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Abstract

In recent years the world has gone through significant changes in terms of trade
liberalisation, globalisation of industry and economic integration between different
types of countries. The global context calls for new arrangements of industry, leading
to an adjustment in the regions where production actually takes place. In this context,
local productions systems (LPSs) need to adapt to the change in trade regimes. The
challenge appears bigger for less developed countries, which in many cases have

relied on productive structures of import substitution industrialisation (ISI).

This thesis studies different types of clusters in Mexico after trade liberalisation and
economic integration. The main aim of this thesis is to examine the capacity of
different LPSs to adapt and learn in conditions of higher competition. Using
empirical evidence, three clusters specialised in clothing production that originally
shared similarities during ISI but that then followed different forms of organisation
and trajectories during the open economy were assessed using both the flexible
industrial district and value chain approaches. Industrial organisation and linkages
are traced to identify to what extent LPSs have improved or weakened in the open

economy in comparison to the ISI times.

The research found that LPSs that have restructured their production towards
international production systems have not only survived the change in trade regime
but have also benefited from the new context. They have adjusted their industrial
organisation, upgraded knowledge and strengthened their LPSs, leading to greater
local spillovers. Foreign partners have been crucial for product and process
upgrading in the export-oriented LPSs, and notably NAFTA reduced and eliminated
trade and production barriers, thereby permitting functional upgrading. In contrast,
nationally-oriented LPSs have not adapted their organisation and production
practices and lack internationalisation, strong linkages and innovation. This kind of
cluster stays in the same traditional platform and is unable to upgrade and benefit
from the new environment. Results suggest the rising of new, stronger and more

competitive LPSs under a new trade regime.
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CHAPTER 1

Introduction

In recent years, increasing levels of trade liberalisation, economic integration and
important changes in production and distribution systems have been experienced
throughout the world. Greater flows of capital and trade between both individual
countries and regional trade blocks, together with a more open international
regulatory framework and significant new developments in telecommunications,
have contributed towards new arrangements of industrial production around the
world (OECD, 1996). Trade restrictions have been lessened and major competition
has been unleashed as a result. Increasing competition has meant the restructuring of

the different industrial sectors at the international, national and local levels.

The process of globalisation is not only inherent to more advanced economies but
also to less developed countries (hereinafter referred to as LDCs), which are actively
involved in this process. However, the ability to compete varies from country to
country, and even from region to region within the same country. That ability seems
to be more accentuated when looking at the differences between developed countries
and LDCs. Hence, the challenges appear to be greater for the latter group of
countries, which in many cases relied on the production structures of semi-closed
economies that hindered internal competition.! Therefore, LDCs require important

adjustments to their productive structures to succeed in a more open environment.

! The efficient use of resources, rational investment decisions and incentives for the development of
new products and processes in most LDCs were not stimulated through competition until the early
1980s (OECD, 1987:34).



During the 1980s, several LDCs and former socialist countries suffered economic
shocks that led to significant economic reforms and to more reliance on trade
liberalisation and market mechanisms (Dornbush, 1991; Dombush & Edwards, 1991;
Wellisz, 1995). Various bilateral trade agreements were signed, and since 1980 63
new countries have become members of the General Agreement on Tariffs and Trade
(GATT) and then the World Trade Organization (WTO, 2004).2 Another feature of
further trade liberalisation in LDC:s is their participation in regional trade blocks with
similar countries (i.e. the Southern Common Market -MERCOSUR), as well as trade
integration with more advanced economies (i.e. the NAFTA and the European

Union).

From the 1980s, LDCs, mainly newly industrialised countries (NICs) and transitional
economies, have increasingly received trade and financial flows from developed
countries (Parker et al., 1995; J. Markusen, 1998). LDCs have also become important
players in the relocation of industry. There is a trend towards the relocation of stages
of production in LDCs, while the more advanced countries retain higher value added
activities such as design and marketing (Gereffi, 1994). In fact, the division of
company operations into separate segments carried out in different countries is a
feature of globalisation (UNIDO, 2002). The Organisation for AEconomic Co-
operation and Development (hereafter referred to as OECD) defines the globalisation
of industry as ‘an evolving pattern of cross-border activities of firms involving
international investment, trade and collaboration for purposes of product
development, production and sourcing, and marketing’ (OECD, 1996: 9). Hence,
production systems and the localisation of different industrial sectors around the

world are contributing to the shaping of local and national industries (OECD, 1996).

? This represented around 43 per cent of the 147 members states of the WTO in April 2004.
2



The location of production processes around the world is therefore considered in this

thesis as a measure of globalisation of industry.

In this new context of globalisation, the region’ ilas been highlighted as an important
player both as a source of competitiveness and in the relocation of the production
process. Production is a localised process and the external economies arising from
agglomeration influence the performance of firms and the economic development of
such regions (Marshall, 1920; Piore & Sabel, 1984; Storper, 1997). The importance
of external economies lies in the cost reductions and the interaction of different
agents within the agglomeration to create, encourage and take advantage of
clustering. It is in agglomerations that competitive industries are located (Porter,
1990, 2003). Localisation economies and innovation are considered the most
important forces in agglomerations (Piore & Sabel, 1994; Becattini, 1990; Cook &

Morgan, 1994; Audrestch & Feldman, 1996; Storper 1997).

Throughout the literature on flexible industrial agglomerations, important theoretical
propositions have been drawn from the analysis of successful cases localised mainly
in Western Europe and North America (i.e. the Third Italy, Silicon Valley, Baden-
Wiirttemberg). The Neo-Marshallian version of industrial districts attracted a great
deal of interest from economists, geographers and sociologists (see, for example, the
two special issues of World Development edited by Humphrey in 1995 and by Nadvi
& Schmitz in 1999). Such agglomerations were also considered by international
organisations, donors and governments to be a means of economic development in
LDCs (Pyke & Sengenberg, 1990: Intro, 1996). However, fewer analyses and

theoretical studies considering the new context of the international division of labour,



globalisation of industry and trade integration have been carried out in LDCs.* The
globalisation of industry is advancing at a rapid pace and that group of countries are
playing a key role in the relocation of industrial production from more industrialised
countries, while some have further exposed their local industry to international

competition.

In this way, the emergence of LDCs in the globalisation process may trigger
national/regional transformations not only by increasing competition in traditional
local production systems (hereinafter referred to as LPSs) > but also by incorporating
firms and regions into international specialisation. Firms and clusters now have
access to international production-sharing as an alternative to compete in global
markets. Insertion into the globalisation process is a challenge but it also offers
LDCs the possibility to improve local industry. Hence the interest in assessing LPSs

in an LDC that has transited different trade regimes.

Mexico has experienced important transformations since its integration into the
international economy. The semi-closed economy was abandoned when Mexico
opened up to trade and became a member of the GATT in 1986. Greater openness
was sought in order to induce microeconomic effects that would improve the
efficiency and competitiveness of Mexican firms, while seeking to reduce national

prices (Aspe, 1994). Further liberalisation was set underway when the North

? The term region used in the thesis refers to a national sub-unit.

* Comparisons to the ‘model of industrial districts’ have been described in Mexico to exemplify the
underdevelopment of LPSs in LDCs (Rabellotti, 1996, 1997, 1999). The comparison extensively is
based on a comparison of linkages and flows of knowledge in Mexican clusters originated during the
ISI period and does not take into account the whole possible spectrum of successful regions and LPSs
in a context of the globalisation of industry and economic integration.

3 A local production system is defined as a geographical agglomeration of firms operating in the same
or related industries and which are interconnected by a series of linkages —clients, contractors,
suppliers, subcontractors, other firms, business chambers, universities, colleges and R&D institutions.

4



American Free Trade Agreement (NAFTA) entered into effect in 1994. Mexico was
one of the first LDC to follow economic integration with more advanced economies.
The insertion of Mexico to world trade coincided with a significant globalisation of
industry, which appears to encourage the international specialisation of production.
In this sense, trade integration not only enlarged markets in North America but also
created an environment of strong competition and a major incentive for the

relocation of production stages to Mexico.

The economic changes precipitated an adjustment of industry and the transformation
of local productive structures. Major spatial transformations have coincided with
trade liberalisation and integration. The homogeneous local production system that
characterised Mexican industry during the period of import substitution
industrialisation (hereafter referred to as ISI) split after trade liberalisation and
NAFTA. Industrial activity has spread to non-traditional production sites, located in
the northern part of the country and has expanded to register remarkable levels of
performance. Meanwhile, traditional production sites originating from ISI have
declined. Traditional sites still cater for the domestic market, seeking to retain power
along the value chain, while non-traditional sites base their production system on
international production-sharing. Thus, regions that shared similarities in the
organisation of production and the market during ISI transformed with trade
liberalisation and integration and have followed different paths and registered

different performances.

In this way, trade liberalisation and trade integration have not only coincided with a

sectoral spatial reorganisation of employment (Hanson, 1994) but, most importantly,



with a change in the productive specialisation of regions, therefore leading to
important differences between LPSs in Mexico.

The uneven performance of Mexican regions based on different types of local
production system hints at the existence of clusters of a higher order capable of
adapting in an open economy and hence taking advantage of international trade. It
also suggests that the characteristics and driving factors of LPSs may also have
changed under different trade regimes and with the international rearrangements of
industry. Thus, in order to assess the Mexican local production system after trade
liberalisation and integration, I examine three clusters specialised in clothing
production that originally catered for the national market énd that shared industry
organisation but that have adopted different strategies since the opening of the
economy: 1) a traditional clothing site catering for the domestic market and a
paradigmatic case of industrial clusters in Mexico (The Guadalajara region); 2) an
export-oriented cluster engaged in international production-sharing and adapted to
the globalisation process (La Laguna region); and 3) a traditional cluster that has
adapted after trade integration and is now also involved in international production-

sharing (Aguascalientes).

The main hypothesis of this thesis is that trade liberalisation and integration has
benefited those local production systems that have been capable of restructuring
their production for international markets through international production-sharing.
In contrast, systems that have continued to cater for the national markets are losing

out (and may ultimately disappear).



This thesis assesses the extent to which the opening to trade has affected the
attitudes, organisation, structure, learning and innovation of agglomerated firms after
trade liberalisation and integration took place. For that purpose, it seeks to evaluate
the strengths of the selected LPSs through an examination of the networks and
linkages within and outside the cluster, thereby identifying sources of knowledge and
agglomeration effects. It assesses the structure and organisation of LPSs, namely,
industry organisation, innovation, productive linkages and institutional linkages.
Thus, linkages are traced to identify to what extent the LPSs have improved or
weakened in the open economy in comparison to their performance in the ISI period.
The industrial structure of clusters is analysed to assess possible organisational
changes that enable them to benefit from the open economy. Furthermore, the value
chain of the case studies is traced to identify their specialisation and competition in

the international garment industry.

The approach in this thesis follows both the flexible agglomeration and the value
chain framework. These are two complementary theoretical approaches that
traditionally have not been linked together to explain successful local production
systems in integrated economies.® The outcome, typology and characteristics of new
industrial places in LDCs have not been sufficiently analysed in the light of the
globalisation of economic activity that characterises the twenty-first century.
Traditional flexible industrial district theory failed to explain the role of LDC
clusters in the globalisation process and their impact on LPSs. This theory explained

the advantages of clustering from the perspective of a semi-closed economy and not

¢ Nonetheless, there are recent works that look at the upgrading of clusters in developing countries in a
more global framework (i.e. Schmitz et al., 2004). This approach, however, falls short when analysing
the global arrangements of individual industries. See Chapter 2 for a discussion of different theoretical
approaches to LPSs in LDCs.



in a global context. There are no outside agents and trade liberalisation, economic
integration, the globalisation of industry and the relocation of production are not
taken into account. To complement the analysis, the value chain approach is used to
assess the split of the value chain of industry between countries and as a tool for

tracing the external linkages of agglomerations.

Thus, unlike traditional industrial district analysis,’ this thesis is approached from the
viewpoint that clusters cannot be studied in isolation but rather need to be studied in
relation to the industry in which they are embedded, given the peculiar features that
characterise learning and innovation patterns in specific industries (Pavitt, 1984; Bel
& Pavitt, 1993). The approach suggested in this thesis is to complement the study of
LPSs with that of the industry in which a region is embedded. Thus, thinking
globally means understanding interconnected processes; that is to say, to place the
role of agglomerations both within the local and international spheres, while bearing

in mind the context of the globalisation of industry.

The literature on global value chains and the flexible specialised industrial districts in
developing countries (i.e. Humphrey & Schmitz, 2002 and the articles compiled by
Schmitz, 2004) lacks the analysis of different types of local production systems in
the same industry and country when assessing regional structures. This assumes
particular importance when taking into account the globalisation of industry and the
advance of export processing zones. For instance, according to the Database on
Export Processing Zones of the International Labour Organisation (ILO), these

special zones represent a considerable source of employment and account for

7 Industrial district theory is cluster-centred rather than industry-centred (i.e. adapting to the changes
and logics of a particular industry).



between 60 and 90 per cent of total industrial exports in many developing countries
(Singa-Boyenge, 2003:1-15). Thus, studies on industrial districts seem to fall short
in terms of identifying and comparing different types of industrial clusters, and they
do not give sufficient weight to the global logics of different industrial sectors, nor to
the way that these might affect local industrial organisation under different trade

regimes.

An examination of clusters specialising along a global value chain would help to
identify not only the Italianate industrial district type but also different types of
industrial agglomerations (as demonstrated by Markusen’s typology of industrial
agglomerations, 1996), while providing a comparison of the strength of different
types of structures® and their capacity to take advantage of the global context. With
this thesis I attempt to go further towards addressing such aspects and offer a more
comprehensive framework with which to assess the relative strengths/weaknesses of
different LPSs after the opening up of the Mexican economy. The results of the
research suggest the rise of a new, stronger and more competitive form of LPS in
Mexico, which display a different form of organisation to any identified in the

literature on flexible specialised industrial districts.

Thesis structure

Chapter 1 introduces the main objectives of the research, the context and the
structure of the thesis. The thesis is then organised in three parts. Part I reviews the
relevant theoretical approaches used to analyse and understand LPSs in LDCs.

Chapter 2 discusses the theoretical importance of clustering and the factors and



driving forces behind competitive LPSs, with a special emphasis on industrial
districts and their relevance for LDCs. The chapter also presents a review of the
literature on cluster experience in LDCs and on the ways that the globalisation of
industry and different trade regimes might affect LPSs in developing countries. The
chapter also incorporates Markusen’s typology of new industrial spaces and the value
chain approach as important tools for the analysis of different types of LPSs in the

global world.

