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FIGURE O.6 Domestic firms can improve their competitiveness by participating in global value 
chains and interacting with multinational corporations 

Source: World Bank.
Note: GVC = global value chain; MNC = multinational corporation.
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Note: GVC = global value chain; MNC = multinational corporation.
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to engage in more than one pathway to GVC entry (for example, supplying some 

MNCs while engaged in a joint venture with another MNC). The more closely domes-

tic firms interact with international firms, the more likely they will start exporting 

themselves. As such, investment-based GVC participation (that is, joint ventures and 

outward FDI) is a stronger predictor of becoming an exporter than supplier linkages. 

These observations further illustrate that the most powerful engine of capacity build-

ing lies in firm-to-firm interactions (Sutton 2014) and that firms move into deeper 

levels of the pathways to GVC entry when they feel more confident and ready. 

Domestic firms can achieve GVC upgrading by increasing their interactions with 

MNCs and by continuing to learn from them. This way, domestic firms can obtain 

the necessary production capabilities and foreign market knowledge to directly 

compete in international markets. Increased interactions strengthen firms’ ability 

to produce more, or more complex, products, or with better quality, and in turn, 

improve overall firm performance. An event study of MNC suppliers in Costa Rica 

(Alfaro-Ureña, Manelici, and Vasquez 2019) uses firm-to-firm transaction data and 

finds that becoming a supplier to an MNC resulted in strong and persistent improve-

ment in performance, including a 20 percent expansion of sales to non-MNC buy-

ers, a 26 percent expansion in firms’ workforces, and a 6–9 percent increase in total 

factor productivity four years after becoming a supplier. Similar evidence comes from 

a study in the Czech Republic (Javorcik and Spatareanu 2009) as well as from surveys 

of MNCs in which multinationals reported that between 35 percent and 50 percent 

of their suppliers had increased their technological competence because of continued 

engagement through supplier links (Ivarsson and Alvstam 2005, 2011).

Although foreign firms can spur productivity spillovers to domestic firms 

(Havránek and Irsova 2010), it is important to remember that MNCs are not actively 

trying to foster technological development in their suppliers and partners. When 

technological development and upgrading do occur, domestic firms are often the 

main instigators, constantly adapting their operations to better suit the global pro-

duction networks established by MNCs (Calof and Beamish 1995) and respond to 

opportunities that they identify in the GVCs in which they participate (Jordaan, 

Douw, and Qiang 2020). For supplier linkages, firms should focus on the three L’s: 

labeling, linking, and learning. For strategic alliances, they should aim to absorb the 

technical know-how within the alliance for their own competitive advantage. For 

outward FDI, firms become MNCs and need to develop their own GVC strategies. In 

many cases, firms make use of multiple strategies to increase their competitiveness 

in the international market. 

Government policies can help integrate countries 
into global value chains through strong economic 
fundamentals and “light-handed” industrial policies

Governments have often played key roles in promoting GVC participation in the past 

decades. Governments shape key elements of GVCs through their macroeconomic 

policies, infrastructure building, enabling regulatory environment, and human capital 

development (World Bank 2020a). These government policies and actions constitute 
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a set of necessary minimum conditions for investment attraction and GVC partici-

pation. In some cases, governments have played a more direct role, in what some 

describe as “soft” or “light-handed” industrial policies (Harrison and Rodríguez-Clare 

2010; Taglioni and Winkler 2016). These descriptors refer to government policy mak-

ing at the micro level, aimed at solving specific sectors’ market failures caused by 

externalities, imperfect information, and coordination problems. 

Policy makers can help improve and showcase a country’s comparative advan-

tages to attract and link MNCs. Investment policies aim to solve specific market or 

government failures aligned with common determinants of FDI and trade within a 

country. These policies may focus on regulatory reforms to reduce restrictions or pro-

cedural burdens on investors. Or they may aim to provide public goods (for example, 

high-quality infrastructure) to MNCs within a special economic zone. In other cases, 

foreign investors may simply be made aware of a country’s endowments through its 

investment promotion agencies. Governments also use investment incentives to tilt 

MNCs’ decisions to locate to a new country. 

Government policies can assist domestic firms with internationalizing and inte-

grating into GVCs through continuous learning from engagements with foreign firms. 

Successful support programs tend to combine information provision (increasing expo-

sure), matchmaking (overcoming coordination failures), and temporary subsidies (to 

compensate for expected social benefits from these interactions) to address specific 

market failures and stimulate positive externalities. They may combine matchmak-

ing with support for strengthening local supplier capacity, facilitate strategic alliances 

building on competitive industries, safeguard competitive and contestable markets, 

and remove outward FDI restrictions and invest in R&D and human capital. 

Successful integration of developing countries into GVCs requires that reforms 

be implemented as coherent packages. Individually such policies are likely to have 

a marginal effect, only partially addressing existing market or government failures. 

A combined approach, however, can be influential in shaping the behavior of both 

MNCs and domestic firms (Akileswaran, Calabrese, and Said 2018). For a combi-

nation of methods to work, a sustained, coordinated, and long-term approach is 

required, based on incentive mechanisms that are tailored to the specific needs of the 

countries, types of firms, and value chains in question (Cusolito, Safadi, and Taglioni 

2016). 

There is no “blueprint” for strengthening GVC integration; different countries have 

adopted different approaches to leveraging FDI according to their own comparative 

advantages and target GVCs. The choice of sector is not about “picking winners.” 

Through GVCs, firms in developing countries enter foreign markets at lower costs, 

benefit from specialization in niche tasks, and gain access to larger markets for their 

output. Such specialization is often the result of a country’s long-term involvement in 

a specific sector that takes advantage of and builds on the country’s unique combina-

tion of factor endowments and firm capacity. 

This report identifies examples in which packages of policies were successfully 

used to improve the investment climate, link up with global lead firms, and make 

it less costly to produce and trade products in a GVC sector or segment (box O.1). 

Part II of this report provides more details on each of these case studies. The efficacy 

of specific approaches is partly based on GVC characteristics and a country’s income 

level. For example, strengthening MNC-supplier linkages can be especially effective 
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for GVCs that are simpler and whose inputs can be supplied at arm’s length, whereas 

targeted investment promotion may be more influential in GVCs that are dominated 

by a few global lead firms. From left to right in figure BO1.1 in box O.1, the sectors 

become more complex and increasingly demanding on domestic firms that participate 

in GVCs. Sectoral complexity and firm capabilities are both correlated with country 

income level (Bloom and Van Reenen 2010; McMillan, Rodrik, and Verduzco-Gallo 

2014). 

BOX O.1 Examples of approaches for leveraging foreign direct investment to 
integrate into global value chains by combining policy instruments

This box summarizes some examples where countries successfully used a package of policies to 
integrate into specific global value chains (GVCs) by linking up with global lead firms. The usefulness 
of the various approaches is partly based on GVC characteristics and partly the general capacity that 
exists within domestic institutions and local firms (figure BO.1.1).

Continued on next page ›

FIGURE BO.1.1 Global value chain characteristics and capacity levels help identify 
suitable approach 

Source: World Bank.
Note: BPO = business process outsourcing; FDI = foreign direct investment; fintech = financial technology; GVC = global 
value chain; MNC = multinational corporation; R&D = research and development; SEZ = special economic zone.

GVC
characteristics

Strategic
approach

Examples 

GVCs with
simpler inputs
that can be
supplied at
arm’s length but
need to meet
stringent global
requirements set
by lead firms

Use
MNC-supplier
linkages to help
local firms meet
global product
standards

Rwanda (co�ee) 
Kenya
(horticulture) 

Regional
processing
and commodities

GVCs with many
low-margin,
distributed
suppliers with
highly competitive
production and
trade costs to
supply
global MNCs

Invest in SEZs,
and use trade and
investment
agreements
to attract export-
processing FDI

Honduras (textiles)
Ethiopia
(textiles)

Labor-intensive
goods

GVCs dominated
by a few global
lead firms with
expansive supply
networks and
distinct
requirements to
avoid supply
chain disruptions

Use targeted
investment
promotion,
incentives, and
facilitation to
attract global
lead firms 

Malaysia
(electronics) Costa
Rica (electronics)

Knowledge-
intensive goods 

GVCs that rely
on intangible
assets (brands,
management
practices,
production
techniques) that
can be codified
and protected

Partner with 
foreign firms to
help expand and
upgrade an
existing, viable
industry

Mauritius
(tourism) India
(BPO to fintech)

Labor- and
knowledge-
intensive services

GVCs that rely
on intangible
assets that are
highly
specialized and
di�cult to
protect from
competitors

Promote outward
FDI and invest in
human capital
and R&D
capacity to help
domestic firms
develop and
compete globally

Korea Rep.,
India, and China
(digital economy)

Knowledge-
intensive goods
and services 

Common
GVC type

Prevalence of use, based on country's income level

Lower-income countries Higher-income countries



16	 AN INVESTMENT �PERSPECTIVE ON GLOBAL VALUE CHAINS

•	 Using linkages between multinational corporations (MNCs) and suppliers to help local firms meet 
global product standards. In many cases, the fastest way to integrate existing local firms into GVCs 
is to create pathways into international markets for them. Supplier linkages to foreign firms help 
local firms meet global product standards by stimulating the three L’s: linking (providing local firms 
with supply channels and necessary information on global standards), learning (supporting them 
as they train to meet those standards), and labeling (facilitating the process of certifying their abil-
ity to meet the standards). Examples of this approach are found in Kenya's horticulture industry 
(English, Jaffee, and Okello 2004) and Rwanda's coffee industry (Morjaria and Steenbergen 2017).

•	 Investing in special economic zones and using trade and investment agreements to attract 
export-processing foreign direct investment (FDI). Countries can jump-start GVC participation by 
attracting low-cost, low-margin export-processing MNCs. To lower operating costs for such firms, 
governments can concentrate scarce public funding on building up certain areas (known as spe-
cial economic zones) with higher-quality infrastructure and regulatory flexibility. These islands of 
excellence only work, however, when they address key market failures—such as access to land, high 
administrative costs, inconsistent electricity, and access to imported inputs—that discouraged for-
eign entry. To complement this public investment, governments can use bilateral investment treaties 
and trade agreements to lower investors’ risks and trade costs. Examples of this approach were 
identified in the garment industry in Ethiopia (Oqubay 2015) and Honduras (Farole and Akinci 2011).

•	 Using targeted investment promotion, incentives, and facilitation to attract global lead firms. 
A  government may also target specific global lead firms in a select GVC and use promotion 
efforts to attract them to the country. The government sometimes may offer these “superstar” 
firms temporary tax incentives and firm-specific support (such as vocational training, pur-
pose-built infrastructure, and customs support) to entice them to come. Such lead firms can help 
establish a new GVC cluster in the country that will help upgrade domestic suppliers and attract 
additional FDI over time. Examples of this approach are found in the electronics industries in 
Costa Rica and Malaysia (Freund and Moran 2017). 

•	 Partnering with foreign firms to help expand and upgrade an existing, viable industry. Another 
approach aims to expand and upgrade an existing, viable industry into a higher-value GVC seg-
ment. Local firms may seek out partnerships with foreign firms to access their technology, inter-
national brands, and managerial techniques. MNCs may choose to partner with such local firms 
to access their complementary capacities and knowledge of the domestic market. Facilitating 
such collaborations (through joint ventures, franchising, or licensing) can help a country’s existing 
industries shift into higher-value tasks and segments within their GVCs. Examples of this approach 
can be found in India's shift from business processing to financial technology (Fernandez-Stark, 
Bamber, and Gereffi 2011) and Mauritius's tourism industry (Cattaneo 2009). 

•	 Promoting outward FDI and investing in human capital and research and development to help 
domestic firms develop and compete globally. A final approach is for large, competitive domestic 
firms to develop their own global production and sales networks by investing overseas. 
Governments may support this development by building human capital and helping firms to 
invest in research and development. Outward FDI can be stimulated by liberalizing outward 
investment regulation and through proactive promotion using a combination of financial and fis-
cal measures, information provision, development assistance programs, and international invest-
ment agreements. Prominent examples of this approach are found in the Republic of Korea, India, 
and China related to the digital economy (see chapter 10 of this report).

Source: Summary from the case studies in part II (chapters 6 to 11) of this report.

BOX O.1 Examples of approaches for leveraging foreign direct investment to 
integrate into global value chains by combining policy instruments (continued)
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COVID-19 has triggered new challenges 
for global value chains 

The COVID-19 pandemic has posed unprecedented challenges to GVCs worldwide. 

Global trade is projected to fall by 9.5 percent in 2020, a 10.6-percentage-point 

decrease from 2019 (World Bank 2021). Although trade is expected to recover in 

2021, the timing of this recovery depends on the duration of the outbreak and the 

effectiveness of policy responses to it (WTO 2020). FDI, which was already in decline 

before the pandemic, fell by 42 percent in 2020 (UNCTAD 2021). This stark drop 

in trade and FDI reflects the confluence of pandemic-induced supply and demand 

shocks and policy and geopolitical uncertainties (figure O.8). COVID-19’s impact on 

FDI may persist longer than that on trade as MNCs wait to make investment plans, 

given current weak demand and the tremendous uncertainty in the global economy. 

Although declines in GVC activities are evident across nearly all sectors, certain 

sectors have experienced more severe supply disruptions or larger drops in demand 

than others. From a supply perspective, sectors whose supply chains are more concen-

trated in areas heavily afflicted by the pandemic and those whose supply chains are 

longer or more complex have felt greater supply chain pressure. On the demand side, 

the direct effect of lockdowns and travel bans has been greater for sectors that rely on 

in-person spending, such as hotels and accommodations. In addition, certain sectors, 

such as energy and financial services, are more procyclical than others, making them 

more vulnerable to the general decline in economic activity caused by the pandemic. 

The adverse effects of the COVID-19 pandemic on GVCs translate into impacts on 

the firms involved in GVCs, which range from MNCs and other large corporations to 

small local suppliers and customers. The chief executives of the large firms and MNCs 

that anchor many GVCs generally believe that it will take years for business activities 

to return to precrisis levels (Murray 2020). A World Bank Group survey (Saurav 

et al. 2020a) of MNC affiliates in 34 low- and middle-income countries finds similar 

results: 97 percent of respondents have experienced some adverse impacts since the 

FIGURE O.8 COVID-19 (coronavirus) affects global value chains through a combination of 
supply, demand, and policy shocks

Source: World Bank 2020b.
Note: FDI = foreign direct investment.
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pandemic began. The most substantial impacts resulted from weak demand, reduced 

worker productivity, and reduced investment. Business performance improved in 

the third quarter of 2020, but nearly 60 percent of survey respondents still expected 

income and revenue to be down in the fourth quarter compared with the same period 

in 2019 (figure O.9), highlighting that the effects of the crisis are likely to remain 

widespread. 

In turn, suppliers to MNCs, many of which are SMEs, are in turn facing pressure. 

They are exposed to ripple effects from both demand and supply shocks. SMEs are 

more financially fragile than larger firms and may lack the capacity to adjust their 

business models in light of the COVID-19 pandemic. The pandemic has thus far exac-

erbated preexisting credit and liquidity constraints among SMEs and posed an exis-

tential threat to many suppliers and SMEs. 

Although the Schumpeterian view postulates that crises can have a cleansing effect 

and increase long-term productivity by eliminating inefficient firms, these firms, inte-

grated into GVCs, are normally the most productive ones in their sectors. However, 

in the wake of COVID-19, they are also facing severe shocks. Losing this part of the 

economy would slow each country’s recovery and depress overall productivity. In 

addition, protracted crises destroy entrepreneurial knowledge and have negative con-

sequences for long-term growth.

FIGURE O.9 COVID-19 (coronavirus) has had adverse impacts on most multinational corporations 
since its outbreak, with some easing expected in the fourth quarter of 2020 

Sources: Saurav et al. 2020a, 2020b. 
Note: MNC = multinational corporation.
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Firms take various measures to survive the crisis, 
enhance agility, and speed up business transformation 

Firms have taken various measures to survive the crisis, such as furloughing employ-

ees, repurposing production lines, and adopting new technologies. Some of these 

measures were taken at the start of the outbreak to keep businesses afloat, whereas 

other measures are intertwined with long-term megatrends and will take time to 

materialize. Shrinking market demand and disruptions to supply chains push firms 

to aggressively reduce their expenditures. However, cost-cutting is less likely to occur 

in areas that are perceived to be critical to sustaining growth in the midst of the pan-

demic, such as digital transformation, customer experience management, and cyber-

security (Edwards 2020). In contrast to the cuts they have made to labor costs, firms 

are seizing the opportunity to roll out new technologies in these areas and to speed 

up their digital transformations. 

Several businesses, across industries and countries, are repurposing their produc-

tion lines and R&D capabilities to supply critical materials for the fight against COVID-

19 or are pivoting to new ways to generate revenue. For example, textile companies 

are making hygienic masks and medical robes, cosmetics companies are making hand 

sanitizer, hotels have become quarantine centers, and automotive companies are 

evaluating their options to produce urgently needed medical devices such as venti-

lators. Repurposing can simultaneously serve the greater good, help businesses keep 

their production lines up and running in times of low demand, generate moderate 

revenue, and positively affect businesses’ reputations (Qiang et al. 2020).

It might be premature to conclude that firms should or will shift gears from “just-

in-time” GVCs to “just-in-case” GVCs. Shorter GVCs and localized production are not 

necessarily less vulnerable to shocks. Supplier diversification and relocation can be 

costly and impractical for complex products. And holding more inventory and build-

ing redundant capacity would create inefficiencies in many industries.

Eventually firms’ supply chain strategies should adhere to the same principles 

as ever: assess costs, take risk-based precautions, and build tools to enhance agility 

and flexibility. Mapping supply chains, investing in digital technologies to monitor 

risks and make timely adjustments, standardizing inputs to facilitate replacement, 

stockpiling strategically important inputs, building extra capacity (in low–risk tol-

erance businesses), and rationalizing production lines are all options. As business 

leaders struggle to guide their firms through the COVID-19 crisis and to plan for the 

long term, decisions ranging from where to sell to how to manage supply chains 

will ultimately hinge on business rationales as well as expectations about the future 

of globalization.

COVID-19 is unlikely to significantly change 
global value chains

Debate continues about whether COVID-19 will significantly change GVCs. Some 

economists foresee little significant change and predict that adjustments will be con-

centrated in health-related industries because the economic rationales for most GVCs 
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continue to hold. Others believe that COVID-19 has become a wake-up call for a 

new risk-reward balance for GVCs (Baldwin and Evenett 2020) because pandemics, 

climate change, natural disasters, and human-caused crises may expose the world to 

more frequent shocks.

Indeed, the pandemic has highlighted the importance of supply chain robustness 

and resilience, and reopened the question of reshoring, nearshoring, and regional-

ization of value chains. Some economists foresee more unexpected shocks and argue 

for an increasing emphasis on holding more inventory, diversifying suppliers, and 

shortening supply chains (Javorcik 2020). Others recommend that firms “aggressively 

evaluate near-shore options and increase proximity to customers” (Betti and Hong 

2020). Some policy makers are even calling for their countries’ manufacturers to 

bring their production back home for self-reliance. 

Many business executives find that these prescriptions oversimplify the problem 

or are driven by other motives. The presence of extensive supply chain networks 

with diversified and geographically dispersed suppliers is actually the rescue in the 

pandemic rather than the problem. GVCs have proven their resilience during the 

pandemic by adjusting better and contributing to firms’ speedy recovery. Those calls 

for reshoring may be just wishful thinking: Incentives provided by a small number of 

governments (Japan, for instance) are too small to cover the costs of moving, let alone 

the continuing burden of a higher cost base (Beattie 2020). A World Bank survey of 

MNCs found that 37 percent and 18 percent were diversifying their sourcing and 

production bases, respectively, in response to COVID-19, but only a relatively small 

portion (14 percent) were considering nearshoring or reshoring (Saurav et al. 2020a).

Regional value chains are likely to intensify in the future, driven by new 

technologies and shifting global economic governance. Additive manufacturing, 

automation, and 3D (three-dimensional) printing could result in more integrated 

production processes, making nearshoring and onshoring more feasible and appeal-

ing, as companies start manufacturing goods closer to markets with higher levels of 

customization (UNCTAD 2020b; Zhan 2021). New production technologies such as 

3D printing and others could lead to unbundling. Global economic governance is also 

shifting away from multilateral to regional and bilateral policy frameworks (UNCTAD 

2020b). The Regional Economic Partnership Agreement signed in November 2020, 

for example, will further deepen investment and trade relations between member 

countries in Asia (Cali 2020).

However, GVCs remain critical given that the largest trading economies are located 

in different regions. The recently signed European Union–Vietnam free trade agree-

ment and the European Union–China Comprehensive Agreement on Investment will 

further enhance integration between Europe and the East Asia and Pacific region. 

Other regions, including Latin America and the Caribbean, South Asia, and Sub-

Saharan Africa have always relied more heavily on GVCs than on regional value 

chains because of limited intraregional specialization, and these regions continue to 

deepen their integration with global partners. 

In addition, highly complex products, servicification of manufacturing, and poten-

tial services offshoring could intensify global fragmentation. High-tech sectors, for 

example, require a wide spectrum of knowledge and know-how that involves many 

countries scattered around the world (World Bank et al. 2019). More advanced pro-

duction methods increasingly require embedding various digital and information 
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and communication technology services within the manufacturing process or as 

new services added to final products (such as software upgrades for cars and wash-

ing machines). These changes can lead to a hybrid, highly fragmented environment 

in which manufacturing activities are increasingly integrated with digital services 

(Bolwijn, Casella, and Zhan 2018; UNCTAD 2020a). Complex tasks in services sectors 

that can be performed remotely—which likely increased substantially as a by-product 

of the pandemic—may build up a new “frontier” of offshoring (Zhan 2020).

New technologies, market concentration, economic 
nationalism, drive for sustainability, and multinational 
corporations from the developing world will play an 
increasing role in shaping future global value chains

Five trends that began before the COVID-19 outbreak have been amplified or accel-

erated as a result of this crisis:

Technology adoption. COVID-19 has been an unexpected catalyst for technology 

adoption across the world. When the outbreak and lockdown measures snarled 

GVCs, firms realized the importance of value chain visibility and risk management, as 

they have in previous crises. Because of this heightened understanding, 88 percent of 

MNCs surveyed by the World Bank in the third quarter of 2020 reported increasing 

their use of digital supply chain management technologies. The pandemic drove a 

rapid migration to online settings across every domain, and many of those changes 

are here to stay. At present, many firms have to serve their customers through online 

channels and allow employees to work remotely whenever possible, which has 

created a boom for video conferencing, online shopping, contactless payment, and 

delivery services. The COVID-19 lockdowns have also increased interest in robotics 

adoption and 3D printing. 

Concentration of market power in some major industries was already an emerging pol-

icy concern before COVID-19. In digital markets, network externalities associated with 

platform-based business models have led to winner-takes-all outcomes. COVID-19 

could cause a further rise in corporations’ market power because large corporations 

are in the best position to withstand the economic downturn and deploy new tech-

nologies. Digital platform businesses have been among the few to experience soaring 

demand at a time when the rest of the economy was shutting down. History suggests 

that economic slowdowns widen existing divisions between companies. The same 

divergence has been evident since the start of the COVID-19 outbreak (Aviva Investors 

2020). Moreover, there has already been a wave of business bankruptcies (Mathurin, 

Aliaj, and Fontanella-Khan 2020) and permanent closures since the pandemic began, 

and the wave is expected to grow. Increasing corporate market power could lower 

consumer well-being, decrease demand for labor, and dampen investment in capital, 

eventually distorting the distribution of economic rents and discouraging innovation. 

Economic nationalism was on the rise even before the COVID-19 crisis, and it has 

gained further momentum since the outbreak began. Defensive nationalism—closing 

borders, building walls, imposing tariffs, and cutting back on migration—was a 

defining feature of the past decade (Bush 2020). It began in developed economies, 
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stemming from their domestic backdrops of disappointing economic performance 

since the global financial crisis, rising inequality and political polarization. The pan-

demic has reinforced recent trends toward restrictive investment and trade policies 

and economic nationalism. Many countries have already adopted more stringent 

approaches to screening foreign investment to protect domestic businesses and 

industrial actors. The most common measure introduced since March 2020 has 

been increasing screening (29 countries), followed by restrictions on hiring foreign 

workers (7 countries), and tightening regulations on land ownership (1 country) 

(figure O.10, panel a). Some countries are also emphasizing self-reliance and taking 

an inward-looking stance on both economic and foreign policy (Baldwin and Evenett 

2020). As a result, the global economic policy uncertain index reached a historical 

peak in March 2020 (figure O.10, panel b). 

Awareness of and push for sustainability. The COVID-19 crisis has raised critical aware-

ness of the links between nature, health, and sustainable development. Increased 

caution and scrutiny from regulatory authorities, consumers, investors, business part-

ners, insurers, banks, and financial markets could all push firms to be more envi-

ronmentally responsible and identify synergies between sustainability and business 

rationale. A rising number of MNCs have already pledged to work only with suppliers 

that adhere to their social and environmental standards (Villena and Gioia 2020). 

Sustainability trends are likely to accelerate and will play a bigger role in influenc-

ing the future development of GVCs, although it is important to recognize the costs 

associated with building up green production networks and to develop collective 

approaches to addressing externalities and sharing the costs and responsibilities. By 

transforming private sector activity through sustainable investment, countries can 

accelerate their recoveries and stimulate resilient growth.

