers than efficiency-seeking FDI, thereby increasing the likelihood of knowledge spillovers
taking place on the domestic economy (Jordaan, Douw and Qiang, 2020y2g)). It is easier for local SMEs to
integrate with an MNE supplying the domestic market as the latter may be more inclined to source inputs
locally, as opposed to exporting MNEs that operate within established global supplier networks and have
higher product and service quality demands. The motive also influences the location of the investment.
Crescenzi, Dyevre and Neffke (201827) note that technological giants are more effective at minimising
knowledge leakage by locating their investments in more remote areas or in areas where the cognitive gap
between these highly innovative firms and local firms may be too large for any knowledge transfer. In
general, FDI motives are often interlinked, so that they cannot be fully separated but rather emerge in
combination.

The country of origin of FDI: Recent OECD empirical work finds that FDI from higher-productivity
countries generates stronger spillovers in the host economy than FDI from lower-productivity countries
(Gal and Witheridge, 201915)). Along the same lines, Gorodnichenko, Svejnar and Terrell (20142s)) find
that FDI coming from OECD countries (vis-a-vis FDI from non-OECD countries) brings about stronger
productivity benefits for SMEs in the host economy, mostly through backward linkages. Other scholars
have looked at the heterogeneity in the origins of FDI, finding that the more diverse the FDI in terms of
country of origin, the higher the positive effect on domestic firm productivity. However, in the case of China,
FDI from culturally similar places such as Hong Kong and Chinese Taipei has a stronger impact on local
SME productivity than FDI from Western countries (OECD, 201729)).

The sector in which the investment is made: MNE strategies vary across industries, according to their
knowledge, technology or capital intensity (and that of potential partners), with different implications for
knowledge transfer (Figure 1.3).

e In resource-based industries, such as mining, spillovers tend to be limited reflecting their high
capital intensity and the high degree of specialisation that is required to extract and process raw
materials. If governments are to build a stronger base of suppliers, they often need to look beyond
the mining industry and strengthen skills in related services (Farole and Winkler, 2013[30]).

¢ Inindustries of standardised and simple products for which little formal cooperation between GVC
participants is required (e.g. agricultural commodities), arm’s-length market transactions are the
most preferred MNE strategy (UNCTAD, 2013[31]) (Gereffi and Fernandez-Stark, 2016[32]). In this
case, MNEs influence the supply chain through their role as clients (especially if they are large
clients in markets with a narrow client base), and suppliers, many of them SMEs, learn from the
demands placed upon them and from market feedback.

e In sectors where quality (e.g.pharmaceuticals) and a commercial presence
(e.g. marketing/advertising, financial services) are important, the establishment of a subsidiary
allows MNEs to secure high levels of quality in production and a direct access to clients in the
domestic market. Knowledge and technology transfers are more likely to take place from the parent
firm to the local subsidiaries, with potential benefits arising from the diffusion of innovation in the
host country.

¢ In knowledge-intensive sectors such as the IT hardware and automotive industries, contractual
partnerships (e.g. contract manufacturing, licensing agreements) seem to matter the most
(Andrenelli et al.,, 2019[19]). MNEs exert some influence over their partners, through contract
agreements, or more implicitly via their bargaining power (UNCTAD, 2011[33]). In the car industry,
on average, around three quarters of all first-tier suppliers in a manufacturer’s global production
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chain operate through contractual partnerships, of which over three quarters are with
foreign-owned enterprises (Lejarraga et al., 2016[34]).

¢ In high-tech sectors, FDI can generate productivity spillovers, if R&D labs are not self-contained
and have developed knowledge-intensive partnerships with the rest of the economy (OECD,
2016y35)). At the country level (Bulgaria, Poland and Romania), Nicolini and Resmini (2010;3s)) find
that horizontal FDI spillovers occur only in labour-intensive sectors, while vertical FDI spillovers are
mostly observed in high-tech sectors. In the more advanced context of the United States, Keller
and Yeaple (200937) find that FDI spillovers are particularly strong in high-tech sectors, while they
are largely absent in low-tech sectors. The size of FDI spillovers is economically important,
accounting for about 14% of productivity growth in U.S. firms between 1987 and 1996.

