doi: 10.11648/j.ijlefm.20140204.13 Science Publishing Group

International Journal of Economics, Finance and Management Sciences

2014; 2(4): 245-256 SciencePe.
Published online August 20, 2014 (http://www.scimablishinggroup.com/jfijefm) V DA NoAr S
ISSN: 2326-9553 (Print); ISSN: 2326-9561 (Online)

Foreign direct investment and SME growth: Highlighting
the need for absorptive capacity to support linkages
between transnational corporations and SMEs in
developing countries

Peter Lugemwa
Faculty of Business Administration and Managemeggrndla Martyrs University, Nkozi, Uganda

Email address:
plugemwaug@gmail.com

To citethisarticle:

Peter Lugemwa. Foreign Direct Investment and SM&w@r: Highlighting the Need for Absorptive CapaditySupport Linkages
between Transnational Corporations and SMEs in Dpiregg Countrieslnternational Journal of Economics, Finance and Management
Sciences. Vol. 2, No. 4, 2014, pp. 245-256. doi: 10.1164R#m.20140204.13

Abstract: FDI has always been thought to affect the growthocél firms through technological spillovers arglsaich
many developing countries have invested a lot tmett FDI. These spillovers can happen through E®ling backward,
forward and horizontal linkages with local firmshdugh in many countries FDI has contributed to degelopment of
local firms, there is evidence to suggest that ihisot always the case. There are instances wWkdas instead driven
local firms out of business. The ability of localis and more particularly SMEs to benefit fromhiealogical spillovers
from TNCs is affected absorptive capacity. SMEsdnaésorptive capacity to in order to able to lesam TNCs.
Absorptive capacity is usually proxied by the temlbgy gap between the foreign and the domesticsfiamd in the case of
large technology gap SMEs may not learn from TNKassupport the linkages and spillovers between SktEsTNCs the
absorptive capacity of SMEs in developing countdaa be nurtured though various Workforce Develagnmeograms
and programs that would affect the human resour@etipes and organizational routines of SMEs.

Keywords:. Foreign Direct Investment, SME Growth, Absorptivapacity

1. Introducti industrial development of the host country. In tinglition,
- Introduction multinationals are seen as agents that increasgetiion

It has been largely thought that Foreign Direcesstment N the host economy, transfer modern technologg, feip
leads to a host country’s development through thachieve a more eff!uen'F allocation of resources.
enhancement of the productivity of local firms and However, there is evidence that the flow of FDI stoe
industries. As such many developing countries havecessarily lead to the development of local fir@alagni
invested a lot to attract FDI. Policy makers in eleping (2003) maintains that empirical evidence from the
countries are competing fiercely for FDI. They hapat déveloped and developing world demonstrates that th
FDI will provide a major impetus for economic devginent posmve_ spillover effects from FDI do not nec_eﬂyavccur
(Paus and Gallagher, 2006). Lall & Narula (2004jnt@an N practice. Smallbone (2007) argues that whilstéhare ‘a

that most developing country governments have reiov Prior’ arguments to support the potential roleF@l-SME
restrictions on FDI inflows. International donorsda lINkages between enterprises as a developmenegyrat
fransition and developing countries, and some pestiase

development agencies focus more on promoting pival =Y : i
rather than public capital flows as catalysts afgieerm €xamples, empirical evidence suggests that thenpale
benefits do not always materialize. He further s#yest

development. The international ‘rules of the gara@iforce  * = g g
these trends, setting up a legal framework for mizing financial incentives to FDI, whether in the formgyfnts or

policy interventions in FDI. Liu and Lin, (2004) ldothat @ concessions, can represent a considerable rburde
there exists a long tradition in development ecaerthat developing countries and are unlikely to represent
takes an optimistic view of the effect that FDI has sustainable strategy for longer-term development
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(Smallbone, 2007). Paus and Gallagher (2006), tmdd  (Mucchielli & Jabbour, 2004).
there is a widespread belief in a quasi-automatic FDI in developing countries can potentially contitid to
FDI-development sequence which is based on an@sten the upgrading of local suppliers through technical
understanding of real market conditions at theomati and assistance, training and the transfer of knowledigenay
the global level. Contrary to the neoclassicaklso contribute to increasing the rate of adoptibmew
model-theoretic assumption that markets are ped@ct technologies by local industries, as a result otpsses of
complete, markets in developing countries are dfidgdied imitation and competition. In terms of employmantyard
with imperfections. Hence the flow of FDI will not investors can generate new jobs directly, but ttey also
automatically result into spillover benefits to &dirms. contribute to raising skill levels, because thekills
Several authorities have identified the lack ofamp8ve requirements may be higher than those required by
capacity as the major obstacle to the technologgsfer domestic firms (Smallborne, 2007).
between TNCs and local firms ((Narula and Port2di04;
Sayek and Koymen, 2009; Glass and Saggi, 1998; &okk . .
1994; Kokko et al., 1996; Paus and Gallagher, 200 ,'TheLmkageS and Spl”OVGTSbGtWQGﬂ
Smallborn 2007; Lall & Narula, 2004). TNCsand Local Firms

This article bases on literature review to analyze
linkages between TNCs and local firms; the antecesdef
absorptive capacity; the effect of absorptive cépaen FDI spillovers may result from TNCs having backward
FDI-SME linkages; and to suggest ways in which thgniages with local firms. Sayek and Koymen (2068jine
absorptive capacity of SMEs in developing countd@s be o nackward linkage as the relation between ddenast
developed through workforce development progrant angreign firms when the domestic firm operates asittput
programs that will promote good human resourcetiée g hplier of the sector that multinational operaies