More top MNCs are from developing countries and are state-owned enterprises. Many com-

petitive firms have sprung up in developing countries amid rapid economic growth 

and deepening global integration in the past decade. By 2019, outward FDI flows 

FIGURE O.10 The pandemic reinforced economic nationalism and escalated policy uncertainty

Source: World Bank calculations based on Forneris and de Bonneval, forthcoming; Global Economic Policy Uncertainty Index 
constructed by Baker, Bloom, and Davis (https://www.policyuncertainty.com/about.html).
Note: Updated January 18, 2021. 

29

a. Investment policy restrictions by type,
March–December 2020

b. Global Economic Policy Uncertainty Index

7

1
0

5

10

15

20

25

30

35

N
um

be
r

Screening
mechanism

Restriction on
hiring foreign

workers

Restriction on
land ownership

0

50

100

150

200

250

300

350

400

450

In
de

x

Ja
n-

98

Ja
n-

00

Ja
n-

02

Ja
n-

04

Ja
n-

06

Ja
n-

08

Ja
n-

10

Ja
n-

12

Ja
n-

14

Ja
n-

16

Ja
n-

18

Ja
n-

20

https://www.policyuncertainty.com/about.html�


	 OVERVIEW	 23

from developing countries were the equivalent of more than 40 percent of that from 

developed countries (figure O.11, panel a). A few large developing countries made up 

the bulk of the developing-country outward FDI stock (figure O.11, panel b). In 2020, 

158 of the Fortune 500 companies were from developing countries, more than dou-

ble the 76 in 2010.1 State-owned enterprises are also growing cross-border market 

players—their share among the world’s 2,000 largest firms doubled to 20 percent in 

the past two decades, driven by state-owned enterprises in developing markets (Qiang 

and Pop 2020). Outward FDI from middle-income countries increasingly aims to gain 

access to strategic assets such as cutting-edge technology, globally recognized brand 

names, and established customer networks. On the other hand, country-of-origin 

effects or state ownership may create a disadvantageous image among potential 

clients (Bilkey and Nes 1982; OECD 2016). In any event, MNCs from developing 

countries will play an increasing role in shaping future GVCs, and the new dynamics 

and impact are yet to be seen, which may have important implications for global 

policy coherence and coordination.

Maintaining an open system and improving 
countries’ investment competitiveness 
are key to global economic recovery

It is far too early to declare the end of GVCs and globalization, as some are doing. 

The COVID-19 outbreak is a stress test for globalization. This pandemic has revealed 

the complex interdependence of economies around the world. For years to come, 

many will likely cite this crisis as one of the inflection points calling for a reevaluation 

FIGURE O.11 Outward foreign direct investment flows and stock

Source: World Bank calculations based on data from United Nations Conference on Trade and Development (https://unctadstat​
.unctad.org/EN/).
Note: BRICS = Brazil, Russian Federation, India, China, and South Africa; FDI = foreign direct investment; OFDI = outward foreign 
direct investment.

a. OFDI flows have increasingly originated
from developing economies since 2005
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of collective attitudes toward globalization. Protectionism and nationalism, like the 

world’s other preexisting conditions, started before the COVID-19 crisis. It is not sur-

prising to see heightened consideration for national security (in areas such as health, 

food, information, and technology) and environmental sustainability in light of the 

outbreak. But some of the new restrictions on investment and trade are not necessar-

ily meant to increase productivity. 

Policy makers need effective strategies to preserve and improve countries’ invest-

ment climate through the COVID-19 pandemic and to expand the private sector’s role 

in driving productive jobs and economic transformation during the recovery. The cri-

sis is disrupting the pathways by which countries achieve productivity growth—and, 

by extension, job and wage growth—by threatening spatial integration (by disrupting 

international production), reallocation (by reducing competitive pressure), and tech-

nological upgrading (by reducing cross-border investment). However, the crisis also 

provides opportunities for deep structural changes and for rebuilding systems better 

than they were before. 

GVCs will continue to evolve. Financial incentives, as well as considerations 

of national security and environmental sustainability, will affect the geographic 

configuration of some GVCs and locational decisions within them. Potential GVC 

reconfigurations could create opportunities for some developing countries that are 

close to major markets, benefiting from possible nearshoring, and that have both 

comparative advantages in relevant sectors and business environments that are open 

and conducive to GVC entry. 

Should new investment opportunities emerge, they will require new priorities 

for investment policies and investment promotion reforms. Policy makers should 

reflect on the market’s possible shifts and let business realities guide their policy 

responses, building on economic fundamentals. This will entail realigning invest-

ment incentive regimes to the new national development priorities likely to emerge 

after COVID-19. Governments should also resist protectionist policies. Crisis-related 

investment screening and approval mechanisms should be limited and phased out 

to allow FDI to resume normal entry. 

Tackling the complex challenges presented by the current global environment will 

require global leadership and cooperation. The pandemic has illustrated the shared 

public health and economic vulnerabilities that countries face. It has also highlighted 

the critical importance of exchanging data, sharing information on good practices, 

and strengthening collaboration. The magnitude and scale of the current crisis require 

policy makers to deploy their full set of policy tools to improve business confidence 

and boost countries’ investment competitiveness. Global policy coordination has 

become even more important given that multilateralism has been challenged on 

several fronts. Maintaining an open system, solidifying trust among countries, and 

ensuring shared benefits from FDI and GVC participation are key to the world’s future 

economic growth.

Note

	 1.	For more information, see Fortune 500 (https://fortune.com/global500/2020/search/).

https://fortune.com/global500/2020/search/�


	 OVERVIEW	 25

References

Akileswaran, Kartik, Linda Calabrese, and Jonathan Said. 2018. “Missing Links for Economic 
Transformation: Securing Policy Coherence in Eastern Africa.” Tony Blair Institute for Global 
Change and Overseas Development Institute, London. 

Alcacer, J., and J. Oxley. 2014. “Learning by Supplying.” Strategic Management Journal 35 (2): 
204–23. 

Alfaro-Ureña, A., I. Manelici, and J. P. Vasquez. 2019. “The Effects of Joining Multinational 
Supply Chains: New Evidence from Firm-to-Firm Linkages.” Working Paper. https://papers.
ssrn.com/sol3/papers.cfm?abstract_id=3376129. 

Aviva Investors. 2020. “Size Matters: Will COVID-19 Concentrate Corporate Power?” July 
21, 2020. https://www.avivainvestors.com/en-us/views/aiq-investment-thinking/2020/04​
/will-covid-19-concentrate-corporate-power/.

Baldwin, R., and S. J. Evenett, eds. 2020. COVID-19 and Trade Policy: Why Turning Inward Won’t 
Work. London: CEPR Press.

Beattie, A. 2020. “Will Coronavirus Pandemic Finally Kill off Global Supply Chains?” Financial 
Times, May 28, 2020. https://www.ft.com/content/4ee0817a-809f-11ea-b0fb-13524ae1056b.

Bernard, A. B., J. B. Jensen, S. J. Redding, and P. K. Schott. 2018. “Global Firms.” Journal of 
Economic Literature 56 (2): 565–619.

Betti, Francisco, and Per Kristian Hong. 2020. “Coronavirus Is Disrupting Global Value Chains. 
Here’s How Companies Can Respond.” World Economic Forum, February 27, 2020. https://
www.weforum.org/agenda/2020/02/how-coronavirus-disrupts-global-value-chains/. 

Bilkey, W. J., and E. Nes. 1982. “Country-of-Origin Effects on Product Evaluations.” Journal of 
International Business Studies 13 (1): 89–100.

Bloom, Nicholas, and John Van Reenen. 2010. “Why Do Management Practices Differ across 
Firms and Countries?” Journal of Economic Perspectives 24 (1): 203–24.

Bolwijn, R., B. Casella, and J. Zhan. 2018. “International Production and the Digital Economy.” 
Chapter 2 in  International Business in the Information and Digital Age, edited by R. Van 
Tulder, A. Verbeke, and L. Piscitello, 39–64. Bingley, U.K.: Emerald Publishing Limited. 
https://www.emerald.com/insight/content/doi/10.1108/S1745-886220180000013003/
full/html.

Buckley, P. J. 2009. “Internalisation Thinking: From the Multinational Enterprise to the Global 
Factory.” International Business Review 18 (3): 224–35.

Buckley, P. J. 2010. “The Role of Headquarters in the Global Factory.” In Managing the 
Contemporary Multinational, edited by A. Ulf and H. Ulf, 60–84. Cheltenham, U.K.: Edward 
Elgar.

Buckley, P. J., N. Driffield, and Kim Jae-Yeon. Forthcoming. “The Role of Outward FDI in 
Creating Korean Global Factories.” Warwick Business School, Coventry, U.K. 

Buckley, P. J., and Roger Strange. 2011. “The Governance of the Multinational Enterprise: 
Insights from Internalization Theory.” Journal of Management Studies 48 (2): 460–70.

Bush, Stephen. 2020. “Gordon Brown: ‘The Solution to This Crisis Is Still Global.’” New 
Statesman, April 22, 2020. https://www.newstatesman.com/politics/uk/2020/04/gordon​
-brown-solution-crisis-still-global.

Cali, M. 2020. “The Significance of the Regional Economic Partnership Agreement.” Future 
Development (blog), November 20, 2020. https://www.brookings.edu/blog/future-develop-
ment/2020/11/20​/the-significance-of-the-regional-economic-partnership-agreement/.

Calof, Jonathan L., and Paul W. Beamish. 1995. “Adapting to Foreign Markets: Explaining 
Internationalization.” International Business Review 4 (2): 115–31.

Cattaneo, O. 2009. “Tourism as a Strategy to Diversify Exports: Lessons from Mauritius.”  In 
Breaking into New Markets: Emerging Lessons for Export Diversification, edited by Richard 
Newfarmer, William Shaw, and Peter Walkenhorst, 183–96. Washington, DC: World Bank.

Constantinescu, C., A. Mattoo, and M. Ruta. 2018. “Trade in Developing East Asia: How It 
Has Changed and Why It Matters.” Policy Research Working Paper 8533, World Bank, 
Washington, DC.

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3376129�
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3376129�
https://www.avivainvestors.com/en-us/views/aiq-investment-thinking/2020/04/will-covid-19-concentrate-corporate-power/�
https://www.avivainvestors.com/en-us/views/aiq-investment-thinking/2020/04/will-covid-19-concentrate-corporate-power/�
https://www.ft.com/content/4ee0817a-809f-11ea-b0fb-13524ae1056b�
https://www.weforum.org/agenda/2020/02/how-coronavirus-disrupts-global-value-chains/�
https://www.weforum.org/agenda/2020/02/how-coronavirus-disrupts-global-value-chains/�
https://www.emerald.com/insight/content/doi/10.1108/S1745-886220180000013003/full/html�
https://www.emerald.com/insight/content/doi/10.1108/S1745-886220180000013003/full/html�
https://www.newstatesman.com/politics/uk/2020/04/gordon-brown-solution-crisis-still-global�
https://www.newstatesman.com/politics/uk/2020/04/gordon-brown-solution-crisis-still-global�
https://www.brookings.edu/blog/future-development/2020/11/20/the-significance-of-the-regional-economic-partnership-agreement/�
https://www.brookings.edu/blog/future-development/2020/11/20/the-significance-of-the-regional-economic-partnership-agreement/�


26	 AN INVESTMENT �PERSPECTIVE ON GLOBAL VALUE CHAINS

Cusolito, Ana Paula, Raed Safadi, and Daria Taglioni. 2016. Inclusive Global Value Chains: Policy 
Options for Small and Medium Enterprises and Low-Income Countries. Directions in Development 
Series. Washington, DC: World Bank.

de Caldas Lima, J. M. 2008. Patterns of Internationalization for Developing Country Enterprises: 
Alliances and Joint Ventures. Vienna: United Nations Industrial Development Organization.

Dietrich, Michael, and Jackie Krafft. 2012. “The Economics and Theory of the Firm.” In 
Handbook on the Economics and Theory of the Firm, edited by Michael Dietrich and Jackie Krafft, 
3–26. Cheltenham, U.K.: Edward Elgar Publishing.

Edwards, Neil. 2020. “Two New COVID-19 Studies Reveal CFO’s Focus on Workplace 
Reboot, Revenue, and Cost Cutting.” Forbes, April 27, 2020. https://www.forbes​
.com​/sites​/neiledwards/2020/04/27/two-new-covid-19-studies-reveal-cfos-focus​
-on-workplace-reboot-revenue-and-cost-cutting/#4b14221e65b6.

English, P., S. Jaffee, and J. Okello. 2004. “Exporting out of Africa – Kenya’s Horticulture 
Success Story.” Case study for Scaling Up Poverty Reduction: A Global Learning Process and 
Conference, Shanghai, May 25–27.

Farole, T., and G. Akinci, eds. 2011. Special Economic Zones. Progress, Emerging Challenges, and 
Future Directions. Directions in Development Series. Washington, DC: World Bank.

Fernandez-Stark, K., P. Bamber, and G. Gereffi. 2011. “The Offshore Services Value Chain: 
Upgrading Trajectories in Developing Countries.” International Journal of Technological 
Learning, Innovation and Development 4 (1): 206–34.

Forneris, Xavier, and Philippe de Bonneval. Forthcoming. “FDI Entry Measures and COVID-
19.” World Bank Group, Washington, DC. 

Freund, C., and T. Moran. 2017. “Multinational Investors as Export Superstars: How Emerging-
Market Governments Can Reshape Comparative Advantage.”  PIIE Working Paper 17-1, 
Peterson Institute for International Economics, Washington, DC.

Harrison, Ann, and Andrés Rodríguez-Clare. 2010. “Trade, Foreign Investment, and Industrial 
Policy for Developing Countries.” Chapter 63 in Handbook of Development Economics, Vol. 5, 
edited by Dani Rodrik and Mark Rosenzweig, 4039–214. Oxford, U.K.: Elsevier.

Havranek, Tomas, and Zuzana Irsova. 2010. “Meta-Analysis of Intra-Industry FDI Spillovers: 
Updated Evidence.” Czech Journal of Economics and Finance 60 (2): 151–74.

Ivarsson, I., and C. G. Alvstam. 2005. “Technology Transfer from TNCs to Local Suppliers in 
Developing Countries: A Study of AB Volvo’s Truck and Bus Plants in Brazil, China, India, 
and Mexico.” World Development 33 (8): 1325–44.

Ivarsson, I., and C. G. Alvstam. 2011. “Upgrading in Global Value-Chains: A Case Study of 
Technology-Learning among IKEA-Suppliers in China and Southeast Asia.” Journal of 
Economic Geography 11 (4): 731–52.

Javorcik, Beata. 2020. “Global Supply Chains Will Not Be the Same in the Post-COVID-19 World.” 
Chapter 8 in COVID-19 and Trade Policy: Why Turning Inward Won’t Work, edited by R. Baldwin 
and B. W. di Mauro, 111–16. London: CEPR Press.

Javorcik, Beata Smarzynska, and Mariana Spatareanu. 2009. “Tough Love: Do Czech Suppliers 
Learn from Their Relationships with Multinationals?” LICOS Discussion Paper 249/2009, 
Centre for Institutions and Economic Performance, Leuven, Belgium.

Jordaan, J., W. Douw, and C. Z. Qiang. 2020. “Foreign Direct Investment, Backward Linkages, 
and Productivity Spillovers.” In Focus Note, World Bank, Washington, DC.

Kim, June-Dong, and In-Soo Rang. 1997. “Outward FDI and Exports: The Case of South Korea 
and Japan.” Journal of Asian Economics 8 (1): 39–50.

Mathurin, P., O. Aliaj, and J. Fontanella-Khan. 2020. “Pandemic Triggers Wave of Billion-​
Dollar US Bankruptcies.” Financial Times, August 21, 2020. https://www.ft.com​/content​
/277dc354-a870-4160-9117-b5b0dece5360.

McMillan, M., D. Rodrik, and I. Verduzco-Gallo. 2014. “Globalization, Structural Change, and 
Productivity Growth, with an Update on Africa.” World Development 63: 11–32. 

MGI (McKinsey Global Institute). 2019. “Globalization in Transition: The Future of Trade 
and Value Chains.” Report, McKinsey & Company. https://www.mckinsey.com/~/media​
/McKinsey/Featured%20Insights/Innovation/Globalization%20in%20transition%20
The%20future%20of%20trade%20and%20value%20chains/MGI-Globalization%20
in%20transition-The-future-of-trade-and-value-chains-Full-report.pdf.

https://www.forbes.com/sites/neiledwards/2020/04/27/two-new-covid-19-studies-reveal-cfos-focus-on-workplace-reboot-revenue-and-cost-cutting/#4b14221e65b6�
https://www.forbes.com/sites/neiledwards/2020/04/27/two-new-covid-19-studies-reveal-cfos-focus-on-workplace-reboot-revenue-and-cost-cutting/#4b14221e65b6�
https://www.forbes.com/sites/neiledwards/2020/04/27/two-new-covid-19-studies-reveal-cfos-focus-on-workplace-reboot-revenue-and-cost-cutting/#4b14221e65b6�
https://www.ft.com/content/277dc354-a870-4160-9117-b5b0dece5360�
https://www.ft.com/content/277dc354-a870-4160-9117-b5b0dece5360�
https://www.mckinsey.com/~/media/McKinsey/Featured%20Insights/Innovation/Globalization%20in%20transition%20The%20future%20of%20trade%20and%20value%20chains/MGI-Globalization%20in%20transition-The-future-of-trade-and-value-chains-Full-report.pdf�
https://www.mckinsey.com/~/media/McKinsey/Featured%20Insights/Innovation/Globalization%20in%20transition%20The%20future%20of%20trade%20and%20value%20chains/MGI-Globalization%20in%20transition-The-future-of-trade-and-value-chains-Full-report.pdf�
https://www.mckinsey.com/~/media/McKinsey/Featured%20Insights/Innovation/Globalization%20in%20transition%20The%20future%20of%20trade%20and%20value%20chains/MGI-Globalization%20in%20transition-The-future-of-trade-and-value-chains-Full-report.pdf�
https://www.mckinsey.com/~/media/McKinsey/Featured%20Insights/Innovation/Globalization%20in%20transition%20The%20future%20of%20trade%20and%20value%20chains/MGI-Globalization%20in%20transition-The-future-of-trade-and-value-chains-Full-report.pdf�


	 OVERVIEW	 27

Morjaria, A., and V. Steenbergen. 2017. “Understanding Constraints to Value Addition in 
Rwanda’s Coffee Sector.” IGC Policy Brief, International Growth Centre, London.

Murray, Alan. 2020. “Fortune 500 CEO Survey: How Are America’s Biggest Companies Dealing 
with the Coronavirus Pandemic?” Fortune, May 14, 2020. https://fortune​.com/2020/05/14 
/fortune-500-ceo-survey-coronavirus-pandemic-predictions/.

OECD (Organisation for Economic Co-operation and Development). 2016. State-Owned 
Enterprises as Global Competitors: A Challenge or an Opportunity? Paris: OECD Publishing.

OECD (Organisation for Economic Co-operation and Development). 2018. “Multinational 
Enterprises in the Global Economy: Heavily Debated but Hardly Measured.” Policy 
Note, OECD, Paris. https://www.oecd.org/industry/ind/MNEs-in-the-global-economy​
-policy-note.pdf.

Oqubay, Arkebe. 2015. Made in Africa: Industrial Policy in Ethiopia. Oxford, U.K.: Oxford University 
Press.

Qiang, Christine Zhenwei, Yue Li, Yan Liu, Monica Paganini, and Victor Steenbergen. 
2020. “Foreign Direct Investment and Global Value Chains in the Wake of COVID-19: 
Lead Firms of GVC.” Private Sector Development Blog, World Bank, May 21, 2020. https://blogs.
worldbank.org/psd​/foreign-direct-investment-and-global-value-chains-wake-covid-19-lead
-firms-gvc.

Qiang, Christine Zhenwei, and Georgiana Pop. 2020. “State-Owned Enterprises and COVID-19.” 
Private Sector Development Blog, July 28, 2020. World Bank, Washington, DC. https://blogs.
worldbank.org/psd/state-owned-enterprises-and-covid-19.

Rocha, Nadia, and Deborah E. Winkler. 2019. “Trade and Female Labor Participation: 
Stylized Facts Using a Global Dataset.” Policy Research Working Paper 9098, World Bank, 
Washington, DC.

Saurav, Abhishek, Peter Kusek, Ryan Kuo, and Brody Viney. 2020a. “The Impact of COVID-19 
on Foreign Investors: Evidence from the Quarterly Global MNE Pulse Survey for the Third 
Quarter of 2020.” World Bank Group, Washington, DC.

Saurav, Abhishek, Peter Kusek, Ryan Kuo, and Brody Viney. 2020b. “The Impact of 
COVID-19 on Foreign Investors: Evidence from the Second Round of a Global Pulse 
Survey.” Private Sector Development Blog, October 6, 2020. https://blogs.worldbank.org/psd​
/impact-covid-19-foreign-investors-evidence-second-round-global-pulse-survey.

Slaughter, M. J. 2013. “American Companies and Global Supply Networks: Driving U.S. 
Economic Growth and Jobs by Connecting with the World.” Business Roundtable, United 
States Council for International Business, and United States Council Foundation. 

Stephenson, Matthew Hector Travis Millan. 2018. “Investment as a Two-Way Street: How 
China Used Inward and Outward Investment Policy for Structural Transformation, and How 
this Paradigm Can Be Useful for Other Emerging Economies.” PhD thesis, Graduate Institute 
of International and Development Studies, Geneva. https://repository​.graduateinstitute.ch​
/record/295767.

Sutton, J. 2014. An Enterprise Map of Mozambique. London: International Growth Centre.
Taglioni, Daria, and Deborah Winkler. 2016. Making Global Value Chains Work for Development. 

Washington, DC: World Bank.
UNCTAD (United Nations Conference on Trade and Development). 2011. World Investment Report 

2011: Non-equity Modes of International Production and Development. Geneva: United Nations. 
UNCTAD (United Nations Conference on Trade and Development). 2020a. “Investment 

Promotion Agencies: Striving to Overcome the Covid-19 Challenge.” IPA Observer Special 
Issue 8, United Nations, Geneva. 

UNCTAD (United Nations Conference on Trade and Development). 2020b. World Investment 
Report 2020: International Production beyond the Pandemic. Geneva: United Nations.

UNCTAD (United Nations Conference on Trade and Development). 2021. Investment Trends 
Monitor, No. 38. United Nations, Geneva. https://unctad.org/system/files/official-document​
/diaeiainf2021d1_en.pdf.

Villena, V. H., and D. A. Gioia. 2020. “A More Sustainable Supply Chain.” Harvard Business 
Review, March–April. https://hbr.org/2020/03/a-more-sustainable-supply-chain.

https://fortune.com/2020/05/14�
https://www.oecd.org/industry/ind/MNEs-in-the-global-economy-policy-note.pdf�
https://www.oecd.org/industry/ind/MNEs-in-the-global-economy-policy-note.pdf�
https://blogs.worldbank.org/psd/foreign-direct-investment-and-global-value-chains-wake-covid-19-lead-firms-gvc�
https://blogs.worldbank.org/psd/foreign-direct-investment-and-global-value-chains-wake-covid-19-lead-firms-gvc�
https://blogs.worldbank.org/psd/foreign-direct-investment-and-global-value-chains-wake-covid-19-lead-firms-gvc�
https://blogs.worldbank.org/psd/state-owned-enterprises-and-covid-19�
https://blogs.worldbank.org/psd/state-owned-enterprises-and-covid-19�
https://blogs.worldbank.org/psd/impact-covid-19-foreign-investors-evidence-second-round-global-pulse-survey�
https://blogs.worldbank.org/psd/impact-covid-19-foreign-investors-evidence-second-round-global-pulse-survey�
https://repository.graduateinstitute.ch/record/295767�
https://repository.graduateinstitute.ch/record/295767�
https://unctad.org/system/files/official-document/diaeiainf2021d1_en.pdf�
https://unctad.org/system/files/official-document/diaeiainf2021d1_en.pdf�
https://hbr.org/2020/03/a-more-sustainable-supply-chain�


28	 AN INVESTMENT �PERSPECTIVE ON GLOBAL VALUE CHAINS

World Bank. 2020a. World Development Report 2020: Trading for Development in the Age of Global 
Value Chains. Washington, DC: World Bank.

World Bank. 2020b. “Supporting Businesses and Investors: A Phased Approach of Investment 
Climate Policy Responses to COVID-19.” Unpublished, Investment Climate Unit, World 
Bank, Washington, DC.

World Bank. 2021. Global Economic Prospects, January 2021. Washington, DC: World Bank.
World Bank, Institute of Developing Economies, Organisation for Economic Co-operation and 

Development, Research Center of Global Value Chains at the University of International 
Business and Economics, and World Trade Organization. 2019. Global Value Chain 
Development Report 2019: Technical Innovation, Supply Chain Trade, and Workers in a Globalized 
World. Washington, DC: World Bank.

WTO (World Trade Organization). 2020. “Trade Shows Signs of Rebound from COVID-19, 
Recovery Still Uncertain.” Press Release 862, October 6, 2020. https://www​.wto​.org​/english​
/news_e​/pres20_e/pr862_e.htm.

Zhan, J. 2020. “The WIR@30: Paradigm Shift and a New Research Agenda for the 2020s.” AIB 
Insights 20 (4). https://insights.aib.world​/article​/18045-the-_wir​_-30-paradigm-shift-and​
-a-new​-research-agenda-for-the-2020s.