The reader is provided with the broader context of the research in Part II. Chapter 3
examines the reforms to Mexican trade, with particular attention given to the
development of the manufacturing industry. This chapter starts with an overview of
the Mexican economy during ISI and describes the industrial and macroeconomic
imbalances that led to a change in economic policy. This is followed by an account
of the economic crisis and the policy changes. The chapter then analyses the
transformations of industry after the opening to trade in terms of: 1) export
specialisation; 2) industrial specialisation; 3) the blossoming of international
production-sharing; 4) the spatial transformation of industry; 5) the rise and decline
of regions; and 6) the divide in the LPS. The analysis pays particular attention to the
changes in the local organisation of industry since the abandoning of the semi-closed

economy.

Chapter 4 analyses the global context of the clothing industry as it affected the
Mexican LPSs. This chapter starts with a discussion of the importance of the clothing

industry in Mexico and the world. An account of adjustments in the world clothing

® In their review of clusters, Martin and Sunley (2003: 13) pointed out that little comparative work has
been carried out in different clusters profile.
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industry is followed by an analysis of the Mexican garment industry from
protectionism through sector adjustment and booming production to its present
position as a leading export country. The chapter then examines the transformations
in the Mexican clothing industry after the opening to trade, namely the expansion of
international production-sharing, regional transformations and the divide in firm size,

market orientation and the LPSs.

The third part presents the results of empirical research conducted in the year 2000 in
three Mexican LPSs and analyses the findings according to the theoretical
approaches reviewed in the first section. Chapter 5 outlines the methodology for
choosing case studies in the garment industry. The chapter describes the background
of the selected cases, their homogeneous features in terms of industrial organisation
during ISI and then compares their performance after the opening to trade. Chapter 6
presents the results of the fieldwork, which describe, analyse and compare the
strength of the LPSs in Aguascalientes, Guadalajara and La Laguna regions, as well
as their relative position along the value chain. The results are presented in three
main subsections (industry organisation, innovation and productive linkages, and
institutional linkages) that define the structure, organisation and strength of LPSs,

which are preceded by a brief account of linkages during ISI.

Chapter 7 systematises the information from previous chapters and presents LPSs as
an entire system. It also makes use of history and empirical findings to illustrate the
path that the case studies have followed from ISI to trade integration. The chapter
then analyses the main factors strengthening/weakening clusters in the context of

trade integration. Different types of clusters are then held up against the theory
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described in Chapter 2. Then, a broader assessment of the current situation of LPSs
in Mexico is offered. Chapter 8 presents some conclusions and the policy
implications of the main findings of the research, as well as proposals for further

research.
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CHAPTER 2

Clusters: The Theoretical Framework
2.1 Introduction

The clustering of economic activity has emerged as a factor of competitiveness at a
time when the world is witnessing the increasing globalisation of industry (Storper,
1995; Krugman, 1995; Porter, 2003). The economies arising from the geographic
concentration of sectorally specialised firms have attracted the attention of
economists, geographers, governments and international organisations (Markusen,
1996; UNCTAD, 1998, 2001; UNIDO, 2001). Meanwhile, clusters have been
regarded as an important means through which lagging regions and less developed

countries can prosper (Humphrey & Schmitz, 1995; Malmberg & Maskell, 1997).

Foreign direct investment, international trade and international inter-firm
collaboration are the most important features of globalisation (OECD, 1996:15).
Arrangements of industry and clusters around the world are being challenged by
globalisation. Increasing flows of capital and trade in combination with the
liberalisation of trade, economic integration and major developments in
telecommunications have pushed towards new arrangements in production systems
(OECD, 1996). Following the reduction of international trade barriers, businesses
face more competition in national markets, while finding it advanfageous to
outsource parts of the productive process at an international level, thereby ‘slicing
the value chain’ (Krugman 1996; Feenstra, 1998). Thus, in order to respond to trade

competition and in the search for efficiency maximisation, the economics of

13



production has encouraged the dispersal of manufacturing activities (OECD, 1994),
leading to the international specialisation of industry (ILO, 1992:4). Parts of the
production process have been moved to countries with lower labour costs, which are
becoming key players in global industries (OECD, 1994:3; Smith, 2003, 2004; Begg

et al., 2003).

Some industrial sectors are more involved in these activities and therefore more
globalised. These sectors include the electronics, aerospace, telecommunications,
computer, automobile and clothing industries (OECD, 1996: 16). These industries
are among the most competitive sectors leading the way that production is
organised,” and accounting for a significant share of world production, trade and
employment in manufacturing (ILO, 1992: 3).!° In these industries, the process of
relocation of parts of the productive process to another site is important for
maintaining competitiveness in the market (ILO, 1993:14). There is not only
geographical dispersion of production arrangements but also in terms of
organisational scope (linkages among different economic actors, including suppliers,
firms, retailers and traders) along the productive chain (Gereffi, 1994:96). In this new
context, the world is witnessing increasing competition in national markets and the

increasing international relocation and organisation of production systems.

Since the 1980s, many developing countries have carried out economic reforms
leading to trade liberalisation and to more involvement in the globalisation process.

Integration into this context requires internal adjustments, which seem to be more

® The experiences of industries may well be an indication of what will happen to other industries in
the future in terms of industry organisation.

19 Although they differ in other characteristics such as ownership, labour employment and degree of
concentration.
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challenging for those countries that have relied on the internal productive structures
of a semi-closed economy. In the Mexican case, the face of industry has changed
since trade liberalisation took place in 1986, when Mexico became a member of the
GATT. Furthermore, the signing of the NAFTA in 1994 resulted in further tariff
reductions, which not only have created an environment of high competition but also
a major incentive for the relocation of some phases of the productive system to

Mexico.

The ‘new global economy’ is global ‘because the core activities of production,
consumption and circulation, as well as their components (capital, labour, raw
materials, management, information, technology, markets) are organised on a global
scale, either directly or through a network of linkages between economic agents.’

(Castells, 1999:66).

Globalisation processes have had two important implications for the localisation of
the economic activity. The first relates to the need to increase competitiveness due to
the high levels of competition that globalisation brings in itself, and the second
relates the re-allocation of the productive process. The importance of clustering lies
in the advantages derived from localisation economies, which can increase firm
competitiveness (Storper, 1997, OECD, 1996: 17). Meanwhile, the specialisation of
firms and countries along the productive chain suggests the integration and
specialisation of clusters along international value chains. However, despite the
spatial concentration of economic activity, not all clusters perform well, especially

not those located in LDCs (Storper, 1997).
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With the increasing globalisation of economic activity and trade liberalisation, the
organisation of local clusters has been challenged. To this purpose the present
chapter presents a review of the literature on the way that the globalisation of
industry and different trade regimes may affect local production systems in
developing countries. The aims of this theoretical framework are threefold: a review
of theories on the underlying importance of clustering; a literature review on the
research on clusters in LDCs, with an emphasis on the way that clusters have been
affected by the change in trade regimes; while the last subsection reviews the global
value chain perspective and the way that global production chains affect clusters in

LDCs.

2.2 The origins of the debate on clusters in LDCs

Academics, governments and international organisations have recognised the
importance of clustering to advance lagging regions, transitional economies and less
developed countries (UNIDO, 2002; Smith, 2003; Martin & Sunley, 2003). Industrial
districts have been regarded as an important source of increased competitiveness, as
well as a new form of industrial organisation in the global world (Storper, 1997,
Pietrobelli, 1998; Porter, 2003; Smith et al., 2001). Nadvi and Schmitz (1994: 5)
pointed out that the debate on clusters in LDCs is relatively recent, ‘going back no
further than 1989°’. Humphrey (1995) acknowledged that by early 1990s the little
material available offered limited evidence on cluster organisation and little

comparison to those located in more advanced economies.

In a literature review of the subject, Humphrey (1995) identified that large firms in

developing countries often became inefficient during import substitution and
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protectionism, whereas micro and small sized firms were regarded as an alternative
solution to enhance industry and economy competitiveness after economic crises and
trade liberalisation. In fact, the study of clusters in developing countries grew out of
the debate around small-scale industry as a growth and export prospect (Schmitz &
Nadvi, 1999: 1503). From the early 1980s onwards, the growing importance of
small-scale economic activities in industrialised countries meant increased attention
to this kind of enterprise. Small-scale economic activity was increasingly seen as a
way out of the crisis that had affected large-scale industry in many advanced
industrialised countries (Giaoutzi et al., 1988; Commission of the European
Communities, 1989). This optimistic assessment was based on evidence of a rising
share of employment in small and medium-size enterprises in Western economies at
a time when national economies were experiencing unemployment problems

(Sengenberger et al., 1990; Gray & Matt, 1994; Eurostat, 1996).

The justification for promoting small-scale firms in LDCs traditionally focused on
their importance in terms of employment creation and their impact on equitable
development through the fostering of entrepreneurship and the opportunities they
provided for the wider distribution of wealth and opportunities (Nanjundan, 1987).
Conventional analysis discussed the static efficiency or productivity of such firms
(Little et.al., 1987). These firms have also been described as lagging behind
technologically and less innovative than their counterparts in advanced countries
(Ruiz-Duran, 1995). Small firms often concentrate in traditional sectors catering to
the domestic market, typically with low value added per worker and with significant

needs to catch up with international competition (Giaoutzi et al., 1988).
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New forms of industrial organisation in developed countries encouraged new
approaches towards small-scale firms in LDCs based on flexible specialisation
production and agglomeration of production. In these approaches, firms are seen as
part of a system or network and not as isolated identities. In fact, the application of
flexible specialisation has been regarded as an important means of organising
successful small-scale production (Storper, 1997). The flexible specialisation school
first contributed towards identifying new forms of organisation based on
specialisation, flexibility and institutions, where a wider number of agents play an
important role in increasing firm and industry competitiveness. Piore and Sabel
(1984) made theoretical advances in explaining features of agglomerated industrial
systems, while identifying a possible divide in the production system. Flexibility and
specialisation are considered as evidence for the possibility of a historical divide in
the form of production, where this industrial divide separates an era of mass
production from a new form of production called flexible specialisation (Piore,
1990). Using evidence from Japan and from industrial agglomerations in Italy and
Southern Germany, these scholars identified flexibility and specialisation as factors

explaining the success of their production systems.

In the flexible specialisation of production, the horizontal integration of production is
based on networks among firms and subcontracting relations, which are often
spatially concentrated (Garofoli, 1992a). Producers shift rapidly from one process or
product to another, and/or carry out backward and forward quantitative adjustments
in the short term according to economic cycles, without great loss in levels of
productivity (Scott & Storper, 1992). Increases in productivity are obtained from

working capital increases. Flexible arrangements make use of general multipurpose
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equipment used by skilled workers capable of improving the production of different
products for constantly changing markets (van Dijk, 1993). Moreover, the
organisation and co-ordination of different technical tasks implies the importance of

economies of scope in this form of production (Asheim, 1992).

Institutions also play an important role in the functioning of production. According to
Sabel (1989), specialisation facilitates the intervention of institutions in order to
increase co-operation and the transfer of technology. Institutions are embedded
territorially and are considered important for linking firms, communities and
government. They play an important role in decreasing uncertainty among firms, and
in spreading the benefits resulting from flexible specialisation. Sabel (1989) also
pointed out that closely related to this emerging new pattern is the increasing

importance of localities and regions as hosts for those network structures.

In relation to developing countries, flexible specialisation has often been discussed in
the context of industrial clusters pursuing flexible production (Weiss, 2002: 117). It
is argued that the spatial concentration of firms operating under conditions of flexible
specialisation induces cost reductions and learning and quality improvements
associated with the functioning of clusters (Humphrey, 1995: 151). The initial
impetus for the promotion of clusters of small firms in LDCs stems from the
successful experience of industrial districts in developed countries, particularly the
Italian case. Before moving on to the industrial cluster experience in LDCs, the
following subsection presents a review on the theoretical importance of the
agglomeration of economic activity. This, in turn, defines the local production

systems able to engender economies arising from clustering.
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2.3 The theoretical importance of industrial agglomeration

2.3.1 The Italian school of industrial districts

The contemporary study of industrial clusters as a source of competitiveness was
first developed in the late 1970s by Italian economists interested in explaining the
remarkable performance of regions located in North Central and North-Eastern Italy
(Abruzzi, Marche, Emilia-Romagna, Tuscany, and Veneto), now better known as the
Third Italy.'" A number of dynamic industrial agglomerations dominated by small
firms of similar character, specialised in traditional industries'” and capable of
competing in international markets attracted the study of such agglomerations
(Bagnasco, 1977; Becattini, 1978, 1989; Brusco, 1982, 1986; Garofoli, 1984; Sforzi,
1990). Becattini (1978) argued that the connection between economic and socio-
cultural aspects was an important factor in explaining the formation and the success
of the Third Italy. Becattini (1989) suggested that the territorial concentration of
small manufacturing firms involved in the same economic activity in the Third Italy
constituted industrial districts equivalent to those analysed by Alfred Marshall in his

Principles of Economics (1920).

Marshall (1920) viewed the geographic concentration of economic activity as an
important source of increased competitiveness of agglomerated firms. The
importance of agglomeration was highlighted through the concept of external

economies, which explains different means — external to firms, but internal to the

! The term Third Italy was coined by Bagnasco in 1977 to differentiate industrial agglomerations in
North Central and North-Eastern Italy from the traditionally industrialised and developed northern
part of Italy and the less developed south.

12 A number of industries and towns became economically successful, the most notable of these being:
the textile industry in Carpi and Prato, the furniture industry in Brianza and Cascina, knitwear in
Modena and the footwear industry in Vigevano (Brusco, 1990; Lazerson, 1993).
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district — of decreasing costs and increasing the innovation of located individual
firms, thereby increasing competitiveness. Marshall pointed out that external
economies ‘can often be secured by the concentration of many small businesses of a
similar character in particular localities: or, as is commonly said, by the localization
of industry’. (Marshall, 1920: 221). Marshall described many types of external
economies: the split in the production process, the availability of specialised
suppliers and subsidiaries and knowledge spillovers between nearby firms allowing
the reproduction and improvement of ideas that are also a source of hereditary skills

for the localised industry."