3.1. Backward Linkages

and organizational routines. Dunning (1992) maintains that backward linkageshwit
suppliers are the extent to which components, nadseand
2. FDI and the Development of Local services are sourced from within the host econddugh
Firms linkages can range from arms length market traimszcto

deep, long-term inter-firm relationships. The ewice of
FDI is widely thought to bring with it, into the &b positive spillovers is strongest and most consisterthe

country, a bundle of productive assets, includimgiterm Casé of backward linkages, with local suppliers in
foreign capital, entrepreneurship, technology, Iskil d€veloping countries (Smallbone 2007). _
innovative capacity, and managerial, organizatioan | NCS can benefit the host economy through relations
export marketing know-how (Ikiara 2003). the rofetioe ~ With local suppliers of intermediate inputs in thei
TNC as a source of capital and technology has grovem  Production process. As a result, MNE affiliates may
time, as other sources of capital have become ecarc tr_ansfer technologles to local firms in their _vah_mam;_ i.e.
more volatile and technical change has accelerati@s €ither to those firms who supply them with interiagel
continue to dominate the creation of technologylerd, 900ds or to local buyers in the host country (Narahd
with the rising costs and risks of innovation theirfPOrtelli 2004). The most important vertical spikos

importance has risen (with the exception of veryne Nappen through the supply chain linkage. Potential
technology areas) (Lall & Narula 2004). |nd|g§nous input suppliers for TNCs l_aecome_ actu;_an
Neoclassical theorists such as Romer, (1986) andd,u SUPPliers, as they learmn to meet international igual

(1988), argue that FDI spurs long-run growth thiosgch stqn_daro!s, and on-time dellve_r_y an_d_ technological
variables as research and development (R&D) andahumeéfficiencies that allow for competitive pricing Paand
capital. They suggest that, MNCs can speed up tk@allagh_er, 2006). Backwar_d Ilnkages_from FDI are
development of new intermediate product varietiegse beneficial to local suppliers in forms of increaseatput
product quality, facilitate international collabticm on and ~employment, improved production efficiency,
R&D, and introduce new forms of human capital (&ia (echnological, managerial ~capabilities and — market
2003). The greatest contribution of FDI to economidiversification (Liuand Lin, 2004).

growth occurs through technology transfer (Iki@@03). It Backward linkages create technology spillovers ugro
includes managerial  skill, know-how, productionseveral mechanisms (Hoi Le and Pomfret 2008). |First

techniques, machinery, information, and other igitale TNCs may transfer technology directly to their loca
forms of capital. suppliers by training or technical assistance ideorto

The role of FDI in developing countries can beicait ~ Ncréase the quality of supplier products. Because
Developing countries, lack the capacity to undertakMultinationals demand higher-quality inputs, they wy

research and development activities and to generd@ Improve the efficiency of their intermediate ump
technological innovations; therefore they rely amefgn ~SuPPliers by direct knowledge transfer (Sayek angirien,

source of technological innovations in their growtiocess 2009)- They may help indigenous producers to upgrad
their technological capabilities, directly throughsistance
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with technology acquisition and sharing of relevanwhich workers take with them if they work for an
production knowledge (Paus and Gallagher, 2006) indigenous company or establish their own business.
Secondly, higher requirements for product qualingd a Labour turnover may disseminate technology from MNE
on-time delivery set by TNCs may provide incentites to other firms as workers trained or employed by B4N
local suppliers to improve their production process move to domestic firms or start their own businesse
technology. As multinationals demand higher-quatifyuts Workers employed by a MNE affiliate are most likety
to be able to sell their products to foreign &dfidis, local receive and acquire knowledge of superior technobd
suppliers will have an incentive to improve theaioguction management practices. Through the switching of eyepb
techniques. Entrance of multinationals into thalfigopods or even the start up of new business enterprised MNE
sector may create benefits of scale for domestiplgers trained personnel, the knowledge embodied in human
(Sayek and Koymen, 2009). Paus and Gallagher, J2006apital can spill over to other host country-bagiechs
maintain that TNC affiliates may help indigenousdqurcers ((Paus and Gallagher, 2006; Narula and Porteio42 Hoi
to upgrade their technological capabilities, indike Le and Pomfret, 2008).
through the expectation of high quality standardsl a The demonstration effect occurs when local firmesrie
feedback on technical specifications of supplietgput. In  from foreign ones simply by observing and imitating
the best-case scenario, the newly acquired conyeestéss product innovations or novel forms of organizatamtapted
will form the basis for supplier-oriented upgrading to local conditions (Hoi Le and Pomfret, 2008). The
horizontal spillovers may be realized through imnitg the
foreign technologies, techniques and manageriallsski

Spillover benefits may be realized through forwardSayek and Koymen 2009). N
linkages when a multinational operates at the epstr 1 Ne competition effect occurs as a result of coffipat
sector of the domestic firm: in other words, thedenerated by the presence of TNCs. Existence ofeigh
multinational operates as the input supplier ofdbeestic  ffiliate in the sector may create a competitiofeafand
firm (Sayek and Koymen, 2009). Dunning (1992) hold&lomestic firms may try to catch up with multinagts
that Forward Linkages with customerslude marketing through —research and development activities and

outlets, which may be outsourced. Examples incheteol ~ €@llocation of resources (Sayek and Koymen 2009;
stations and restaurant chains; and linkages wilhstrial  Blomstrom and Kokko, 1998). If TNCs have advantages

buyers, through, for example, value-added aftezssal ©Ve' domestic firms in technology, t.hen grea_terpetirlive
services. Domestic firms who gain access to higjuality ~ Pressure may induce domestic firms to.lntroduce new
intermediate inputs and to the complementary sesvic Products or new technology to defend their marketrs,
provided for these inputs may present higher lewafls @nd to adopt new management method to increase
productivity (Javorcik, 2004 quoted by Sayek and/iken, Productivity (Hoi Le and Pomfret, 2008).