Zhan, J. 2021. “GVC Transformation and a New Investment Landscape in the 2020s: Driving 
Forces, Directions, and a Forward-Looking Research and Policy Agenda.” Journal of 
International Business Policy (forthcoming).

https://www.wto.org/english/news_e/pres20_e/pr862_e.htm�
https://www.wto.org/english/news_e/pres20_e/pr862_e.htm�
https://insights.aib.world/article/18045-the-_wir_-30-paradigm-shift-and-a-new-research-agenda-for-the-2020s�
https://insights.aib.world/article/18045-the-_wir_-30-paradigm-shift-and-a-new-research-agenda-for-the-2020s�


PART I



Foreign Direct Investment 
and Global Value  
Chains

Chapter 1



Key findings

•	 Foreign direct investment (FDI) has been the primary driver of global value chain (GVC) 

expansion in the past several decades. Mutually reinforcing dynamics occur between FDI 

and GVC participation. Trade with foreign markets could induce initial FDI from lead firms 

by lowering entry costs; lead firms tend to bring their suppliers with them, and a herd effect 

triggers more FDI inflows; and FDI stimulates further GVC entry and upgrading through 

spillovers and agglomeration effects.

•	 Firms’ production and trade decisions are interdependent. The more recent industrial orga-

nization literature emphasizes firms’ choices between domestic and foreign markets and 

between integration and outsourcing simultaneously in the context of heterogeneous, 

within-sector productivity, and further adds the role of ex ante network embeddedness in 

facilitating firms’ entry into foreign markets. 

•	 The geographic distribution of GVC and FDI is unequal: only three regions—East Asia and 

Pacific, Western Europe, and North America—are highly integrated into global produc-

tion networks. Other regions rely largely on commodity exports; investment and trade ties 

within those regions are relatively sparse. 

•	 Although countries take different paths, the growing importance of each country in the 

GVC network is often preceded by its increasing FDI linkages with the rest of the world. 

•	 Countries have different comparative advantages and specialize in different sectors or seg-

ments of production. Almost all countries that have successfully upgraded their dominant 

archetypes of GVCs during the past three decades have benefited from strong FDI inflows 

in related sectors.
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Global value chains: Definition, 
measurement, and archetypes

A global value chain (GVC) consists of a series of stages involved in producing a 

good or service, with each stage adding value and with at least two stages produced 

in different countries (World Bank 2020). There is no consensus on the definition 

of the term GVC—the concept encompasses a myriad of interactions between firms 

around the world through the flows of goods, services, people, funds, information, 

and knowledge. Table 1.1 lists the definitions of some of the most common measures 

of GVCs used in the literature and in this report. 

Most GVC-related studies use aggregate trade data and intercountry input-output 

tables to depict the intercountry and interindustry flow of goods (Antràs 2020; 

Antràs et al. 2012, Antràs and Chor 2013; Hummels, Ishii, and Yi 2001; Johnson and 

Noguera 2012; Koopman, Wang, and Wei 2014). This macro-level approach is widely 

used to estimate the factor content of trade, value added exchange rates, international 

inflation spillovers, and business cycle synchronization. However, these aggregate 

data lack detailed information on intraindustry trade, leaving the true structure and 

complexity of GVCs obscured. This approach also relies on many strong assumptions 

to back out certain bilateral intermediate input trade flows that are not available in 

either customs data or national input-output tables. 

A growing body of literature now tries to map GVCs by firm business records and 

customs or transaction-level data (Dedrick, Kraemer, and Linden 2011; Xing and 

Detert 2010). This micro-level approach accurately shows the structure of GVCs, but 

it is often limited to a small number of firms, and it cannot reflect the aggregate GVC 

participation of a country or industry. However, as customs data and transaction-level 

data have become increasingly available, recent research has shed new light on how 

multinational corporations (MNCs) organize their global production and sourcing 

(Alfaro et al. 2019; Bernard et al. 2018) and how domestic firms benefit from joining 

the supply networks of MNCs (Alfaro-Ureña, Manelici, and Vasquez 2019).

More notably, most existing studies on GVCs—using either macro- or microeco-

nomic approaches—fail to consider their multidimensional nature. Current studies 

TABLE 1.1 Definitions of global value chain measures 

Backward GVC participation Backward GVC participation involves importing foreign inputs to produce goods and 
services for export. It is measured as the foreign content of exports (foreign value added, 
or FVA).

Forward GVC participation Forward GVC participation involves exporting goods and services that become inputs in 
the exports of other countries. It comprises transactions in which a country’s exports are 
not consumed in the importing country but are instead reexported by that country as 
part of a good or service (indirect value added, or DVX) to a third country. 

Total GVC participation Total GVC participation is the sum of the foreign value added and the indirect value 
added in an export to a third country (FVA + DVX).

GVC intensity GVC intensity is a country’s total GVC participation as a share of its total trade. GVC 
intensity = (FVA + DVX)/(exports + imports).

Source: World Bank summary based on Antràs 2020 and World Bank 2020.
Note: DVX = indirect value added (domestic value added in another country’s exports); FVA = foreign value added; GVC = global 
value chain.
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often dissect GVCs from only a trade perspective because trade data are most avail-

able, but GVCs involve the cross-border flows of all production factors: funds, goods, 

services, people, information, and knowledge. Firms, especially multinational firms, 

are the architects of GVCs through their unbundling, outsourcing, and offshoring 

production processes, which they undertake to balance risks and rewards. 

GVC intensity—or the share of GVC trade in a country’s total trade—expanded 

rapidly in the 1990s as information and communication technologies (ICTs) dramat-

ically reduced communication costs and stimulated multinational activities (Amador 

and Cabral 2016). This intensity dropped following the global financial crisis of 

2007–09; it later recovered somewhat, but never to the precrisis level. More recently, 

GVC intensity (for both simple and complex GVCs) has been flat or even trending 

downward. The global fragmentation of production has also declined since 2011 

(Timmer et al. 2016), mirroring a slowdown in foreign direct investment (FDI). 

There are many explanations for the stagnation of GVCs, including the saturation 

of possibilities for unbundling production, increasing geopolitical risks and costs asso-

ciated with trade and investment, increasing local capacity and local sourcing in some 

developing countries, automation-induced reshoring and nearshoring, and a global 

shift in demand away from goods toward services. 

Measurement issues may also explain the recent stagnation of GVC intensity. Global 

flows of data, information, and people are intensifying; and the world is becoming 

more linked than ever. However, trade in services and information is still not fully 

captured in world input-output tables, resulting in low numbers for GVC intensity.

This report classifies GVCs into six archetypes (table 1.2). These archetypes provide 

a broad sectoral classification to frame the report’s analyses, with the caveat that the 

business activities involved in each archetype and sector are heterogeneous. To com-

plement this analysis, the report also includes in-depth country case studies that give 

more nuanced pictures of specific GVCs.

TABLE 1.2 The six archetypes of global value chains

GVC 
archetypes Sectors Tradability

Labor 
intensity

Knowledge 
intensity

Commodities Agriculture, fuel, minerals High Low Low

Labor-intensive 
services

Wholesale and retail, transportation and storage, tourism, 
health and social services, personal services, leasing, 
other services 

Low High Low

Labor-intensive 
goods

Textiles, apparel, toys, leather products High High Low

Regional 
processing

Food and beverages, fabricated metal products, rubber 
and plastics, glass, cement and ceramics, furniture

Low Low Low

Knowledge-
intensive services

Research and development, IT services, professional 
services, education

Low Low High

Knowledge-
intensive goods

Automobiles, transportation equipment, computers 
and electronics, electrical machinery and equipment, 
chemicals and pharmaceuticals

High Low High

Source: World Bank adaptation of MGI 2019. 
Note: GVC archetypes are in ascending order of average product complexity. “High” and “Low” are assigned based on average 
level across sectors in each archetype, which could mask huge variations across sectors. GVC = global value chain; IT = information 
technology.
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Foreign direct investment and global value 
chains are mutually reinforcing

FDI has been the primary driver of GVC expansion in the past several decades. The 

emergence and evolution of GVCs have mirrored MNCs’ investment and trade deci-

sions as they have relocated their production activities worldwide. The surge in FDI 

after the 1990s reflects these decisions and accelerated the expansion of GVCs. In 

contrast, the past 10 years have witnessed a slowdown of GVC expansion, also in 

tandem with decreasing global FDI flows. However, despite this connection, theories 

and empirical studies on the relationship between FDI and GVCs have gained atten-

tion in the literature only in recent years. These theories show a mutually reinforcing 

dynamic between FDI and GVC participation. 

Initial empirical research has established a series of stylized facts: only some firms 

export, exporters are more productive than nonexporters, and trade liberalization 

is accompanied by an increase in aggregate industrial productivity. Recent evidence 

has shown that global trade is concentrated in a few importing-exporting firms. These 

firms, many of which are MNCs, constitute 15 percent of all traders (World Bank 

2020) yet account for about 80 percent of total trade (UNCTAD 2013). 

Early trade theories did not establish a direct relationship between FDI and trade 

because factors of production were often assumed to be internationally immobile. 

However, some scholars did discuss whether FDI substitutes for or complements 

international trade. Mundell (1957) argues that the two are complete substitutes 

for each other under the identical production function assumption, which is char-

acterized by the Heckscher-Ohlin-Samuelson theory of trade. Later, Schmitz and 

Helmberger (1970) and Purvis (1972) show that foreign investment may com-

plement international trade if production functions vary between the two trading 

countries. Kojima (1975) further illustrates that FDI can improve productivity and 

expand production possibilities in the host country through the transfer of tech-

nology and managerial skills, therefore creating more trade. FDI can also substitute 

for trade if it shifts demand for a product in the same direction in the two coun-

tries. These early discussions were based on a model with two countries, two final 

goods, and two homogeneous factors of production. Although powerful in high-

lighting the differences in the two countries’ factor endowments and the two prod-

ucts’ factor intensities, that model was oversimplified and included many restrictive 

assumptions.

Since the 1980s, several prominent studies have modeled the firm behaviors that 

give rise to GVCs. These studies build on the industrial organization literature, such as 

Williamson (1985) and Grossman and Hart (1986). Grossman and Helpman (2002) 

formulate firms’ choice between integration and outsourcing. Their model empha-

sizes the trade-off between the costs of running a large and less specialized organiza-

tion and the costs arising from search friction, relationship-specific investment, and 

imperfect contracting. Helpman, Melitz, and Yeaple (2004) analyze firms’ decisions on 

whether to serve foreign markets through arm’s length trade or through investment. 

They focus on the trade-off between trade costs and the costs of investing in for-

eign markets and on within-sector productivity heterogeneity. Antràs and Helpman 

(2004) combine these two strands of modeling frameworks and study firms’ choices 
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between domestic and foreign markets and between integration and outsourcing 

simultaneously in the context of heterogeneous within-sector productivity. 

Among many theories on FDI and GVCs, Melitz (2003) and Helpman, Melitz, and 

Yeaple (2004) establish a microeconomic theoretical framework from an entry cost 

perspective to explore the factors determining firms’ internationalization choices 

between FDI and trade. The framework concludes that the entry cost required 

for FDI is higher than that required for exporting. Thus, only the most productive 

firms would incur the former costs and engage in FDI; less productive firms would 

export, and the least productive firms would merely serve the domestic market. 

Many empirical studies have confirmed this finding (Kimura and Kiyota 2006; Lee 

2010; Wagner 2006). 

Recent studies extend this model by emphasizing the role of ex ante network 

embeddedness in facilitating firms’ entry into foreign markets (Kimura and Kiyota 

2006 [for Japan]; Koenig 2009; Kumar 2008 [for India]; Singh 2011). Bernard et al. 

(2018) further develop a theoretical framework that allows firms to have large mar-

ket shares and to decide simultaneously on their sets of production locations, export 

markets, input sources, products to export, and inputs to import. Their model sug-

gests that firms’ importing, exporting, and production decisions are interdependent. 

Evidence from US firms and trade transaction data support the main predictions of 

their theory: MNCs (referred to as “global firms” in their paper) participate in GVCs 

more intensively than other firms and magnify the impact of underlying differences 

in firm characteristics, increasing their share of aggregate trade.

There are multiple mutually reinforcing dynamics between FDI and GVC 

participation:

•	 Trade could induce initial FDI from the lead firm by lowering its entry costs.

•	 Lower entry costs and high switching costs encourage the lead firm to bring its 

GVC partners into the host country as well, and a herd effect triggers subsequent 

FDI. 

•	 FDI stimulates further GVC entry and upgrading in the host country through 

spillovers and agglomeration effects.

Trade could induce initial FDI by lowering entry costs into a market for foreign firms 

(Kathuria and Yatawara 2020). This possibility is most relevant for market-seeking 

FDI. Before a firm invests abroad, it must weigh the costs and benefits of entering a 

new market. Entry costs include sunk costs before entry, fixed entry costs, and vari-

able entry costs. The sunk costs before entry consist of information acquisition, due 

diligence, regulatory research, costs of matching up with partners, and contracting 

costs, all of which cannot be recovered if the firm eventually decides not to enter. 

Fixed entry costs include building plants and buying equipment and vary by entry 

mode. If the firm starts operating in the foreign market, it will also bear variable costs 

such as material costs, labor costs, transportation costs, and tariffs. However, previous 

trade with firms in the destination country offers access to information, a peer support 

network, and experience-based trust, which can help reduce the fixed costs of entry. 

Once a lead firm sets up affiliates in a host country, it often brings its suppliers to 

the same location (Baldwin and Venables 2010). This phenomenon is described as 
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“sticky buyer-seller relationships” in the GVC literature: high matching costs encour-

age relationship-specific investment, leading to high switching costs and a “lock-in” 

effect, especially in new markets (World Bank 2020). The initial wave of FDI inflow 

also generates a herd effect known as FDI clustering. Firms will learn from the behav-

ior of other firms because a firm’s location decisions reflect the information that 

guided its choices. If enough firms favor a destination, other firms will be tempted 

to copy their moves to the same destination, even if they possess information that 

suggests they should move elsewhere. 

Finally, the proximity of foreign firms will benefit domestic firms through various 

types of spillovers, which will stimulate domestic firms to enter into and upgrade 

in GVCs themselves. FDI spillovers can happen through direct linkages, indirect 

demonstration effects, supplier sharing, labor mobility, or resource reallocation. FDI 

spillovers will enable more domestic firms to enter GVCs, ultimately expanding GVC 

participation and upgrading in the host country. 

Numerous studies have empirically tested the relationship between FDI and GVC 

participation. Buelens and Tirpák (2017) use an augmented gravity model to demon-

strate a positive association between bilateral FDI stock and both gross bilateral trade 

and the bilateral import content of exports. World Bank (2020) finds that FDI inflows 

play a strong role in the extent of backward GVC participation shares and levels, 

driven by GVC integration of the manufacturing sector. The lack of foreign-owned 

firms in manufacturing is an important reason for low backward GVC participa-

tion in Sub-Saharan Africa. Countries attracting FDI in manufacturing may also 

reduce their exports of raw agricultural goods and intermediate services embodied 

in exports of resource-intensive goods, thereby lowering their forward GVC partici-

pation (World Bank 2020). FDI not only contributes to countries’ GVC participation 

directly by integrating local firms into global production networks, but can also pro-

vide higher-quality inputs and services to local firms, generating widespread posi-

tive spillovers that expand host countries’ GVC participation indirectly (World Bank 

2020). GVC participation in turn stimulates FDI flows. Martínez-Galán and Fontoura 

(2019) show that a country’s degree of GVC participation contributed positively to 

bilateral inward FDI stocks in the 2000s. 

International production networks

Network analysis offers important new tools with which to consider the interrela-

tionship between investment, trade, and GVCs in greater detail. Network analysis 

is a set of integrated techniques to depict relations among various actors to ana-

lyze the structure of these links (Chiesi 2001). It thus highlights relations between 

actors in addition to individual actors’ attributes. In a globally interconnected world, 

each actor’s own characteristics are only half the story because people, businesses, 

and countries are interdependent. GVCs are complex and multifaceted networks 

encompassing flows of people, capital, goods, services, information, and ideas. Thus, 

network analysis could fittingly depict the ties among these many players and how 

the players influence each other. Table 1.3 explains the basic concepts of network 

analysis used in this report.
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China’s rise to prominence in the global production network may be the most 

noteworthy GVC trend of the past three decades. In 1990, Germany, the United 

States, and Japan were the three central nodes connecting cross-continent trade 

flows. China was a tiny dot with very low participation in GVCs, both backward and 

forward. However, by 2019 China had replaced Japan as the central node in Asia 

and replaced the United States as the second-largest GVC hub globally (figure 1.1). 

Although China has moved into knowledge-intensive manufacturing GVCs, textiles 

and apparel remain the second-largest source of value added in China’s GVC partic-

ipation. Germany remains the global leading player with the highest GVC partici-

pation. As the world’s knowledge-intensive manufacturing powerhouse, Germany 

makes heavy use of many other countries’ value added in its exports, especially elec-

trical machinery, transportation equipment, and chemicals. The United States is the 

third-largest GVC hub in the world, and its GVC participation is dominated by for-

ward linkages. The United States’ value added is concentrated in machinery, trans-

portation equipment, financial services, and pharmaceuticals. Western Europe, North 

America, and East Asia and Pacific are the three regions most integrated into GVCs, 

as shown by the density of their networks and their average node sizes. GVC partic-

ipation is limited in Latin America and the Caribbean, South Asia, and Sub-Saharan 

Africa, especially in low-income countries.

FDI statistics are notoriously inconsistent because of varying statistical approaches 

and the existence of phantom FDI for tax avoidance purposes.1 With or without adjust-

ing for special purpose entities2 (SPEs) and the ultimate recipients of investments, FDI 

TABLE 1.3 Basic concepts of network analysis

Node Each actor in a network is represented as a node. For example, a node can denote a person, a 
firm, a sector, or a country.

Directed and 
undirected relations

•	Directed relations have a clear source and destination and thus a clear direction (for example, 
firm A sells to firm B).

•	Undirected relations are symmetric and do not have a direction (for example, firm A and firm B 
have the same owner). 

Degree •	In-degree: The number of linkages that point to a given node as a destination, or the number of 
incoming interactions the node receives. 

•	Out-degree: The number of linkages that go out from a given node as a source, or the number of 
outgoing interactions the node initiates. 

•	Degree: The sum of a node’s in-degree and out-degree. In unidirectional networks, the degree is 
the number of linkages each node is adjacent to.

Strength of a link Values can be attached to linkages to represent an attribute of the link (for example, the strength 
of a relationship, the information capacity of a linkage, the distance between nodes, or the 
frequency of interaction between nodes).

Weighted degree The degree of a node weighted by the strength of its linkages. This chapter uses weighted degree 
to measure a node’s centrality to the network.

Average degree The average number of linkages for each node.

Network diameter The shortest distance between the two most distant nodes in the network.

Graph density The number of existing relationships in a network relative to the maximum possible number of 
relationships. Dense networks indicate highly integrated markets with many transactions among 
different countries.

Average path length The average length of the shortest paths between each pair of nodes. 

Source: World Bank summary based on Wasserman and Faust 1994.
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FIGURE 1.1 Global value chain participation network, 1990 and 2019

Source: World Bank calculations based on United Nations Conference on Trade and Development–Eora Global Value Chain database. 
Note: These two panels are based on the country-to-country value added matrixes for 1990 and 2019, which include 189 economies 
and a “rest of the world” group. For each exporting economy, the matrixes show the value added contributed by all other 
economies in the world. In the two panels, each node stands for an economy, and the thickness of each link reflects the source 
economy’s value added in the destination economy’s exports. The panels display only linkages that are worth at least US$500 
million. Nodes are colored by World Bank region. The size of each node represents its weighted degree, which measures the 
corresponding economy’s centrality to global value chains. Data for 2019 are forecast on the basis of the International Monetary 
Fund World Economic Outlook database.
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networks vary significantly. The unadjusted FDI stock network shows the Netherlands 

and Luxembourg as the first- and third-biggest nodes, respectively, which is dispro-

portionate to their market size (figure 1.2). Major pass-through economies—such as 

Bermuda; the British Virgin Islands; the Cayman Islands; Hong Kong SAR, China; 

Ireland; Luxembourg; the Netherlands; and Singapore—host more than 85 percent of 

the world’s SPEs (Damgaard, Elkjaer, and Johannesen 2019). When the FDI network 

is adjusted for SPEs and the ultimate recipients of investments, Luxembourg and the 

Netherlands become much less central, and China, France, Germany, and the United 

Kingdom emerge as major nodes. Brazil, India, Israel, and South Africa also show up 

as the FDI hubs in their respective regions. 

Overall, countries’ adjusted FDI centrality is highly correlated with their GVC 

centrality (figure 1.3). A 1 percent increase in a countries’ adjusted FDI centrality is 

associated with a 0.87 percent increase in its GVC centrality. The positive correlation 

remains highly significant at the 0.10 percent level even when total population and 

gross domestic product (GDP) are controlled for. 

Countries that maintain a relatively high share of manufacturing value added in 

GDP (usually more than 20 percent), such as China, Germany, major economies in 

the Association of Southeast Asian Nations, and some Eastern European countries, are 

more central in the GVC network than in the FDI network. These include advanced 

economies that specialize in knowledge-intensive manufacturing and innovative 

activities, such as Germany, Japan, the Republic of Korea, and many emerging mar-

kets that successfully joined labor-intensive manufacturing, as well as knowledge-

intensive manufacturing GVCs, such as China, the Czech Republic, Malaysia, the 

Philippines, and the Slovak Republic. A few countries that rely heavily on commodity 

exports, such as Algeria, Kuwait, and República Bolivariana de Venezuela, are also 

more central in the GVC network than in the FDI network. These countries partici-

pate in GVCs primarily by supplying raw materials that are used in other countries’ 

exports, which does not require high levels of FDI. 

Countries that have low shares of manufacturing value added in GDP (typically 

less than 12 percent), such as Azerbaijan; Colombia; Luxembourg; Macao SAR, 

China; the Netherlands; the United Kingdom; and the United States, tend to be more 

central in the FDI network than in the GVC network. Advanced economies such as 

Luxembourg, the Netherlands, the United Kingdom, and the United States started 

deindustrialization several decades ago by outsourcing and offshoring manufacturing 

activities to cheaper locations; these countries now specialize in upstream innova-

tive activities as well as financial services and other downstream services. Developing 

countries such as Azerbaijan, Colombia, the Arab Republic of Egypt, Myanmar, and 

Peru underperform in GVC participation relative to their FDI centrality because these 

economies have a weak manufacturing base while FDI inflows are concentrated in 

nonmanufacturing sectors. Many other developing countries are marginal nodes in 

both the FDI and the GVC networks.

For many countries, joining regional value chains is the stepping-stone to GVC 

participation, especially for developing countries in Europe and Central Asia, East 

Asia and Pacific, and North America. Regional value chains are subsets of GVCs. 

Neighboring countries and economies within the same region are often each other’s 

primary value chain and FDI sources and destinations. An analysis of the value chains 
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FIGURE 1.2 Global foreign direct investment stock network, 2017

Source: World Bank calculations based on International Monetary Fund bilateral foreign direct investment database, 2019. 
Note: These two panels are undirected networks. The size of each node represents the weighted degree of its corresponding 
economy (the total inward and outward foreign direct investment [FDI] stock into and from all other economies in the network). 
The thickness of the linkages represents the sum of the inward and outward FDI stocks between the two linked economies. Only 
bilateral linkages worth at least US$5 billion are included in the network analysis. Nodes are colored by World Bank region. 
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chain.

within each region reveals more nuanced dynamics. In the network analyses, higher 

average degree, average weighted degree and graph density, and lower average path 

length indicate more within-region connections.

The Europe and Central Asia region has by far the densest regional value chain and 

FDI network, followed by the East Asia and Pacific region. On average, each country 

in the Europe and Central Asia region has 37 inward and outward linkages in the 

regional trade network and 14 linkages in the regional FDI network, which is more 

than twice the level in East Asia and Pacific and much higher than the three other 

regions. This density occurs partly because there are more countries in the Europe and 

Central Asia region. East Asia and Pacific has the second-highest average degree and 

average weighted degree in both networks. Latin America and the Caribbean and the 

Middle East and North Africa have fewer regional value chains and FDI connections 

because of their limited intraregion specialization. The Middle East and North Africa 

region has relatively high graph density in the GVC network, but intraregion invest-

ment is much weaker. The Sub-Saharan Africa region is the least integrated into global 

networks, and it has the sparsest regional value chains and FDI networks (table 1.4). 
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The regional value chain network figures in this chapter use the United Nations 

Conference on Trade and Development (UNCTAD)–Eora country-to-country 

input-output table from 2019. A link from country A to country B indicates A’s 

value added in B’s exports. Only edges weighted at more than US$1 million are dis-

played. The regional FDI networks use bilateral FDI positions data for 2017 from the 

International Monetary Fund. Only edges weighted at more than US$1 billion are 

displayed. The size of each node represents the corresponding economy’s weighted 

degree, and the color represents the scale of the weighted degree.

Europe and Central Asia’s regional value chain and FDI networks are very dense, 

with many sophisticated participants and the shortest average path length in the 

world (figure 1.4). Germany is the regional GVC hub, whereas the Netherlands is the 

FDI hub; they are surrounded by Belgium, France, the United Kingdom, and other 

countries. These countries are involved in knowledge-intensive manufacturing and 

knowledge-intensive services GVCs. Each country specializes in specific segments, 

and all are closely connected by trade and FDI given their complementary capabilities. 

Central and Eastern European countries are less connected than those of Western 

Europe—the former countries are mostly involved in regional processing and tourism 

GVCs, given their proximity to the consumer markets of the European Union (EU). 

The East Asia and Pacific region is also highly integrated into regional value chains 

and FDI networks (figure 1.5). The region is home to about 30 percent of the world’s 

population, as of 2019, and it is becoming the world’s biggest consumer market. 