The concept of industrial districts elaborated by Becattini was based on the
assumption that districts in the Third Italy had features identified in Marshallian
industrial districts, both in economic and social terms: spatial concentration of small

firms specialised in the same sector, local specialisation along the value chain and

* External economies have been classified in terms of pecuniary and technological external
economies (Scitovsky, 1954). Those of the pecuniary kind relate to market transactions and result in
reductions in the prices of particular inputs (Scitovsky, 1954: 147). Pecuniary externalities allow
agglomerated firms to access traded inputs and labour at lower prices (given the concentration of
suppliers and a specialised labour force), as they pass through market interactions. These kind of
external economies follow from the interdependencies between producers through the market
mechanism that affects input prices and the profit function. Meanwhile, fechnological external
economies involve non-market transactions and, in principle, are accessible to all members in the
agglomeration. Thus, for instance, ‘a firm benefits from the labour market created by the
establishment of other firms and that in which is free but limited in supply’ (Scitovsky, 1954: 145).
These kind of untraded externalities also result in a more efficient use of inputs via mechanisms such
as better organisation and improved production techniques. Thus, technological external economies
also include spillovers of knowledge that spread between neighbouring firms and give way to a
process of accumulation of knowledge in a specific sector. More formally, by technological spillovers
Grossman and Helpman (1991: 16) denote ‘(1) firms can acquire information created by others
without paying for that information... and (2) the creators (or current owners) of the information have
no effective recourse, under prevailing laws, if other firms utilize information so acquired’.

Another classification of external economies distinguishes between static and dynamic external
economies (Glaeser, et al., 1992). The former type of economies are also known as ‘knowledge
spillovers’, which are comparable to technological externalities; while the latter type of economies are
related in general to productive linkages. Static external economies reduce production and transaction
costs and give rise to a geographical concentration of a specific type of industry. Meanwhile, dynamic
external economies refer to the accumulation of know-how, knowledge and the promotion of
innovation. Dynamic external economies thus entail cumulative efforts to ensure continuous rather
than one-off improvements for agglomerated firms. Thus external economies are the result of the
interdependence between the decisions and actions of various agents in a cluster.
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the differentiation and customisation of products. Regarding the social aspect,
Becattini went further and considered that local knowledge is transmitted through a
homogeneous system of values, which are transmitted across generations and geared
by institutions, which in turn support inter-firm co-operation. In this way, Sforzi
(1990) considers clusters as the localised ‘thickening’ of the different networks

between institutions and social actors.'* Thus, the origin and performance of an
industrial district is not only explained by economic relations but also by its
interaction with social conditions, embedded in the territory (Bellandi, 1989).
Becattini thus put forward the idea that the unit of analysis was not a single firm but
a cluster of interconnected firms located in a geographic area (Brusco, 1990)."* An
account of the Italianate version of industrial districts is presented next, which

divides the LPS into productive linkages and institutional cooperation.

Productive linkages. The division of work in industrial districts increases efficiency
and firms’ expertise: firms tend to specialise in one or a few stages of the production
process, facilitating greater efficiency in every phase of the production and
stimulating the accumulation of specialised knowledge (Becattini, 1978; Brusco,
1986). Despite the vertical division of labour there is often no single dominant firm
within the system (Garofoli, 1991). Brusco (1990:14) distinguished between firms
producing a final product (up to 30 per cent of firms in a district have direct access to
the final market) and the ‘stage-firms’, which are specialised in one or a few phases

of the production'®. The relationship between final firms and subcontractors in the

14 Whereas Marshall stresses the importance of market forces for the working of an industrial district,
more recent observers of the phenomenon put increasing emphasis on the institutional framework as
the coordinating mechanism (Wilkinson & You, 1992).

1> Hence, the concept of an industrial district is considered a socio-territorial and economic concept
(Becattini 1989), generating a local system (Sforzi, 1990).

'® This is not a rigid category because it is possible that a firm, at a given moment, works as
subcontractor and, at another time as a ‘final firm’, see, for instance, Capechi (1990).
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Third Italy is characterised by strong co-operation and sharing and the diffusion of
ideas and know-how (Brusco, 1992). Innovations thus arise from interaction between
‘final firms’ and ‘stage firms’, while innovations rarely spread to the world market
(Sabel, 1982). Decentralisation of production is carried out exclusively within the
district boundaries, which concentrates the benefits deriving from clustering (Pyke &

Sengenberger, 1996, chapter 1).

The division of labour into specialised phases is considered an important source of
externalities, allowing for the formation of supporting industries (i.e. input firms,
transport and financial services) and a competitive network of specialised suppliers
and skilled labour (Brusco, 1990; Garofoli, 1992b). Meanwhile, the concentration of
a significant number of buyers in the district promotes economies of scale to local

suppliers (Becattini, 1990).

The specialisation and skills of workers are conceived as public goods for the
district. Workers frequently change their positions within a wide range of production
activities. This process supports collective learning based on extended and frequent
interaction among people and firms. The industrial district benefits from the
personal-embodied knowledge that reproduces in the cluster over time, enhancing the
competitive character of the region. Acquired skills are not only transmitted through
technical and factory training, but are integrated ‘by a spontaneous exchange and
reorganisation of notions and opinions by “face to face” and “convivial”
relationships, which daily life in the district offers with unusual frequency’
(Becattini, 1990:42). The mobility of workers beyond the region is considered

inexistent given the opportunities and wages offered within the local cluster (Best,
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1990). This concentration of strong local skills in the industrial district is Becattini’s
(1990) interpretation of what Marshall labelled ‘industrial atmosphere’. Thus, this
environment spreads ideas quickly, since the pooling of skilled labour is an important
type of external economy which favours a process of mutual training and the process

of learning by doing (Trigilia, 1989).

The Marshallian approach considers the existence of a large base of home-workers
and part-time workers, connecting two important institutions: firms and families.
This system is considered important for the district because these activities can
absorb fluctuations in demand by extending or reducing these workers’ participation
according to market variations. Brutti and Calistri (1990) see this as one important
factor of labour flexibility upon which the success of the Italian industrial districts
relies. Amin and Robins (1990b), however, stressed the importance of self-
exploitation and unpaid family-labour as sources of numerical labour flexibility

within industrial districts.

In addition to vertical cooperation along the production chain there is also horizontal
cooperation either directly between firms or through the mediation of bodies within
the business environment. Trust among district members is important to encourage
cooperation and collective efficiency (Harrison, 1992; Rabellotti, 1997).
Entrepreneurs also regularly exchange information with colleagues and friends and
thereby acquire ‘an even closer knowledge of the economic and social structure, and
hence of the productive capacity of the district’ (Becattini, 1990: 43). Cooperation is

seen as unwritten rules fixing standards of services and products along with
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attachment to habits and local institutions, establishing local prices (Best, 1990;

Becattini, 1993).

However, firms producing the same product or working in the same activity are in
constant competition. Sengenberger and Pyke (1992) point out that competition is
important to differentiate products and to increase sales, mainly through quality,
design, flexibility of adjustment and marketing strategies. Furthermore, cooperation
and competition are also seen as important incentives to increase imitation as a way
of spreading innovation (Crestanello, 1996). Therefore, cooperation and competition
among different members of the district become important factors in the performance

of the LPS.

Institutional linkages complement the industrial district system. According to Scott
and Storper (1992) institutional arrangements shape the nexus of transactions among
firms and institutions. Garofoli (1992b) points out that ‘face-to-face’ relationships

among economic actors favour the diffusion of technological and organisational

17 According to Granovetter (1985), trust arises from the ‘digestion’ of experience. Trust accumulates
from repeated interactions between firms and other actors in which they contract and re-contract,
formally and informally, strike deals, and help each other out in times of crisis.
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improvements in the local system.'® However, the distribution of knowledge through
informal information channels will be uneven, due to the fact that ‘networks of social
relations penetrate irregularly’ the economic atmosphere (Granovetter, 1985: 491).
These deficiencies, along with other market imperfections, are addressed by
institutions of formalised cooperation (Brusco, 1992). They are designed to
strengthen ‘the economic links between firms and relationships with the economic
milieu’ (Garofoli 1991: 131) and can take the forms of business associations, local or
regional development agencies, consortia or collective service centres (Best, 1990).
Those kinds of institutions are thus important for the dissemination of information
about long-term market developments that take plape outside the district (Julien,

1992; Cossentino, 1996).

In this way, the formal institutional superstructure can also support the innovative
process in the industrial district, which is widely seen as one of the key
characteristics of industrial districts (Brusco, 1982, 1986). However, it is important
to note that these formal institutions only complement the innovative capacity that is
already inherent in the local production system (Garofoli, 1991). Innovations in
industrial districts usually take the form of ‘a continuous process of a large number
of incremental technological changes, all of them small, cumulative and
interdependent’ (Garofoli, 1991:131). Furthermore, Garofoli argues that the
multiplicity of technical solutions developed by the interdependent firms within the
district ensures the successful generation of product ideas. Again, the unobstructed

flow of information within the district facilitates the diffusion of successful ideas and

imitation is one of the most important means by which successful methods or product

'8 Garofoli uses the term ‘system area’ to define a high degree of division of labour characterised by
strong interactions among firms working in specialised stages.
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ideas are spread (Brusco, 1982). Thus, firms’ membership in industrial districts is

key to increase productivity of localised firms (Cainelli & De Liso, 2005).

Drawing from the flexible specialisation approach and the Italian school of industrial
districts, Michael Storper and Allen Scott found that the agglomeration of industry is
also an important source of decreased transaction costs in input-output relations
(Scott, 1988, Storper, 1989, Storper & Scott, 1989, 1992; Storper, 1997). They found
that the vertical disintegration of production and inter-firm linkages within clusters
enable the minimisation of transaction costs through flexible specialisation and risk
minimisation among networking firms and institutions. Transaction costs thus
emerge as external economies, which reinforce the advantage of localised firms,

characterised by flexible specialisation production (Storper, 1989).

Patterns similar to those outlined above for the case of the Third Italy were
subsequently identified in regions of other advanced countries. Frequently cited
examples of Italianate industrial spaces include clusters of firms in the United States
of America (USA), Germany, Denmark, Spain and Canada, among others (see Pyke
& Sengenberger, 1990, 1992; Berger & Locke, 2000). Further successful cases that
present similarities in the organisation of clusters have also been found in clusters of
different firm size and in services and high-tech industries (Scott, 1986; Pyke &
Sengenberger, 1990; Saxenian, 1994).”° In those analyses, the linkages of firms and
institutions in agglomerations are once again identified as the source of

competitiveness for agglomerated firms.

1 Among the foremost case studies are Silicon Valley, the M4 corridor and Baden-Wiirttemberg.
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In addition to the range of work on Italianate industrial districts, other recent
approaches have highlighted the importance of agglomeration in inducing and
propagating learning and innovation. It is, in fact, the study of industrial
agglomerations that has led to the ‘discovery’ of proximity and the local dimension
of technological progress (Belussi & Gottardi, 2000). The following subsection thus
gives an account of the economic importance of innovation and the importance of the
local cluster in this process, while highlighting innovation as a sector specific

process.

2.3.2 Learning, innovation and spatial agglomeration

Since technology has been highlighted as an important factor for engineering the
growth of economic activity (Trajtenberg, 1990), technical change has widely been
seen by economists as a key to increasing competitiveness and long-run growth
(Dosi, 1988a; Freeman, 1989; Barro, 1997, chapter 1). Technological capabilities are
enhanced by innovations aimed at competing and increasing industrial production.
Hence, constant innovation is important to increase the competitiveness of regions

and countries.

Innovation concerns the creation and development of new products and processes or
new techniques for making existing products (Aoki, 1990). Schumpeter (1954)
considered innovation to be a process of invention, innovation and diffusion. These
three levels are associated with one another and cannot be considered as separate
processes. Invention refers to the creation of new devices or ideas within or outside
the firm, while innovation is the first commercial use of that idea. In turn, diffusion

relates to the spreading of ideas or inventions through the appropriate industry.
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Freeman (1989) argues that managerial skills and creativity at all levels, including
‘learning by doing’ and ‘learning by using’, as well as original scientific discovery
and innovation, are important in the process of diffusion of innovation. Diffusion can
also be considered as a socially desirable good because when it is spread widely,
innovation may increase the competitive level of firms, leading in turn to a reduction
of monopoly in the market. The successful diffusion of innovations between firms
increases the productivity and competitive situation of other firms. This situation can
also be considered at an aggregate level. Less developed areas or countries may share
innovations through imitation, which to some extent might decrease the gap between
them and the cutting-edge economies or regions, due to the fact that imitation is
cheaper than innovation (Barro, 1997, chapter 1). Therefore, when social benefits are
considered, the successful diffusion of innovation results in benefits to the economic

system, thus enhancing economic growth.

In this way, inventions and the production of new ideas are only important factors in
promoting technological change when they lead to innovation and its diffusion.
Cooke et al. (1998:1564) calculated that, in Schumpeterian terms, processes of
innovation account for about 80 to 90 per cent of the growth in productivity in
advanced countries, which have an important impact on gross domestic product

growth.

Despite the fact that innovation implies combined processes, attention in the
literature on innovation has traditionally been focused on the production of new ideas
and inventions through highly formalised and planned efforts. In fact, R&D has

consistently been highlighted as a measure of innovation and technological
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performance (Teece, 1988). In orthodox theories, technical progress has been
considered the mechanical consequence of research and development (R&D)
activities, while its dynamics are associated with a given probability distribution
function, or alternatively with exogenous factors (Belussi & Gottardi, 2000). Within
endogenous growth theory, R&D activities are considered to be the promoters of
technological advance®® of countries (Romer, 1990; Grossman & Helpman, 1991).
However, traditional theory on innovation, mainly centred on formal R&D and
patents, has tended to overlook the other phases of the innovative process, in
particular the type of non-codified, tacit and localised knowledge (Stiglitz, 1987).
Moreover, the new trend of international production-sharing limits the scope of any
analysis based on R&D and patents. Innovation can now take pla-ce at any stage
along a value chain and not necessarily at the product level. Thus, orthodox

approaches neglect other explanations as to why other sectors and firms innovate.

Innovation not only relies on the internal ability of the firm to create it, but also on
external sources and linkages. Tacit knowledge can have multiplier effects with the
interaction of people and organisations. In addition, and in many ways
complementary to R&D, ‘learning-by-doing’, ‘learning-by-using’ and ‘learning by
interacting’ have been considered important inputs in promoting innovations. These
processes take place when ‘people and organisations, primarily firms, can learn how
to use/improve/produce things by the very process of doing them through their
“informal” activities of solving production problems, meeting specific customers’
requirements, overcoming various sorts of “bottlenecks”, etc.” (Dosi, 1988b: 223).