The size of the MNE: Smaller MNEs may be more likely to buy from, or subcontract to, domestic SMEs,
increasing the scope for knowledge spillovers, whereas larger MNEs are able to draw on internal
resources. An increasing number of small high-growth multinational companies drive job creation and
innovation in knowledge-intensive sectors (OECD, 20103g)).

The degree and structure of foreign ownership is also an important factor affecting the strength of
linkages between domestic and foreign firms. Empirical evidence shows that MNEs with fully-owned
foreign affiliates exert greater control upon the technologies they transfer to their foreign locations, leading
to more consistent efforts to avoid knowledge and technology leakages (Konwar et al., 20153q). In
contrast, multinationals with more domestic participation may have greater potential for linkages with the
local economy due to better knowledge of and well-established relations with domestic supplier networks
(Farole and Winkler, 201416)). This is particularly the case for joint venture agreements, which have been
found to have positive horizontal spillovers as opposed to the presence of fully owned foreign affiliates that
have a negative impact on local firms (Abraham, Konings and Slootmaekers, 2010p0;). Joint ventures can
also further contribute to spillovers through labour mobility given the increased participation of locals at the
owner or top management level and the considerable skill development opportunities that this involves.
However, as highlighted in Chapter 2, restrictions on foreign ownership as a means to achieve knowledge
spillovers should be generally avoided as they have been found to deter FDI, especially when intellectual
property rights are not protected (OECD, 202141)).
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Figure 1.3. GVC governance of selected industries and knowledge diffusion implications
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Source: OECD elaboration based on UNCTAD (201331)) and Gereffi, Humphrey and Sturgeon (2005p1g)).

Diagnostic tool

Box 1.2 includes a checklist of questions allowing policymakers to assess the potential for FDI spillovers
on domestic SMEs, focusing on the type of FDI that the country attracts and the characteristics of foreign

MNEs.

Box 1.2. Checklist of questions to assess the potential for FDI spillovers

o What is the volume of FDI that the country attracts and how does it compare with FDI trends in

peer economies?

What type of FDI is more prevalent (e.g. greenfield investment, M&A) and what are the key
investment motives of foreign MNEs (e.g. technology-exploiting, market-seeking, efficiency-
seeking FDI)?

What are the main countries of origin of FDI (e.g. higher or lower-productivity economies)?

What is the sectoral composition of FDI? Is FDI concentrated in sectors with higher average
productivity level or technological and R&D intensity?

What are the characteristics of foreign MNEs operating in the country in terms of size, degree
of foreign ownership, productivity and technological intensity?

How large is the productivity gap between foreign MNEs and domestic SMEs?

How do foreign MNEs perform in terms of export capacity and contribution to international
trade? To what extent does FDI drive the country’s integration into GVCs?

The potential for FDI-SME spillovers across countries can be measured and monitored through a range of
internationally comparable indicators, as described in Table 1.1. These indicators aim to reflect how a

POLICY TOOLKIT FOR STRENGTHENING FDI AND SME LINKAGES © OECD 2023



24 |

country/region benchmarks along the dimensions described in this section. The relative position of a
country compared to the OECD (or EU) median, and possibly a sample of benchmarking countries, offer

insights on the potential for FDI spillovers in the host country.