China is the regional hub, and it has strong trade and FDI linkages with Hong Kong 

SAR, China; Japan; Korea; Malaysia; Singapore; and Thailand. Most countries and 

economies that have upgraded from commodity or labor-intensive goods GVCs to 

knowledge-intensive goods or services GVCs come from East Asia and Pacific. Hong 

Kong SAR, China; Japan; Korea; Taiwan, China; and Singapore have successfully 

upgraded into advanced economies, and China, Malaysia, Thailand, and Vietnam are 

rising in global and regional networks.

Brazil is the largest regional GVC and FDI hub in Latin America and the Caribbean, 

followed by Argentina, Chile, and Mexico (figure 1.6). Mexico is more integrated in 

TABLE 1.4 Statistics of regional value chain and foreign direct investment networks

Region

Regional value chain network, 2019 Adjusted FDI network, 2017

Average 
degree

Average 
weighted 
degree 
(US$, 

billion)
Graph 

density

Average 
path 

length
Average 
degree

Average 
weighted 
degree 
(US$, 

billion)
Graph 

density

Average 
path 

length

SSA 3.8 0.1 0.10 2.1 2.3 1.4 0.08 2.3

MENA 13.1 0.4 0.69 1.3 2.4 3.8 0.14 2.2

LAC 11.2 1.0 0.36 1.7 4.8 8.0 0.17 2.1

EAP 16.2 34.8 0.65 1.3 5.1 80.2 0.21 1.9

ECA 37.3 46.8 0.73 1.3 13.7 107.1 0.24 1.9

Source: World Bank calculations based on United Nations Conference on Trade and Development–Eora Global Value Chain database 
and International Monetary Fund bilateral FDI database. 
Note: EAP = East Asia and Pacific; ECA = Europe and Central Asia; FDI = foreign direct investment; LAC = Latin America and the 
Caribbean; MENA = Middle East and North Africa; SSA = Sub-Saharan Africa.
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FIGURE 1.4 Regional value chain and foreign direct investment networks in Europe and Central Asia

Source: World Bank calculations using United Nations Conference on Trade and Development–Eora Global Value Chain database 
and International Monetary Fund bilateral foreign direct investment database.
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FIGURE 1.5 Regional value chain and foreign direct investment networks in East Asia and Pacific

Source: World Bank calculations using United Nations Conference on Trade and Development–Eora Global Value Chain database 
and International Monetary Fund bilateral foreign direct investment database.
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FIGURE 1.6 Regional value chain and foreign direct investment networks in Latin America and the 
Caribbean

Source: World Bank calculations using United Nations Conference on Trade and Development–Eora Global Value Chain database 
and International Monetary Fund bilateral foreign direct investment database.
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FIGURE 1.7 Regional value chain and foreign direct investment networks in Sub-Saharan Africa

Source: World Bank calculations using United Nations Conference on Trade and Development–Eora Global Value Chain database 
and International Monetary Fund bilateral foreign direct investment database.
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the North America regional value chain. Most countries in Latin America and the 

Caribbean remain commodity exporters or engage in regional processing. Even the 

region’s major GVC hubs, Argentina, Brazil, and Chile, obtain 40–50 percent of their 

value added in exports from regional processing. Mexico was the only country in 

the region specializing in knowledge-intensive goods GVCs in 1990, and Costa Rica is 

among the few countries in Latin America and the Caribbean that have transformed 

from commodity exporters into knowledge-intensive goods exporters.

South Africa is the prominent central node in Sub-Saharan Africa’s regional value 

chains, and connections between other countries are very sparse (figure 1.7). For 

many countries in this region, such as Burundi, the Central African Republic, Eritrea, 

São Tomé and Príncipe, and Sierra Leone, the only way to participate in GVCs is 

through South Africa. Countries in Sub-Saharan Africa generally participate in com-

modities or labor-intensive services GVCs. The dominant GVC archetypes in the region 

remained almost the same from 1990 to 2015, with very few exceptions. Ethiopia 

moved from commodities to labor-intensive services, but the Democratic Republic 

of Congo and Uganda moved in the opposite direction. The region’s FDI network 

looks slightly different in 2015, with Mauritius as a major FDI investor and recipient. 

Once an economy known for sugar plantations, textiles, and tourism, Mauritius has 

transformed into a middle-income country and the financial hub of the continent. 

However, its exorbitantly high FDI figures suggest round-tripping at a large scale.3 

Recent research shows more complex value chains often have stronger regional 

linkages. Although GVCs expanded both globally and regionally in the past three 

decades, different trends emerged across regions. Value chains in East Asia and Pacific 

and Europe and Central Asia are more focused on trade within the region, even 

though GVC integration in other regions has been mostly global and is continuing in 

that direction (World Bank 2020). Global policy coordination has become even more 

important as multilateralism has been challenged on several fronts. Maintaining an 

open system, solidifying trust among countries, and ensuring shared benefits from 

FDI and GVC participation are key to ensuring sustainable economic growth and 

shared prosperity in the future.

Hyperspecialization

Countries have different comparative advantages and specialize in different sectors 

and segments of production. This section uses trade and GVC participation data to 

illustrate selected value chains in the six archetypes to identify the key players in those 

value chains.4 Global GVC and FDI hubs are almost always present as top exporters 

in at least one of the archetypes. Top exporting countries already show some spe-

cialization: the Russian Federation and some Middle Eastern countries are top oil 

exporters; Bangladesh, China, India, and Vietnam have clear comparative advantages 

in labor-intensive goods; and Germany, Japan, and the United States specialize in 

knowledge-intensive goods and knowledge-intensive services. 

To illustrate specialization, table 1.5 lists the top five exporters with the highest 

revealed comparative advantage for sample sectors in each archetype. Kuwait, Brunei 

Darussalam, Azerbaijan, the Republic of Congo, and the United Arab Emirates rely 
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heavily on fuel exports, which make up more than 80 percent of total goods exports 

in these countries. Tourism accounted for more than 20 percent of total value added 

in exports in Bermuda, Cayman Islands, Aruba, Georgia, and Botswana in 2015. 

Pakistan, Cambodia, Benin, El Salvador, and Mauritius saw more than 30 percent 

of their goods exports from textiles and clothing. Malawi and several Sub-Saharan 

African countries are highly dependent on food exports; a few Eastern European 

countries specialize in transport equipment, including the Slovak Republic and the 

Czech Republic. All five countries with the highest revealed comparative advantage 

in information technology (IT) services, professional services, and research and devel-

opment (R&D) are advanced economies. 

Russia, the United States, and Saudi Arabia were the top three oil exporters in 

2019 (figure 1.8). Russia serves primarily the European and Asian markets; Saudi 

Arabia’s top export destination is Asia; and the United States exports mainly to Latin 

America. The United States’ shale oil technology has made great strides in recent 

years, transforming the global oil market. Other Middle Eastern countries also have a 

strong presence in the oil value chain, and a few Sub-Saharan African countries, such 

as Nigeria, Angola, and Gabon, are also major oil exporters.

Most oil exporters, regardless of income level, have yet to diversify their export 

portfolios and are heavily reliant on oil rents. For example, oil exports made up an 

average of 84 percent of total merchandise exports in Organization of the Petroleum 

Exporting Countries from 2014 to 2018. These countries are vulnerable to oil price 

fluctuations and tend to suffer from the “resource curse.” The resource curse is the 

observation that countries endowed with rich natural resources can struggle to make 

effective use of these resources and often end up poorer and have less economic 

growth than countries with fewer natural resources. It is crucial for oil exporters to 

spread the benefits of oil wealth among their population and to invest in other indus-

tries so that they can have more balanced and stable growth.

TABLE 1.5 Key players in the six archetypes of global value chains, 2019

GVC archetype
Commodities or sectors 

used for illustration Top five exporters
Top five countries with 

highest RCA

Commodities Mineral fuels and oils (HS2 
code: 27)

Russian Federation, United 
States, Saudi Arabia, Canada, 
Iraq

Kuwait, Brunei Darussalam, 
Azerbaijan, Republic of Congo, 
United Arab Emirates

Labor-intensive 
services

Transportation, hotels, 
tourism, and restaurants

China, United States, Germany, 
Japan, United Kingdom

Bermuda, Cayman Islands, 
Aruba, Georgia, Botswana

Labor-intensive 
goods

Textiles and clothing (HS2 
code: 50–63)

China, Bangladesh, Vietnam, 
Germany, Italy

Pakistan, Cambodia, Benin, 
El Salvador, Mauritius

Regional processing Food and beverage products 
(HS2 code: 16–24)

Germany, United States, 
Netherlands, France, China

Malawi, Cabo Verde, Seychelles, 
Belize, Côte d'Ivoire 

Knowledge-intensive 
services

Professional services, 
computer and IT services, R&D

United States, Germany, Japan, 
United Kingdom, France

United States, Japan, Germany, 
France, United Kingdom

Knowledge-intensive 
goods

Transportation equipment 
(HS2 code: 86–89)

Germany, United States, 
Japan, Mexico, France

Slovak Republic, Japan, Czech 
Republic, Germany, France

Sources: United Nations Comtrade; United Nations Conference on Trade and Development–Eora Global Value Chain database; and 
World Bank calculations. 
Note: This table shows the top five exporters and top five countries with the highest RCA in selected products across the six GVC 
archetypes in 2019 (or 2015 for services). GVC = global value chain; HS2 = 2-digit Harmonized System codes; IT = information 
technology; RCA = revealed comparative advantage; R&D = research and development.
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FIGURE 1.8 Commodity trade network: Mineral fuels and oils, 2018

Source: United Nations Comtrade database, 2019. 
Note: Figure uses Harmonized System (HS) code 27 for mineral fuels and oils. Only linkages worth at least US$500 million are 
included. The top 10 exporters are labeled.

Global tourism has surged since the 1950s, consistently outpacing global GDP 

growth. Intraregional trade dominates the transportation and tourism value chains 

(figure 1.9). According to the United Nations World Tourism Organization, four-

fifths of tourists travel within their own region. Tourism connections among 

EU countries are very dense because the region is highly integrated and people 

can move freely across borders within the EU. With a population of more than 

1.4 billion and growing demand for international travel, China accounts for a large 

share of global tourism GDP. The United States is the second-largest source country 

for travel and tourism, and its close ties with Europe make the Europe and Central 

Asia region its top destination. 

FIGURE 1.9 Labor-intensive services trade network: Transportation, hotels, tourism, and 
restaurants, 2015

Source: Data from the Eora sector-to-country matrix, 2015. 
Note: Each source node represents the origin of the value added in the selected sector; each destination node represents the 
country exporting that added value. Only linkages worth at least US$50 million are included.
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As disposable income rose rapidly in developing countries and the world’s appetite 

for travel grew, the global tourism industry was flourishing before the COVID-19 

(coronavirus) crisis. China’s international departures reached almost 150 million in 

2018, about 40 percent higher than Germany’s 108 million. Tourism was also play-

ing an increasingly large role in the global economy. Travel and tourism generated 

10.3 percent of global GDP in 2019 and employed 330 million people.5 Tourism is 

the main pillar of the economy in many small island states and Oceanian countries. 

However, overreliance on tourism increases economic vulnerability, as the cata-

strophic impact of the COVID-19 outbreak on the industry showed in 2020. 

The global textile and apparel value chain is largely centered around China 

(figure  1.10). Some apparel manufacturers have left China for lower-cost places, 

including Bangladesh, Ethiopia, and Vietnam. However, most firms that have exited 

China physically are still entangled in its supply networks. As a result, China actually 

increased its share of textile exports from 2008 to 2019. Chinese fabrics are produced 

by highly automated processes and then shipped to Bangladesh, Vietnam, and other 

countries for labor-intensive cutting and sewing. These countries also import sewing 

machines, zippers, fasteners, and labels from China before the finished clothing is 

exported to the United States and Europe. Most textile and apparel exports from 

China do not carry Chinese brands because many of the big Chinese exporting firms 

are original equipment manufacturers for global brands. However, as the quality 

of their products improves, some Chinese producers are aiming to make their own 

brands more appealing to final consumers worldwide and are moving into new seg-

ments of the clothing value chain, such as design and marketing. 

Europe and Central Asia, North America, and East Asia and Pacific are the three 

top sources and destinations for prepared food exports (figure 1.11). Germany became 

the largest food exporter in 2019; its food exports range from chocolates, baked goods, 

and cheese to pork, wine, and other produce. The United States was the second-

largest food exporter, and it is the world’s largest corn producer and among the largest 

producers of oats, tomatoes, soybeans, and spices. The Netherlands is another major 

FIGURE 1.10 Labor-intensive goods trade network: Textiles and clothing, 2019

Source: United Nations Comtrade database, 2019. 
Note: Figure uses Harmonized System (HS) code 50–63 for textiles and clothing. Only linkages worth at least US$200 million are 
included. The top 10 exporters are labeled.
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FIGURE 1.11 Regional processing trade network: Food and beverage products, 2018

Source: United Nations Comtrade database, 2019. 
Note: Figure uses Harmonized System (HS) code 16–24 for food and beverage products. Only linkages worth at least US$200 
million are included. The top 10 exporters are labeled.

food exporter, with dairy, eggs, meat, and vegetables making up the bulk of Dutch 

food exports. France is the world’s largest wine-exporting country by value; its wine 

exports exceeded US$11 billion in 2018, far ahead of its nearest rival, Italy. 

Many developing countries are highly involved in the food and beverage value 

chain, but they are often involved only as agricultural commodity exporters. 

Brazil is the largest producer of sugarcane, oranges, and coffee; and it is also 

among the top-ranked producers of corn, soybeans, chicken, beef, and vari-

ous  fruits. Indonesia exports about half of the world’s supply of palm oil, and 

Thailand contributes a third of global rice exports. Coffee and tea are many African 

countries’ main exports. Africa accounted for 20 percent of global tea exports in 

2015–17, and Kenya is by far its leading tea exporter (and the third-largest tea 

exporter in the world). The global food and beverage industry is projected to grow 

steadily over the next few decades, with an increasing focus on quality, traceabil-

ity, sustainability, and convenience. This growth will create new opportunities 

for developing countries to expand and upgrade their food production and their 

ability to add value. 

The United States is the dominant player in many knowledge-intensive services 

value chains, ranging from ICT services and R&D to all sorts of professional services 

(figure 1.12). Of the top 100 digital MNCs by sales or operating revenues, 67 are 

US  firms, 23 are European, and 4 are Japanese (UNCTAD 2017). The ICT sector 

has led the way in technological breakthroughs over the past several decades and is 

anticipated to bring about the next industrial revolution. ICTs have become highly 

integrated with a large share of economic activities, and they are profoundly trans-

forming the ways people live and work. Some ICT services are altering the distribu-

tion of value within existing GVCs: many manufactured products embody them, and 

they account for a significant share of those products’ value. For example, the design 

of the iPhone and the operating system it runs on are worth much more than the 

iPhone’s hardware. Other ICT services have created new industries and new stages of 
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production in GVCs. In the data-driven global economy, talent, data, and algorithms 

have become key ingredients for success. Although competition for these ingredients 

is intense, companies can also expand their value creation through collaborative eco-

systems built around ICTs (Frederick, Bamber, and Cho 2018). 

Famous for its car brands, Germany has solidified its leading position in the trans-

portation equipment value chain over the past several decades (figure 1.13). The 

United States was the largest car manufacturer in the world until recently; Chrysler, 

Ford, and General Motors are known as the “Big Three” US automakers and are among 

the largest global auto exporters. Japan is the world’s second-largest auto exporter; its 

automotive industry took off in the 1970s and overtook that of the United States after 

the 1980s. Japan and Germany are also among the biggest rail equipment exporters. 

Japan launched the first class of bullet trains in 1964 and has continuously advanced 

its rail technology. It boasts some of the most important train manufacturers in the 

world, including Hitachi, Kawasaki, and Mitsubishi. Germany also plays a central role 

in international rail markets; Siemens and other German firms are known for their 

innovative capacity and intelligent traffic systems. The United States has the largest 

aerospace sector in the world, and it is the main supplier of both military and civilian 

aerospace hardware to the rest of the world.

Mexico emerged as the fourth-largest auto exporter and a major aerospace parts 

exporter by attracting FDI. Unlike Germany, Japan, and the United States, Mexico 

does not have its own world-famous car brands; instead, it developed its automo-

tive industry by attracting foreign firms such as Chrysler, Ford, General Motors, and 

Volkswagen. Mexico’s aerospace exports also surged in recent years by virtue of a 

large influx of FDI into its aerospace sector. Aerospace exports from Mexico reached 

US$8.4 billion in 2019, a 17 percent increase over the previous year, and FDI in the 

industry is estimated to have reached US$13 billion in 2019, of which 75 percent will 

originate in North America and the rest in Europe (TECMA Communications 2019). 

FIGURE 1.12 Knowledge-intensive services trade network: Professional services, computer and 
information technology services, and research and development, 2015

Source: Data from the Eora sector-to-country matrix, 2015. 
Note: Each source node represents the origin of the value added in the selected sector; each destination node represents the 
country exporting that added value. Only linkages worth at least US$50 million are included. The top 10 exporters are labeled.
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FIGURE 1.13 Knowledge-intensive goods trade network: Transportation equipment, 2019

Source: United Nations Comtrade database, 2019. 
Note: Figure uses Harmonized System (HS) code 86–89 for transportation equipment. Only linkages worth at least US$500 million 
are included. The top 10 exporters are labeled.

Leveraging foreign direct investment to upgrade 
into new global value chain archetypes

Over the past three decades, some countries have upgraded into new dominant 

archetypes of GVCs (table 1.6). Using sector-level value added data from the 

UNCTAD–Eora Global Value Chain database, this report maps each country to a 

dominant GVC archetype. The most remarkable examples of countries’ upgrading 

journeys include those of Costa Rica, which transformed from a commodity exporter 

in 1990 to a knowledge-intensive goods exporter in 2015, and China, which moved 

from labor-intensive goods to knowledge-intensive goods during the same period. 

Other changes over that period include Guatemala and Indonesia upgrading from 

commodities to regional processing and Albania and Papua New Guinea joining 

labor-intensive services GVCs. However, a few other countries, such as Azerbaijan, 

the Democratic Republic of Congo, Iraq, and the Kyrgyz Republic, formerly special-

ized in labor-intensive services but have downgraded to become heavily reliant on 

commodity exports. 

Overall, most countries have maintained their dominant GVC archetype over the 

past three decades, and labor-intensive services have been the biggest source of value 

added in many countries’ exports. Transportation, hotels and restaurants, entertain-

ment, and personal services make up the bulk of these countries’ value added in 

exports, especially for small African, Caribbean, and Pacific countries. 

Almost all countries that have upgraded into new archetypes have benefited from 

strong FDI inflows in related sectors. Below are four noteworthy examples of how 

developing countries have joined, or upgraded their roles in, GVCs with the help of 

FDI. China’s and Costa Rica’s transformations started a few decades ago, whereas 

Ethiopia’s and Vietnam’s cases are more recent. Additional examples can be found in 

part II of this report.
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TABLE 1.6 Economies that changed their dominant global value chain archetype, 1990–2015

Dominant GVC 
archetype, 1990

Dominant GVC 
archetype, 2015 Economies

Upgraded

Commodities Regional processing Guatemala, Indonesia

Commodities Labor-intensive services Albania, Papua New Guinea

Commodities Knowledge-intensive goods Costa Rica

Labor-intensive services Labor-intensive goods Cambodia, El Salvador

Labor-intensive services Knowledge-intensive goods Philippines, Singapore 

Labor-intensive goods Knowledge-intensive goods China; Hong Kong SAR, China

Downgraded

Regional processing Commodities Bolivia, Kenya, Lao PDR, Paraguay

Labor-intensive services Commodities Azerbaijan; Congo, Dem. Rep.; Iraq; 
Kyrgyz Republic; Mongolia; Trinidad  
and Tobago; Uganda

Source: World Bank calculations based on the United Nations Conference on Trade and Development–Eora Global Value Chain 
database as revised by the World Development Report 2020 team.
Note: “Dominant GVC archetype” refers to the archetype that has the highest share in an economy’s total value added to exports in 
the specified year. GVC = global value chain; PDR = People’s Democratic Republic; SAR = special administrative region.

Costa Rica

FDI has profoundly changed Costa Rica’s export specialization and has significantly 

propelled its integration into GVCs. Despite the small size of Costa Rica’s economy, the 

country has successfully transformed its export composition from primary products 

to high-tech manufacturing and value added service industries thanks to a robust 

inflow of FDI over the past decades. In the early 1980s, Costa Rica was exporting 

undifferentiated and unprocessed agricultural products such as coffee, bananas, and 

sugar. The Costa Rican government decided to adopt an export-oriented growth 

strategy, including trade liberalization and the promotion of export-led FDI, to create 

employment, diversify exports, and boost the country’s productivity. Generous invest-

ment incentives and proactive investment promotion were key factors that attracted 

lead firms into Costa Rica. Following the arrival of the world-leading technology com-

pany Intel in the late 1990s, more and more MNCs started to invest and set up shop 

in Costa Rica, gradually diversifying and upgrading the country’s production base and 

exports. The country’s FDI volume grew from US$340 million in 1995 to more than 

US$2.9 billion in 2014 (figure 1.14). 
More recently, foreign companies have upgraded their operations in Costa 

Rica toward more knowledge-intensive activities, including software design and 

R&D. Along with this trend, the Costa Rican government has shifted toward a 

more selective approach to attracting FDI, focusing on companies that operate 

in knowledge-intensive sectors such as knowledge-processing services, medical 

devices and the life sciences, and clean technologies. In general, FDI has been a 

key factor in the transformation of Costa Rica’s economy, and it has been pivotal 

to diversifying the country’s exports, boosting economic growth, and generating 

skilled jobs.
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China

FDI has played a critical role in China’s economic transformation and enduring 

growth. China’s FDI inflows followed three main stages: the FDI spurt in the 1990s 

that jump-started China’s export growth; the wave of FDI in the 2000s that further 

accelerated China’s economic transformation; and more diverse FDI inflows since 

2010 that have increasingly focused on knowledge-intensive goods and services.

China’s “Reform and Opening Up” policy began in 1978, but until the 1990s FDI 

inflows into China remained negligible. In the spring of 1992, Deng Xiaoping deliv-

ered his famous speech on deepening reforms and opening up by attracting foreign 

investment. The Chinese government subsequently made a series of major policy 

reforms to improve the country’s investment climate, with a focus on attracting FDI 

in infrastructure and manufacturing that would boost exports. China saw a large 

influx of FDI immediately in 1992: close to 50,000 new foreign enterprises were 

established in the country, and the actual use of foreign capital reached US$11 billion, 

a 150 percent jump from the previous year (China, MOFCOM 2019). FDI continued 

to surge in the following years as more and more MNCs accelerated their investment 

in China. As of 2001, about 400 of the world’s 500 largest MNCs had entered China. 

Most of these firms, including Ericsson, General Motors, Motorola, Nokia, Siemens, 

and Volkswagen, are in capital- and technology-intensive industries. The advanced 

technologies, knowledge, equipment, and products brought by foreign firms greatly 

accelerated domestic firms’ development. From 1992 to 2000, China’s textile and 

footwear exports more than doubled, and the country’s knowledge-intensive goods 

exports increased by more than 400 percent (figure 1.15).

Upon its accession to the World Trade Organization in 2001, China’s internation-

alization reached a new level. The Chinese government proactively sought to attract 

FIGURE 1.14 Costa Rica’s foreign direct investment inflows and export growth, 1994–2018

Source: World Bank calculations based on data from United Nations Conference on Trade and Development and 
United Nations Comtrade database. 
Note: FDI = foreign direct investment.
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high-quality FDI to align with the transformation of the domestic economy. From 

2001 to 2007, China opened 100 of the country’s 160 services sectors and revised its 

laws and regulations to create an encouraging business environment for MNCs. Sole 

proprietorship became MNCs’ most popular mode of entry into the country.6 China 

also promoted FDI in its central and western regions to narrow regional gaps in eco-

nomic development. From 2001 to 2010, China’s knowledge-intensive goods exports 

jumped by 700 percent, and the country became the world’s second-largest GVC hub.

Global FDI flows into China have slowed since the global financial crisis of 

2007–09, but China has stepped up its efforts to attract and retain FDI and to max-

imize the development benefits it brings. These efforts revolve around three goals: 

continuing to reduce FDI entry restrictions, promoting investment facilitation, and 

creating a transparent and predictable business environment (China, MOFCOM 

2019). Despite the stagnation of worldwide FDI flows, China remains one of the 

world’s top investment destinations. Its FDI inflows increased steadily from US$115 

billion in 2010 to US$140 billion in 2018. In the meantime, China’s knowledge-

intensive goods exports continued to expand rapidly, from US$860 billion in 2010 

to US$1,350 billion in 2018. 

Ethiopia

Over the past decade, Ethiopia has emerged as one of the largest foreign invest-

ment hubs in Africa. The expansion of the country’s textile and garment sector 

since 2006 is an illustration of how a surge of inward FDI has transformed the 

country’s domestic economy. Ethiopia’s garment sector has been expanding at an 

annual rate of more than 50 percent, and it currently hosts about 65 international 

investment projects. Although Ethiopia’s first textile factories can be traced back 

to the mid-1940s, the sector took off only after this rise in FDI inflows. From 2009 

to 2017, Ethiopia’s total apparel exports to the rest of the world grew from about 

US$33 million to more than US$151 million, roughly coinciding with an increase in 

FDI from about US$220 million to US$4 billion (figure 1.16). 