Since not all innovation is produced within a firm, external agents interact to transmit

% According to this school of thought R&D is compensated by a certain form of (ex post) monopoly
power.
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knowledge and information across firms, whereby innovation is cumulative and path
dependant (Dosi et al., 1988). That is to say, technology and the possibility of
innovation not only rely on technology that is generally applicable and easy to
reproduce (Arrow, 1962), but also on the knowledge embodied in people and

organisations, which are enhanced by untraded interdependencies (Pavitt, 1986).

According to Dosi (1988a: 1147) untraded dependencies arise from the interaction
between sectors, technologies and firms capable of determining different
incentives/stimuli/constraints to the innovation process. Interdependencies generate
technological externalities capable of reducing costs and increasing competitiveness
for the network of firms. Therefore, non-tradable flows are seen as a collective asset
of firms, countries and regions embodied in people and organisations capable of
organising contextual conditions; country-specific, region—specific, industry specific

or even company-specific (Dosi, 1988b: 226).

Thus, the interaction between users and producers results in an interactive learning
process involving technical, communicative and social learning (Lundvall, 1993). Its
adoption depends entirely on the characteristics of its diffusion process, while
technology is frequently developed in combination with, or in response to the
activities of, other firms (Belussi & Gottardi, 2000). However, when this set-up is not
appropriate to take advantage of new opportunities, agencies outside the network of
firms such as financial institutions, trade associations, universities and the
government can play an important role in connecting users and producers of
innovation and in re-establishing an adequate system (Lundvall, 1993). Thus,

extermal institutions are considered important for their research facilities and their
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capability to quickly spread information on new products and processes within the
relevant industry, which, in turn, enhances the productivity of firms connected to

such institutions.

Accordingly, the unit of analysis considered is a group of firms, interchanging
knowledge, interacting with institutions and generating non-commodity flows,
which, in turn, increase their knowledge and their capabilities to adapt, produce
and/or transmit innovation (Dosi, 1988a). Drawing from this evolutionary
perspective, there is a debate on the importance of geographical proximity and the

role of the region in increasing the innovative capacity of firms.

The evolutionary economics school,?! together with the traditional flexible industrial
district approach, opened up the possibility to integrate an explicative framework on
the importance of clustering. According to Morgan (1997), Michael Storper has
made one of the most significant attempts to link the two disciplines. Storper (1997)
highlighted the association between organisational and technological learning within
agglomerations. Technological spillovers are achieved in networks of firms and/or
institutions through untraded interdependencies capable of organising learning. First,
it is assumed that the performance of firms depends on the decisions of other firms
and institutions. Second, untraded interdependencies® are also considered capable of
organising learning. Since untraded interdependencies are territory specific and

localised, the region is considered a key and necessary element for learning and

! According to this school, capitalism is an evolutionary process driven by technological, technical
and institutional change, where firms are facing uncertainty and instability in which the institutional
framework, more than the market, influences the technical and structural change (see, Dosi, Freeman,
Nelson, Silverberg and Soete, 1988).

22 Storper considered these to be regional conventions, informal rules and habits, public and semi-
public institutions.
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innovation (Storper, 1997). This idea is reinforced by the fact that learning is more
likely to be achieved at regional level because physical proximity facilitates the
integration of person-embodied knowledge, the sharing of this knowledge and the
generation of knowledge spillovers, while the costs of this process increase
according to the distance (Dosi, 1988a; Audretsch, 1995, chapter 8; Audretsch &
Feldman, 1996). In this way, innovations are not mainly the result of individual
firms, but instead are the result of knowledge, relationships and other inputs and

capabilities localised in specific places (Malmberg & Maskell, 1997).

Industrial production systems are thus based not only on input-output relations, but
also on the exchange of information, know-how and technological expertise between
firms, both in traded and untraded form (Storper & Scott, 1995). Therefore,
technological innovation and its contribution to economic growth is described by a
non-linear process which takes place in the synergy of spatial agglomeration and
inter-linkage of an externalised core and complementary competencies and learning

capabilities (Jin & Stough, 1998).

The implications of innovation as an interactive process not only involve interaction
at the productive level, but also with other institutions such as research centres,
education and training, technology transfer, finance and government policies. This
system of innovation plays an important role in producing, transmitting, reproducing,
adapting and determining the technological learning and innovation process of a
region. Thus, the regional system of innovation has been considered an important
instrument for articulating traded and untraded relations, increasing productivity and

the output of localised firms (Trajtenberg, 1990). In addition, the local-social
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structure may also shape institutions, which can increase the rate of technological
learning and decrease the time taken to adapt and to transform innovation into
economic activity (Rodriguez-Pose, 1999). Since the ability to use existing
knowledge is important for the learning economy, the main implication arising from
this approach is the fact that institutions should be structured in such a way that the

region can take advantage of localised learning (Gregersen & Johnson, 1997).

According to this perspective, local production systems can take advantage of both
tacit knowledge (that is local) and codified knowledge promoted through efficient
institutions. The interaction between these two types of knowledge is important both
to promote further innovations and to determine development (Brusco, 1996). In this
way, knowledge is the most fundamental resource and learning is the most important

process to foster innovation and economic growth (Lundvall & Johnson, 1994).

To this effect, technological innovation is based on a collective learning process; and
inter-regional linkages facilitating the firms’ access to different localised innovative
capabilities lead to processes of innovation (Camagni, 1991). As a result of the
spatial agglomeration of economic activity promoting untraded interdependencies, an
increase in the capabilities and knowledge of one firm will tend to increase the
learning and innovative capability of other firms which will try to internalise such
knowledge. Hence, the development of knowledge is a social and economic process
(Belussi & Gottardi, 2000). For Asheim and Isaksen (1997) the importance of
agglomerations for learning and innovation constitute the material basis for a new

form of comparative advantage for regions in the global economy or what Florida
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(1995: 528) named the revival of the region as a key element in ‘the new age of

global, knowledge-based capitalism’.

Many of the researchers connecting economic geography with some aspects of
learning, innovation and the role of institutions have come to the same conclusion:
learning is a localised process enhancing innovation and competitiveness.” This has
been highlighted in the literature under different terms such as ‘institutional
thickness’ (Amin & Thrift, 1995), ‘intelligent regions’ (Cooke & Morgan, 1994),
‘the learning region’ (Florida, 1995; Asheim, 1996, Morgan 1997), ‘innovative
milieu’ (Camagni, 1991) and ‘regional innovation systems’ (Asheim, 1996; Asheim
& Isaksen, 1997); all of them encompassed by Moulaert and Sekia (2003) as

‘territorial innovation models’.

Agglomerations thus offer important lessons to upgrade learning and innovation in
LDCs. As mentioned in the first section of this chapter, productive structures in
developing countries are characterised by a base of small-scale firms, with low-tech
or subsistence firms accounting for lower levels of productivity and value added
(Weiss, 2002). Most enterprises in LDCs lack the capital and human resources to
invest in R&D, and thus their capacity to generate both product and process
innovation tends to be limited (Rodriguez-Pose & Refolo, 2003). In this context,

clustering has been regarded as key to improving competitiveness in LDCs.

2 It is also considered as a social system due to the fact that innovation is the result of social
interactions between economic actors.
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2.4 Industrial districts in LDCs

Nadvi and Schmitz (1994:12) in their survey of industrial clusters in LDCs pointed
out ‘sectoral and spatial small firm clusters are neither infrequent nor insignificant.
They are found across a wide range of developing countries.” A significant number
of clusters of LDCs have been identified in Africa, Latin America and Asia
(Cawthorne, 1995; Schmitz, 1995; Rabelloti, 1995; Visser, 1997; Knorringa, 1999,
Tewari, 1999; Pietrobelli & Barrera, 2002; Pietrobelli & Rabelloti, 2004; Schmitz,
2004). Documented cases often specialise in traditional industries. This is not
surprising, given the importance of traditional sectors in the industry of most LDCs.
For instance, textiles and clothing dominate the manufacturing and industrial exports
of countries such as South Africa, Pakistan, India and Brazil (WTO, 1998: xiii;
WTO, 2001: xi; WTO, 2002: x). Paradigmatic cases include clusters with some
export production, namely the basic surgical instruments produced in Sialkot,
Pakistan (Nadvi, 1999) and the footwear clusters of the Sinos Valley in Brazil
(Schmitz, 1995, 1999); intermediate cases of success have been studied in the
footwear clusters of Guadalajara and Guanajuato in Mexico (Rabellotti, 1995, 1997,
1999); while very few successful cases have been documented among African

clusters (Cawthorne, 1995).

The initial impetus to promote clusters in LDCs stems from the experience of
industrial districts in Europe, particularly the Italian experience, on which most of
the industrial district system is based. The bulk of the research on clusters in LDCs
has been carried out by researchers of the Italianate version of industrial districts in
developing countries (i.e. Humphrey & Schmitz, 1995; Rabellotti, 1995, 1997;

Nadvi, 1999; Knorringa, 1999; Schmitz, 1999). Traditionally, the ‘industrial district
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model’, which draws on stylised facts from clusters in developed countries, has been
used as a reference point against which the experience of LDCs has traditionally

been compared (Weiss, 2002: 118).

The cluster experience in developing countries has often differed from that found in
more advanced economies (see, for instance, Rabellotti, 1995). Clusters in LDCs are
not homogeneous and their industrial organisation and strengths of linkages differ
across countries. Humphrey (1995) found different types of cluster organisation in
LDCs: ‘Vertical relationships range from orchestration by large firms to
arrangements among small firms, and the density and nature of interfirm linkages

varies considerably’ (Humphrey, 1995: 3).

It has been noted that despite sector specialisation, division of labour and spatial
concentration, most clusters in LDCs have underdeveloped linkages and low levels
of competition, as well as low external economies and joint action. Rabellotti (1995,
1997) showed how limited the development of inter-firm linkages were in Mexico.
Pietrobelli and Barrera (2002) also found weak enterprise networks in Colombia, a
problem observed in most clusters in Latin America. Lagging behind are African
clusters with an underdeveloped inter-firm division of labour and institutional

support (Humphrey & Schmitz, 1995:13).

The problems of clusters in developing countries often include: limited development
of suppliers, poor quality of products and inputs, poor backward, forward and
institutional linkages within the cluster, delays in input delivery (Rabellotti, 1997), as

well as low level of competence of local entrepreneurs and labour force (Pietrobelli
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& Barrera, 2002). An important difference also lies in the low level of technological
development in LDCs, which are lagging behind in comparison to more advanced
economies. Furthermore, most agglomerations in LDCs, as opposed to clusters in
developed countries, still leave much to be desired in terms of wage levels and
working conditions (Cawthorne, 1995; Schmitz, 1995, 1999; Rabellotti, 1997; Nadvi,
1999). Meanwhile, regarding institutional linkages, Nadvi and Schmitz (1994: 24)
noted that only a few sectoral and business associations provide real services or
lobby for the collective interests of clusters in LDCs. Poorly targeted support for
clusters is reported in the literature, either at federal and/or local level. Industrial
policy, when it exists, is elaborated and managed at federal level (Nadvi & Schmitz,

1994; Weiss, 2002: 119).

It is to be expected that clusters evolve according to the environment in which they
are immersed. Traditionally, literature on the subject has paid little attention to the
shift in trade regimes experienced by LDCs in the advent of economic crises and
trade liberalisation. Different trade regimes may lead to different local adjustments in
order to succeed in more competitive scenarios. Moreover, clusters in LDCs face
significant competition and local transformations as the globalisation of industry
moves apace throughout the world. Therefore, it could be expected for LPSs in
developing countries to undergo transformations when adapting to different trade

regimes.

2.5 LDC clusters under different trade regimes

The way of doing business appears to change according to different trade regimes,

which in turn also affects cluster organisation and performance. Competition,
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industrial organisation, specialisation, the quality of linkages and competitiveness of
clusters are challenged under open economic structures. In this way, the local factors
of clustering per se are not the only factors affecting cluster performance, but rather
it is also related to the trade regime in which the cluster is immersed. This is
important for firms involved in international trade and particularly relevant for firms
in countries following global trends in trade liberalisation and economic integration.
To this effect, the present subsection gives a literature review on how clusters in
LDCs have been affected in their transition from economies semi-closed to trade

towards more open trade regimes.

2.5.1 Cluster transition towards new trade regimes

The challenge of globalisation is pressing the productive structure of LDCs, which in
many cases have relied on import substitution industrialisation. Long-standing trade
policies protected domestic industries in support of an inward-looking
industrialisation strategy that was considered a means to industrialisation, growth and
job creation (Bhagwati, 1968). Tariff and non-tariff barriers, as well as overvalued
exchange rates were among the main policy instruments used to encourage the
development of local industry (Todaro, 1997: 465). Among the larger Latin
American, Asian and African countries following ISI were Mexico, Brazil,
Argentina, India, Pakistan, Bangladesh, Nigeria, Ghana, Morocco, but many other
developing nations also embarked on such a strategy (Kirkpatrick, 1987: 71-72).
However, ISI policies encouraged the development of industries with high costs and

contributed little to increasing productivity over time (Rodrik, 1995).
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During the 1980s and 1990s, LDCs and former socialist countries experienced a shift
towards a greater reliance on market mechanisms and trade liberalisation
(Dornbusch, 1991; Dornbush & Edwards, 1991; Wellisz, 1995). In many cases,
economic crises led the way to policy reform. There was also a growing
disenchantment with the development strategy and new strategies were aimed at
correcting ISI failures, chiefly assisted by the International Monetary Fund (IMF)
and the World Bank (WB) (see Krueger, 1997; Bora et al, 2000). Trade
liberalisation, exchange rate correction and the gradual removal of restrictions to
foreign direct investment (FDI) became the basis of the transit from ISI to more open
trade regimes and to what Berg and Taylor (2001: 11) refer to as the central features

of globalisation for LDCs.

Furthermore, bilateral and multilateral trade agreements have also contributed to the
insertion of LDCs in the process of globalisation. Since 1980, 63 new countries have
joined the GATT and its successor, the WTO; such countries represented 43 per cent
of the 147 member states of the WTO in April 2004 (WTO, 2004). Since the mid-
1980s, 15 Latin American countries have become members of the former
international organisation (Singh, 2005:91). Developed countries, accounting for the
largest markets, have also been active in promoting bilateral and regional trade and
investment agreements with LDCs. The USA has signed trade agreements with
Singapore, Chile, Central America, Morocco and the Dominican Republic. The
European Union completed the accession process with 10 new member states and
has signed bilateral agreements with Mediterranean countries, Chile, Mexico and
South Africa, and has preferential relationships with African and Caribbean countries

(Cosbey et al., 2004).