2009).

Forward Linkages may induce technology spillovers, Upgrading asaWay of Enhancing

through various channels. First, domestic firms tagefit :
from supplies of intermediate goods and machineoynf Llnkages between FDI and SMEs

MNEs that provide better quality products and lowests.
Secondly, as marketing outlets for TNCs, domestimd

3.2. Forward Linkages and Spillovers

Firm-level upgrading can facilitate the participati of
) ) A - local firms in wider markets. By upgrading processad
may receive support in the form of training in sale 5.oq,cts, producers can enhance value chain piityct
techniques and supply of sales equipment, therefotg,y competitiveness, increasing the benefits tall6imms
generating more technology externalities. Thirdial in  \,hih gre commonly SMEs. Upgrading entails not only
infrastructure and business services directly imgsothe improvements in products, but also investmentseapte,
productivity of its customers if these services argnow-how, processes, equipment and favorable work
introduced or improved (Hoi Le and Pomfret, 2008). conditions (Fromm, 2007). Upgrading refers to “agess of
improving the ability of a firm or an economy to weoto a
more profitable and/or technologically sophistichtend

Horizontal spillovers take place when domestic §irm skill-intensive economic niche” (Gereffi, 1999). inding
benefit from foreign affiliates which are operatimgthin  on the level of analysis, upgrading can be examired the
the domestic firm's sector (Sayek and Koymen 2009kountry, firm, and potentially individual level. Fphrey
Horizontal spillovers refer to the technology legédrom and Schmitz (2002) identify four types of indudtria
multinationals to local firms in the same industtyu and  upgrading: product (producing higher-value prodycts
Lin, 2004). There are three types of spillover @ffewhich  process (incorporating more sophisticated technesoigto
can potentially work at the horizontal level: thantan production); functional (moving to higher-value @tions);
capital effect, the demonstration effect and thempetition and intersectoral (leveraging expertise gained me o
effect. The human capital effect occurs when TN@it industrial sector to enter a new sector.)
workers and provide them with new knowledge andisski

3.3. Horizontal Linkages
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4.1. Process Upgrading

This refers to the ability of the firm to perforimet same
operation more efficiently. The reorganization ofguction
processes, or the introduction of new technologeslts in
higher efficiency, constituting a competitive adiage.
Process upgrading involves
efficiency by increasing output volumes or reducousts
for a unit of output. Firms can upgrade processgs
transforming inputs into outputs more efficientlyrdugh
superior technology or reorganizing the productigstems.
For example, the production reorientations involuedhe
move from craft production to mass production, #meh
from mass to lean (or just-in-time) production wbille a
form of process upgrading (Gereffi 2011; Humphrey a
Schmitz, 2004; Van Wijk and Kwakkenbos 2012; Kaldin
and Readman 2001).

4.2. Product Upgrading

This entails producing higher quality goods withie
chain, or introducing novel products faster thaals. New
products are launched, or old products are improvede
quickly than by competitors. Thus, firms can moyeta

the termination of activities in previous fieldsurfetional
upgrading seeks to increase the value added byutwmthe
mix of activities conducted within the firm (e.gaking
responsibility for outsourcing accounting, logisti@and
quality functions) or moving the locus of activitigto
different links in the value chain (e.g. from maamtfiring to

improving  value  chaifyegign). Functional upgrading refers to changiregrtfix of
functions performed by actors in the value chain —
l:lncreasing (upgrading) or reducing (downgradingg th

number of activities performed by individuals airdhk. For
instance, an agricultural producer starting to psscsome of
their output to add value to it represents function
upgrading (Gereffi 2011; Humphrey and Schmitz, 20&h

Wijk and Kwakkenbos 2012; Kaplinksy and Readman

2001).
4.4, Inter-Sectoral or Chain Upgrading

This involves the assumption of new production\aigis,
with firms moving from one value chain to anothris can
occur due to the utilization of specific competescihich
are transferable from one sector to another. Ichein
upgrading is the use of skills and experience agpes in
one value chain to productively engage with another

higher- quality product lines. Product upgrading includesljsu(,i"y more profitable — value chain. Examplesthos

the ability to produce components or retail newnure
competitive  products developed by lead

Outsourcing these activities implies
advantages for downstream partners, mainly bectugse
can rapidly cover extensive markets while minimigiisks
and investment in distribution channels. The

loc

include the shift from growing traditional commaeg to

A _ firmspigh-quality export. This occurs when firms applyet
Distributional and after-sales services are amohg t

activities most frequently transferred within GVCs.

competence acquired in a particular function dia (e.g.,
competence in producing particular inputs, or irpark

considerablen,keting) to a new sector. For example, a compang

cluster of companies that specialize in graphitéenes
could move from making golf clubs and tennis raskiet
acing bikes, fishing rods, and even airplane camepts

distributor thus benefits from the use of an esthbd brand (Wijk And Kwakkenbosi, 2012:Van Dijk and Trienekens
name, a proven business concept and the tra_nsfer ﬁlZ;Gerefﬁ 2011; Humphrey and Schmitz, 2004; Viik
knowledge from the brand owner. Product upgradiag h 5,4 kwakkenbos 2012; Kaplinksy and Readman 2001).