Table 1.1. Benchmarking the potential for FDI spillovers across countries and regions

Dimensions Indicators Sources Coverage
Stock and trends FDI inflows as % of GDP OECD International Direct Investment = National
= Statistics
T FDI stock as % of GDP OECD International Direct Investment ~ National
g g Statistics
= Share of foreign affiliates in value added and OECD AMNE database National
% '_ exports (%)
= Resilience of FDI Change in inward FDI, latest years available (y-0-y = OECD International Direct Investment = National
inflows difference) Statistics
Type Greenfield FDI by sector, country of origin, target Financial Times’ fDi Markets National
region, type of investment project
Cross-border M&A deals, by sector and acquirer = Refinitiv National
origin
Country of origin Stock of FDI by partner as % of total inward FDI OECD International Direct Investment  National
stock Statistics
Number of MNE employees by investing country OECD AMNE database National
Sectors of investment Share of foreign affiliates in total VA and exports, OECD AMNE database National
by sector
FDl inflows by sector (%) OECD International Direct Investment  National
Statistics
FDI sectoral concentration in terms of labour OECD FDI Qualities Indicators National
productivity and R&D-intensity based on Financial Times' fDi
Markets database, OECD National
Accounts and OECD MSTI
database
Knowledge intensity Intensity of business R&D expenditure performed OECD Activity of Multinational National
by foreign-controlled affiliates, as % of total Enterprises Database
business enterprise expenditure on R&D
" Size Number of affiliates for MNE OECD ADIMA Indicators National
o
fé Degree of ownership MNE affiliates in the country by parent MNE and OECD ADIMA Physical register National
g jurisdiction
§ Productivity premium Labour productivity premium of foreign firms in % Eurostat's FATS data National
& over domestic firms of productivity of average firms in the economy
I_‘u" (domestic and foreign)
§ Performance differences between foreign and OECD FDI Qualities Indicators based  National /
domestic firms across regions on World Bank Enterprises surveys Subnational

Source: Authors’ elaboration.

The absorptive capacity of local SMEs

SMEs with higher productive and innovative capacities are better positioned to absorb
knowledge and technology spillovers from FDI

The term “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. The stronger its absorptive and innovative
capacity, the higher its chances to benefit from FDI (Abraham, Konings and Slootmaekers, 2010u0}; Girma,
Gorg and Pisu, 200842)).
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The absorptive capacities of SMEs depend on their prior capital endowment and level of productivity, i.e.
their endowment of financial, human and knowledge-based capital and efficiency in creating value from it.
To innovate, a firm creates, acquires and recombines innovation assets (such as technology, data and
brands, organisational settings and processes, business models and networks), using firm-specific skills
and know-how as well as transversal and technical skills'. The firm also bears a range of costs associated
with the innovation process, from investment in innovation assets and the purchase of knowledge services,
to hiring and (re)training, to the transaction costs related to the transformation. These costs could become
obstacles to the innovation process (e.g. in the digital transition), especially when the firm has limited room
(and size) to increase economies of scale (OECD, 20192;) (OECD, 202143]) (OECD, 20211)).

The absorptive capacities also depend on the firm’s ability to access the strategic resources needed to
adapt to market conditions and innovate. The extent to which SMEs can access and make use of these
strategic resources will determine their ability to benefit from knowledge and technology spillovers (OECD,
20192)):

Access to finance: Accessing appropriate sources of finance across all stages of their life cycle is critical
for SMEs to start their business operations, innovate and grow (OECD, 2019;2;) (OECD, 2020u4;) (OECD,
2022p45)). Conversely, financing constraints can weigh on their investment and innovation capacity, and
negatively impact their productivity. SMEs combine different forms of funding, both internal (profits and
revenues) and external (bank credit, equity funding, etc.) to support their activities and growth. Internal
profits and revenues remain their primary source of funding. Bank credit is their primary source of external
funding, but funding options also differ across firms, e.g. alternative debt for SMEs with lower risk of default
but limited return on investment, or equity instruments for innovative ventures with high growth potential
and higher return on investment, but at higher risk (OECD, 2020y44;) (OECD, 2015p6;; OECD, 2018477).