40



Tariff rates in Latin America fell from an average of around 49 per cent in the mid-
1980s to around 11 per cent in the late 1990s (Singh et al., 2005:91). Average tariff
rates in South Asia decreased from around 65 per cent in 1986 to 30 per cent in 1998;
while African countries accounted for an average tariff rate of 22 per cent in 1998
(World Bank, 2004: 2). In this way, trade liberalisation in LDCs has increased
substantially since the 1990s: average tariffs have been reduced considerably,
quantity restrictions have been phased out, along with the liberalisation of exchange
regimes. This in turn, has contributed to increasing trade, financial and productive

flows with more advanced economies (Markusen, 1998).

The economic reforms in LDCs are expected to have impacts on the organisation of
LPSs. In theoretical terms, the mainstream economic discourse on trade liberalisation
has emphasised supply-side arguments. Berg and Taylor (2001) pointed out that the
main justification for economic reforms in LDCs was stated in terms of improving
economic resource allocation, economic efficiency and output growth. Accordingly,
McCulloch et al. (2002) in their survey observed that, theoretically, trade reform
stimulates the efficiency of production in: 1) the way static resources are used; 2)
encouraging specialisation and re-allocating resources towards products that reflect
the country’s comparative advantage; and 3) increasing economies of scale due to
improved access to international markets. In turn, Taylor (2001) states ‘the purpose
of trade reform is to switch production from non-tradable goods and inefficient
import-substitutes towards exportable goods in which poor countries should have a
comparative advantage’ (Taylor, 2001: 2). The United Nations Industrial

Development Organization (UNIDO, 1996: 65) also argues that the dismantling of
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trade barriers could encourage FDI and outward processing trade with developed

nations.

Rodrik (1995) and Feenstra et al. (1997) acknowledge the dynamic effects of
openness such as learning and technological change, which may give national
producers access to new management techniques and to ideas and technologies
embodied in foreign products and firms, leading to local productivity improvements.
According to Balassa (1988: 45) increased competition boosts the way that
businesses operate and firms try to keep up to date with technology to improve or
maintain markets. Trade liberalisation thus is expected to boost productivity,
employment and incomes (Taylor, 2001). In this way, an improvement in dynamic
efficiency is expected to lead to a permanently higher growth rate (Baldwin, 1994).
This may be the result of a permanently higher rate of investment, of more
investment in R&D and more technical innovation, and of higher levels of learning

in the economy, and consequently higher productivity growth.

Rodrik (1995) notes that trade liberalisation also reduces the waste stemming from
rent-seeking activities. On the demand side, it is expected that trade liberalisation
enhances competition and leads to lower prices for imported goods, which in turn
reduces the profit margins that have previously been secured by domestic producers
(McCulloch et al., 2002). Furthermore, the competition from imported goods will
force domestic producers of import competing goods to lower costs and be more
efficient. If producers do not succeed in improving their efficiency and if their

production costs are too high, it is expected that they will go out of business.
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2.5.2 Cluster transformations after the opening to trade

Clusters in developing countries, despite being agglomerated, accounted for low
levels of national competition and weak cooperative linkages during import
substitution. According to Rabellotti (1995, 1997), protectionism and low levels of
domestic competition hindered the development of cooperative backward and
forward linkages in the Mexican footwear clusters of Guadalajara and Leon.
Altenburg and Meyer-Stamer (1999: 1700) pointed out that the lack of reliable
suppliers and subcontractors hindered inter-firm transactions and cooperation in the
clusters of developing nations. Todaro (1997: 473) argues that poor linkages were
related to the protective trade regime; for instance, weak backward linkages were the
result of LDC tariff structures that favoured high rates of effective protection to final-
good industries, while capital and intermediate goods received considerably less
effective protection. The clusters in LDCs, however, were on the verge of change

after economic crises and economic reform.

The literature on clusters in LDCs has stressed the increasing competition that LPSs
face in the aftermath of trade liberalisation. After further tariff reductions in the
1990s, the new competition in local markets has led to the closure of less competitive
firms with significant repercussions for employment and production (McCormick,
1998; Rabellotti, 1999). According to the OECD (2001:23) and the Economist
Intelligence Unit (2004), the impact of trade liberalisation in Brazil (one of the
developing countries leading the way in opening to trade) in 1990s has hit its
clothing and footwear industries particularly hard, given the strength of imported

brands and the consumer preference for foreign, labelled goods. In international
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markets, firms in previously successful clusters during the 1980s, such as the Sinos
Valley in Brazil and Sialkot in Pakistan have met with increasing competition and
now account for little advance in global markets: their exports have declined and

profit margins have also fallen (Ghani, 1996; Nadvi, 1999; Schmitz, 1999).

Besides increasing international competition, new quality standards in developed
countries have further contributed to challenging clusters with some export
orientation. For instance, in the case of surgical instrument producers in Sialkot in
Pakistan, increasing competition from Malaysia, Poland and Hungary (Halder, 2004),
in combination with new quality certifications by the USA and the European Union
(EU) countries, has proved to be a serious challenge for local firms, since most
producers and subcontractors lack certification, many of them still use child labour
and it is difficult to upgrade the quality of a ‘cottage-based subcontracting system
with craftsmen sitting on the floor with piles of material around’ (Ghani, 1996:12).
This new context makes it increasingly difficult for the small exporter to compete.
Surviving firms across different clusters in LDCs have had to adapt costs, quality,
production times, flexibility and the quality of linkages (Rabellotti, 1998; Knorringa,

1999; Nadvi, 1999; Schmitz, 1999; Tewari, 1999).

The response of leading firms has been vertical integration, and the number of
subcontracted firms has decreased, while cooperation has improved (Rabellotti,
1999; Schmitz, 2000). Training and production is offered within the firm in order to
control and monitor quality, while previously production had been carried out by

home-based subcontracted firms (Ghani, 1996).
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Although few quantitative indicators of cluster performance vis-a-vis other national
regions or national averages have been presented in the literature, it does emerge that
change in trade regimes has coincided with improvements in vertical cooperation in
most clusters.”® The literature has emphasised the theoretical approach of the
Italianate version of industrial districts in developing countries (collective efficiency
and, most importantly, joint action) to explain cluster transformations after trade
liberalisation.”” The approach infers that greater clustering advantages arise from
cooperation and joint action within the cluster in facing new global challenges®® (see
for instance Rabellotti, 1999: 1575, and Schmitz, 2000). Accordingly, results from
selected case studies of this approach emphasise that trade liberalisation favoured the
strengthening of selected linkages in the researched cases. LPSs in Mexico, India,
Pakistan and Brazil started to strengthen linkages with suppliers and subcontracted
firms, although horizontal linkages remained weak (Rabellotti, 1998). Uneven
cooperation persists and widens within clusters after trade liberalisation, as pointed
out by Schmitz and Nadvi (1999) ‘some forms of co-operation increased more than
others and cooperation tended to be selective rather than cluster-wide’ (Schmitz &

Nadvi, 1999: 1508).

24 Exceptions persist as in Peruvian clusters, where cooperation and linkages have remained low (see
Visser, 1999).

% Schmitz (1995) distinguishes between passively acquired benefits that arise by virtue of their
location within the cluster and actively generated gains that accrue from the joint action of local
agents consciously cooperating. Such joint actions, both between firms and local institutions bring
further benefits than may be appropriated by agglomerated firms (Humphrey & Schmitz, 1996). Local
institutions such as business chambers can assist agglomerated firms to acquire further skills, provide
representation and promote regional business abroad, thereby enhancing the benefits for firms.
Cooperation effects differ between external economies because of their character of exclusion
(benefits accruing only to firms engaged in such cooperation) and compensation (e.g. exchange of
information and technology leading to higher productivity or better position in the market). Schmitz
thus defines collective efficiency as the sum of external economies and joint action, which varies
between clusters and over time (Schmitz, 1997).

% Schmitz and Nadvi (1999: 1508) also highlighted the importance of the local sphere in facing
globalisation: ‘... responding to major challenges requires greater local co-operation’.

45



Clusters experienced the differentiation of firms within clusters, in terms of market
segment, firm size and the quality of linkages. Medium and large enterprises now
account for better performance and are also associated with dynamic segments of the
market. In the cluster of Ludhiana in India, Tewari (1999) found that competition
fostered better organisation in dynamic segments of foreign and domestic markets. In
Agra, India, Knorringa (1999) pointed out that local producers in those segments also
increased cooperation in forward and backward linkages more than those producing
for low segments of the market. In Guadalajara, Mexico, subcontracting, supplier and
forward linkages have improved in the reduced number of large and export firms
(Rabellotti, 1999). Meanwhile, export-oriented firms in the Sinos Valley in Brazil
and in Sialkot, Pakistan improved cooperation with suppliers as a response to global
competition and the quality requirements of foreign markets; while benefiting from
cooperation with foreign buyers (Nadvi, 1999; Schmitz 1999; 2004). While large
enterprises aim at international markets and greater vertical cooperation, small-size
firms continue producing for the domestic market and show weak forward and
backward linkages. In this way Schmitz and Nadvi (1999) suggest that following
liberalisation, medium and large enterprises are becoming stronger and that they are

playing an important role in the governance of clusters.

The literature also suggests that marketing activities of clusters is weakened after the
opening to trade. According to Rabellotti (1998) commercialisation and marketing
remain underdeveloped in Mexican clusters. This author also added that Mexican
footwear firms ‘have limited control over their market and little knowledge of it; they
depend on non-exclusive agents and they are not used to adopting an active

commercial strategy to sell their products in a competitive market’ (Rabellotti, 1998:
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252). Following trade integration new firms have emerged in the Mexican market,
especially foreign companies, which now dominate marketing channels (Altenburg
& Meyer-Stamer, 1999: 1700). Forward linkages have been developed with large
foreign retailers in Colombia’s fashion sector (Pietrobelli & Barrera, 2002).
Meanwhile, traditional forms of retailing are still carried out in less liberalised
economies, with strong constraints to foreign investment such as Brazil, in which
travelling salesmen control the retailing system, although with an increasing
participation of international companies (Schmitz, 1995: 15; Schmitz, 2004). Thus,
trade liberalisation is leading to the major participation of external agents in clusters

of LDCs.

Regarding the use of technology, it appears that despite the opening to trade, clusters
have often not overcome the barriers to innovation inherited from import
substitution. Imported machinery, patterns, licensing and the copying of products
were normal practice under the import substitution system. In their survey of the
literature on clusters in Latin America Altenburg and Meyer-Stamer (1999) still
found little innovation, little knowledge upgrading and a culture based on imitation
in both survival clusters and more advanced and differentiated mass production
clusters. McCormick (1998) also reached the same conclusions on African clusters,
which have been unable to expand and to produce cutting-edge innovation.
Meanwhile, export-oriented firms in clusters such as Sialkot in Pakistan and the
Sinos Valley in Brazil rely heavily on innovation from foreign buyers (Schmitz,
1995b, 1999). Although it has not been implicitly pointed out in the literature of

clusters in LDCs, the former results suggest that, as trade liberalisation advances,
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clusters in LDCs are often becoming specialised in production activities and less

involved in innovation and marketing activities.

The institutional response to trade liberalisation has been uneveﬁ across clusters in
LDCs. Business chambers have started to play a more active role in business support
to promote innovation and quality assurance in Pakistan (Nadvi, 1999). In Mexico,
there is more engagement of local business chambers in developing marketing
strategies for local producers (Rabellotti, 1997). However, Altenburg and Meyer-
Stamer (1999) argued that business chambers are still not strong in Latin America.
Business chambers and local government in India (Agra) and Brazil (Sinos Valley)
have started to collaborate in order to promote cluster recovery, although they have
not played a significant role for the local industry (Schmitz 1995, 2004). Meanwhile,
institutionalised cooperation has failed altogether in African clusters (McCormick,

1998: 44).

Among the clusters studied in developing nations there is, however, a significant
variance in their degree of openness. The literature has neglected the fact that LDCs
are immersed in different stages of trade liberalisation and, hence, experience
different levels of protection, competition and industrial organisation. As suggested
by McCulloch et al. (2002: 26) different levels of trade liberalisation will lead to

country-specific impacts.

Some countries such as India, Bangladesh and Pakistan, despite substantial reform,
still remain among the most protected economies in the world, in comparison to

Mexico, which has embarked on superior forms of trade liberalisation through trade
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integration with more advanced economies (World Bank, 2004: 27). Being a member
country of the WTO does not imply homogeneous tariff structures. By the end of the
1990s, average tariff rates®’ for a sample of six Latin American countries (Argentina,
Brazil, Chile, Colombia, the Dominican Republic and Mexico) were similar to those
in East Asian economies and European transition economies, while the South Asian
countries were among the most protected economies (Sigh, 2005). Moreover, despite
significant tariff cuts in recent years, not all countries have bound all their tariffs into
the WTO. Bangladesh had bound only 0.9 per cent of its industrial tariff lines in
2003; India, 68.2 per cent, Pakistan 35 per cent, Sri Lanka 26 per cent, Turkey 36.3
per cent, Singapore 65.5 per cent, Hong Kong, China 23.5 per cent; while Brazil and
Mexico have bound 100 per cent of industrial tariffs lines (Baccetta & Bora, 2003:

15; World Bank 2004: 30).

Furthermore, clusters in developing countries are often protected from external
competition. While many LDCs carry out exports through most favoured nation and
special and differential preferences,”® many of them have managed to continue
protecting local industries in their own countries, even in the export sectors (World

Bank, 2004).” In addition, tariffs in competitive sectors are still higher, preventing

%7 Tariff levels only indicate the protection available from tariffs.

%8 Special and differential treatment constitutes the centrepiece of the WTO’s strategy for integrating
LDC:s into the trading system. The Generalised System of Preferences (GSP) was designated to allow
industrialised countries to grant selective waivers or non-reciprocal tariff reduction to developing
countries. In addition to the GSP, some developed nations provide special and more favourable tariff
preferences to limited groups of developing countries, usually linked to them through previous
colonial or regional political relationships (Conconi & Perroni, 2004).