become increasingly important as the richer ecoasmave
become more quality conscious and as standardsrisave
Some standards are driven by lead buyers (i.ersgrkets
requiring traceability of food products), others stgtutory

hygiene standards in importing countries and others

increasingly, in response to fair trade and orgaeimands
by final consumers. The challenge of standards iles
achieving them (to allow market access) withoutlediog

5. The Concept of Absor ptive Capacity

Absorptive capacity at firm level is essentiallyfian’s

ability to deal with external knowledge. In 1989hea and
Levinthal defined the absorptive capacity of a fia® its
ability to recognize the value of new, externabimfiation,

the poor from the value chain. Process and produ@lssimilate it and apply it for commercial ends. Fheninal

upgrading are closely related because improvinglymb
quality often involves improvements to the prodoiati
process (Gereffi 2011; Humphrey and Schmitz, 206Gy

works of Cohen and Levinthal (1990) offered thehhig
influential definition of absorptive capacity, asfiam’s
ability to: ‘identify, assimilate and exploit knoadge from

Wik and Kwakkenbos 2012: Kaplinksy and Readmarine environment’. Cohen and Levinthal again moditieeir

2001).
4.3. Functional Upgrading

This occurs when the firm assumes functions ottien

definition of absorptive capacity in 1994, additmtt this
capacity not only enables the firm to exploit nexteenal
knowledge, but also allows it to predict the natoféuture
technological advances more accurately. Mowery@xidy
(1995) define absorptive capacity as a broad seskilis

with greater value added. For instance, when a firfjeeded to deal with the tacit component of transter

previously dedicated to assembly operations indhain
eventually takes on design, marketing, or R&D atigs.
Overall improvement of a firm’s abilities and skilhrough
its assumption of a new field of responsibility apdssibly,

knowledge and the need to modify this imported Keoge.

Zahra and George (2002) expanded the concept by

introducing an additional component — which isfitan’s
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capability to develop and refine the routines tlaailitate
combining existing knowledge and the newly acquiaed
assimilated knowledge’. The three dimensional maufel
Cohen and Levinthal was thus reformulated to inelad
fourth dimension: transformation capability.

Zahra and George (2002) suggest that absorptivactgsp
can be either potential or realized. Potential gltse
capacity consists of acquisition and assimilatiapabilities,
and realized absorptive capacity consists of transition
and exploitation capabilities. They also suggest thoth
components of absorptive capacity "fulfill a ne@egsbut
insufficient condition to improve firm performanceThis
means that firms are not able to exploit knowledgkess
they firstly acquire and assimilate it. On the cant,
acquisition and assimilation of knowledge does wet

guarantee improvement in performance, whereaszeghli

absorptive capacity has been proposed as a pristange
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analyze, process, interpret, and understand tlogniattion
obtained from external sources". Interpretation and
understanding are however always human activitiasdan
be improved for example by increasing the number of
informal meetings and communication between the
personnel involved in the management. Assimilatbthe
new knowledge is important because without it, the
knowledge cannot be disseminated to other partthén
organization and existing knowledge bases cannot be
renewed. Thus, assimilation capabilities are reglito
make sense of the externally acquired custometectla
knowledge and to integrate this knowledge so tbasistent
value-adding strategies can be developed for tistomer
(Campbell 2003)

Internal and external sources of knowledge are
complements. On the one hand, companies requienait
R&D capabilities to recognize and monitor intenagti

of performance improvement (Zahra and George 2002echnologies that are developed elsewhere. On ther o

Realized absorptive capacity reflects the firm'pamty to
leverage the knowledge that has been absorbed nfomor
2008).

hand, internal research capabilities are indisgdas#o
effectively exploit external know-how (Cohen and/irghal,
1989). Absorptive capacity is moderated by twodexton

Zahra and George (2002) maintain that there are fothe one hand organizational routines and procetsss
dimensions of Absorptive Capacity namely: Externamake internal skills and resources work togetheragG

Knowledge  Acquisition, Knowledge
Knowledge Transformation and Knowledge Exploitation

5.1. External Knowledge Acquisition

Acquisition is defined as the ability to recognisdue and
acquire the external knowledge that is criticalatdirm’s

operation (Lane and Lubatkin, 1998; Zahra and Geor

2002). The external knowledge sources reflect dgrek to
which the firm is exposed to new knowledge. Ituggested
by Zahra and George that the diversity of the keolgke
exposure and the degree of complementarity betwleen
firm's existing knowledge and knowledge from thécexal
source, both have a positive effect on the devetoprof the
absorptive capacity (Zahra & George, 2002). The@ss of
knowledge acquisition involves the identificatioranket
signals and information on those signals is gathened
transmitted to the filter. The more the informatibiat can
be collected over of a given period,
information search works. Information is criticaitb for the
formulation of the strategy and for the daily opiera of a

Assimilation, 1996; Vanhaverbeke et al 2007) and on the othed pawer

relationships both inside the firm and those witlstomers
and others external stakeholders (Pfeffer, 1984)a Aesult,
absorptive capacity can only be fully understoocemhve
also analyze the internal structures and proces$es
company.