FIGURE 1.15 China’s foreign direct investment inflows and export growth, 1982–2018 

Source: World Bank calculations based on data from United Nations Conference on Trade and Development and 
United Nations Comtrade database. 
Note: FDI = foreign direct investment; KIG = knowledge-intensive goods; LIG = labor-intensive goods.
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The significant flow of foreign investment into Ethiopia’s textile and gar-

ment sector has occurred alongside the government’s state-driven industrializa-

tion strategy for attracting FDI. In the early 2000s, the Ethiopian government 

planned to rely on domestic investment to spur textile and garment production 

for export. At that time, the country’s inward FDI was very small and came 

only from individual investors. However, the government soon realized the lim-

ited effectiveness of local investment and shifted its industrialization strategy 

toward attracting and harnessing foreign investment. To provide incentives to 

prospective foreign investors, the government has implemented a series of pol-

icies since 2012, including removing sectoral restrictions on FDI and exempting 

foreign investors from customs duties and income taxes. The arrival of Turkish 

textile giants in 2008 was an important milestone because they not only estab-

lished factories and created thousands of jobs  locally but also started to move 

Ethiopia into GVCs by attracting additional investors. Facilitated by the gov-

ernment’s efforts to improve Ethiopia’s infrastructure and establish specialized 

industrial parks, a significant number of transnational garment manufacturers, 

mostly from Asia (particularly Bangladesh, China, and India), arrived after 2013 

to cluster in those parks and invest in production bases (Balchin and Calabrese 

2019). Some Western brands, such as PVH, also began to source from Ethiopia 

in the mid- to late 2010s. 

The Ethiopian government continues to work toward its vision of building the 

country into the manufacturing powerhouse of Africa, and it aims for Ethiopia’s tex-

tile and garment exports to reach US$300 billion by 2025. Though the evidence that 

it has spurred backward linkages and local ownership currently remains relatively 

weak, the textile and garment sector in Ethiopia has already achieved noticeable 

growth in a short period, and the country has great potential to become the next 

global garment manufacturing hub. 

FIGURE 1.16 Ethiopia’s foreign direct investment inflows and export growth, 2006–18

Source: World Bank calculations based on data from United Nations Conference on Trade and Development and 
United Nations Comtrade.
Note: FDI = foreign direct investment. 
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Vietnam

Vietnam’s is another success story of achieving rapid growth by taking advantage of 

FDI. Since passage of the Law on Foreign Investment in 1987 during the period of 

Doi Moi (Renovation) reforms, the Vietnamese government has made great efforts 

to harness FDI to boost economic growth and to transform the country into one 

of the world’s most favorable destinations for foreign investment. Over the past 

30 years, FDI from 160 countries, mostly from East Asia, has poured into 68 prov-

inces and cities in Vietnam. These investments have occurred in a wide range of 

high-tech industries, such as telecommunications, oil and gas, electronics, chem-

icals, steel, automobile and motorbike manufacturing, and IT, as well as in some 

traditional manufacturing sectors, such as garments and textiles, footwear, and agri-

cultural product processing (figure 1.17). By the end of 2016, more than 20,000 

projects were in operation with total registered capital of more than US$290 billion 

(Hanh et al. 2017). Foreign-invested projects are estimated to account for about a 

quarter of Vietnam’s total socioeconomic capital and about two-thirds of the coun-

try’s total exports (Hanh et al. 2017). 

FDI has played an indispensable role in Vietnam’s integration into GVCs by 

increasing domestic competition, providing incentives for innovation and technol-

ogy transfer, promoting production efficiency, and developing supporting industries 

(Focus Economics 2018). In recent years, the government has also increased its 

efforts to enforce the connection between FDI and domestic businesses to keep 

pace with technological advances in manufacturing production around the globe. 

Local firms have been encouraged to innovate and enhance their technologies and 

management practices to supply MNCs and to perform competitively in the inter-

national market. 

FIGURE 1.17 Vietnam’s foreign direct investment inflows and export growth, 2000–18

Source: World Bank calculations based on data from United Nations Conference on Trade and Development and 
United Nations Comtrade. 
Note: FDI = foreign direct investment; KIG = knowledge-intensive goods; LIG = labor-intensive goods.
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Notes

	 1.	Bilateral FDI data between home and host countries often exhibit large discrepancies. 
The statistical methodology for measuring FDI also varies vastly across countries. One 
methodology is the fair market valuation approach, which adds up the market value of all 
the foreign equity of listed enterprises in the country. However, this value is subject to stock 
market fluctuations and does not include any unlisted FDI equity, which can amount to 
22–156 percent of the host country’s gross domestic product (GDP) (Damgaard and Elkjaer 
2014). The most common FDI valuation method—own funds at book value—promotes 
cross-country comparability but hugely distorts FDI assets and liabilities by measuring them 
at outdated historical cost and often fails to capture the growing importance of intangibles 
(Lipsey 2010). More important, FDI statistics do not always reflect real economic activity. 
Nearly 40 percent of global FDI flows in 2017 was funneled to special purpose entities 
and offshore financial centers for tax purposes, obscuring the true “brick and mortar” 
investments that have real economic impacts on host countries (Damgaard, Elkjaer, and 
Johannesen 2019). Moreover, modern MNCs have increasingly complex ownership 
structures: an investment often travels through a chain of entities before reaching its final 
recipient. Tracing the initial investor and the ultimate destination and use of funds has 
become extremely difficult.

	 2.	An SPE is a separate legal entity created by an organization. The SPE is a distinct company 
with its own assets and liabilities as well as its own legal status. SPEs are usually created for 
a specific objective, often to isolate financial risk.

	 3.	Round-tripping refers to the channeling of domestic funds through offshore centers and 
then back to the local economy in the form of FDI (Aykut, Sanghi, and Kosmidou 2017). 

	 4.	For goods-producing GVCs (commodities, labor-intensive goods, regional processing, and 
knowledge-intensive goods), this section uses bilateral trade data from the United Nations 
Comtrade database because those data are more up to date and more granular. However, 
export data do not reflect real value added captured by these countries and hence may not 
always reflect countries’ true positions in GVCs.

	 5.	Based on 2020 data from the World Travel and Tourism Council (https://wttc.org/). 
	 6.	“China and the WTO” (http://www.xinhuanet.com/2018-06/28/c_1123050189.htm).
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Key findings

•	 Global value chains (GVCs) encompass a myriad of firm-to-firm relationships and the full 

range of activities required to bring a product or service from conception to its end use. 

These activities are managed and coordinated by multinational corporations (MNCs) via 

investment, trade, people, technology, and information flows. Their business decisions have 

profound implications for the global economy.

•	 It is impossible to understand GVCs without understanding how MNCs make their global 

production decisions. By understanding the objectives and strategies of MNCs, developing 

countries can better stimulate their entry into GVCs and increase the development benefits 

from MNC activities in their economies.

•	 MNCs have proliferated since the 1970s. They and their affiliates contributed 36 percent 

of global output in 2016, including around two-thirds of global exports and more than 

half of imports. Countries that are major global exporters all benefit from a strong pres-

ence of MNCs. 

•	 Three objectives dominate the production decisions of MNCs: lowering production costs, 

mitigating risks, and increasing market power. MNCs balance their level of control, their 

commitment of proprietary resources, the type and level of risks they take, and the costs 

and returns of various transaction modes to organize their global production networks. 

•	 The business strategies MNCs use to pursue each of their objectives are inextricably inter-

twined with the structural characteristics of the specific GVCs they operate within. 

•	 The rise of superstar firms and their increased market concentration have a dual impact 

on growth and distribution. MNCs’ business strategies affect the gains that foreign direct 

investment and GVCs bring in knowledge spillovers, resources, consumer welfare, and the 

distribution of value added in the supply chains. 
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Multinational corporations are the 
drivers of global value chains

Multinational corporations (MNCs) are firms that conduct direct business activi-

ties and own assets in at least two countries (Dietrich and Krafft 2012). Although 

cross-border direct business activities date back a long time (for example, the British 

East India Company began its operations in the early seventeenth century), the real 

forerunners of MNCs were the nineteenth century’s joint stock companies. Early 

MNCs invested abroad primarily to seek raw materials from developing countries. 

After World War II, many MNCs began operating in manufacturing, and the past 

three decades have seen more geographically fragmented activities in both manu-

facturing and services.

The internal organizational structure of companies evolved alongside develop-

ments in their activities and geographic scope as well as progress in communica-

tion and transportation technologies. Most early companies operated in a single 

sector with a functional structure. The multidivisional form, in which divisions are 

established along product lines, emerged only in the twentieth century. A further 

development, the matrix structure, allowed product lines and geographic lines to 

be considered simultaneously. Advances in information and communication tech-

nologies (ICTs) greatly reduced communication costs; transportation costs also 

fell dramatically in the past few decades, spurring a wave of globalization. MNCs 

increasingly outsource to and develop business activities with a variety of exter-

nal partners, ranging from subcontractors to suppliers to partners in research and 

development (R&D) or production activities. New structures have been developed 

to account for these external networks as well as for networks of affiliates internal 

to the companies (Dietrich and Krafft 2012). 

Because of these developments, MNCs have proliferated since the 1970s. Global 

estimates indicate that there were roughly 7,000 parent MNCs in 1970; this number 

had jumped to 38,000 by 2000 (OECD 2018) and was estimated at more than 

100,000 in 2011 (UNCTAD 2011). Together, these MNCs had close to 900,000 affili-

ates in foreign countries. Most MNCs originated in developed countries (70 percent 

according to UNCTAD [2011]), although more and more MNCs are headquartered in 

developing countries, and those MNCs are growing rapidly. In 2019, 12 companies 

headquartered in developing countries were among the world’s top 100 nonfinancial 

MNCs as ranked by foreign assets, compared with only 2 such companies in 2003 

(UNCTAD 2005, 2020). 

Foreign direct investment (FDI) is the primary form of global expansion for 

MNCs, and until recently it was their defining type of investment. The IMF (1977) 

sets a threshold of 10 percent as the minimum equity ownership necessary for 

a parent company to be considered to have a controlling interest in a foreign 

affiliate. Foreign investment involving a lower percentage of equity is classified 

as portfolio investment.1 FDI flows consist of equity capital (assets and liabili-

ties), reinvested earnings (net), and other capital (such as intercompany loans). 

A direct investment enterprise may be (a) a subsidiary (an enterprise of which 

more than 50 percent is owned by a nonresident investor), (b) an associate (an 

enterprise of which 10 percent to 50 percent is owned by a nonresident investor), 
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or (c) a branch (an unincorporated enterprise wholly or jointly owned by a non-

resident) (OECD 2010).

The use of nonequity modes (NEMs) by MNCs in international production has 

increased rapidly over the past two decades, outpacing the growth of FDI (figure 2.1). 

NEMs are contractual agreements, such as licensing, franchising, or management 

contracts. Global FDI flows have shown anemic growth since 2008; net of one-off 

factors such as tax reforms, megadeals, and volatile financial flows, FDI has aver-

aged only 1 percent growth per year for the past decade, compared with 8 percent 

from 2000 to 2007 and more than 20 percent before 2000 (UNCTAD 2020). Much of 

the continued expansion of international production has been driven by intangibles, 

such as royalties, licensing fees, and service exports. NEMs have been growing faster 

than FDI since 2000. They have also expanded fastest in the sectors in which they 

were most prevalent, as is evident in the relative growth rates of royalties, licensing 

fees, and trade in services (UNCTAD 2011, 2020). Compared with FDI, NEMs have 

lower up-front capital requirements, less exposure to risk, and greater flexibility to 

adapt to change, all of which have become critical so that MNCs can be agile in an 

ever-evolving market. 

Asset-light forms of investment also increased in the past decade because of 

digitalization and the new business models it made feasible. Top technology MNCs, 

such as Facebook and Google, can reach markets worldwide through digital chan-

nels without a significant physical presence. New business models, such as the 

sharing economy, allow MNCs such as Airbnb and Uber to enter foreign markets 

by building peer-to-peer networks and without owning physical assets themselves 

(UNCTAD 2020). 

There is a large body of literature studying the motivation and entry mode of 

MNCs (Antràs and Yeaple 2014; Helpman, Melitz, and Yeaple 2004; Melitz 2003). 

Various FDI taxonomies have been developed in different periods with diverse focus 

(box 2.1). These taxonomies, however, have many overlapping elements given that 

FIGURE 2.1 Indicators of international production, by tangibility

Source: From UNCTAD 2020, © United Nations. Reprinted with the permission of the United Nations.
Note: FDI = foreign direct investment.
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BOX 2.1 Motivations for and modes of foreign direct investment

Dunning’s framework

In 1977, Dunning first established the OLI (ownership, location, internalization) paradigm of why 
(ownership advantages), where (location advantages), and how (internalization advantages) a firm 
decides to invest abroad. He identified four types of foreign direct investment (FDI) motives: resource 
seeking, efficiency seeking, strategic asset seeking, and market seeking. These types are cross-cut-
ting with horizontal and vertical FDI. The potential limitation of this widely accepted taxonomy is that 
this theory was established before the rapid rise of global value chains (GVCs), and thus tended to 
pay little attention to the role of GVC network coordination on firms’ outward investment motivation. 

In addition to Dunning’s framework, FDI is commonly categorized as being horizontal or vertical. 

Horizontal FDI

Horizontal FDI occurs when multinationals undertake the same production activities in multiple coun-
tries. Horizontal FDI with a market-seeking motive is one of the earliest and most established types 
of FDI. This type of FDI is often associated with trade, that is, investment substitution. The reasons 
behind horizontal FDI include, among others, proximity to consumers, adaptation to local needs, tax 
planning, and sometimes tariff jumping. Japanese firms have been very active in using this strategy 
in the auto industry and electronics in US and European Union markets (Belderbos and Sleuwaegen 
1998; Head and Ries 2003). Greenfield FDI and mergers and acquisitions are both common modes 
of horizontal FDI.

Vertical FDI

Vertical FDI takes place when firms fragment production processes and locate each stage in the coun-
try where it can be performed at the least cost. The conventional interpretation for the motivation 
is factor cost differences, that is, efficiency-seeking FDI (Aizenman and Marion 2004). An increasing 
portion of the literature also suggests that vertical FDI also entails the strategic asset–seeking mo-
tivation to augment firm capacities. Strategic assets can include technology, production processes, 
management skills, networks, and more (Amann and Virmani 2015; Driffield and Love 2003). 

In addition, vertical FDI is used as an organizational format to minimize transaction costs. In a 
GVC network, market-based cross-border transactions may suffer from high transaction costs 
because of the absence of strong legal systems. Also, the increasing organizational complexity 
and growing length and layers of GVCs create additional transaction costs. Firms are therefore 
motivated to vertically integrate to avoid contract hazards and deficiencies (Antràs 2019; 
World Bank et al. 2017). 

Agglomeration FDI

FDI might also be attracted by location-specific spillovers. Production-unbundling costs associated 
with cross-border management, coordination, and logistics might outweigh the benefits of reduced 
factor costs. In such case, a firm may choose to move along with its GVC partners to new locations 
against its own comparative advantage (Baldwin and Venables 2010). For firms hoping to join new 
value chains through outward investment, location-specific externalities, such as pooled markets of 
skilled labor, availability of specialized inputs and services, and benefits of technological spillovers, 
become attractive conditions. For example, Japanese firms tend to be in proximity to other Japanese 
firms in the United States to access trained Japanese workers in the cluster (Head, Ries, and Swenson 
1995). Also, outward investors from Belgium, Germany, Italy, Japan, the Netherlands, Switzerland, the 

Continued on next page ›
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different strands of the literature analyze similar firm behavior through different 

lenses. This chapter focuses on vertical FDI because it is most relevant for production 

fragmentation and hyperspecialization.

The significant contributions of multinational 
corporations to global output and trade

 The production and business strategies developed by MNCs to fragment, out-

source, and offshore various activities gave rise to global value chains (GVCs). The 

internationalization of knowledge, technical and commercial alike, benefits both 

MNCs and the wider economies in their home and host countries. It is impossible 

to understand GVCs without understanding how MNCs make their global pro-

duction decisions. As microeconomic data have become increasingly available, 

research has changed dramatically over the past 20 years: attention has shifted 

from countries and industries toward firms that engage in international produc-

tion, investment, and trade.

Data on MNCs’ activities and performance are scattered among different sources 

and are rarely comparable across countries.2 This report uses a new database devel-

oped by the Organisation for Economic Co-operation and Development (OECD) 

to shed light on the overall contributions of MNCs to the global economy. This 

Analytical Activities of MNEs (multinational enterprises) (AMNE) database contains 

official data collected and published by national statistics offices along with esti-

mates made using various statistical methods. It covers 59 countries and a “rest of 

the world” group and provides disaggregated data for 34 sectors. Gross output, value 

added, exports, and imports from 2005 to 2016 are broken down into foreign firms 

(defined as having at least 50 percent foreign ownership) and domestic firms. The 

database further distinguishes (from 2008 onward) between domestically owned 

MNCs and firms that operate only domestically. 

MNCs, both domestic and foreign, account for a significant share of exports in 

most sectors (figure 2.2). According to the OECD AMNE database, MNCs and their 

affiliates contributed 36 percent of global output in 2016, including about two-thirds 

of global exports and more than half of imports. Their contribution is especially 

pronounced in knowledge-intensive goods, knowledge-intensive services, and 

regional processing sectors. Motor vehicle manufacturing is the most internation-

alized sector: MNCs make up 90 percent of the sector’s exports. In general, foreign 

United Kingdom, and the United States have demonstrated a positive correlation between locating 
investment in France with the proximity of nonhome foreign firms. It is possible that new firms use 
the experience and performance of other foreign firms as an Indicator of the business climate at that 
location (Crozet, Mayer, and Mucchielli 2004).

BOX 2.1 Motivations for and modes of foreign direct investment (FDI) (continued)
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MNCs represent a larger share of output and exports than domestic MNCs, but the 

opposite holds in a few sectors, such as textiles and apparel, telecommunications, 

and basic metals.

Positive correlation between the importance 
of multinational corporations and trade 
value across sectors and countries

Countries that are major global exporters all benefit from a strong presence of MNCs. 

Panel a of figure 2.3 shows a positive correlation between a country’s total exports 

and the share of exports contributed by MNCs. The breakdown between foreign and 

domestic MNCs in panel b of figure 2.3 reveals a more nuanced picture: the relation-

ship between countries’ total exports and foreign MNCs’ share in those exports is 

bell-shaped. In other words, the role of foreign MNCs in exports increases first, then 

declines when a country’s exports exceed a certain level. However, the slope of the 

polynomial line of best fit for domestic MNCs and exports is positive: exports by these 

FIGURE 2.2 Multinational corporations’ contribution to global exports, by sector

Source: Calculations based on Organisation for Economic Co-operation and Development Analytical Activities of MNEs 
(multinational enterprises) database.
Note: Data are averaged from 2008 to 2016. KIG = knowledge-intensive goods; KIS = knowledge-intensive services; 
LIG = labor-intensive goods; LIS = labor-intensive services; MNC = multinational corporation; RP = regional processing.
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MNCs increase with their countries’ total exports. As countries learn through export-

ing and as their economies grow, their own firms begin to internationalize. These 

domestic MNCs then play an important role in export expansion. For example, in 

China, Japan, and the United States, domestic MNCs contribute more than 40 percent 

of exports, twice as much as foreign MNCs contribute. However, foreign MNCs still 

act as primary exporters for many small economies with highly liberalized trade and 

FDI. For example, foreign MNCs’ contribution to exports is as high as 70 percent in 

Singapore.

The contribution of foreign firms to exports in 2016 was highest in Sub-Saharan 

Africa, having increased from 2005 to 2016 as FDI liberalization attracted more foreign 

investment and domestic firm capability remained weak (figure 2.4). Some countries 

in the Europe and Central Asia region also experienced increases in the export share 

of foreign firms because of the European Union’s enlargement and the further inte-

gration of Europe’s economies. For instance, foreign firms’ export share increased by 

18 percentage points in Romania. The Czech Republic, Hungary, and the Netherlands 

also saw increases of about 10 percentage points. In contrast, countries in East 

Asia, including China, the Republic of Korea, Malaysia, the Philippines, Singapore, 

Thailand, and Vietnam, generally experienced a decrease in foreign firms’ export 

share: foreign firms’ exports in these countries are still growing but were overtaken 

by those of domestic firms. Foreign firms’ contributions in Latin America and the 

Caribbean remain relatively low and declined from 2005 to 2016. And, last, foreign 

firms’ contribution is the lowest in South Asia despite modest growth. 

The dominance of MNCs increases with total sectoral exports in the manufactur-

ing sector (figure 2.5). Knowledge-intensive goods made up more than half of the 

global goods trade in 2018; international cooperation is crucial to producing these 
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FIGURE 2.3 Multinational corporations’ share of exports

Source: Calculations based on Organisation for Economic Co-operation and Development Analytical Activities of MNEs 
(multinational enterprises) database, 2008–16 average. 
Note: MNC = multinational corporation.
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FIGURE 2.4 Foreign firms’ share of exports, by region, 2005 and 2016

Source: Calculations based on the Organisation for Economic Co-operation and Development Analytical Activities of MNEs 
(multinational enterprises) database.

0

10

20

30

40

50

Pe
rc

en
t

East Asia and
Pacific

Europe and
Central Asia

Latin America
and the

Caribbean

Middle East and
North Africa

North
America

South Asia Sub-Saharan
Africa

2005 2016

Agriculture

Mining

Refined petroleum
Construction

Wholesale
and retail

Transport

Hotel and restaurant

Real estate

Health and social

Arts and entertainment

Textile and apparel

Food and beverages

Wood

Paper Rubber and plastic
Mineral

Basic metals

Fabricated metal

Furniture
Publish and broadcast

Telecom

Information
technology

Financial

Professional services and research

Education

Chemicals
Computer and electronics

Electrical equipment
Machinery

and
equipment

Motor vehicles

Other transport

Utility

Public administration

0

20

40

60

80

100

M
N

C
s’

 s
ha

re
 o

f e
xp

or
ts

 (
%

)

5 6 7 8 9 10 11

Log average annual exports

Commodity LISLIG RPKISKIG Other

FIGURE 2.5 Multinational corporations dominate highly tradable sectors

Source: Calculations based on the Organisation for Economic Co-operation and Development Analytical Activities of 
MNEs (multinational enterprises) database.
Note: This figure shows average annual global exports from 2008 to 2016 and the share of MNCs (both foreign and domestic) 
in total sectoral exports. KIG = knowledge-intensive goods; KIS = knowledge-intensive services; LIG = labor-intensive goods; 
LIS = labor-intensive services; MNC = multinational corporation; RP = regional processing.



	 Multinational Corporations Shape Global Value Chain Development	 71

products, given their complexity. MNCs contribute about 80 percent of exports in 

these sectors. Regional processing is the second most highly traded product group, 

and MNCs contribute about 70 percent of exports within it. Given the bulky or 

perishable nature of these products, most of the trade in this group happens in 

regional rather than global value chains. Labor-intensive goods have a much lower 

total trade value than knowledge-intensive goods because their unit prices tend to 

be very low, but MNCs still play a leading role in the GVCs of these goods, especially 

textile and apparel. 

The contribution of MNCs increases with tradability in the service sector. 

Among labor-intensive services, transportation and wholesale and retail are the 

most tradable: transportation directly moves goods and people across borders, 

and retail firms deliver goods to final consumers. MNCs account for about half of 

global exports in these sectors. For knowledge-intensive services, financial ser-

vices, information technology, and telecommunications are the top three traded 

sectors. MNCs contribute about 70 percent of these sectors’ global exports. 

Publishing and broadcasting, professional services, and research activities are 

also highly tradable, and MNCs’ shares in these sectors are greater than 50 per-

cent. Among all the service sectors, education, health and social services, and 

public administration are the least tradable and are almost entirely dominated 

by domestic, non-MNC firms.

Multinational corporations’ objectives and 
strategies in global value chains

The business objectives and strategies of MNCs shape the development of GVCs. 

GVCs encompass a myriad of firm-to-firm relationships and the full range of activities 

required to bring a product or service from conception to its end use. These activities 

must be managed and coordinated. MNCs organize their international production 

networks via investment, trade, people, and information flows. Their production 

decisions have profound implications for the global economy and for the develop-

ment of its subunits (Buckley 2009, 2010; Buckley, Driffield, and Kim, forthcoming; 

Buckley and Strange 2011).

MNCs have three main objectives in organizing their global production: lowering 

production costs, mitigating risks, and enhancing market power (figure 2.6). These 

three objectives are rooted in the theory of firms, industrial organizations, and inter-

national trade and investment. The “make or buy” decisions of MNCs define the 

firms’ boundaries; their “where and how to make” decisions determine their geo-

graphic distribution (in the form of FDI or NEM); and their “where and how to buy” 

decisions link suppliers from multiple locations into their global production networks 

with varying coordination intensity. MNCs balance rewards and risks in all these deci-

sions, and they leverage their market power to raise their markups or negotiate better 

terms of trade with suppliers. These three objectives, and MNCs’ business strategies, 

are inherently interconnected—MNCs often make purchasing, production, and sell-

ing decisions simultaneously. This chapter focuses on the purchasing and production 

decisions and strategies because these decisions are most relevant for GVCs.
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Production costs

• Outsourcing and o�shoring
• Modes of foreign involvement

(equity, nonequity modes, arm’s length trade)

Market power
• Research and development 
• Branding 
• Standards

• External and Internal risks
• Robustness vs. resilience

Risks

Supply chain management
• Supply management
• Supply chain coordination
• Logistics management

Transaction cost and incomplete contracts
• Contractual frictions
• Level of control
• Commitment of proprietary resources

Market contestability
• Product differentiation
• Influence price markups
• Firm entry and exit

FIGURE 2.6 Multinational corporations’ three objectives in organizing their global 
production

Source: World Bank.