¥ To compensate for decreasing tariffs and quantity restrictions, many LDCs have become major
users of other duties and charges to protect their markets: para-tariffs (import taxes), specific duties,
anti-dumping, local contents, tariff rate quotas, health and safety regulations. India applies high tariffs
protecting competitive sectors, namely the textile, garment, leather and automobile industries (World
Bank, 2004: 37). Regulatory taxes, which provide extra protection to specific industries, have also
been mainly applied to the steel industry in Pakistan (WB, 1994: 48). Meanwhile, Bangladesh’s main
export sectors also receive very levels of high protection in the domestic market: clothing accounts for
a total protection rate of 85 per cent, sportswear 53 per cent and footwear 66 per cent (World Bank,
2004:58).
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competition from other developing countries. For instance, Brazil has provided
protection in the form of higher than average tariffs to export activities such as
beverages, transport equipment, automobiles and footwear (WTO, 2004: xvii).
Studies in South Asian countries suggest that there is significant tariff escalation®® in
important product chains, including processed food, textiles and clothing, tobacco,
wood products and automobiles (see Laird et al., 2002). Thus, even though the
overall average tariff rates have been reduced, the prevalence of tariff escalation
means that the effective protection of manufactured goods remains high. In terms of
protection to small-scale industry, economies relatively closed to trade such as India,
excise partial or full tax exemptions, which give a tax advantage and benefit firms
(mostly textile and garment firms) in competing with imports that pay the equivalent

of the normal domestic excise taxes (World Bank, 2004:42).

The insertion of LDCs into multilateral agreements is one step forward towards free
trade regimes. The trend, however, appears to be continuing through regional
integration, which, in turn, will further challenge the LPSs in developing countries.
The degree of openness and economic integration of a country appears to affect the
level of competition and the local response to global challenges. This denotes their
degree of protectionism in local markets and their integration in international
markets, implied in different responses and forms of organisation within different

trade regimes.

30 Tariff escalation describes instances in which more protection is given to higher-value-added
products than to raw materials or less-processed inputs.
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2.5.3 Economic integration and clusters in LDCs

Regional trade agreements are becoming an important feature of globalisation and it
would be expected that further liberalisation through economic integration may
affect the organisation and performance of clusters. Regional trade agreements
contribute to lowering average levels of protection and reducing investment
restrictions, leading to more trade and competition within a region. Agreements
include commitments to liberalise and introduce a large number of concessions,
schedules for tariff phase-outs and a relatively high degree of reciprocity (UNIDO,
1996). In productive terms, regional trade agreements influence investment rules,
capital controls and intellectual property rights, as well as environmental aspects,
although the degree of influence depends on the type of agreement (Cosbey et al.,

2004).

Classified in terms of the different development levels of countries, there are a
number of examples of trade agreements between LDCs (South-South agreements)
such as the MERCOSUR between Argentina, Brazil, Paraguay and Uruguay; the
Association of Southeast Asian Nations (ASEAN) formed by Brunei Darussalam,
Cambodia, Indonesia, Laos, Malaysia, Myanmar, Philippines, Singapore, Thailand
and Vietnam; and; the Southern African Customs Union (SACU) which includes
Botswana, Lesotho Namibia, South Africa, and Swaziland. In their survey of the
literature on trade agreements Cosbey et al. found that despite the fact that they focus
on market access, tariff barriers and, to a lesser extent, on non-tariff barriers, South-
South agreements tend be shallow, even in terms of the trade liberalisation of goods,

and they allow for more exceptions and more scope for government intervention.
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They bypass elements of deeper integration such as investment and intellectual

property rights (Cosbey et al., 2004).

There are other regions, such as the South Asian countries (Bangladesh, Bhutan,
India, Nepal and Pakistan) that still lag behind in regional trade agreements. The
World Bank (2004) identified that intra-regional trade is very low since
independence and that trade has been even more restricted within the region as
compared to trade with the rest of the world. Intra-regional trade accounted for 19
per cent in 1948, to then shrink to four per cent in 1974 and stood at five per cent in

1999 (World Bank, 2004:122-123).

On the other side of regional trade agreements is the new trend for LDCs to integrate
with more advanced countries (North-South agreements), such as the NAFTA and
the EU. Participation in this type of agreement may be seen for a LDC as a step
forward towards more comprehensive integration into globalisation. Deeper
integration occurs in North-South agreements, which go further in the liberalisation
of trade, investment, services and the environment (Schiff & Winters, 2003).
Bhagwati et al. (1999) and Singh et al. (2005) have stressed that trade integration of
developing countries with more advanced economies may contribute to greater
investment flows and technology transfers, improvement of regulatory standards and
competition policies. Schiff and Winters (2003) show that the creation of a larger
integrated market is a clear potential win for the smaller player in such agreements,
leading to increased investment and exports. Nonetheless, authors like de la Torre
and Kelly (1992) argue that there is no case in which a regional integration scheme

has contributed materially to the evolution of a LDC. However, the new wave of
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regional economic integration is a relatively new phenomenon and further
exploration is needed of its impact on competition, organisation and the linkages of
local production systems, where production is actually articulated. Integrating with
more advanced economies represents a greater challenge for the productive
structures of LDCs and successful resulting structures may be regarded as superior
forms of organisation to those in protected economies or to those immersed in South-

South regional economic agreements.

2.6 International production-sharing and clusters in LDCs

Decreasing trade and investment barriers have contributed to the expansion of
international businesses and to the decentralisation of production to LDCs.
According to the United Nations Conference on Trade and Development (UNCTAD)
(2001: 1), between 1991 and 2000 out of the 1,185 regulatory changes in the national
laws governing FDI, 95 per cent created a more favourable environment for FDL*! In
addition, the world has witnessed a remarkable increase in the number of bilateral
investment treaties aimed at protecting and promoting partner’s investments. By the
year 1980 there were only 181 such treaties worldwide; this figure had reached 1,856
in 2000 involving more than 160 countries (Hill, 2004: 12). Meanwhile, FDI grew by
an annual average of 28 per cent during the 1990s, driven by more than 60,000
transnational companies with over 800,000 affiliates abroad (UNCTAD, 2001: 1-2).
In fact, transnational companies and international production account for two-thirds

of world trade in commodities (Weiss, 2002:141).

*! During the year 2000 alone, 69 countries made 150 regulatory changes, and 98 per cent of them
were more favourable to foreign investors (UNCTAD, 2001: 12).
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From the 1980s, LDCs, mainly new industrialised countries (NICs) and transitional
economies, have increasingly received significant trade and financial flows from
developed countries (Parker et al., 1995; Markusen, 1998), contributing to the
relocation of production to LDCs, especially in labour intensive activities through
international production-sharing (Gereffi, 1994, 2000; Feenstra, 1998). In fact, the
decentralisation of the industrial activity to LDCs is also a relatively new

characteristic of the globalisation of industry (OECD, 1996).

New industrial spaces specialised in international production-sharing have been
developed in LDCs. The most evident forms of clusters specialising along the value
chain are areas with special regimes such as export processing zones, which
represent an important source of employment and exports in developing countries.
The International Labour Organisation (ILO) Database on Export Processing Zones
calls attention to this special regime which represents a considerable source of
employment and accounts for 88 per cent of total industrial exports from China, 83
per cent from Mexico, 60 per cent from Brazil, 90 per cent from Argentina, 88 per
cent from the Czech Republic, 80 per cent from Kenya, 60 per cent from Bangladesh,
83 per cent from Malaysia and 80 per cent from Senegal, among others (Singa-
Boyenge, 2003: 1-15). Since the early 1980s, some scholars have seen these special
zones as an indicator of a new international division of labour (Balassa, 1981;
Castells, 1985), as well as a new form of industrial agglomeration (Markusen, 1995).
This is a rapidly growing industrial district type, which dominates the industrial

structure of many developing countries (Markusen & DiGiovanna, 1999).
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Markusen (1996) identified other types of clusters in addition to the Italianate

version of industrial districts.*> Markusen (1996) defined a satellite platform as:

a congregation of branch facilities of externally based multiplant firms. Often
these are assembled at a distance from major conurbations by national
governments or entrepreneurial provincial governments as a way of stimulating
regional development in outlying areas and simultaneously lowering the costs of
business for competitively squeezed firms bristling under relatively high urban
wages, rents, and taxation. (Markusen, 1996: 304).

These clusters often adopt names such as export-processing zones (Park &

Markusen, 1995; Markusen & DiGiovanna, 1999).

The business structure in satellite platforms is dominated by large, externally based
firms, mainly transnational firms, which means that major investment decisions are
not taken within the district. In satellite clusters, plants mostly have links with parent
firms and contractors located outside the agglomeration. They have intense contact
with the parent company, with significant co-operation and interchange of
information. Exchanges of personnel are common between the satellite firm and its
parent company, but not between local satellite firms. This type of district differs
from the Italianate form in its minimal intra-district trade, low interaction with other
actors and low local embeddedness. Relationships and commitments with local
suppliers are non-existent (Park & Markusen, 1995). Meanwhile, institutional

linkages are underdeveloped. Industry-specific trade associations are inexistent and

32 The tracing of linkages in which firms are embedded, as in the flexible industrial district theory, has
been used by Markusen to identify different types of agglomerations. Markusen’s typology of
different types of industrial districts, which defines the range of possibilities for cluster organisation
include: 1) the Marshallian industrial district, with the Italianate variety; 2) the hub-and-spoke district;
3) the satellite industrial platform; and 4) the state-centred district. The differences between the
industrial districts are to a great extent attributable to the relations with agents located outside the
agglomeration boundaries, hub firms and firm size. While Markusen’s typology emphasises the
characteristics of successful clusters in developed countries, the satellite industrial platform type
becomes of special interest for developing countries.
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clusters rely on national and local government to provide their infrastructure, land

and tax incentives.

Unlike traditional clusters in LDCs, satellite platforms specialise in highly
technological and/or global industries (Altenburg & Meyer-Stamer, 1999). Examples
of satellite platforms include the textile and electronic platform of Kumi in South
Korea (Park & Markusen, 1999), the export-import zone of Manaus in Brazil
(Campolina & Borges, 1999) and the magquila® clusters in the northern part of
Mexico (Wong-Gonzalez, 1992; Carrillo & Hualde, 2000). Other clusters include

export-processing zones in India, China, Sri Lanka, Thailand, Egypt and Senegal.

In a review of the literature on export-processing zones, Campolina and Borges
(1999) identified a series of factors explaining why these clusters have been
promoted by governments in LDCs: 1) to attract FDI, allowing controlled and
localised liberalisation of the economy; 2) to promote non-traditional exports; 3) to
facilitate the transfer of technology; 4) to produce positive effects on the balance of
payments and; 5) to improve employment levels and act as an instrument for regional

development.

Despite the increasing importance of satellite platform clusters in national exports
and job creation, these industrial districts have been widely regarded by certain
authors as weak structures of regional development (see Sklair, 1993). Altenburg and
Meyer-Stamer (1999) and George (1990) point out that export processing zones in

developing countries indeed generate some basic externalities, such as the formation

3 In-bound industry in Mexico is often referred to as maquila industry. A detailed definition and
analysis of the maquila industry are presented in chapters 3 and 4 of this thesis.
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of a pool of semi-skilled labour, although the benefits are limited given their weak
local forward and backward linkages. For Chrispin (1990), parent companies are
more interested in production capacity and the economies of scale, rather than in
developing local suppliers. Thus, low local content of inputs is another constraint for
the development of satellite platforms (see Gonzalez-Aréchiga & Barajas-Escamilla,
1989; Wilson, 1992; Mendiola, 1997). Furthermore, scholars like Anderson (1990)
and Sklair (1993) argue that by specialising in low value activities a region ceases to
develop its creativity and entrepreneurial capabilities. Campolina and Borges (1999)
emphasized the negative effects of satellite platforms, which may include a fall in the
balance of payments, a reduction of tax revenue, negative effects on the existing
industrial structure, an inability to guarantee technical progress and limited effects on

employment creation and labour qualification.

Unlike the Italianate variant of industrial district, which neglected external linkages
and assumes the form of a semi-closed-economy to trade, the cluster types presented
by Markusen offer different possibilities of cluster organisation in open economies.
Markusen’s theoretical typology suggests that not all industrial districts are equal to
one another given the variety of specialisation, industrial organisation and network
systems. In fact, Markusen (1996, 1999) has argued that many successful and rapidly
growing industrial agglomerations in developing countries do not show the
characteristics of the Italianate version of industrial districts. In this way, the
classification of different types of successful agglomerations provides an important
analytical framework that opens up the discussion on the globalisation of industry
and the role of local-local linkages, local-external linkages, the industrial

organisation and that of key agents in clusters in boosting competitive LPSs.
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Scholars of the Italianate version of clusters in developing countries — which most
of the literature in the subject has drawn upon — have paid insufficient attention to
the trend of decentralising production to LDCs and the thriving of clusters
specialising in a segment along an international value chain. Key debates have taken
place on the accuracy and applicability of the Italianate industrial district approach,
with some criticism and challenges being raised (see Amin & Robins, 1990; Florida
& Kennedy, 1990; Amin & Thrift, 1992; Harrison, 1992; Park & Markusen, 1995).
Since the studies are not industry-centred, they lack the influence of global industrial
transformations and international trade liberalisation, which may affect a country’s

clusters organisation and their performance.

With the major involvement of LDCs in trade liberalisation and in international
production-sharing, new cluster arrangements are expected to take place. In this way,
the organisation, transformation or creation of clusters in LDCs seems to be affected
by the globalising trend of the industry and, therefore, new instruments for analysing
factors affecting cluster performance are needed. For this purpose, the global value
chain approach is an important tool to assess key external actors and activities
occurring inside and outside the cluster. The commodity chains framework that links
the geography of production, global industry and international division of labour is
used in this thesis as a theoretical tool to complement the industrial district approach

on intra-cluster dynamics and organisation.
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2.7 Global commodity chains and external linkages

The global value chains perspective is in keeping with the analysis of industrial
district literature and can be applied to analyse the integration of industrial districts
into a global market. This framework provides a way to map the dispersed spatial
and organisational dimensions of production and distribution of different cluster
types. The global commodity chain approach contributes to the analysis of features
and changes in trans-national production systems both in space and time, thus

assisting in the evaluation of the structure and dynamics of global industries.