Intra-firm Knowledge Dissemination is necessary for

qmowledge assimilation to occur. Once informatia i

gathered and brought into the firm the next major
responsibility within the firm is to separate redet market
signals and transmit and disseminate them to tdrested
parts of the organization. Without information téer and
dissemination no response could be designed and
implemented (Welsch et al 1997). Sinkula (1994)ntea

out ways to disseminate information: interdepartralen
meetings and their frequency, interdepartmentapecation,
contacts with customers and their frequency, etc.

the better the Knowledge generated by individual organizationssdoe

not come to bear on an organization independe@tiggsan
et al 1999). Knowledge is socially constructed and

company (Welsch et al 1997). Glazer (1991) define@rganizational learning involves a complex socraicess in

information as data that have been given strucfuee,
placed in a context).
Cohen and Levinthal (1990) argue that the abibityap

into external technology sources may be createda as

byproduct of a its prior R&D investment, or firmarcinvest
directly in absorptive capacity when for instanezgonnel
participates in advanced technical training.

5.2. Knowledge Assimilation

Assimilation refers to the firm's capacity to aldsor
external knowledge. Zahra and George (2002) defi

assimilation as "firm's routines and processesahaiv it to

which different units interact with each other (D&dtto
2003).

5.3. Knowledge Transformation

Transformation dimension of absorptive capacitgrefo
the capabilities that facilitate the renewing ofiséirg
knowledge bases based on the new acquired andilassdn
knowledge. It is the firm’'s ability to develop amdfine
routines that facilitate the transfer and comboratiof
existing knowledge with newly acquired and assitaia

rkhowledge (Zahra and George 2002). Thus, as atreful

transformation, firms may be able to see importaatters
in a different light, and they may have to chanbeirt
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dominant perceptions. As Zahra and George (2002): gt
yields new insights, facilitates the
opportunities, and, at the same time, alters thetha firm

Cohen and Levinthal, 1989).

recognition of Lall and Narula (2004), hold that absorptive capais

significant for development because it allows ddimes

sees itself and its competitive landscape". The nmaiactors to capture knowledge that exists elsewhéfieere

objective of this ability is to find out how to guaor
reconfigure the new knowledge to the reality andcsjc
needs of the organization.

5.4. Knowledge Exploitation

Exploitation refers to a firm's ability to apply we
external knowledge commercially to achieve orgdiusal
objectives (Lane and Lubatkin, 1998). It can akferto the
routines that allow firms to refine, extend and dege
existing competences or create new ones by incatipgr
acquired and transformed knowledge into its openati
(zahra and George 2002). Exploitation is perhapsntiost
important dimension of absorptive capacity as gadibes
the capability of the firm to exploit the custontetated
knowledge in the customer value creation for exanipl

terms of new products and services. This is alse tHFaPacity,

dimension that allows the firm to leverage the txip
competencies or to develop new competencies. As dus
also the most challenging stage as many firms Hwemen
found to be better at acquiring knowledge than albtu
utilizing it (Campbell 2003).

The knowledge chain consists of awareness a
responsiveness, that is; companies must have kdgeje

but they also must have the capacity and willingrtesact

on it. Knowledge management theories sometimesrégno
the latter, becoming preoccupied only with a conysan

intellectual prowess (Davenport and Prusak, 1998k
viability of a firm's knowledge chain determinesatbility to
overcome the forces of inertia to react swiftly aedisively
to environmental changes.
knowledge chain can consistently
incremental improvements and more
breakthroughs that lay the foundation for new misrleand
future growth. The knowledge chain represents apemy's
cognitive power for action: its capacity for recang,
anticipating, and acting on market shifts and mosets or
new technological developments in a way that isgopto
its competitors (Welsch et al 1997).

6. Absor ptive Capacity and FDI
Spillovers

The development of Absorptive Capacity is a preistg
for local firms to benefit from FDI. Narula and Rl
(2004), hold that the empirical evidence seemsutggest
that a number of determinant factors need to h@doe at
the host country level for indigenous firms to Kéneom

MNC spillovers. There is consensus in the litematurprogrammes will

highlighting these determinant factors, groupedeurtthe
concept of absorptive capacity. Absorptive capaefgrs to
the ability of an organization or region to ideptéissimilate

lead to essenti = L -
SignhcicanmuItma‘uonal. Thus domestic firms using very baekev

absorptive capacity is lacking in domestic firntgyt may,
instead of reaping technological benefits from Fbég
‘crowded out’. They quote Borensztein et al (1998)o
show that, at country level, a minimum threshold
absorptive capacity is necessary for FDI to conatabto
higher productivity growth. Kokko et al. (2001) higyht
the importance of past experience in industrialiwags a
precondition for international transfer of techrpiand the
absence of this experience is concomitant to la€k o
absorptive capacity by the local sector

Absorptive capacity is usually proxied by the tedogy
gap between the foreign and the domestic firms, R&D
intensities of the local firms, or human capitalbeiied in
local firms (Fu, 2007). Studies which consider temlbgy
gap between domestic and foreign firms as an abserp
propose that in the case of large tedyyayjaps an
increase in foreign presence may hurt domestic sfirm
through the competition effect (Sayek and Koyme@90
Glass and Saggi (1998) hold that the larger the tpless
likely are host country firms to have the humanited@and
technological know-how to benefit from the techmplo
dgansferred by the multinationals and, hence, dhet is the
potential for spillover benefits. Kokko (1994) gedt by
Girma and Gorg (2005), advances the idea thatospils
depend on the complexity of the technology tramsfeby
multinationals, and the technology gap (that ise th
difference in labour productivity) between domedtimns
and MNCs. Kokko et al. (1996) hypothesize that dstime
firms can only benefit if the technology gap betwdhe

of

A strong and unbrokemultina‘tional and the domestic firm is not too wike that

gomestic firms can absorb the knowledge availaiole the

production technology and low skilled workers mag b
unable to learn from multinationals.