Lowering production costs

MNCs spread their production networks across the globe to benefit from factor cost 

arbitrage and economies of scale. To lower their production costs, MNCs segment 

their stages of production and assign each stage to the internal or external units that 

can perform it most cost-effectively. This process is characterized by the “smile curve” 

of GVCs, in which the two ends of the value chain, typically conception and mar-

keting, add more value to the product than the middle—manufacturing—part of the 

chain (figure 2.7). From R&D and product design to marketing and sales, the MNC-

led high-value-adding activities mostly concern intangibles, such as technology and 

branding, which constitute the core proprietary resources that enabled the MNC’s 

growth and global expansion in the first place. Labor-intensive production is usually 

offshored to lower-cost locations.

Production segmentation, outsourcing, and offshoring are the most important dis-

tinguishing features of contemporary globalization (Arndt and Kierzkowski 2001). 

Production segmentation is usually the precondition for outsourcing. Both outsourc-

ing and offshoring can increase production length, defined in this report as the num-

ber of firms (including cross-border intrafirm trade) a product or service must go 

through before reaching its final customer (Fally 2012; Wang et al. 2017). Production 

length captures the degree of specialization and complexity involved in the produc-

tion process (Antràs et al. 2012; Wang et al. 2017). 

Offshoring and outsourcing define not only a firm’s boundary but also its geo-

graphic footprint. Offshoring lengthens production through cross-border intrafirm 

or interfirm trade, whereas outsourcing lengthens production through domestic or 

international interfirm trade (table 2.1). MNCs can set up their own subsidiaries or 
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FIGURE 2.7 Smile curve of value-adding activities in global value chains

Source: World Bank. 
Note: The base price is the factory price or production cost, in contrast to the retail price, which adds in shipping 
and insurance costs, tariffs, sales taxes, and various markups. MNC = multinational corporation; R&D = research and 
development.
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TABLE 2.1 How offshoring and outsourcing affect production length

Production strategy Offshoring Outsourcing Impact on production length

Fully in-house production: Lead firm carries out 
the whole production process by itself in its home 
country (internalized production kept in-house)

No No No GVC involved, no impact on 
production length

Offshore in-sourcing: Lead firm sets up its own 
subsidiary in another country to carry out certain 
stages of production (internalized production 
done by foreign affiliates)

Yes No Lengthens production through 
intrafirm trade

Domestic outsourcing: Lead firm hands over 
some production stages to another firm in the 
same country (externalized production at home)

No Yes Lengthens production through 
domestic interfirm trade

Offshore outsourcing: Lead firm uses overseas 
suppliers to supply inputs or carry out certain 
tasks (externalized production abroad)

Yes Yes Lengthens production through 
international interfirm trade

Source: Adaptation of Radlo 2016 and UNCTAD 2004.
Note: GVC = global value chain.

entities offshore to benefit from cheaper labor costs while ensuring better control over 

quality and intellectual property. This strategy is called offshore in-sourcing. Firms 

can also outsource and offshore at the same time, known as offshore outsourcing, if 

they use foreign suppliers for certain inputs and tasks. Outsourcing and offshoring 

have resulted in longer GVCs, which offer both advantages and disadvantages for 

MNCs (figure 2.8). 
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Economists have developed two main theories to explain firms’ boundary decisions 

(what to outsource and what to keep in house): transaction cost economics (TCE; pio-

neered by Klein, Crawford, and Alchian [1978] and Williamson [1973, 1975, 1985]) 

and property rights theory (PRT; pioneered by Grossman and Hart [1986] and Hart 

and Moore [1990]). TCE assumes that market transactions are plagued by incomplete 

contracts and locking-in among trading partners. Locking-in usually happens when 

relationship-specific investment in the trading partner is required. Locking-in leads 

the value of the partners’ relationship to exceed the value of the trading partners’ 

outside alternatives, creating “quasi-rents.” Firms decide what to own and what to 

outsource by comparing the efficiencies of the available transaction modes. TCE thus 

predicts that MNCs tend to integrate transactions for which there are high levels of 

quasi-rents and incompleteness in contracts. The PRT theory, in contrast, focuses on 

distortions in ex ante investments rather than in the ex post haggling costs central to 

TCE. When one external supplier is acquired by another, the supplier has less incen-

tive to invest in the quality of its products because its profits are shared with the par-

ent firm. The PRT theory predicts that MNCs outsource the production of key inputs 

O�shore in-sourcing

O�shore

Outsource

Domestic

In-house

Advantages
• High level of control • Potentially highest

cost savings
• Highest costs of

communication and
coordination

• Cultural barriers and
regulatory and legal
risks

• Knowledge or
technology leakages

• Knowledge or
technology leakages

• Highest risks of
quality control

• Highest risks of
quality control

• Reductions in
strategic alignment

• Reductions in
strategic alignment

• Focus on core
business

• Access to world-class
capabilities

• Cost savings 

• Cost savings
• Focus on core

business
• Access to domestic

external capabilities

• Improved quality

• Highest level of 
control

• Highest costs due to
expensive labor,
internal
administrative and
bureaucratic
expenses

• Lack of expertise in
certain stages

• No intellectual
property leakages

Disadvantages

Advantages Disadvantages Advantages Disadvantages

Advantages Disadvantages
• Increased costs of

communication and
coordination

• Increased costs of
communication and
coordination

• Cultural barriers and
regulatory and legal
risks

Domestic in-house production Domestic outsourcing

O�shore outsourcing

FIGURE 2.8 Advantages and disadvantages of outsourcing and offshoring

Source: Summary of Inman and Helms 2005 and Radlo 2016.
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to limit underinvestment in these crucial inputs. Recent empirical studies confirm 

that TCE and PRT forces jointly shape MNCs’ outsourcing patterns (Alfaro et al. 2019; 

Berlingieri, Pisch, and Steinwender 2018). 

Theories and empirical studies also abound regarding firms’ offshoring behavior 

and choice of locations (Alfaro and Charlton 2009; Blonigen 2005; Du, Lu, and Tao 

2008; Head, Ries, and Swenson 1995; Helpman 1984; Makino, Lau, and Yeh 2002; 

Osnago, Rocha, and Ruta 2017). Helpman (1984) developed a general equilibrium 

model of international trade in which MNCs choose where to locate their product 

lines to minimize costs. Several economists then developed the “new trade theory of 

the MNC” on the basis of assumptions of increasing returns to scale and firm profit 

maximization modeling (Helpman 1985; Helpman and Krugman 1985; Markusen 

1984, 1995, 1998). MNCs have developed multitiered, complex offshore outsourcing 

and in-sourcing strategies that are based on the integration and coordination of mate-

rials, processes, tasks, designs, technologies, and suppliers (Monczka and Trent 1991).

There is a tension between cost differences that create incentives to offshore 

production and colocation or agglomeration forces that bind stages of production 

together. Reductions in international friction facilitate the relocation of production 

to align with comparative costs, but this relocation is not necessarily continuous or 

monotonic (Baldwin and Venables 2010). Geographic proximity to major markets, 

availability of cheap labor, local industrial agglomeration, supportive business envi-

ronments, good infrastructure, and open trade and investment policies are the com-

mon determinants—along with many other factors, such as international trade and 

investment agreements and cultural factors—for both offshore outsourcing (trade) 

and vertical FDI. 

Core questions in MNCs’ outsourcing and offshoring decisions are how much 

proprietary resources the MNCs wish to commit to their relationships, what level of 

control they demand, what type and degree of costs and risks they are willing to bear, 

and what return on investment they require (McDonald, Burton, and Dowling 2002). 

MNCs use firm-specific ownership advantages (in R&D, management, or marketing 

and distribution) as inputs that can serve product lines in multiple locations (Helpman 

1984). They manage GVCs through both internalization (ownership) and externaliza-

tion (NEMs, arm’s length trade). FDI thus occurs when a firm can increase its value by 

internalizing markets for its intangible assets.3 Ownership also offers the benefits of a 

higher level of control of assets, employees, products, and prices. However, MNCs do 

not expand their business activities indefinitely because the internal administrative 

costs of ownership will eventually outweigh its benefits. 

MNCs use different transaction modes to balance cost, risk, and control in their 

interfirm relationships when outsourcing or offshoring business activities. MNCs 

organize their production networks using three main modes: equity investment 

(FDI), NEMs, and arm’s length trade. Equity investment includes mainly wholly 

owned subsidiaries and joint ventures. NEMs include, among others, licensing, fran-

chising, and management contracts. Arm’s length trade refers to imports, exports, 

and subcontracting with unrelated parties. Equity investment generally requires 

higher costs, entails more risks, and promises greater returns than NEMs and arm’s 

length trade. Equity investment also allows a higher degree of control over assets, 

employees, and operations and is less likely to leak proprietary knowledge. NEMs 
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offer a mode in between equity investment and arm’s length trade. They generally 

have lower entry costs than equity investment and allow firms to quickly expand 

into new markets without much risk or large capital investments. NEMs also give 

firms greater flexibility in adapting to change. Arm’s length trade has the lowest 

setup costs and lowest risks, but MNCs pursuing this approach have little control 

over their import suppliers and limited access to foreign markets through exports 

for certain goods and services. Arm’s length trade and NEMs can either pave the 

way for future FDI or serve as substitutes for FDI, depending on the specific motiva-

tions of the MNCs in question. There is high heterogeneity in firms’ configurations 

of investment and trade and the range of nonequity, contract-based partnerships in 

GVCs across sectors and markets (Andrenelli et al. 2019).

Which mode of foreign involvement an MNC chooses often hinges on the host 

country’s context, especially its trade, investment, and competition policies. Many 

countries still impose caps on foreign equity shares and limit FDI in certain indus-

tries. Tariff jumping is another key motivation for MNCs to set up production facilities 

abroad to serve local customers: MNCs can avoid tariffs imposed by the host country 

by establishing local production capacity. Foreign acquisitions can alter the domes-

tic and global competitive landscapes for the host country; host countries tend to 

use competition policy to regulate foreign takeovers to ensure market contestability. 

MNCs constantly adapt their transaction modes to reflect their host countries’ regula-

tions and business environments.

FDI, NEMs, and arm’s length trade have different implications for development, 

depending on the specific sector involved and the stage of production in a GVC where 

they take place. All three modes have made significant contributions to employment 

worldwide. NEMs can drive export growth, transfer intellectual property, improve 

labor skills, and foster local entrepreneurship. They encourage domestic enterprise 

development and investment in productive assets. Eventually, NEM activities can 

enhance the productive capabilities of developing countries and deepen those coun-

tries’ integration into GVCs. FDI generates productivity spillovers in host countries 

through the demonstration and linkage effects (Alfaro et al. 2004; Barba Navaretti 

and Venables 2004; Du, Harrison, and Jefferson 2011; Farole and Winkler 2014; 

Javorcik, Lo Turco, and Maggioni 2017; Javorcik and Spatareanu 2009; Lipsey 2004). 

FDI can also improve resource allocation by pushing out the host countries’ least 

productive firms (Alfaro and Chen 2018), but doing so requires an ecosystem of good 

institutions, a deep talent pool, quality infrastructure, and other complementary fac-

tors to attract FDI in the first place and to spread its benefits throughout the host 

country’s wider economy.

Once MNCs have set up their global production networks, supply chain manage-

ment becomes pivotal to increasing their efficiency and reducing waste. As differ-

ent parts of the world have become more connected and MNCs’ supply chains have 

grown longer, the need for better supply chain management has intensified. MNCs 

leverage their worldwide purchasing power, production capacity, and distribution 

channels to reduce material inventories, eliminate waste, and improve efficiency.

Supplier selection, supply chain coordination, and logistics management are key ele-

ments in MNCs’ supply chain management (Tomas and Hult 2003). Once an MNC 

determines its needs, it identifies a pool of suppliers capable of fulfilling them. It then 
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evaluates each potential supplier on the basis of a set of criteria and finally contracts 

with the suppliers it selects. MNCs often have hundreds or even thousands of suppliers. 

Coordination is therefore crucial to improving supply chain performance by aligning 

the plans and objectives of MNCs and their suppliers. Supply chain coordination usually 

focuses on inventory management and ordering decisions in distributed intercompany 

settings (Kumar 1992). Logistics management is also central to inventory management 

and ordering decisions because access to efficient and reliable transportation, ware-

housing, and distribution can be a core advantage for MNCs over their competition. 

This global supply chain management affects all functions of an organization. Successful 

global supply chain management requires focused efforts across the entire company 

and collaboration with all outside suppliers and service providers.

Ultimately, MNCs’ choices as to which markets to serve, where to operate plants, 

what products to export, and which countries to source inputs from are interdepen-

dent (Bernard et al. 2018). These decisions affect variable production costs and prices 

and influence exports of products to markets and imports of inputs from source coun-

tries. Incurring the fixed costs of sourcing inputs from one country can give a firm 

access to lower-cost suppliers, reducing its production costs and prices while increas-

ing its profits. This effect in turn allows the firm to increase its scale of operation, 

making it more likely that the firm will find it profitable to incur the fixed costs of out-

sourcing (Antràs, Fort, and Tintelnot 2017; Tintelnot 2017). Exporting and importing 

decisions are also interdependent. More productive firms lower their production costs 

by sourcing inputs from more countries. They also expand their scale of operation by 

both exporting more products to each market and exporting to more markets overall. 

Mitigating risks

In their unrelenting quest for efficiency, MNCs also try to minimize and mitigate 

value chain risks. Such risks stem from multiple sources, both external (such as mac-

roeconomic, social, health, environmental, political, and regulatory risks) and inter-

nal (such as operational, process, financial, personnel, management, planning, and 

control risks) (Calatayud and Ketterer 2016). The trade-off between production effi-

ciency and value chain robustness has been a perennial challenge for MNCs.

Supply chain risks are affected not only by production length but also by several 

other factors. MNCs tend to face growing risks as their global supply chains lengthen, 

their tiers of suppliers multiply, and their overall complexity increases. However, the 

relationship between supply chain risks and production length is complicated. For 

example, geographically dispersed production networks may be more prone to dis-

ruption, but they also diversify locational risks. Idiosyncratic shocks to any individual 

firm could propagate though the entire network and lead to aggregate fluctuations; 

how risk affects upstream and downstream firms depends on the network’s struc-

ture and input specificity, among other factors. (Acemoglu et al. 2012; Barrot and 

Sauvagnat 2016). 

Supplier diversification is a key strategy for mitigating supply chain risks. For each 

specific need, a firm chooses between single sourcing and multiple sourcing on the 

basis of input specificity, supplier capability, and a range of other factors. MNCs often 

source the same inputs from multiple locations and multiple suppliers. This multiple 
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sourcing often promotes innovation and competition among suppliers, giving MNCs 

access to better prices and higher quality. Multiple sourcing also helps MNCs maintain 

their supply chains’ agility and thus reduces their risks.

However, supplier diversification could result in high costs because identify-

ing potential suppliers and building stable relationships requires significant invest-

ment and effort. Diversification is also not always an option: capable suppliers that 

can deliver products or services with the required quality, timeliness, and volume 

can be rare in highly specialized segments. Complex products often require special 

machinery and customized components, requiring relationship-specific investments 

in suppliers and stable, long-term contracts. Additionally, although single sourcing 

may seem more risky than multiple sourcing, it requires much less work to initiate 

and maintain, particularly when it comes to qualifying suppliers. Single sourcing also 

maximizes an MNC’s volume leverage over its chosen supplier’s prices and allows it 

to maintain a stronger relationship with the supplier, which can result in better terms 

and more stability in the long term (table 2.2). 

Increasing supply chain visibility is another frequently cited strategy for MNCs 

to map and manage risks. MNCs with very complex global supply chains have real-

ized the importance of end-to-end visibility as they face more frequent supply chain 

disruptions. They work to increase transparency throughout their multitier supply 

chains, constructing databases with information on the location, performance, audit 

results, and risk factors of both direct and indirect suppliers. MNCs also work closely 

with key suppliers to monitor the most relevant risks, define possible scenarios and 

assess their impacts, and develop response strategies. 

As with supplier diversification, gaining end-to-end supply chain visibility is easier 

said than done. The weak links in a supply chain often purposefully conceal their 

weaknesses; uncovering them can be quite challenging. Studies show that busi-

ness risks increase with the tier of a supplier: second-tier suppliers often have many 

TABLE 2.2 Pros and cons of single- versus multiple-sourcing strategies

Sourcing 
strategy Pros Cons

Single 
sourcing

•	Less work to qualify the source and less 
administrative effort involved, which can be a 
significant advantage when dealing with highly 
technical materials

•	Maximizes leverage based on total quantity; firms 
more likely to negotiate a volume-based price

•	Stronger relationships that may offer better 
terms in the long term

•	Potential loss of market-competitive pricing
•	 Difficult to find alternative suppliers during 

supply shortages
•	High risk of product unavailability, with possible 

catastrophic loss of customer goodwill, should 
the supplier's operations be interrupted

Multiple 
sourcing

•	Diversified suppliers act as safety net to ensure 
products’ availability

•	Could promote innovation and competition 
among suppliers, leaving the MNC more likely to 
get better prices and quality

•	Supply chain agility maintained by developing 
a database of qualified suppliers, enabling 
opportunities in a variety of scenarios

•	More costly to build and maintain relationships 
with multiple suppliers; high administrative costs

•	Loss of the volume leverage that can help MNCs 
obtain attractive pricing

Source: Blome, Constantin, and Michael Henke 2009. Burke, Carillo and Vakharia 2007.
Note: MNC = multinational corporation.
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more risk issues than first-tier suppliers, and so on. The criticality of risk issues also 

increases further down the supply chain, with third-tier suppliers showing on aver-

age more critical issues than second- and first-tier suppliers (DeAngelis 2015). To 

detect such risks, MNCs need in-depth and proactive supply chain management that 

can monitor and analyze many more variables than would seem humanly possible. 

Big data and new technologies are making supply chain visibility much more effec-

tive and affordable. 

MNCs are increasingly willing to trade efficiency for risk mitigation as they grapple 

with increasing geopolitical tensions, environmental concerns, natural disasters, and 

volatile demand. Increasing uncertainty calls for more rigorous risk management. 

MNCs thus need to invest more time and resources into building risk management 

capability, assembling dedicated teams for risk management, and embedding risk 

management processes into their operations and decision-making processes. 

Enhancing market power

MNCs are generally the largest and most productive firms in their respective mar-

kets. They often use their market power to charge higher markups and improve 

their terms of trade with suppliers and customers. The textbook definition of mar-

ket power is a firm’s ability to influence the price at which it sells its products 

(Syverson 2019). Using this definition, the magnitude of a firm’s market power is 

tied to the size of the gap between price and marginal cost at its profit-maximizing 

level of output. 

Decades of microeconomic study have built a sound knowledge base for mar-

ket power analysis. The structure-conduct-performance paradigm describes how 

market structure affects economic performance through firm conduct (Boner and 

Krueger 1991). Market structure, as captured mainly by the number of sellers and 

buyers in a market, their relative negotiation strength as measured by their ability 

to set prices, the degree of concentration among sellers and buyers, the degree of 

differentiation and uniqueness of products, and barriers to entry and exit, is the 

primary determinant of both firm conduct and firm performance. At one extreme—

perfect competition (a market with very many sellers and buyers and no barriers 

to entry or exit, among other conditions)—no seller or buyer has the power to 

influence, on his or her own, the price (or terms) at which a product is sold or 

purchased. At the other extreme—a monopoly or monopsony—the seller or buyer 

has the power to set the price (or terms) most advantageous for him or her. The 

great majority of markets fall between these two scenarios and involve imperfect 

competition. 

Markups are difficult to measure directly because doing so requires information on 

not just prices but also hard-to-observe marginal costs (Syverson 2019). As a result, 

many alternative metrics have been used in economic research, such as the number 

of competitors (actual or potential), profit rates, the costs of market entry, market 

shares, and market concentration (Aghion et al. 2005; Autor et al. 2020; Collins and 

Preston 1969; De Loecker, Eeckhout, and Mongey 2018; De Loecker, Eeckhout, and 

Unger 2020; De Loecker and Warzynski 2012). The two most common concentration 

measures are the Herfindahl-Hirschman index, which is the sum of firms’ squared 

market shares, and C
n
, which is the combined market share of the largest n firms. 
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For lack of data measuring market power through price markups, this chapter uses 

the total sales, market shares, gross margins, and earnings before interest and taxes 

(EBIT) margins of lead firms to proxy their market power.4 

MNCs gain market power through firm-specific assets as well as a combination 

of strategies. Some sectors tend to have natural monopolies because of economies 

of scale and network effects. MNCs in such sectors benefit hugely from first-mover 

advantages. In many sectors, MNCs also gain market power through intangibles, such 

as branding, design, and technology. They tend to invest aggressively in R&D, patent-

ing, and marketing to establish their dominance. Table 2.3 summarizes some common 

strategies MNCs adopt to maximize their market power. Most MNCs implement mul-

tiple strategies, and the importance of each strategy varies from one MNC to another.

The market power MNCs possess allows them to benefit disproportionally from 

GVCs. Although most existing research on market power focuses on product mar-

ket power, firms can also have market power in factor markets. MNCs can require a 

monopsony markdown on the prices they pay their suppliers, employees, and capital 

service providers. As a result, consumers may have to pay a much higher price than 

they would in a perfectly competitive market, and suppliers may get only a fraction of 

the value they add (figure 2.9). For example, in the coffee value chain, large roasters 

and retailers like Nestle and Starbucks are estimated to capture 85 percent of the retail 

TABLE 2.3 Multinational corporations’ strategies to increase market power

Strategy Description

Branding Construct an entry barrier by establishing a brand. This strategy tilts the bargaining power in 
production to the firm that holds the brand. Branding promotes recognition among customers, 
helps set a firm apart from its competitors, and lets customers know what to expect from the 
brand. 

Undertaking R&D and 
innovation

Invest aggressively in R&D and patenting to ensure a firm's technological lead, and protect 
its proprietary assets through patents, trademarks, and other forms of intellectual property 
protections to reduce the potential for technology leaks.

Setting standards Set, monitor, and facilitate compliance among actors within the value chain with rules covering 
a range of parameters (such as the resolution, display type, and picture mode of a television) 
and standards. Setting and enforcing industry standards gives the lead firm a powerful edge 
with which to entrench its first-mover advantage and market dominance.

Engaging in mergers 
and acquisitions

Acquire competitors to increase market share and consolidate resources.

Strengthening 
customer relationships

Increase switching costs and gain customer loyalty by strengthening customer relationships. 
This strategy not only helps retain existing customers but also can attract new customers.

Segmenting the 
market and catering to 
niche audiences

Identify a market segment that has the greatest need or want for a firm's products or services 
and tailor the firm’s message to that market. This strategy works best when the firm targets a 
highly specific, clearly defined customer demographic.

Exploiting network 
effects and building 
ecosystems

Incur large up-front costs to develop a product or service, race to the market, and entice new 
users to reach a critical mass. Once the number of users hits a critical mass, network effects 
induce a virtuous cycle because the product or service becomes more valuable as more people 
use it. Develop an ecosystem of products or services. This ecosystem further increases switching 
costs for users, and lead firms can collect multifaceted user data to strengthen their dominant 
positions.

Source: World Bank summary based on Boston Consulting Group 2020; Clifton 2009; Dalgic 2006; Hill 1997.
Note: R&D = research and development. 
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value of a US$3.43 cup of coffee. Coffee growers get only one cent, or 0.4 percent of 

the final retail price (Bruce-Lockhart and Terazono 2019). For a pair of Nike sneakers 

sold at US$100, the factory free on board cost is only US$25; Nike is estimated to 

capture US$21.50 of the value added, and the retail shop charges another 100 per-

cent markup (Kish 2014). A breakdown of the iPhone 11 Pro Max by Tech Insights 

(Yang, Wegner, and Cowsky 2019) reveals that the total cost to produce an iPhone 

that sells for US$1,099 is US$490.50. Apple keeps US$609, or more than 55 percent 

of the sales price, far greater than the amount received by any other firm in the supply 

chain. MNCs in service sectors sometimes have even higher profit rates. For example, 

Microsoft’s gross margin exceeded 63 percent in 2019.5 MNCs then reinvest the huge 

profits they make from GVCs into R&D, marketing, expansion, and innovation to 

maintain their leading positions. 

Retail markup

Factory free on board cost

Sales and administrative
expenses

Wholesale profit

Duty

Tax

Sea freight and insurance

$50

$25

$15

b. A pair of Nike sneakers, US$100a. A cup of co�ee, US$3.43

Retail shop rent

Sta� salary

Tax

Retail shop profit

Cup, stirrers, napkins

Milk

Roaster costs and margin

Exporter or trader

Transport

Processor

Grower

$1.21

$0.86

$0.52

$0.34

$0.25

$0.14

$0.11

Apple Inc.
Camera / images

Display /  touchscreen
Applications processor

Nonelectronics
Memory (nonvolatile)

RF component
Baseband processor

Other
Final assembly and testing

Substrates
Memory (volatile)

Battery
Connectivity

Power management / audio
Supporting materials

Mixed signal

Sensor

c. An iPhone 11 Pro Max, US$1,099

$609

$74
$67
$64
$61

$58
$30
$26
$21
$21
$17

FIGURE 2.9 Value chain cost breakdown for selected products

Source: World Bank illustrations based on news reports.
Note: RF = radio frequency. All dollar amounts are US dollars.
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Bringing it together: Global value chain archetypes 
and multinational corporations’ business strategies

The previous section of this chapter introduces a general framework for MNCs’ objec-

tives and business strategies; this section explores how these strategies interact with 

the characteristics of different GVC archetypes (table 2.4). Note that sectors within 

a given archetype still have very different characteristics—this table covers only the 

most common characteristics and MNCs’ business strategies. 