The global value chain approach focuses on processes and it is based on the flow of
goods in the production and distribution of products, where all the links are between
enterprises rather than between countries. A commodity chain refers to the whole
range of activities involved in the design, production, and marketing of a product
(Gereffi et al., 1994; Gereffi, 2000). This perspective also focuses attention on the
relationships among the various agents involved in the value chain and on the
possibilities for industrial upgrading (Appelbaum et al., 1994; Kaplinsky, 2000).
Local, regional, national and world economies are seen as structures linking those
chains. In global commodity chains a group of firms, mostly located in different
countries, carry out the totality of activities required to take a product or a service to
the market. Within this hierarchy, less wealth accrues to the nodes involving
intensive labour (production) and increases proportionally as movement proceeds to
distribution and innovation. It is also considered that organisational strategies are
shaped by competition, which varies across chains and within nodes (Gereffi et al.,

1994).
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According to Gereffi (1994), global commodity chains have three characteristics that

are important for the coordination of transnational production systems:

(1) an input-output structure (i.e., a set of products and services linked together in
a sequence of value adding economic activities); (2) a territoriality (i.e., spatial
dispersion or concentration of production and distribution networks, comprised of
enterprises of different sizes and types); and (3) a governance structure (i.e.,
authority and power relationships that determine how financial, material and
human resources are allocated and flow within a chain). (Gereffi, 1994: 96-97).
The literature on global value chains stresses the importance of two types of
governance, coordination or international economic network: those coordinated by

buyers (buyer-driven) and those by producers (producer-driven global commodity

chains) (Gereffi, 1994, 1995, 1999a).

Producer-driven commodity chains refer to those industries in which large
manufacturers, generally transnational corporations, are in charge of coordinating
production networks — including backward (sourcing) and forward linkages
(marketing) — and the profit that accrues at each stage of the chain. This
characterises the automobile, aircraft and computer industries. In contrast, buyer-
driven commodity chains refer to those industries in which marketers, large retailers
and branded manufacturers play an important role in shaping and decentralising
production networks in a diversity of exporting countries, mostly located in LDCs
(Gereffi, 1994; Gereffi, 2000). This arrangement is common in labour-intensive
industries such as garments, footwear, toys, crafts and consumer electronics. Lead
firms in these networks undertake high value added activities (i.e. design and
marketing), coordinate other network relationships ensuring functionality in the

network and control access to major resources (i.e. product design, new technologies,
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brand names and consumer demand) (Gereffi et al., 1994, Gereffi, 1999b). Of those
two types of international economic network, it is the buyer-driven chain that has
become a growing phenomenon given the increasing concentration of marketing in
developed countries, to a great extent carried out by transnational companies
(Gereffi, 1999a). Thus, from the global value chains perspective the structural
arrangements of industries vary across industrial sectors as well as across

geographical areas (Gereffi, 1994).

The global value chains approach has important connections with the flexible
specialisation approach (Piore & Sabel, 1994) and Michael Porter’s value chain
approach (Porter, 1990). According to this approach, flexible specialisation is not
seen as a superior manufacturing system that might eventually crowd out mass
production, rather buyer-driven and supplier-driven commodity chains are seen as
two possibilities for industrial organisation (Gereffi, 1994:99). While having some
bearing on the debate on mass production and flexible specialisation systems of
production, the global value chains approach deals with the organisational properties
of global industries and not with the organisation of production in national
economies and local industrial districts, as does the flexible specialisation

perspective (Gereffi, 1995).

Porter uses the idea of value chains to analyse the benefits for firms of splitting the
production process into different segments, which helps firms to find innovative
organisational and managerial practices to improve profits and productivity. In this
way, one activity affects the costs or effectiveness of other activities along the value

chain (Porter, 1990: 41). Gereffi et al. (1994: 6) pointed out that it is within an
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industrial global value chain that competitive advantage is won or lost,** and hence a
firm in a global industry requires coordination of the different activities along the

value chain.

The global value chain approach suggests that to analyse competition and innovation
in an industry it is necessary to pay attention to activities all along the value chain
rather than focus exclusively on production. Products are brought to the market
through a combination of activities. Coordination of the entire chain is a key source
of competitive advantage. From this perspective the use of networks becomes an
important strategic asset for coordinating the chain and increasing competitiveness in
the industry. To this effect, transnational linkages between firms are built and
become important to increase industrial and network competitiveness. Hence, Gereffi
et al. (1994) assume that lead firms, to compete in global markets, look worldwide

for low wage costs and flexibility in the organisation of production.

Thus, ‘the entire debate about development strategies shifts to encompass regional -
(and even firm-) specific efforts at industrial upgrading, thereby allowing these
actors to control global marketing channels’ (Appelbaum et al., 1994:189).
Therefore, if an LDC is to take advantage of globalisation, it must make the move to
more sophisticated, high value niches along the value chain (Gereffi, 1995). The
value chain perspective suggests that for a region or a country to improve it must
engage in industrial upgrading, because that is the key strategy to advance in the

global industry.

* This is because competitiveness is embodied in a multistage sequence of activities. Thus, it is in the
global value chain, instead of the industry as otherwise pointed out by Porter.
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The global commodity chains framework also identifies the driving forces behind
industrial upgrading or industrial decline (loss of chain activities in a given territory
of a LDC). Drawing conclusions extensively from East-Asian cases in the clothing
industry, this approach assumes that firms improve their position on the chain by
using organisational learning as a means for industrial upgrading (Gereffi, 1999a). In
the clothing sector, industrial upgrading is conceptualised, as ‘shifts in the export
roles of garment suppliers in the world market, and the corporate strategies of the
leading firms in the clothing commodity chain are the main drivers of change’

(Gerefti, 2000: 47).

Building on Gereffi (1999a: 52, 1999b: 16), Humphrey and Schmitz (2000) proposed
four paths of upgrading options for enterprises working in value chains: process,
product, functional and inter-sectoral upgrading. Process upgrading refers to the
transforming of inputs into outputs more efficiently by reorganising the production
system or introducing superior technology. Product upgrading entails moving into
more sophisticated lines. Functional upgrading occurs when firms acquire new
functions in the chain, such as design and marketing or moving from simple
assembly to more integrated forms such as original equipment manufacturing
(OEM), also known as full package, or to original brandname manufacturing (OBM)
production (e.g. producers in Torreon upgrading from assemblers to OEM
production; see Gereffi & Martinez, 2000).** Intersectoral upgrading refers to the
use of knowledge acquired in a particular function to move into a new and more

profitable chain (e.g. Taiwanese TV monitor producers upgrading into the computer

3% See Gereffi (1995) for a detailed definition of these export roles in which firms are embedded along
global value chains.
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industry; see Humphrey & Schmitz, 2002). A region or cluster upgrades when it

manages to control more activities along the value chain.

According to the global value chain approach, leader firms promote innovation and
learning.*® Leading firms such as retailers and marketers provide cooperation and the
transfer of technology to lower-end firms through product specifications to
manufacturers. This access to information on standards is frequently seen as an
advantage accrued from taking part in a value chain. This flow of information is seen
as a critical mechanism by which firms try to improve or consolidate positions within
the chain. In fact, development in value chains means linking up with the most
significant lead firms in an industry (UNIDO, 2002). Thus, participation in global
value chains is seen as a necessary step for industrial upgrading in LDCs because it
places firms and countries on dynamic learning curves, where learning occurs across

different segments of the value chain (Gereffi, 1999b).>”

In recent years the global value chain framework has been linked to the study of
clusters in LDCs (Humphrey & Schmitz, 2000, 2002; Vera-Garcia, 2001, 2002;
Smith, 2003; Pietrobelli & Rabellottti, 2004). In their research on East-Central
European clusters Smith (2003) and Smith et al. (2001) made use of the value chain
perspective to stress the relationships of power and the appropriation and distribution
of value in inter-firm relations in the European clothing industry. To a large extent
research linking industrial districts and the global value chain has been related to

scholars applying the Italianate version of industrial districts in developing countries

% This approach also coincides with the study from Ergas (1984) on systems of innovation, who
considers that most of the research remains in the home country of transnational firms.

%7 Thus, participation in assembly is considered the first step in the upgrading process because it
teaches producers about price, quality and delivery standards used in global markets.
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(see Humphrey & Schmitz 2000, 2002; Giulani, Pietrobelli & Rabellottti, 2004; and
the articles edited by Schmitz, 2004). Bair and Gereffi (2001), while taking the value
chains approach, also proposed to link this strand with industrial district theory by
proposing the study of global value chains as a tool to analyse external linkages and

upgrading in the industrial clusters of developing countries.

The two former approaches coincide in their focus on firm upgrading through
participation in international value chains. Analysing again the same industrial
clusters that have been the subject of diverse analysis, the scholars of the Italianate
version of industrial districts in LDCs have recently acknowledged the importance of
foreign buyers for the cluster segment of export firms. Drawing largely from three
cases with some export production (Sinos Valley in Brazil, Sialkot in Pakistan and
Tirappur in India)®® the latter approach identified that exports and particularly foreign
buyers or traders have played an important role in the survival of local firms by
opening up markets and transferring technology (see Bazan & Navas-Alemén, 2004;
Schmitz, 2004). This experience has in turn fed research on the participation of
producers in different value chains or forms of governance within the same cluster.
This approach, however, is less optimistic than the value chain perspective.
Pietrobelli and Rabellotti (2004) argue that the role played by firms in higher value
activities in supporting the upgrading process is still blurred in LDCs. Likewise,
Humphrey and Schmitz (2000) stress that networks offer favourable upgrading
conditions but hinder functional upgrading and, what is more important, such

upgrading is unlikely to take place among LDC producers. Pietrobelli and Rabellotti

3 The so-called successful export-oriented agglomeration of Sinos Valley accounts for only 11 per
cent of total firms involved in exports, 54 per cent cater to the domestic market and 35 per cent cater
to both markets (Bazan & Navas-Aleman, 2004:111). Meanwhile, 50 per cent of total firms, mostly
small firms, cater to the domestic market in Tiruppur (Cawthorpe, 1995).
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(2004) also found that functional upgrading is seldom achieved in clusters analysed

in Latin America.

However, there are important differences in the approaches. On the one hand,
scholars from the global value chain perspective focus on the role of firms in shaping
local development outcomes and continue to stress the international geography of
production and the role of international linkages. Upgrading is sector-specific and the
roles of local institutions and local external economies are not sufficiently analysed
(see Bair & Gereffi, 2001; Gereffi et al., 2002). Meanwhile, recent literature on
Marshallian-Italianate clusters in developing countries emphasises the role of clusters
in the process of development through forms of governance in value chains, without
taking into account the broader context of globalisation of industry (i.e. the focus of
the global value chain analysis) in which the clusters are immersed. Moreover, this
approach has neglected any Markusen-style assessment of the spectrum of possible
local and external linkages under different trade regimes, i.e. the changes in local
arrangements of industry and the dynamics of different types of LPSs in developing
countries, especially those advanced in trade liberalisation and immersed in

international production-sharing.

Moreover, the types of industrial clusters analysed by the value chain analysis in its
local perspective are different to those analysed by the Italianate version of industrial
clusters in LDCs. While the value chain analysis draws extensively from the
paradigmatic case of Torredn,” Mexico, a satellite platform type of industrial district

conformed by maquila firms (see Gereffi & Martinez, 2000; Gereffi & Bair, 2001;

* Moreover, their analysis was based on just one municipality, while the Torre6n is just one of three
municipalities that make up one clothing cluster, see Chapter 5 of this thesis.
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Gereffi et al., 2002), the literature on Italianate clusters in developing countries
continues to draw conclusions from traditional LPSs. The purpose of the study was
also to compare the LDC cluster experience with the ‘industrial district model’ under
the Italianate framework of industrial districts (surgical instruments in Sialkot,
Pakistan and the footwear clusters in Agra, India, Sinos Valley in Brazil and
Guadalajara, Mexico — see Knorringa, 1999; Schmitz, 1995b, 1998, 2000; Natvi,

1999; Rabellotti 1995, 1997, and the articles edited by Schmitz, 2004).

Therefore, the studies on clusters in LDCs have little to say with regard to
comparisons of the different types of clusters in developing nations following
significant trade liberalisation and integration into the globalisation of industry.
Thus, research into the subject has not taken a more comprehensive approach that
includes the globalisation of industry, the diversity of trade regimes in LDCs (i.e.
countries at different stages of trade liberalisation and economic integration) and has
normally lacked comparative analysis of different types of LPSs in the same industry

and country in assessing regional structures.*’

2.8 Conclusions

This chapter has given an overview of the literature on clusters, with an emphasis on
LDCs. Establishing the wider framework on the importance of agglomeration to
increase industrial competitiveness, the first subsection reviewed different socio-

economic theoretical approaches in examining the organisation and the leading

“ Informality is another important part of agglomerations that has been underemphasized in the
literature on industrial clusters in LDCs.
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forces of clusters. Subsequent subsections went on to survey the literature on LDC

clusters under different trade regimes and conditions of industrial globalisation.

The cluster literature has stressed the importance of clustering as a means of
economic development for developing countries and lagging regions. A great deal of
the literature has focused on the comparison of clusters in LDCs with the ‘industrial
district model’, based on features identified in Italianate industrial districts,
suggesting the strengthening of local linkages to advanced clusters in developing
nations. However, this literature emphasises the importance of internal forces in
agglomerations in increasing the competitiveness of agglomerated industries, while
failing to take into account the global changes affecting LPSs such as the major

participation of LDCs in trade liberalisation and the globalisation of industry.

Researchers of the Italianate version of industrial districts in developing countries
have recently acknowledged the increasing competition and the adjustment of such
clusters after trade liberalisation. In this regard, they have emphasised its theoretical
approach of collective efficiency, acknowledging again the role of local cooperation
and joint action in facing new global challenges.*! The literature, however has tended
to compare clusters in different countries, neglecting the fact that LDCs are
immersed in different trade regimes (see, for instance, Rabellotti & Schmitz, 1999
and Schmitz, 2000). For example, India and Pakistan are among the most protected
economies; while Mexico is one of the most open to trade economies in the world
and pioneering integration in North-South regional trade agreements. Moreover,

results from such studies are limited, since they have neglected to compare different

! Schmitz and Nadvi (1999: 1508) in their literature review on industrial districts pointed out:
‘responding to major challenges requires greater local co-operation’.
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clusters in the same sector and country. Furthermore, there is little analysis and
comparison of LDC clusters with different types of successful agglomerations after

the opening to trade.

Theory has drawn stylised facts from agglomerations in developed countries while
little evidence has been produced on the role of LPSs in LDCs in a global world. By
increasing trade liberalisation and decreasing restrictions to FDI, developing
countries have since the 1990s received increasing flows of foreign direct investment
(Markusen, 1998: 735) and are playing an important role in international production-
sharing, especially in global industries such as automobiles and clothing (Gereffi,
2000). As presented in this chapter, new industrial spaces specialised along
international value chains, such as export processing zones, have thrived in the era of
industrial globalisation. Those new types of clusters are the ones that Markusen

(1996, 1999) named satellite platforms.