Indigenous input producers may not be in a positmn
respond to latent demand from TNCs, because the
technology gap may be too big for them to meet TNC
demand in terms of cost, product quality, or oretaelivery.
National firms will not become input suppliers fBNCs, if
the technological gap between the average hostryofirm
and the average TNC is too large (Paus and Gallaghe
2006).

To build the absorptive capacity of local firms,lipp
makers should work with inward investing entermijse
donor organizations and other appropriate interarést to
develop capacity building programmes for local ptitd
SME suppliers, in order to facilitate the developinef
backward linkages and other positive spilloveraBeSuch
need to pay attention to quality
management; training and management development
programmes (Smallborn 2007).

Lall & Narula (2004) hold that the host country dedo

and exploit knowledge from the environment (Fu 2007develop policies that will help to build local céliies in
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order to benefit from FDI spillovers. FDI cannotivar
industrial growth without local capabilities. Thepntend
that the neo liberal approach favoured by the Waghin
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learning processes. A firm’'s absorptive capacitpehels
upon (a) the specified type of new knowledge offdrg the
partner, (b) the similarity between the partnem§t

consensus which leaves capability development ée fr Organizational practices/structures and (c) onem'sir

market forces provides few realistic answers. it i&sult in
slow and truncated technological development, \gidps
between countries rising. Policy needs of capatilitilding
exist to provide ‘space’ for enterprises in thentfindustry
to master new technologies without incurring enassnand
unpredictable losses, and to ensure that skill,itaap
technology and infrastructure markets meet theiedse
There is also a need to coordinate learning aenatssprises
and activities.

7. Building Absor ptive Capacity for
Local Firms

7.1. The Path Dependent Nature of Absorptive Capacity

Cohen and Levinthal (1990) argue that absorptiv

capacity is path-dependent because experience aod
knowledge facilitate the use of new knowledge. As

consequence, absorptive capacity is cumulative. Tlﬁel . . L
related t(pre-employment training, off- and on-the-job tram

cumulative nature of knowledge is also
employees’ level of education. The higher the legél
education and training an employee receives, tleehnihis
or her individual ability to identify and exploitew
knowledge will be. A firms’ Absorptive Capacityli®wever
not simply the sum total of the absorptive capesitf their
individual employees. Cohen and Levinthal (199G)atode
that it depends on the ability of an organizatismavhole to
stimulate and organize the transfer of knowledgeossc
departments, functions and individuals. Firms’' aptee
capacities depend on those of their employeesgé¢neral
level of education, experience and training theipkyees
have and this has a positive influence on firmgeleof
absorptive capacity (Thornton, 2008).

Cohen and Levinthal's (1990) maintain that pridated
knowledge is the most important antecedent to gibiser
capacity. They view absorptive capacity as a fiewel
construct, an ability the firm develops over timg b
accumulating a relevant base of knowledge. Theoasith
argue that organizational units which possess aeleprior
knowledge are likely to have a better understandingew
technology that can generate new ideas and devedop
products.

familiarity with the other’s set of organizationatoblems
(Lane and Lubatkin 1998). An individual's learning
greater when the new knowledge to be assimilateglased
to the individual's existing knowledge structure ré@t
1996).

7.2. The Role of Workforce Development Programs

Absorptive capacity at country level can be builcbuigh
workforce development programs. Workforce developme
is the process by which a territory’s initial endoent of
human capital is converted via multiple
channels—education, training and relevant sendce$ as
labor market intermediation, exchange and
information—into a source of competitive advantdge
firms and industries in the territory. In practieegrkforce
gevelopment refers to a dizzying array of educatod
training practices including, but not limited teergeral basic

gducation and secondary education, vocational ¢idnca

gher education and lifelong learning, as well as
apprenticeship training, formal and informal tramiand
entrepreneurship training (Creticos et al., 2009).

Given the fact that SMEs (especially in developing
countries) are concentrated in low- medium valudedd
activities where technical skills are critical, \Wforce
development programs that would enhance SME abgerpt
capacity and thereby promote FDI-SME linkages nteed
take into account the technical skills needs of SMEis
however important to note that in most developiogrdries
technical education is not properly developed -hvanh
array of challenges including: lack of quality;fdiflties in
teaching the skills demanded by the labour magddat;lack
prestige of technical education as compared to eusity
education.

Projecting future workforce requirements is alsibigal
in this process. Adequately forecasting future goation
and the corresponding skills requirements is ingmrin
ensuring that the supply of labour meets the demahthe
industry. Developing countries need to focus ttseiarce
resources on developing the labour force they rieethe
future and this includes projecting the absorptiapacity

needs for the future. Achieving this requires magpihe

As new knowledge builds on the existing knowledge>0Pal Value Chains in which they may potentialympete

structures, it would not be possible to identifievant new PUtling into comparison their current position witmeir
knowledge without prior related knowledge (Nonaka gdesired upgrading trajectories (Fernandez-Staak @012).

Takeuchi, 1995). If the prior knowledge base idtkuah, the
firm may end up at distributing widely every litjigece of
new information thus easily leading to an inforroati
over-load (Sinkula 1994). Thus, in order to recegnand
value new knowledge, a firm must possess some anaodun
prior knowledge basic to the new knowledge. Therpri
knowledge should be

understanding (Cohen/Levinthal 1990) and

relevant enough to facilitatéiccurately determine human capital
thereforistitutional

GVC analysis can provide guidance for developing
countries regarding future workforce needs and tearce
resources can thus be focused more effectivelyatget
future skills needs.