Structural characteristics of global value chains across six archetypes

This report classifies sectors into six archetypes. This section elaborates on the struc-

tural characteristics of each of the six GVC archetypes and how these characteristics 

influence the business strategies of MNCs. There is still vast heterogeneity across sec-

tors, segments, and tasks within each GVC archetype; this section focuses on the most 

salient features of each archetype and explains how sectors within an archetype can 

differ. 

Commodities are natural resources, such as agricultural products, energy, or met-

als, that have a global market. Commodity markets are characterized by nearly homo-

geneous products and high fungibility. Still, different types of commodity producers 

have distinct characteristics and can vary vastly in production organization, supply 

chain management, and market power. For agricultural commodities, MNCs’ level of 

control is very low, their production length is short, and their suppliers are extremely 

diversified. As the most ancient industry, agriculture has very low barriers to entry 

and remains the only source of livelihood in many low-income areas. The four major 

agricultural commodity traders, Archer Daniels Midland, Bunge, Cargill, and Louis 

Dreyfus, collectively known as the “ABCD” companies, share a significant presence 

in many agricultural commodities; for example, they control as much as 90 percent 

of the global grain trade (Murphy, Burch, and Clapp 2012). Their main suppliers 

are numerous farmers, together with seed, fertilizer, agrochemical, and agricultural 

machinery companies. They sell agricultural products to all sorts of downstream buy-

ers and final consumers. Despite their high market share, the lead firms have rel-

atively low market power. The gross margin for the ABCD firms averages about 6 

percent, and their average EBIT margin was only 2.3 percent in 2018.

In contrast to agricultural commodities, energy and metal GVCs are capital and 

knowledge intensive but do not create as many jobs. MNCs tend to have higher lev-

els of control in these sectors, and equity investment is the most common mode by 

which they enter foreign markets. Production length is relatively short, and lead firms 

enjoy high market power and profitability because of the nonrenewable nature of the 

commodities and the high barriers to enter the market (for example, high sunk costs). 

Most commodities have inelastic supply in the short term: tiny changes in demand 

result in huge price fluctuations (Caldara, Cavallo, and Iacoviello 2016). Inelastic 

demand and supply often subject both commodity exporters and major commodity 

importers to magnified shocks. 

Labor-intensive services encompass a hodgepodge of activities that have absorbed 

most unskilled labor in recent years. These industries include retail, wholesale, 
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TABLE 2.4 Global value chain characteristics and multinational corporations’ business strategies

GVC 
archetype Sectors

GVC 
characteristics

Strategies

Lower 
production 

costs Mitigate risks
Increase 

market power

Commodities Agriculture, fuel, 
minerals

Nearly 
homogeneous 
products and high 
fungibility, inelastic 
supply and 
demand, high price 
fluctuations

Arm's length trade, 
contract farming; 
short value chains

Multiple sourcing, 
usually extremely 
diverse suppliers, 
various strategies 
to hedge 
commodity price 
risk

Economies of 
scale

Labor-
intensive 
services

Wholesale 
and retail, 
transportation and 
storage, tourism, 
health and social 
services, personal 
services, leasing, 
other services 

Labor intensive, 
low entry barriers, 
some sectors less 
tradable

NEMs (for example, 
management 
contracts, 
franchising); short 
value chains

Multiple sourcing, 
improving 
logistics, demand 
forecasting, 
data sharing 
with suppliers 
for inventory 
management

Branding

Labor-
intensive 
goods

Textiles, apparel, 
toys, leather 
products, footwear

Production 
requires human 
dexterity, highly 
differentiated 
products with short 
lifespans, highly 
tradable

Contract 
manufacturing; 
long value chains

Multiple sourcing 
to diversify risks, 
trend analysis 
and prediction, 
agile supply chain 
management 
and small-batch 
production, supply 
chain visibility

Branding

Regional 
processing

Food and 
beverages, 
fabricated metal 
products, rubber 
and plastics, 
glass, cement and 
ceramics, furniture

Perishable, fragile, 
or bulky products; 
high transportation 
and storage costs; 
relatively low entry 
barriers; highly 
differentiated 
products

Arm's length 
trade, contract 
manufacturing, FDI; 
short to medium 
value chains

Multiple sourcing to 
diversify risks

Economies of 
scale, branding

Knowledge-
intensive 
services

Research and 
development, 
IT services, 
professional 
services, education

Knowledge 
intensive, 
tradability varies 
across sectors

FDI; short value 
chains

Limited 
outsourcing, 
intellectual 
property protection

R&D, network 
effects, setting 
standards

Knowledge-
intensive 
goods

Automobiles, 
transportation 
equipment, 
computers and 
electronics, 
electrical machinery 
and equipment, 
chemicals and 
pharmaceuticals

Highly 
sophisticated 
products, high level 
of specialization, 
high switching 
costs, highly 
tradable

Contract 
manufacturing and 
FDI; extremely long 
and complex value 
chains

Likely single 
sourcing for key 
components, strong 
ties with suppliers, 
intense supply 
chain coordination, 
supply chain 
visibility

R&D, branding, 
setting standards

Source: World Bank.
Note: FDI = foreign direct investment; GVC = global value chain; IT = information technology; NEMs = nonequity modes; 
R&D = research and development.



84	 AN INVESTMENT PERSPECTIVE ON GLOBAL VALUE CHAINS

transportation, real estate, health and social services, food and accommodations, 

and personal services. Service value chains are very different from value chains for 

goods: some services link different stages of goods production, such as transporta-

tion, wholesale, and retail; other services are stand-alone, such as health and social 

services. Franchising and management contracts are most common in fast food, retail, 

and hotel chains, although equity investment coexists with this model. Both labor-

intensive and knowledge-intensive services value chains tend to be short, usually 

even shorter than commodity value chains. Entry barriers for labor-intensive services 

are very low. Most small enterprises and microenterprises operate in labor-intensive 

services. Establishing a brand, acquiring competitors, and catering to niche markets 

are among the most common strategies lead firms in these industries use to maximize 

their market power. 

Textiles, clothing, footwear, and toys are typical labor-intensive goods that are 

highly tradable and employ many unskilled manufacturing workers. The garment 

and footwear sectors have many different segments serving a range of consumers 

who differ in demographics, location, purchasing power, and fashion taste. MNCs’ 

control remains low to moderate. Big-brand companies work on design and market-

ing and outsource manufacturing to contractors who often operate multiple factories 

in Asia and Sub-Saharan Africa. Textiles, apparel, and footwear value chains are long 

and global; suppliers are well diversified to reduce their risks. For example, Nike, 

the world’s top sportswear company, outsources production to 42 countries, and its 

567 independent factories employ more than 1 million workers. The largest single 

footwear factory accounted for only 5 percent of Nike’s total footwear production, 

and the largest single apparel factory accounted for 7 percent of Nike-brand apparel 

production. MNCs in these sectors enjoy high market power from their branding and 

sales channels. Nike’s gross margin was 43.8 percent, and its EBIT margin was 12.2 

percent in 2018, whereas the average gross margin of its top five direct suppliers was 

23 percent and their average EBIT margin was 6.3 percent. 

Regional processing sectors feature perishable, fragile, or bulky products that have 

high transportation and storage costs. Food and beverages, wood and furniture, and 

metal and mineral products fall into this archetype. Firms in these sectors face intense 

competition globally and locally; most small and medium-size firms earn only mar-

ginal returns. MNCs’ mode of involvement in GVCs of this archetype varies by sector 

and segment, ranging from contract manufacturing to wholly owned subsidiaries. 

Regional processing sectors have, on average, slightly longer production length than 

commodities, with diversified suppliers. These sectors’ lead firms enjoy economies of 

scale and highlight product differentiation to persuade buyers that their offerings are 

better, faster, and safer than those of their competitors. Sales, marketing, and logis-

tics thus play an important role in these sectors. PepsiCo, for example, spent US$2.6 

billion—4 percent of its total revenue—on marketing in 2018, and it pales in compar-

ison with its rival Coca-Cola, which spent US$5.8 billion on global advertising. Lead 

firms capture a high share of value added along these value chains. Nestle, PepsiCo, 

and Coca-Cola, the three lead firms in food and beverages, earned an average gross 

margin of 58 percent and an EBIT margin of almost 20 percent in 2018. 

Knowledge-intensive services include professional services, education, scientific 

research, and ICT. Some knowledge-intensive services, such as ICT and R&D, are 

highly tradable and generate huge spillovers for the entire economy. The network 
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effect is a prominent feature of digital services, and it has created superstar firms in 

the ICT sector. Technology has advanced rapidly in the ICT sector, and major players 

generally spend as much as 10–20 percent of their revenue on R&D. Talent, data, and 

algorithms are the most valuable assets in this industry, and firms need a whole eco-

system of digital hardware and software to operate. These firms tend to set up wholly 

owned subsidiaries to expand into foreign markets without risking data or technology 

leaks. Concerns have grown around concentration in the digital market: a handful of 

“gatekeepers” have come to control key arteries of online commerce, content, and 

communications. Google, for example, both dominates the search engine market 

with a market share of 90 percent (Desjardins 2018) and offers a wide array of digital 

services, such as email, maps, translation, and cloud services, that permeate every 

nook and corner of modern life. Another leading firm, Microsoft, dominates the per-

sonal computer operating system market and leads the market for software products. 

Knowledge-intensive goods include chemicals, pharmaceuticals, electrical machin-

ery and equipment, and transportation equipment. These products are highly com-

plex and require hyperspecialization in hundreds of different inputs. Their production 

is truly global because no country or firm can efficiently produce every part by itself. 

Many parts and components have special configurations, and capable suppliers of 

key components are often scarce, resulting in extremely high switching costs. In con-

sumer electronics, MNCs generally use contract manufacturing to assemble the final 

product, whereas equity investment is more common in automobiles and sophisti-

cated machinery and equipment. The leading firms still capture a dominant share of 

profits in this GVC archetype, although specialization allows key suppliers to negotiate 

and achieve high profit margins. Knowledge-intensive goods require close interaction 

among large groups of trained professionals with a wide spectrum of knowledge. 

Production length

Outsourcing and offshoring are most common in manufacturing GVCs, although ICTs 

have enabled a remarkable increase in services offshoring. MNCs headquartered in 

advanced economies now use lower-cost countries for product manufacturing, tech-

nical support, customer service, claims processing, and data entry activities. Recent 

empirical studies reveal that MNCs in manufacturing GVCs tend to outsource the 

inputs that are less technologically important (Berlingieri, Pisch, and Steinwender 

2018). Whether a multinational firm outsources the production of a given input also 

depends on the elasticity of demand it faces, the relative contractibility of stages along 

its value chain, and its own productivity (Alfaro et al. 2019; Del Prete and Rungi 

2017; Luck 2019). MNCs in services GVCs initially used offshore outsourcing mainly 

for basic services. More recently, direct offshore subsidiaries have been increasingly 

used to organize complex services (Nieto and Rodriguez 2011). 

The level of control held by MNCs tends to be higher in industries that feature 

high entry barriers, large economies of scale, and differentiated, technology-intensive 

products. In commodity and regional processing industries, MNCs usually purchase 

raw materials through arm’s length trade, such as direct or indirect exports or contract 

farming (as does the Cargill company in the food GVC). In labor-intensive goods, 

MNCs use contract manufacturing to outsource the production stage (for example, 

Nike uses contract manufacturing for its sportswear and shoes). In labor-intensive 
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services, MNCs often use franchising or management contracts to expand their global 

footprint (for example, Shangri-La’s hotel chains). In knowledge-intensive goods, 

MNCs either outsource manufacturing to third parties (for example, Apple) or set 

up joint ventures or wholly owned subsidiaries to manufacture the final product (for 

example, Toyota or General Motors). And, in knowledge-intensive services, MNCs 

tend to set up wholly owned subsidiaries to access foreign markets without leak-

ing their intellectual property (for example, Google or Microsoft). To compare the 

degree of outsourcing and offshoring in various GVCs, this chapter estimates produc-

tion length at the sectoral level using global input-output tables. All economic activ-

ities are linked together, making it almost impossible to calculate production length 

accurately. However, researchers have come up with various methods for estimat-

ing the length of forward and backward linkages by industry. This report adopts the 

method proposed by Wang et al. (2017) and defines industry-level production length 

as the number of firms involved in backward linkages. Using the World Input-Output 

Database, production length was calculated for 55 industries in 2014. Manufacturing 

of electrical equipment, base metals, motor vehicles, and electronics had the longest 

production length, whereas real estate activities, household activities, education, and 

financial services had the shortest production length. This result is largely consistent 

with the literature (De Backer and Miroudot 2013; Fally 2012; Wang et al. 2017) 

and a separate estimation using the OECD TiVA (Trade in Value Added) database. 

Compared with previous estimates that were based on data from 2008, these results 

suggest that manufacturing of electrical equipment, chemicals, and chemical products 

has become more fragmented over time. 

Goods GVCs tend to have greater production length than services GVCs, and, 

overall, production length is positively correlated with product complexity (table 

2.5).6 Product complexity measures the diversity and sophistication of the knowledge 

needed to produce a product. Producing complex products could lead to economic 

upgrading and sustainable growth (Hausmann et al. 2014; Hidalgo and Hausmann 

2009). Knowledge-intensive goods GVCs generally have the longest production 

TABLE 2.5 Production length, by global value chain archetype

Broad sector Archetype Production length
Average product 
complexity index

Goods GVCs Knowledge-intensive goods 3.0 0.63

Regional processing 2.9 −0.06

Labor-intensive goods 2.8 −0.53

Commodities 2.2 −1.06

Services GVCs Labor-intensive services 2.1 −0.62

Knowledge-intensive services 1.9 0.31

Source: World Bank calculation based on 2014 data from the World Input-Output Database (http://www.wiod.org​
/home). 
Note: Archetypes are in descending order of average production length. The production length of final goods is 
based on backward linkages. The numbers provided are index scores; higher values mean longer production length. 
The product complexity index is from the Atlas of Economic Complexity (https://atlas.cid.harvard.edu/) and is based 
on 2017 data. GVCs = global value chains.

http://www.wiod.org/home�
http://www.wiod.org/home�
https://atlas.cid.harvard.edu/�
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length because they involve many intricate parts produced by specialized suppli-

ers. Services GVCs typically have shorter production length because of their limited 

potential for geographic fragmentation and the cultural, legal, and regulatory barri-

ers they face to offshore activities. Knowledge-intensive services are an exception to 

the production length–product complexity trend: although their production length is 

the shortest among all six GVC archetypes, their product complexity is second only 

to knowledge-intensive goods. Most professional services, such as law, accounting, 

translation, and consulting, require highly skilled labor and do not generate many 

backward linkages. 

Evidence from firm transactional data largely confirms the macro-level produc-

tion lengths calculated from input-output tables. Using value added tax data, customs 

transaction data, and firm registration data from Rwanda in 2017, this analysis found 

that production length is longer in goods GVCs than in services GVCs and that pro-

duction length increases from commodities to knowledge-intensive goods. Similar 

results were also found using value added tax data from West Bengal, India (see 

chapter 11 of this report).

Outsourcing and offshoring decisions in turn affect the long-term development of 

MNCs. These firms stand to gain substantially from global sourcing because it will let 

them purchase inputs from wherever the price is lowest. Global sourcing also allows 

lead firms to focus their valuable time on the most rewarding tasks. But too much 

outsourcing and offshoring could put a firm’s future at risk even though it makes 

sense from a short-term financial point of view (box 2.2). 

The past decade has seen both increases and decreases in production length across 

archetypes. On one hand, there has been a trend toward outsourcing activities that 

can be performed more cost-effectively by specialized actors. This trend has been par-

ticularly evident in labor-intensive services such as logistics (especially transportation 

and distribution) and customer support, which can be provided at lower operational 

costs, at higher levels of efficiency (particularly in logistics), and with greater flexibil-

ity (such as by handling customer support through call centers) by specialists. On the 

other hand, progress has been made toward the vertical integration of key activities, 

often in knowledge-intensive goods and services archetypes, such as R&D, to add 

value and improve firms’ competitive edge by establishing specialized departments to 

encourage process innovation and reduce technology leaks. 

Disruptive technologies and new business models have had a noteworthy impact 

on production length. New technologies such as the Internet of Things (IoT), big 

data analytics, 3D (three-dimensional) printing, autonomous robotics, smart sensors, 

and artificial intelligence simplify production processes and weaken the advantage 

of low labor costs, thereby not only shortening production chains but also enabling 

nearshoring or reshoring (Dachs, Kinkel, and Jäger 2017). Furthermore, the rise of 

platform firms and the sharing economy allows producers and service providers to 

match directly to final users, making production length even shorter. However, new 

technologies also reduce transaction and communication costs and make production 

unbundling and offshoring more appealing (Ferrantino and Koten 2019). In partic-

ular, the IoT, big data, and cloud computing greatly reduce the costs of tracking and 

monitoring production across different locations and increase the efficiency of com-

plex coordination and collaboration. 
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BOX 2.2 Boeing: Aerospace giant hobbled by ill-planned outsourcing

Boeing is among the largest global aerospace manufacturers, as is its European rival Airbus. It is 
the fourth-largest employer in the US manufacturing sector and employs 153,000 people world-
wide (Peterson 2011). It maintained a leading role in commercial airplane production for more than 
80 years, led by an expert group of engineers and builders who always worked in proximity to each 
other. Its executives held patents, designed wings, and spoke the language of engineering and safety 
as a mother tongue (Useem 2019). 

This culture began to change after Boeing bought its rival McDonnell Douglas in 1997. The Mc-
Donnell executives ended up in charge of the combined entity, and a stock price–focused culture 
ascended. Boeing started outsourcing and offshoring on a large scale as a way of lowering costs 
and accelerating development (Denning 2013). It relied on a complex web of suppliers world-
wide to manufacture its planes. In-house labor was replaced with outside partners who did not 
possess the required skill sets. And, through all these changes, employees’ voices went unheard 
(Denning 2013).

After losing market share to Airbus in the early 2000s, Boeing decided to design a new aircraft 
that would not only lower costs for airlines but also improve the flight experience for passengers. 
The 787 Dreamliner program was launched in 2004, targeting a 2008 introduction. Unlike in 
earlier programs, when Boeing kept design, engineering, and manufacturing in-house as much 
as possible and subcontracted components only on a strict build-to-print basis, more than 
90  percent of the parts for the 787 Dreamliner were outsourced. Furthermore, the contracts 
for these parts were based on perverse incentives to work at the speed of the slowest supplier. 
They imposed penalties for delays but no rewards for timely delivery, contributing to a slow and 
uncoordinated supply chain. 

The project’s new technology coupled with this new supply chain exceeded Boeing’s ability to 
manage and coordinate effectively. Additional costs also arose because of cultural and language 
differences and physical distances between suppliers in the supply chain. These factors impeded 
much-needed communication.

Boeing’s tiered outsourcing approach aggravated the project’s risks. Boeing established partnerships 
with about 50 tier-one strategic suppliers, who served as integrators that assembled different parts 
and subsystems produced by tier-two and tier-three suppliers. However, some tier-one suppliers 
lacked the ability to develop various sections of the aircraft, and some lacked the experience to man-
age their tier-two suppliers. 

This strategy of delegating engineering and procurement to subcontractors had tremendous con-
sequences. Boeing ended up outsourcing major technological innovations (including new electrical 
systems, power systems, and distribution panels) that were unproven in any airplane and were intro-
duced simultaneously. This outsourcing increased delays and costs in coordinating the application of 
the new technologies. The 787 Dreamliner project finally finished in September 2011, three years later 
than originally planned and with much higher costs. 

A corporate culture centered on cost cutting coupled with technical miscalculations and man-
agement misjudgments eventually culminated in two fatal crashes that killed 346 people in 2018 
and 2019. Boeing continued to outsource work to low-paid contractors and subcontractors for 

Continued on next page ›
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Supply chain management and risk mitigation

Different products and services demand distinct supply chain management practices 

and risk mitigation measures. In the manufacturing sectors, supply chain manage-

ment involves literally moving objects from one place to another. Transportation and 

warehousing costs are based on the size, weight, perishability, and fragility of goods. 

Risks arise at every step: conceiving of the product, securing raw materials, having 

parts and components manufactured and delivered on time from multitiered suppli-

ers, assembling the product, and storing and shipping it. In service sectors, however, 

the flow of information matters more. Production is often inseparable from consump-

tion, and hence risks are more likely to stem from the demand side or from internal 

administration. 

Supplier diversification is especially common in commodities, regional processing, 

and labor-intensive goods and services. Coca-Cola, Gap, Nike, and PepsiCo all adopt 

this strategy so that no single supplier contributes a significant share of their inputs or 

sales. Single sourcing is more common in knowledge-intensive sectors, where capa-

ble suppliers for crucial inputs are often rare and the costs to identify and evaluate 

potential suppliers can outweigh the benefits of diversification. Apple (box 2.3) is one 

such case.

GVCs for knowledge-intensive goods require the most intense supply chain coor-

dination among lead firms and suppliers. These products vary vastly in the type and 

number of raw materials, parts, and components required. A mobile phone may have 

hundreds of parts; a single car has about 30,000 parts; and an airplane can have 

millions of parts. The more parts a product has, the longer its supply chain becomes, 

and the more supply chain coordination matters in its production. MNCs in knowl-

edge-intensive goods GVCs have gone to great lengths to map their production net-

works, improve efficiency, and minimize risks (box 2.4). 

its other plane models. It laid off experienced engineers and pressed suppliers to cut costs for 
the software for the 737 Max. Experienced Boeing engineers confirmed that the 737 Max crashes 
were caused by the outsourcing of some software-development tasks to recent college gradu-
ates earning as little as US$9 per hour who were employed by an Indian subcontractor (Robinson 
2019). The Boeing employees were also driven by pressure to get the new planes to customers 
quickly and without requiring their pilots to undergo extensive retraining (Duncan, Laris, and 
Aratini 2020). 

Taken together, overreliance on outsourcing and offshoring without sufficient up-front effort to 
define products and assess costs and risks eventually hurt Boeing’s prospects and cost hundreds 
of lives. 

BOX 2.2 Boeing: Aerospace giant hobbled by ill-planned outsourcing (continued)
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BOX 2.3 Input specificity limits Apple’s choice of suppliers for key components

Apple is one of the most valuable companies to date, with a market capitalization of more than US$1 
billion. It purchases key components and outsources assembly from more than 200 direct suppliers 
worldwide. A highly profitable company, Apple’s gross margin was more than 40 percent in 2019. 
Owing to its agile supply chain management strategy, Apple churns out hundreds of millions of units 
without owning any factories.

Apple has long adopted a supply chain strategy of using multiple suppliers for the same components 
whenever possible. Multiple sourcing helps Apple mitigate supply chain disruptions and maintain its 
high gross margin. Apple constantly adjusts its ordering ratios with existing suppliers to minimize the 
risk of third-party issues associated with volume dependency. Apple also has exclusive long-term 
agreements with its key suppliers and uses prepayments to negotiate favorable pricing terms, secure 
strategic raw materials, and guarantee high volumes of production. 

However, because Apple’s key components are highly sophisticated products and are often custom 
made, it has to single source some components. According to the firm’s annual report, several com-
ponents of Apple’s products are currently obtained from single or limited sources. In addition, Apple 
competes for various components with other players in the mobile communication, media device, and 
personal computer markets. Many components are subject to industrywide shortages and significant 
price fluctuations that can materially affect Apple’s financial condition and operating results. Apple also 
uses some custom components that are not commonly used by its competitors, and its new products 
often use other custom components available from only one source. This hyperspecialized electronics 
value chain allows both key suppliers and the lead firm to earn high returns (table B2.3.1).

TABLE B2.3.1 Apple and key suppliers’ financial performance

Firm

Components 
supplied for 
Apple, Inc.

Sales  
(US$, 

billion)
Gross profits 
(US$, billion)

Gross 
margin  

(%)

EBIT 
margin  

(%)

R&D and 
sales  
(%)

Apple Inc. 260.0 111.0 42.6 24.6 6.2

Samsung 
Electronics 
Co., Ltd.

DRAM, flash 
memory, 
application 
processors, 
OLED screens

199.0 72.0 36.1 12.1 8.6

Micron 
Technology

DRAM, other 
memory 
modules

23.4 16.1 68.9 31.4 10.4

Qualcomm Baseband 
processors, 
power 
management 
modules, 
GSM/CDMA 
receivers and 
transceivers

19.6 12.4 63.2 16.6 27.6

Continued on next page ›
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TABLE B2.3.1 Apple and key suppliers’ financial performance (continued)

Firm

Components 
supplied for 
Apple, Inc.

Sales  
(US$, 

billion)
Gross profits 
(US$, billion)

Gross 
margin  

(%)

EBIT 
margin  

(%)

R&D and 
sales  
(%)

Analog 
Devices

Capacitive 
touchscreen 
controllers 

6.0 4.4 73.4 30.2 18.9

Texas 
Instruments

Touchscreen 
controllers 

14.4 9.9 69.0 39.7 10.7

Broadcom Chips 22.6 16.5 72.9 18.8 20.8

Skyworks 
Solutions

Chips 3.4 2.0 57.8 28.4 12.6

Intel Chips 72.0 53.0 73.3 31.2 18.6

Infineon Chips 9.0 3.0 37.7 14.1 11.8

Source: Orbis database.
Note: CDMA = code-division multiple access; DRAM = dynamic random-access memory; EBIT = earnings before interest 
and taxes; GSM = global system for mobile communications; OLED = organic light-emitting diode; R&D = research and 
development.