Typically, SMEs face internal and external barriers in accessing finance, due to a lack of collateral to be
provided as guarantees, or insufficient financial skills of owners and managers. External market barriers
arise from information asymmetries between financial institutions and SMEs, and the relatively higher costs
for funding institutions to serve SMEs. For some segments of the business population, especially new
firms, start-ups, and innovative ventures with high growth potential, these challenges are more pronounced
(higher uncertainty, more intangible and difficult to collateralise assets). The same is true for groups under-
represented in entrepreneurship, such as women, youth, seniors and migrants (OECD/EU, 2017 4g)).

Access to skills: Skilled workers are a key asset for competition in a knowledge-based economy (Autor,
2013p9; Grundke, R, et. al., 20171s0). Highly skilled employees, in particular, are more likely to be involved
in performing complex tasks that drive firm competitiveness and productivity growth (Acemoglu, 2002;511)
(OECD, 2018;52). Skilled employees are also vital for enhancing technology and innovation absorption as
well as breaking into new markets. Improving the skills of workers can, for instance, strengthen the position
of SMEs in GVCs by helping them specialise in higher value-added activities (e.g.
technologically-advanced industries, complex business services) (OECD, 2017s3)). Skilled employees are
also valuable for SMEs to manage organisational change encountered during company transitions due to
fast growth or when exporting for the first time (OECD, 201554)).

SMEs have typically greater difficulty in attracting and retaining skilled employees. They tend to lack the
capacity and networks needed to identify talent. They tend to offer less attractive remuneration and working
conditions (Eurofound, 2016s5]), paying salaries 20% lower on average than large firms (OECD, 20192)).
Smaller firms have fewer possibilities and resources to engage in the skills development of their
employees; lack dedicated internal training capacity; have a smaller revenue base on which to distribute
the fixed costs of training; and have fewer employees to organise replacement once one is on training
(OECD, 2021s6;; OECD, 2021s71). Furthermore, SMEs tend to experience higher job turnover, which limits
their capacity and willingness to invest in human capital.

Access to innovation assets: Innovation —from the creation of new ideas in R&D laboratories to the
commercial diffusion of technologies — involves the interaction and use of different assets.
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e Digital technologies open opportunities for SMEs to reduce costs and achieve economies of scale
without mass and enable differentiation and specialisation that are major levers on their
competitiveness (OECD, 20213)). Digitalisation can trigger a virtuous circle of transformations, as
technology adoption reinforces further technology adoption, and supports SME scaling up (OECD,
202245)).

o Data have emerged as a strategic asset, enabling efficiency gains (e.g. supply chain dynamic
optimisation) and enhancing innovation capacity (e.g. improved products or services with artificial
intelligence, or new business models based on the selling or licensing of data) (OECD, 20225)).

e Cloud computing (CC) is a pivotal asset for the digital transition of SMEs as it allows them to
upgrade without incurring the upfront investments associated with hardware and recurrent
expenses on maintenance, IT team and certification. CC services are flexible and scalable,
meaning that SMEs can access extra processing power or storage capacity, databases or
software, in quantities that suit their needs (OECD, 2019).

¢ Intellectual Property Rights (IPRs), i.e. patents, trademarks, copyrights or industrial designs, are
instrumental for firms to ensure they can appropriate the benefits of their innovations by giving
them a temporal monopoly. They also enable the valorisation of intangible assets, for instance
through licensing or as collateral for financing growth (OECD, 2022u5)). Recent evidence shows
that SMEs with prior IPR activities are more likely to grow than other SMEs, even more if they
bundle different types of IPRs (EUIPO, 2020;ss)).

e Networks constitute another form of capital as they contribute in different ways to SME
performance: knowledge networks for innovation creation and technology transfer, production and
supply-chain networks for cost reduction that increasingly support knowledge flows, or strategic
and commercial networks for accessing strategic resources and increasing market outreach
(Nilsson, Magnusson and Enquist, 200359)) (OECD, forthcomingiiy).