Collaboration and sharing of information among
stakeholders is also critical in this process. €hiemeed to
stocks, existing

capacity and to efficiently dissent@ma
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information from the industry to different actors the goals of productivity, innovation and profitabilif4) Career
education and training arena. management, which includes empowering people, hgadi
by example, and continued education. This strategtches
employees’ long-term career goals with organizaigoals
through continuing education and training.

Given that SMEs most times lack appropriate in-Bous - ) o
R&D capacities, Human Resource Practices can bg ver Minbaeva et al, (2003) and Minbaeva, (2005) mamtai

instrumental in the development of their absorptiapacity. that absorptive capacity can be enhanced by imgsfi
Cohen & Levinthal (1990) point that organizationsed human resource management practices, such as eraploy

prior related knowledge in order to be able toraate and  training or performance-bound incentives, that supthe
use new knowledge. Succinctly, in order to abscew n 2Pility and motivation of the employees to absorb
knowledge and utilize the benefits of FDI as much aknowledge, and by creating an environment that ects
possible, the host country needs to have the linitiff€duent communication and knowledge sharing. Lyies
development of related knowledge and capacitiegelSa Salk (1996)' and Lane et al. (2001).f|.n.d tralnlmgglgms to
and Koymen (2009), maintain that the human calgitell of be.an important knowledge acquisition mechanlsrreyTh
domestic firms is important in the sense that i jsart of ~Cclaim that, when properly organized, training peogs are
firm's technological capability. In other words, ndestic also important vehicles f_or establishing contactdwieen
firms that possess higher levels of human capialraore 0ca@l and parent companies’ employees, and thusipie
able to absorb technologies or managerial skillloogign ~ collaboration and knowledge exchange. Learning lsan
entrants. The effect of human capital on the divecof stimulated through reward systems and training (Mafet
possible horizontal, backward and forward spillsvean be 2l 2005; Daghfous, 2004). These actions leadigben
explained as follows. In the case of horizontallepérs, ndividual absorptive capacities and, consequertty,a
skill level of domestic firms are important sineeitation of ~ Nigher capacity of the organization as a whole. ,
foreign technology, operational and managementlsskil Rothwell and Dodgson_ _(1991) hF"d that (smaII_) firms
require some level of human capital. Therefore, oae need well-educated technicians, engineers and eémginal

expect that domestic firms that possess higherldegt specialists to access knowledge from outside their

human are more capable of imitating foreign techgpl ~Poundaries. ~For Mangematin and Nesta, (1999)
Hence, firms with higher human capital may realiigher conventionally numbers of qualified scientists andineers

productivity spillovers from FDI through horizontal IN firms are also seen as a proxy measure of atwgerp
linkages. capacity. Similarly, Vinding (2004) stresses thatnial
Giuliani and Bell (2005) claim that at least whengducation, work experience, the organizationalupegnd

absorptive capacity is analyzed at the firm letletre is a d€velopment of a closer relationship with exteraal
convergence in the literature on the importancéihan internal actors, all matter for the determinatiéalosorptive

capital for the purpose of a firm's capability tecass capacity. There is also extensive evidence thastments

external sources of knowledge. Overall, in therditere, N €mployee training and acquisition of new skilés/elop a
absorptive capacity is often described in termsthu firm’s apsorptlve capacny._ln fact, mvestmen_tstnam.lng
knowledge base of the firm. This is usually idéedfin Pay Off in terms of enhancing the human capitetheffirm

terms of human resources (skills, training, expess etc.) and that in general there is a positive relatigndfétween

Gupta and Singhal (1993) conceptualize HRM Ior(,;u;ticeemployee training and organizational performance,

along four dimensions namely: (1) Human resourcéP€laney and Huselid, 1996). Human resource managem
planning, which includes creating venture teamshwit Practices have been shown to have positive linkdges
balanced skill-mix, recruiting the right peopledamluntary ~2Psorptive capacity (Huselid, 1995). For Kamochel an
team assignment. This strategy analyzes and detesmi Mueller, (1998) managing human resources to acfietter
personnel needs in order to create effective infiavacams. Knowledge-related outcomes means ‘retaining perdonn
(2) Performance appraisal, which includes enconagik building their expertise into the organizationalutioes

taking, demanding innovation, generating or adgptiew through learning processes, and establishing méssharior
tasks, peer evaluation, frequent evaluations, arditiag the distribution of benefits arising from the wtition of this

innovation processes. This strategy appraisesithaivand ~ €XPertise™.
team performance so that there is a link betwedivintual
innovativeness and company profitability. Which k&as
should be appraised and who should assess employeesSMEs can also rely on organizational routines tddbu
performance are also taken into account. (3) Resgstéms, absorptive capacity. Organizational Routines arermsal
which includes freedom to do research, freedomaih f elements in inter-organizational knowledge sharang
freedom to form teams, freedom to run businessekgarning. Routines entail standard procedures,syudad
balancing pay and pride, noticeable pay raised, chrger patterns of behavior which facilitate more effeetiv
tracks, promoting from within, recognition rewardsmd organizational decision-making processes (Parmigiad
balancing team and individual rewards. This stnateges Howard-Grenville, 2011). Firms’ ability to learniivdepend
rewards to motivate personnel to achieve an orgéinizs on the internal characteristics of the company andts