As suggested by Markusen (1996), there are a variety of successful agglomerations
around the world that do not follow the typical patterns analysed in the industrial
district literature. This has important implications for the analysis of industrial
agglomerations in LDCs, which are actively participating in the relocation of some
phases of the productive process (Gereffi, 1994) and, hence contributing to
globalisation of industry (OECD, 1996). In this way, the global commodity chains
emerge as a complementary tool useful in the analysis of different types of local

production systems in a global context.
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The approaches reviewed in this chapter offer a theoretical base for the analysis of
LPSs in Mexico under different trade regimes, both in terms of local-external
linkages and the new types of agglomerations that have thrived in the open economy.
In this way, the theoretical approach of global value chains complements the theory
on clusters to assess transformations in LPSs, while bringing globalisation of

industry into the analysis.

The insertion in globalisation through trade liberalisation and economic integration
may affect the local organisation of production, leading to new arrangements and
superior forms of organisation in facing competitive trade regimes. The process of
globalisation represents challenges and opportunities for local production systems in
LDCs, hence the interest of this thesis in analysing different types of LPSs in
Mexico, a country that has transited different trade regimes. This country relied on
import-substitution, then went through a process of trade liberalisation and is a step
ahead of other developing countries in its trade regime through its regional

integration with more advanced economies.

The distinct feature of this study is the comparison of Mexican clusters that were
relatively homogeneous during import substitution but then followed different
market strategies, registering different levels of performance, consequently
generating different types of local production systems after trade liberalisation and
economic integration. The following chapters thus evaluate industry transformations
in Mexico in the aftermath of the opening to trade, before going on to evaluate
different types of LPSs under different trade regimes, applying the theoretical

approaches presented in this chapter.
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CHAPTER 3

The Economic Context: Trade Liberalisation and Transformations in the Mexican

Manufacturing Industry

3.1 Introduction

Mexico has undergone significant economic transformations since 1982 and more
profound ones since the opening to trade in 1986. Mexico transited from a semi-
protected economy to an open economy, which have coincided with production
transformations. This chapter thus analyses the change in trade regimes that spelled
out the new economic environment. The chapter is organised as follows: the first
section gives an account of the ISI; then, there is a review of the economic crisis and
reform. The last section examines the transformations in the Mexican industry, which
shows sectoral, regional and local production system transformations after the

opening to trade.

3.2 The ISI period

Mexico, as many other Latin American countries, started an inward-oriented growth
in the 1930s as a response to the difficult economic situation experienced throughout
the world after the Great Depression. Following the 1929 crisis, international demand
decreased and developed countries erected trade barriers to protect their economies
from foreign competition (Bulmer-Thomas, 1994). World War II stimulated demand

for manufactured goods and primary products from countries not participating in the
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conflict, and it also encouraged third countries to produce for their own national

markets.

International demand for Mexican agricultural products decreased, affecting this
leading sector in the economy, pressing Mexico to rethink its development policy
(Izquierdo, 1973). With depressed international markets and with the country’s
trading partners favouring highly protected markets Mexico embarked on a strategy
for economic growth based on industrialisation and orientation towards the national
market.** The Mexican government established economic policy guidelines for the
industrial sector, which was regarded as the backbone of the long-term strategy for

economic growth (Solis, 1973:145).

By 1940 the process of industrialisation had become widely regarded by policy-
makers as the road to Mexico’s economic development (Solis, 1973:145). In the
Havana Conference of 1947, which led to the creation of the GATT,* the Mexican
government decided not to take part in the Agreement. The country instead opted for
protectionist industrialisation and formally based its policy for industrial
development on a trade protection model (Izquierdo, 1973:247). The aim behind the
promotion of the industrial sector was first to decrease imports of manufactured
goods, thus saving foreign exchange, providing jobs and reducing dependency on

overseas markets (Bulmer-Thomas, 1994).

“ Industrial production was placed at the core of the strategy based on the assumption that
international terms of trade for manufacturing products were higher than those for agricultural
products.

* The Protocol of Provisional Application of the trade pact came into effect at the start of 1948 with
the goal of abolishing quotas and reducing tariffs among the Contracting Parties.
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The underlying idea of the ISI strategy was to promote an environment that was
conducive to the development of nascent industries. In a protected environment,
entrepreneurs would learn and increase productive capabilities in order to, at a later

stage, compete internationally (Todaro, 1997: Ch.13).

The tariff policy and the import controls were the most influential instruments of
industrial policy throughout the entire protective period (Bueno, 1973; Secretaria de
Promocién y Presupuesto, 1985). The import licences, in force from July 1947, were
in fact the main instrument used to control and to channel imports and to ensure that
they would only serve as a complement to national production (Izquierdo, 1973:248;
Nacional Financiera, 1973:200). By 1970, goods imported through import licences
accounted for around 70 per cent of total imports, while 80 per cent of the tariff
fractions were covered by import permits (Balassa, 1973: 431). The only products
exempt from import licence requirements were inputs that were not produced in

Mexico.

Benefiting from a fast-growing internal market, Mexican industry grew at an
impressive pace and had become the main source of economic growth by the early
1960s (Aspe, 1993). The manufacturing sector grew at an annual average rate of 8.3
per cent during the period 1953—-1965, 1.3 percentage points higher than the average

growth of GDP (Bueno, 1973:221; Solis, 1973:145).

Fixed investment, leading the expansion of the industry, was concentrated in sectors
where import substitution was significant. Industries such as footwear, clothing and

manufacture of paper were the leading sectors at the beginning of the 1950s; while
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more sophisticated manufacturing industries developed throughout the 1950s and
1960s with the noteworthy presence of foreign companies. Foreign investment was
highly concentrated in the sectors that produced for the domestic market: transport
equipment, electrical and non-electrical machinery, chemicals and rubber goods.
According to Peres-Nuiies (1990), the main aim was to get past the trade barriers that

protected the domestic market.

By the second half of the 1960s, the industrial sector started to experience internal
structural problems. With limited foreign competition and a captive market, the
industry had developed a profit scheme based on high costs, low efficiency and low
levels of employment creation (Izquierdo, 1973). By then the industrial agents that
led the expansion in the 1950s and 1960s had lost dynamism and the process of ISI
had reached its maximum limits, as determined by the size of the Mexican national
market (Peres-Nuiles, 1990). Moreover, as the industry advanced to more
sophisticated production, the sector evidenced a strong dependency on inputs not
produced in the country (Bueno, 1973). The structural problems of the production
system sector then shifted to macroeconomic imbalances. The growth slowdown at
the end of the 1960s was a consequence of the economy’s dependency on an

inefficient industrial sector (Herndndez-Laos, 1985) (see also Figure 3.1).
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Figure 3.1 Growth ofReal GDP and Manufacturing
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As a response to decelerating growth and in order to continue with the ISI strategy,

the Mexican government began to take a more active role through public spending



al., 1994). Thus, the protectionist policy was complemented by the active

participation of the state in the economy.

Public spending became the driving force for the growth of industry and the
economy. The expansionary policy gave a further boost to Mexican industry during
the 1970s and up until 1981, during which time the industrial sector grew on average
by 6.5 per cent per annum, as shown in Figure 3.1. Additionally, the protectionist
wall was reinforced as a response to the international oil shocks: between 1979 and
1982, 100 per cent of imports were controlled through import permits (Sanchez-

Ugarte et al., 1994:22).

The Mexican government went further in protecting Mexican industry during the
1970s and enacted the 1973 Law, stipulating that foreign ownership would be
gradually limited to a 49 per cent equity share. However, by 1980, 63 per cent of the
total number of foreign firms* in the manufacturing industry — accounting for 71
per cent of the manufacturing production value of all foreign firms — was
completely owned by foreign subsidiaries (Peres-Nuifies, 1990: 20). The main
difference in the 1970s compared to previous years was that the participation of
foreign firms was reduced in the chemical and oil by-products sectors, where large
state-owned firms were developed. However, foreign firms gained share participation
in more technologically advanced industries. Foreign firms dominated the fol_lowing
manufacturing branches in 1980: tobacco (78%), rubber products (67%),
pharmaceuticals and cosmetics (72%), electrical machinery (58%) and transport
equipment (69%) (Peres-Nuiies, 1990:21). Thus, in the last decade of ISI, foreign

companies concentrated in modern consumer goods, machinery and equipment,
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while national private firms led in traditional and basic consumer goods,46 and state-

owned firms had a strong presence in widely used inputs (Casar & Pérez, 1988).

3.2.1 Industrial and macroeconomic imbalances in the last years of ISI

The last years of ISI were characterised by low efficiency in industry, imbalances in
the economy and a high dependency on overseas financing. The productive tissue
was unable to take advantage of protectionism to enhance its competitiveness. Early
reforms would have allowed Mexico to remove trade protectionism, explore other
markets and become a self-sustainable source of economic development over the
long run, as were the original objectives of the ISI strategy. On the contrary, public
spending during the 1970s further exacerbated the inefficiencies in the production
sector, which already had evidenced structural problems in the 1960s, as described

above.

Protectionism from foreign competition continued during the 1970s and producers
continued to dominate captive markets (Sanchez-Ugarte et al., 1994). Given the
unavailability of imported products in the market, consumers became accustomed to
acquiring low quality products. Prices of goods and inputs substituted in Mexico
were higher than those of their international counterparts and the quality never
reached international standards (Balassa, 1973). Supply matched the demand at low
production levels and high prices in producer-led markets. Industrialists benefited
from low-cost inputs and an expansion of demand, while production continued with a

scheme of high costs and low efficiency (Bueno, 1973; Aspe, 1993). High levels of

* Defined as firms with 15 per cent or more of foreign-owned equity.
46 Micro and small firms dominated the foodstuffs, wooden products, clothing and footwear industries,
accounting for more than 70 per cent of total production in 1980.
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trade protectionism accompanied by a continuous overvaluation of the Mexican peso
culminated in the promotion of an industrial sector with low levels of
competitiveness and weak backward and forward linkages (Balassa, 1973; OECD,

1996b).

The manufacturing sector continued to develop unable to cover its own requirements
of production and foreign exchange, leading to inflation pressures and trade
imbalances. Import substitution of more advanced manufactures was never achieved
and the industrial sector was incapable of generating the industrial inputs required for
production: intermediate inputs and capital goods that accounted for 72 per cent of
total imports in 1940 had reached 80 per cent of that total by 1980 (Poder Ejecutivo
Federal, 1983:98). Foreign firms accounted for about one third of total imports
during the 1970s. In fact, foreign firms by definition had trade deficits, given their

development based on the domestic market (Peres-Nuiies, 1990).

The kind of industry resulting from ISI was unable to generate its own requirements
of foreign exchange for the entire ISI period, and developed a dependency on other
foreign exchange sources to finance its substantial needs for imported inputs and
capital goods. During the 1950s and 1960s, industry requirements were to a large
extent financed by exports from the agricultural sector, and by oil exports and
foreign debt during the 1970s and the beginning of the 1980s (Trejo-Reyes, 1988).
Manufacturing exports, on the other hand, played a limited role in the economy,
since the bulk of the industry catered to the national market (OECD, 1997). Less

competitive firms, restrictions to foreign trade, an overvalued exchange rate and very
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poor incentives to export contributed to an anti-export bias in the Mexican

production system (Balassa, 1973; Aspe, 1993).

Contrary to what would have been expected, foreign firms in Mexico did not
contribute to increasing the competitiveness of Mexican firms. Foreign firms were
competitive in the market due to their access to technology and prestige brands, and
to the size and power of their parent firms to lead the market and obtain large
benefits in the then expanding Mexican market. Their efficiency was counteracted by
their limited use of economies of scale and their use of obsolete technology and
equipment in comparison with firms operating in their home countries (Katz, 1987).
Firm size in industries dominated by foreign companies (in markets with high
product differentiation) was smaller than in developed countries (Poder Ejecutivo
Federal, 1983). A study carried out for the OECD (Peres-Nuiies, 1990) points out
that foreign firms were not isolated entities but concentrated in leading import
substitution industries. Furthermore, Peres-Nufies concludes that during the 1970s
the impact of foreign firms on the transfer of technology was limited, which held

back competition in the Mexican domestic market.

The structural problems of the production sector were translated in macroeconomic
imbalances at the beginning of the 1980s. The expansionist policy, unlike a model of
semi-closed economy, was heavily financed by foreign savings. The extension of ISI
through public spending during the 1970s was not supported by increasing
government revenues, rather it was financed primarily by foreign debt (1971-1981)
and oil exports (1978-1981) (Gurria, 1992). At the beginning of the 1980s, the

Mexican ISI strategy supported by economic and monetary controls, and government
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expenditure,*’ contributed to high inflation and serious budget and trade deficits for
the Mexican economy (OECD, 1997; OECD, 2002a). The public deficit increased
from 2.0 per cent of GDP in 1969 to 9.1 per cent in 1976, reaching 14.1 per cent in
1981 (Aspe, 1993:75). Foreign public debt also increased dramatically: from US$6.8
billion in 1972, to US$21 billion in 1976 and US$58 billion by 1982 (Ponce de

Ledn-Zedillo, 1992:17).

The economic model of development was challenged at the time when world forces
led the way to globalisation in the early 1980s. The inheritance of more than 50 years
of inward-oriented growth could no longer support the combination of imbalances in
public finances and in the current account (Aspe, 1993; OECD, 1997). Structural
problems in the economy and the production system together with an about turn in
international oil prices and a rise in world interest rates led to a suspension of
external financing, which heralded the collapse of the exchange rate and the
beginning of the 1982 Mexican crisis. The capacity to promote ISI through foreign

debt and public expenditure had come to an end.

3.3. Economic crisis and reform

In the early 1980s Mexico was overwhelmed by the international fall in oil prices,
higher world interest rates, rising inflation and a deteriorating balance of payments
that spurred massive capital flight. These disequilibria, along with the virtual
disappearance of Mexico's international reserves forced the government to devalue

the Mexican peso three times during 1982, leading to the country’s worst recession

47 The international boom in oil prices served Mexico both as source of government income and as a
guarantee for international loans, which helped to postpone economic reforms during the second half
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since the Great Depression (Zedillo-Ponce de Ledn, 1992). The 1982 crisis thus
marked the starting period of high inflation and low economic