While the barriers to the effective use of these technologies have decreased, accessing innovation assets
is particularly challenging for smaller firms that struggle to find and use the technology, data, information
and networks that would enable them to participate in and benefit from innovation activities. Smaller firms
are less likely to engage in R&D, reflecting both lack of capacity as well as incentives. Acquiring frontier
technology and related skills remains out of reach for smaller players or requires them to have a high
specialisation that limits the scope of R&D spillovers and reduces the financial incentive of taking risks
(OECD, 201607)). SMEs lag in the digital transition and the more sophisticated the technology, the larger
the gap (OECD, 2021p3)). SMEs for instance are 2.4 times less likely to perform big data analysis than
larger firms (OECD, forthcomingp1). SMEs tend to privilege trade secrecy as their default mode of
protection and struggle to deal with the large and complex range of IPR mechanisms (OECD, 2019)
(OECD, 2022.s5)). Although they are more dependent on external sources of knowledge, SMEs are also
less well integrated into knowledge networks (OECD, 2013s1) (OECD, forthcoming1;). Consequently, their
contribution to innovation -and their opportunities to benefit from innovation- remains subdued compared
to larger firms.

The absorptive capacities of SMEs also depend on the quality of the business environment and external
factors, which vary substantially across countries. A conducive business environment creates the right
conditions to do business but also provides incentives to bear the costs and risks of innovating. SME and
entrepreneurship performance in relation to innovation is defined by a complex set of business conditions
(OECD, 2019y2), as well as the quality of local entrepreneurship ecosystems (OECD, 20212;) (OECD,
2019e3)). These factors include the institutional and regulatory framework (e.g. IP laws and enforcement,
taxation, regulation), market conditions (e.g. competition intensity and neutrality, trade openness, business
dynamics), and infrastructure (e.g. connectivity and access to affordable and quality broadband, availability
of knowledge platforms and networking interfaces) (Figure 1.4). The role of infrastructure in strengthening
SME absorptive capacities is examined in the Section below, while the institutional and regulatory
framework and market conditions in Chapter 2.
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Figure 1.4. Drivers of SME and entrepreneurship performance
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Source: OECD SME and Entrepreneurship Outlook (20192).

The heterogeneity of the SME population explains differences in their capacity to benefit
from FDI spillovers

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 MNEs and benefit from FDI spillovers
(OECD, 20192)). Not all SMEs are able or willing to scale up and participate in global markets and value
chains. The following SME characteristics therefore matter to appreciate their absorptive capacity.

Age: The existing evidence on the implications of a firm’s age for its absorptive capacity is not conclusive.
According to some studies, the experience accumulated by mature firms would be an asset in identifying
and exploiting valuable external knowledge (Cohen, 1990p4)); (Zahra, 20025). Additionally, higher
reputation and status would make older firms more likely to access diverse knowledge sources and thus
become early movers in exploiting useful knowledge (Nooteboom, 2000;ee)). Better human capital and HR
management practices are also found to be enhancing factors of older firms’ absorptive capacity by some
scholars (Lund Vinding, 2006(s7)); (Minbaeva, 2014ss)); (Hayton, 2005;e9)). Recent empirical work based on
firm microdata show that most high-growth firms are in fact mature firms of six-years and more (OECD,
2021707). Other studies suggest that younger firms, although often smaller and thus equipped with less
financial resources, would be more flexible to innovate and less affected by organisational inertia (e.g. rigid
and formalised routines, roles and behaviours) than their older counterparts, making them more likely to
benefit from knowledge spillovers (Huergo, 200471); (Hannan, 198472)); (Hansen, 1992(73)). Tengjian Zou
(2018747) found an average negative effect of age on firms’ absorptive capacities. This, however, appears
to be more relevant for mature firms. The relationship between age and absorptive capacity seems to be
less significant for young firms.

There are a few “born global” SMEs that aim for international markets from the start (Lamotte and Colovic,
2015p7s;; OECD, 20192))). They usually operate in knowledge-intensive niche markets and can serve as
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