7.3. Human Resource Practices

7.4. Organizational Routines
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organizational learning capabilities (Teece et 4P97; Howard-Grenville, 2011) and for the same reason,
Zahra and George, 2002). Absorptive capacity geaific ~ organizational routines are argued to be quiteald®iin
type of dynamic capabilities has received attention providing a deeper understanding of innovation in
connection with organizational routines. Absorptiveorganizations (Becker et al., 2005). Nelson andt&Yi(1982)
capacity can be looked at as a set of organizdtionéines argued that routines describe organizational behaand
and processes, by which firms acquire, assimiteaasform, change of this behavior leads to organizationalngba
and exploit knowledge (Zahra and George, 2002). (Nelson & Winter, 1982). In other words, routings d¢he
Van Den Bosch et al., (1999) maintain that the giis®  aggregation of the individual behavior of the emyples or
capacity of a firm is determined by its expertige i collective behavior of the organization. Organiaail
stimulating and organizing knowledge sharing. Rcast routines are suggested to be basic components of
such as forming workgroups made up of actors fromrganizational behavior and repositories of orgatninal
different departments, stimulating job rotation,naging capabilities (Nelson & Winter, 1982). Eisenhardd &artin
proposals submitted by employees, and encouragiff000) argued cross-functional R&D teams, new pcbdu
employees to read and monitor relevant literatunel a development routines, quality control routines, and
developments can certainly help facilitate the fl@k technology and knowledge transfer routines, andatcer
knowledge (Mahnke et al., 2005; Jones and Craved];2 performance measurement systems as micro foundation
Cohen and Levinthal (1994). firms‘dynamic capabilities to deal with technolagjic
Lewin et al (2010) defined a number of routines and¢hange and market dynamism. Similarly, Peng e2@0D&)
processes as constituents of absorptive capacitgy T suggested that firm's innovative performance isethelent
decomposed these routines into three sets of héghl | on routines involving the search for new technojqygcess
routines (or metaroutines) which are related teerimil and equipment development, and cross-functionadymi
absorptive capacity, external absorptive capacitgt the development.
interfaces between these two. The Internal absapti To improve on organizational routines SMEs mustens
capacity metaroutines involve informal and fornwltines they have a conductive communication climate. The
to enable emergence of new ideas, selection ofsidl@a communications climate can go a long way to imprave
further development, knowledge sharing and comlmnat firm’'s absorptive capacity. Communications climé&ethe
and finally routines for reflecting on, updatingnda atmosphere within the organization that defineseptad
replacing old practices. The external Absorptivpacity communication behavior, which may facilitate orden the
metaroutines entail routines for identifying ext@rn communication processes (Brown, 1997). A growingybo
knowledge and routines for learning from and witkeenal  of literature has confirmed that an open, suppertivmate
organizations. The authors add a third set of nestiwhich  can greatly improve employees’ ability to learnjethleads
act as interface between internal and externalrpbige to effective implementation of new ideas. Nevigalgt1995)
capacity routines and include management of adaptivegard a “climate of openness” as one of the dest
tension and transferring the knowledge back to thfacilitating organizational learning. Similarly, i@son and
organization. Asahi (1995) point out that an open culture thawa
Teece (2007) disaggregated dynamic capabilitiee intthange as positive can facilitate organizationakrang.
three set of routines and processes through wioicipanies Another important element of an open climate isfes
can sense and then seize opportunities and afswarfailing” that encourages risk-taking. Learning iis fact a
maintain competitiveness through enhancing, combini trial and error process that requires an experiatenind-set
protecting and reconfiguring the assets. Each a@sdh (Nevis et al., 1995). There is therefore a needstablish
capacities relies on a set of underlying proceaseisother effective communication channels to enhance theirgha
organizational tools. Internal search and accesxternal knowledge such as regular discussions, workshops,
knowledge (from suppliers, customers and researdhternships, or virtual meetings by utilizing infoation and
institutions) are the fundamental outcomes of rmgifor communication technology such as tele-conferencing,
sensing. Technology selection and investment dewsi emails, mailling-list, web-discussion-forum,
network and alliance activities, and learning andwedge web-conferencing, wikis, blogging, and others. Al@hua
creation activities and changes in organizatiotraicture, (2003) conducted research on the relationship teatwges
processes and business model are suggested tacoenes of knowledge shared and the appropriate type of
of opportunity seizing related routines. communication channel. He classified the 7 types of
Routines are in some cases designed to producemmunication channels in his research, namely lemai
change—e.g. new product development routines—and negular meetings, face-to-face interaction, teleghachat
other cases they encompass and provide analyticakato over lunch or coffee-break, a common database, and
sources of endogenous change (Becker and colled2@s;, written memo. He found out that the effectivenessl a
Nelson and Winter, 1982). Some scholars definevation  suitability of a channel to convey messages in thannel
as new combination of existing routines (Parmigiand related with the channel richness.
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8. Conclusion [12]
FDI can play a critical role in the growth of SMEs.
Developing countries therefore need to relentlessisact [13]

FDI. But just having the presence of TNCs is naiwgh in
enhancing the growth of SMEs. There is need to atippe
linkages between TNCs and local firms. One wayahg
this is to support SMEs in developing absorptivpatity.
Among other ways this could be done through worddor
development programs, human resource practices a[lq]
organizational routines. Developing countries tf@eneed

to do research in ways of promoting workforce depaient

programs to enhance absorptive capacity for laaakf and [15]
to support good human resource practices and aaional
routines.

[16]
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