BOX 2.4 Toyota’s global supply chain management

Toyota Motor Corporation is a model of successful supply chain management. As the world’s 
second-largest car manufacturer, Toyota has a diverse supply chain distributed around the world. 
Toyota outsources about 70 percent of its vehicles to a trusted group of partner firms, which has 
enabled Toyota to develop new cars faster than other market players (Liker and Choi 2004). The 
firm’s Japanese plant buys about 150,000 types of inputs from 200 direct suppliers in Japan and 
dozens of direct suppliers in other countries. Every vehicle the plant makes requires assembling 
thousands of parts seamlessly. Toyota’s widely lauded supply chain practices adapt to the latest 
trends and have gone through different phases. Toyota’s three most renowned strategies are building 
reliable relationships with suppliers, manufacturing components just in time, and increasing the 
visibility of its supply chain. 

Maintaining strong ties with key suppliers has been a top priority for Toyota since its founding. 
Managing a large global supply network requires close collaboration with suppliers at every link 
of the chain. Toyota has in-house and outside departments that assist suppliers in implementing 
product and process improvements and in aligning business objectives and supply chain functions. To 
ensure quality, Toyota maintains tight control of the overall design and engineering of its vehicles and 
sources only from suppliers that have proven their ability to deliver with the required timeliness, 
quality, low costs, and continuous innovation. Toyota hands out awards yearly to suppliers that 
exceed their targets to encourage good performance and innovation.

Toyota is perhaps best known for its just-in-time (JIT) manufacturing system, also known as the 
Toyota Production System. Toyota has used JIT manufacturing since 1938, but it only realized the true 
potential of this strategy when the company integrated JIT with the Toyota Production System in the 

Continued on next page ›

BOX 2.3 Input specificity limits Apple’s choice of suppliers for key components 
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New technologies are dramatically transforming supply chain management and risk 

mitigation. MNCs across industries are experimenting with a variety of digital and 

data-enabled tools to improve how they plan, source, make, and deliver. These inno-

vations are making supply chains smarter by increasing their predictability, trans-

parency, and speed of delivery. In particular, the IoT, big data analytics, and artificial 

intelligence (AI) have automated a broad range of activities that were traditionally 

performed by skilled workers and have unearthed patterns that have helped firms 

achieve greater efficiency, minimize waste, and increase growth. They allow firms to 

view their entire supply networks so that they can effectively monitor and respond 

in real time to any problems. They can also speed up the flow of goods by track-

ing shipments and routing delivery trucks on the basis of current road conditions. 

More important, big data and AI can anticipate and prevent supply chain disruptions 

more efficiently than older methods. For example, Morrisons, a British grocery chain, 

reduced its incidence of out-of-stock items by 30 percent and cut its inventory needs 

by several days by replacing manual stock planning with an AI system for demand 

forecasting and replenishment. Orsay, a German fashion retailer, used a self-teaching 

algorithm to make 112,000 autonomous pricing decisions. And Intel, a leading man-

ufacturer of computer chips, estimates that it has saved US$58 million with better 

forecast modeling through AI (Economist 2019).

1970s (Ohno 1988). After World War II, Japanese automakers faced a sharp decline in demand and 
high costs of production. Japan’s lack of space to build big factories and the country’s shortage of 
natural resources further prompted its firms to improve the efficiency of their production processes. 
Against this backdrop, Toyota adopted JIT manufacturing and produced its vehicles according to 
the orders it received through its dealers. In JIT manufacturing, the company uses its supply chain 
in such a manner that parts are received only as they are needed to manufacture ordered vehicles. 
Thus, the manufacturing and transportation of parts take place simultaneously, which allows Toyota 
to minimize its inventory of vehicle parts. JIT manufacturing also emphasizes the importance of ef-
ficiency. According to Toyota’s website, the “use of JIT within the Toyota Production System means 
that individual cars can be built to order and that every component has to fit perfectly [the] first 
time because there are no alternatives available.” The Toyota Production System has been crucial to 
Toyota’s enduring success and has become very popular globally. Several multinational corporations 
in global value chains for knowledge-intensive goods have embraced this strategy, including General 
Electric, Hewlett-Packard, and Motorola (Plenert 2007). 

However, the devastating earthquake that struck northern Japan in March 2011 alerted Toyota that 
natural disasters can wreak havoc on even perfectly functioning global supply chains. Because many 
of Toyota’s components were single sourced, the earthquake caused a widespread shortage of parts 
that persisted for several months. As a result, Toyota had to throttle back its production by 30 percent 
(Marchese and Lam 2014). Stung by the experience, Toyota has made serious efforts to strengthen 
the resilience of its supply chain. It developed a RESCUE (REinforce Supply Chain Under Emergency) 
system by establishing a database of supplier information that identifies the vulnerabilities and parts 
information of more than 650,000 supplier sites. It then worked internally with its engineers, technol-
ogists, and business leaders and externally with its suppliers to address the vulnerabilities this data-
base exposed. As a result, Toyota now has a more forward-looking, flexible, and resilient supply chain.

BOX 2.4 Toyota’s global supply chain management (continued)
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Market power

MNCs’ strategies to increase their market power hinge primarily on the nature of 

their products and the characteristics of their customers. Although branding, R&D, 

standards setting, and mergers and acquisitions are common across sectors, these 

techniques are used with different intensity across different sectors. The character-

istics of GVCs affect which strategies MNCs’ pursue to increase their market power.

Branding is a key strategy in industries with standardized production technology 

and highly differentiated products and services. Such industries include food and 

beverages, furniture, apparel, footwear, airlines, consumer electronics, and automo-

biles. According to the accounting firm Deloitte’s summary of listed companies, con-

sumer packaged goods firms spend on average almost a quarter of their revenue on 

marketing, twice the all-industry average share (figure 2.10). Technology, software, 

and consumer services firms spend the second-highest share of revenue on market-

ing (15 percent). Branding not only makes a memorable impression on consumers 

but also builds an expectation of standard, high-quality products, which is crucial to 

retaining customer loyalty and creating barriers to entry for competitors. Lead firms 

can increase their market share and charge higher prices by establishing a successful 

brand, which will allow them to maintain their long-term profitability and gain bar-

gaining power over their suppliers (Porter 1979). 

Investing in R&D and in minimizing technology leaks via patenting is key to protect-

ing firms’ core competencies in knowledge-intensive goods and knowledge-intensive 

services sectors. Today’s top technology firms all spend billions of dollars each year 

to spearhead cutting-edge research. In 2019, Amazon spent US$36 billion on R&D, 

more than any other firm in the world that publishes R&D spending, and Alphabet 

and Samsung rounded out the top three with R&D expenses of US$26 billion and 

FIGURE 2.10 Marketing budgets by sector

Source: Deloitte 2017 Chief Marketing Officer survey (https://deloitte.wsj.com/cmo/2017/01/24/who-has-the-biggest​
-marketing-budgets/). 
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US$17 billion, respectively. And, with regard to R&D intensity, smaller firms dwarf 

these technology giants—small firms often spend more than 40 percent of their rev-

enue on R&D (table 2.6). Chen (2018) estimates that intangible capital investment, 

including R&D, has also been on the rise in developing countries. 

Setting industry standards

MNCs sometimes coordinate activities in GVCs by setting and enforcing product and 

process parameters. Government agencies and international organizations often help 

set these parameters because they are concerned with quality, labor rights, sanitary 

conditions, health, or environmental impact. However, MNCs are the drivers of 

GVCs, and thus they hold great sway during parameter-setting processes. They set 

TABLE 2.6 Top 10 research and development spenders, 2019

By R&D amount

Rank Company
Country of incorporation 

(ISO code)
R&D expenses 
(US$, billion)

R&D expenses/ 
sales (%)

1 Amazon.com, Inc. USA 36 12.8

2 Alphabet, Inc. USA 26 16.1

3 Samsung Electronics Co., 
Ltd.

KOR 17 8.6

4 Microsoft Corporation USA 17 13.4

5 Apple Inc. USA 16 6.2

6 Facebook, Inc. USA 14 19.2

7 Intel Corporation USA 13 18.6

8 Johnson & Johnson USA 11 13.8

9 Merck & Co., Inc. USA 10 20.7

10 Gilead Sciences, Inc. USA 9 39.8

By R&D intensity

Rank Company
Country of incorporation 

(ISO code)
R&D expenses 
(US$, billion)

R&D expenses/ 
sales (%)

1 BeiGene, Ltd. CYM 0.9 216.6

2 Pinterest, Inc. USA 1.2 105.6

3 United Therapeutics 
Corporation

USA 1.2 81.0

4 Incyte Corporation USA 1.2 53.5

5 Snap, Inc. USA 0.9 49.6

6 Workday, Inc. USA 1.2 42.9

7 Vertex Pharmaceuticals, 
Inc.

USA 1.8 42.2

8 Lyft, Inc. USA 1.5 41.6

9 Cadence Design Systems, 
Inc.

USA 0.9 40.1

10 Gilead Sciences, Inc. USA 8.9 39.8

Source: Orbis database.
Note: ISO = International Organization for Standardization; R&D = research and development.
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parameters to operate more efficiently and sustainably and to minimize the risk of 

product failure. 

These parameters are often turned into industry standards, a battlefield where 

many MNCs fiercely compete. Such competition has always been intense, especially 

in high-tech industries. The first-mover advantage that comes from setting rules and 

standards can give a company a powerful edge (box 2.5). Many lead firms make 

aggressive moves to extend their influence by pushing their standards globally, often 

working in close alliance with governments. 

BOX 2.5 Microsoft and Intel: How the Wintel standard ruled the personal 
computer industry

Establishing its technology as an industry standard is one critical way for a firm to achieve long-term 
competitiveness. The success of Microsoft and Intel, which still dominate today’s personal computer 
(PC) industry, can be attributed largely to their ownership of the industry’s standards (the so-called 
Wintel standard).

Before the 1980s, the early microcomputer market was rife with chaos and incompatibility (Casadesus-
Masanell and Yoffie 2005). Over time, a small number of de facto industry standards emerged, includ-
ing the S-100 bus, the CP/M (Control Program for Microcomputers) operating system, the Apple II 
computer, Microsoft BASIC in read-only memory, and the 5¼ inch floppy drive. No single firm con-
trolled the industry, and fierce competition spurred innovation in both hardware and software. 

But gradually Microsoft and Intel processors gained ascendance. The two companies had been col-
laborating since before IBM introduced its first PC in 1981, a machine that used Microsoft’s DOS (disk 
operating system) and the Intel chip design known as x86. Their continuing alliance gave them mar-
ket dominance and shaped the PC business by defining the standard by which software developers 
created applications. 

The power to decide the shape of the PC rested firmly with IBM in the early 1980s. The IBM PC with 
the DOS operating system and the x86 chipset soon became the best-selling PC in the world, and a 
major part of the market began to use the same exact hardware (or a clone of it) to take advantage of 
the hardware-specific features offered by IBM. However, this group’s power to set industry standards 
began to shift in the late 1980s. Some major PC manufacturers, known as the Gang of Nine, decided 
to develop a bus type that would be open to all manufacturers, run as fast as or faster than IBM’s, and 
yet retain backward compatibility. 

About the same time, Microsoft’s Windows operating environment started to gain popularity. IBM 
planned to replace DOS with the vastly superior OS/2 (originally an IBM-Microsoft joint venture), 
but instead Microsoft pushed the industry standards in the direction of its own product, Windows. 
The Wintel alliance became particularly lucrative after Microsoft’s easier-to-use Windows software 
helped make the PC a mainstay in homes and companies. For the many competing computer man-
ufacturers, the only common factors providing joint technical leadership were the operating system 
from Microsoft and CPUs (central processing units) from Intel.

Over the following years, both firms in the Wintel partnership attempted to extend their monop-
olies (Wingfield and Clark 2011). Intel made a successful major push into the motherboard and 
chipset markets—at one point it was the largest motherboard manufacturer in the world and almost 
the only chipset manufacturer. Microsoft had two competitors in its core market in 1990 but none 
by 1996.a It pursued a policy of insisting on per-processor royalties instead of per-install royalties. 

Continued on next page ›
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Standards tend to look back to validate and document what has worked well over 

a certain period. A consensus must be reached about them, so they usually capture 

only mainstream positions or conclusions. Promoting innovation is not an objective 

of the standards process; in contrast, standards tend to promote the status quo.

Using network effects and creating ecosystems

The most successful companies and products of the internet era have been predicated 

on the concept and ever-increasing value of network effects. Network effects are key 

for technology giants like Amazon and Google as well as for open-source projects like 

Wikipedia. The theory behind network effects is that platforms and products with 

these effects get better as they get bigger—not just increasing their value to users but 

also accruing more resources to improve themselves, thus strengthening their advan-

tages (Coolican and Jin 2018). 

Platforms can offer multiple players a powerful way to build new revenue streams 

from products and services that they could not develop and bring to market on their 

own (Meyer et al. 2018). For example, Alibaba’s platform provides a range of services 

for its users: travel, entertainment, gaming, finance, transportation, and e-commerce. 

It is an eclectic mix, and it generates a wide-ranging array of data. By capturing and 

analyzing data from multiple sources, Alibaba can tailor individualized offers to its 

users—targeting and timing the offers for maximum effectiveness—and provide tools 

that help its online sellers enhance their respective businesses. The sellers’ results, in 

turn, provide more data to the platform. This cycle reinforces the lead firm’s market 

power by increasing user retention and amassing user data on many fronts. 

Computer manufacturers had to pay a royalty for every computer they shipped (because each 
computer has a CPU), regardless of whether the machine was preloaded with Microsoft’s operating 
system. If a computer manufacturer shipped a machine with a competing operating system, it still 
needed to pay the same royalty to Microsoft and an additional royalty to the operating system pro-
ducer, making competing operating systems unattractive to computer manufacturers (Baseman, 
Warren-Boulton, and Woroch 1995). Microsoft also integrated DOS into Windows 95 to freeze out 
other operating system vendors and charged a higher price. The firm was also able to take over 
most of the networking market with Windows NT and the business application market with Micro-
soft Office (Kennedy 2008).

By establishing the computer industry’s standards, Microsoft and Intel gained the high market power 
that they maintain to this day. Although MacOS, Linux, and other operating systems have chipped 
away at Microsoft’s lead, Windows remains the front-runner, with a market share of more than 
three-quarters of desktop PCs as of January 2020.b

a. “Deal clears deck for Novell DOS 7.0,” Personal Computer World, October 1994.
b. “Global market share held by operating systems for desktop PCs, from January 2013 to July 2020,” Statista 
(https://www.statista.com/statistics/218089/global-market-share-of-windows-7/#:~:text=Microsoft%20Windows%20
became%20and%20stayed,trailing%20as%20a%20distant%20second).

BOX 2.5 Microsoft and Intel: How the Wintel standard ruled the personal 
computer industry (continued)

https://www.statista.com/statistics/218089/global-market-share-of-windows-7/#:~:text=Microsoft%20Windows%20became%20and%20stayed,trailing%20as%20a%20distant%20second
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Data ecosystems will play a critical role in defining the future of competition, 

particularly in business-to-business industries, because they enable companies to 

enhance their market power through data monopolies. New data-driven products 

and services deliver unique value propositions that extend beyond a company’s 

traditional hardware products, deepening customer relationships and creat-

ing competitive advantage. They thus generate recurring high-margin revenue 

streams and raise barriers to entry by others. They also help firms build highly 

defensible positions rooted in economies of scale and scope, similar to positions 

based on proprietary intellectual property or trade secrets (Ringel, Baeza, and 

Manly 2019).

Superstar firms and the impacts 
on growth and distribution

Increased concentration is seen across industries, signaling the greater market power 

of global lead firms. One category of interest is “superstar” firms, that is, firms that 

have high sales, market capitalization, and employment. These firms are typically the 

largest MNCs. A growing body of literature about these firms has emerged (Choi, Lou, 

and Mukherjee 2018; David et al. 2017; Freund and Pierola 2015; Osgood et al. 2017; 

Van Reenen 2018; Vavoura 2017). Although the definition of superstar firms varies 

slightly in different contexts, these firms share common attributes such as higher effi-

ciency, greater profits, higher levels of digitalization, and higher skill and innovation 

intensity relative to their peers.

Superstar firms capture a higher share of industry output than do other firms 

(Autor et al. 2020). They lead the way in R&D and in intangible investments, global 

trade, and productivity. They also shape their home countries’ export patterns (Freund 

and Pierola 2015). Among 32 developing countries studied,7 the country’s top firm 

on average accounts for 14 percent of its total nonoil exports, the country’s top five 

firms make up an average of 30 percent of nonoil exports, and the country’s revealed 

comparative advantage can be created by a single firm. 

The market power of superstar firms has increased significantly in the past two 

decades. The most prominent explanations for this increase seem to be technolog-

ical advancements and changes in market structures (De Loecker, Eeckhout, and 

Mongey 2018). Technology adoption and innovation can be prohibitively expensive 

for many small firms, whereas large firms are not constrained by domestic inputs 

and domestic demand, which helps them grow and realize economies of scale (World 

Bank 2020). This strength allows large firms to invest billions of dollars to develop 

cutting-edge technology that further reinforces their market power. The decline in 

antitrust enforcement also played a role (Gutierrez and Philippon 2018). Superstar 

firms outperform their peers by using their market power to create various barriers 

to entry that protect their positions (Autor et al. 2020). Established firms may also 

lobby for regulatory barriers that complicate market entry or expansion for new and 

small firms and thus allow incumbent firms higher monopolistic gains (Autor et al. 

2020). There is some evidence that markups grow in sectors with rising superstar firm 

intensity (Hall 2018).



98	 AN INVESTMENT PERSPECTIVE ON GLOBAL VALUE CHAINS

Continuous adoption of new technologies strengthens network effects and favors 

firms that can more readily adapt to new modes of production (Autor et al. 2020). 

Two decades ago, banking and food and beverages accounted for nearly 40 percent 

of superstar firms. By 2016, electronics and internet and media represented 43 per-

cent of superstar firms (figure 2.11). These new superstar firms include internet and 

technology giants such as Alibaba, Apple, Facebook, and Oracle. Superstar firms come 

disproportionately from the world’s largest economies, with more than 95 percent 

hailing from Group of 20 countries.8 However, superstar firms are more diverse with 

regard to source country and sector today than they were 20 years ago. US firms 

represented 38 percent of superstar firms in 2016, compared with 45 percent two 

decades ago. Companies headquartered in Asian economies (China, India, Japan, and 

Korea) make up 27 percent of the top 10 percent of superstar firms. Superstar firms 

are distributed across various sectors such as electronics, internet and media, pharma-

ceuticals and medical products, banking and insurance, food and beverages, apparel 

and luxury goods, automobiles, machinery, and retail.

The rise of superstar firms and increased market concentration have a dual impact 

on growth. On one hand, superstar firms are more productive and efficient than 

other firms; they promote productivity growth and innovation. On the other hand, 

the gains of such firms may be distributed unequally across locations, between capital 

and labor, and among different firms and workers (World Bank 2020; World Bank 

et al. 2017, 2019). At the geographic level, urban agglomeration of superstar firms 

causes unequal distribution of income between urban and rural areas. This division 

is particularly evident in developing countries where labor is not perfectly mobile. 

In the labor market, increasing skill premiums and heightened competition have 

widened income gaps between workers. Firm size and the skilled worker share 

are strongly correlated (Akerman 2018). Increasing demand for skilled workers 

has boosted the skill premium in both developed and developing countries, while 

FIGURE 2.11 Sectoral distribution of superstar firms

Source: Manyika et al. 2018. 
Note: The panels show sectoral distribution of the top 1 percent of economic profit. Economic profit is calculated as a firm’s 
invested capital times its return above the cost of capital. The sample includes nearly 6,000 of the world’s largest public and 
private firms whose annual revenues are greater than $1 billion. These firms together make up 65 percent of global corporate 
pretax earnings.
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labor-saving technologies have displaced many unskilled workers in developed coun-

tries (World Bank 2020). 

The emergence of superstar firms has also exacerbated income and wealth 

inequality between capital owners and workers (Autor et al. 2020; Kehrig and 

Vincent 2020). Technological change and higher markups reallocate value added 

from labor to capital—many developed countries experience a declining labor 

income share (Dorn et al. 2017).

The increased market power of superstar firms could also induce resource misallo-

cation by reducing labor force participation, delaying variable input adjustments, and 

generating negative effects on market entry and innovation (De Loecker, Eeckhout, 

and Mongey 2018). Gutierrez and Philippon (2017) find that increased industry con-

centration is mainly driven by a decrease in domestic competition, which in turn 

leads to a decrease in firm-level investment, particularly in intangible assets by indus-

try leaders. De Loecker, Eeckhout, and Unger (2020) find similar results. 

Notes

	 1.	Portfolio investments include equity securities and debt securities in the form of bonds, 
notes, or money market instruments. When the equity securities held by foreign investors 
account for less than 10 percent of an enterprise’s capital, the investment is classified as a 
portfolio investment (OECD 2010).

	 2.	Despite the indispensable role of MNCs in GVCs, evidence on their contribution to global 
trade and value added is scant. FDI data are often used to study MNCs across sectors and 
countries, but FDI and MNC activities are different concepts. FDI reflects only the value 
of financial transactions (flows and positions) between direct investors and investment 
enterprises. FDI data provide no information on how these funds are being used and 
what outcomes they achieve. Sometimes large amounts of money go through various 
shell companies in offshore financial centers before being used productively somewhere 
else. Tracking such money’s real investors and recipients is challenging. Because of these 
characteristics, aggregate FDI statistics provide only a limited understanding of how MNCs 
operate in GVCs (Beugelsdijk et al. 2010; Blanchard and Acalin 2016; Cadestin et al. 2018; 
Leino and Ali-Yrkkö 2014). 

	 3.	Such intangibles cannot be exchanged through arm’s length trade because of their 
nonrivalrous and nonexcludable features.

	 4.	However, these alternative measures are one step removed from a firm’s ability to raise 
prices above marginal costs, and they each have various caveats. Market share and market 
concentration can be noisy barometers of market power. High market concentration itself 
is not necessarily a problem if markets remain open to competition, including from imports 
and from other domestic and foreign firms. Even highly concentrated markets will be forced 
to price “competitively” if the potential exists for “hit and run” entry (Baumol, Panzar, and 
Willig 1982). In addition, intense competition could result in high concentration if less 
competitive firms are forced out of the market. 

	 5.	See Microsoft’s 2019 annual report (https://www.microsoft.com/investor/reports/ar19/
index.html).

	 6.	Note that production length as measured by industry input-output tables significantly 
underestimates production length for complex products. Ideally, if a firm-to-firm input-
output table for all firms in the world existed, the same method could be used to calculate 
the true production length from the number of firms a product goes through. However, 
existing global input-output tables aggregate activities at the industry level, obscuring all 
intraindustry transactions. 

https://www.microsoft.com/investor/reports/ar19/index.html�
https://www.microsoft.com/investor/reports/ar19/index.html�
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	 7.	These countries are Albania, Bangladesh, Botswana, Bulgaria, Burkina Faso, Cambodia, 
Cameroon, Chile, Colombia, Costa Rica, the Dominican Republic, Ecuador, the Arab 
Republic of Egypt, Guatemala, the Islamic Republic of Iran, Jordan, Kenya, Lebanon, 
Malawi, Mauritius, Mexico, Morocco, Nicaragua, Niger, North Macedonia, Pakistan, Peru, 
Senegal, South Africa, Tanzania, Uganda, and the Republic of Yemen.

	 8.	Group of 20 members comprise Argentina, Australia, Brazil, Canada, China, France, 
Germany, India, Indonesia, Italy, Japan, the Republic of Korea, Mexico, the Russian 
Federation, Saudi Arabia, South Africa, Turkey, the United Kingdom, the United States, 
and the European Union.
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However, it then gained new customers from the United States that sought PPE. The com-
pany secured orders from two large retailers, Staples and Kohl’s, to supply masks. Similarly, the 
Kattan Group  is aligning its production to a post-COVID-19 environment. It produces medical 
gowns, a business it has been able to expand because of increased demand in the United States. 
It has also begun making polypropylene gowns (which are easier to clean, a useful feature in a 
COVID-19 setting). The company recently signed a contract to supply 2 million gowns per month 
to a customer in the United States. 

Honduras appears well placed to address opportunities to supply the US market with PPE. Although 
such orders account for a small percentage of their overall capacity, several apparel companies believe 
PPE will remain an important product for the foreseeable future. They also note that Honduras is well 
situated to serve the US market in general given its proximity and speed-to-market advantage. As a 
result, many apparel firms are readjusting their product portfolios to include more PPE in comparison 
with the traditional products that have been the sector’s lifeblood.

Source: IFC, forthcoming (including interviews with Grupo Karim, EU Light Manufacturing, Elcatex [Elasticos 
Centroamericanos y Textiles], the Asociación Nacional de Industriales, and the Asociación Hondureña de 
Maquiladores).

BOX 7.1 The impact of COVID-19 (coronavirus) on Honduras’s textile and 
apparel industry (continued)

Source: World Bank calculations using United Nations Comtrade data.
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FIGURE B7.1.1 Honduran textile and apparel exports to the United States, 2019–20

The Honduran textile and apparel industry also faces some major challenges 

that need to be addressed in the medium term. Its dependence on imported inputs 

and its narrow concentration in the components and production phases have left 

the country vulnerable to global supply shocks, led to a gradual decline in general 

competitiveness, and reduced its pool of investors (Farole and Akinci 2011; USITC 

2004). Honduras also needs to attract investors in higher-value segments, including 

design, marketing, consumer services, and logistics, to expand its economic activity to 

additional stages of the textile and apparel GVC.
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Workforce training is needed beyond what is currently offered through the 

AHM and at the factory level. The maquilas still employ a very low-skilled work-

force and remain focused on traditional garment and assembly operations, which 

prevents them from developing more sophisticated textile products. Under the 

AHM, some training has occurred.10 More advanced training is also carried out by 

individual factories, with approximately 99 percent of the needed training deliv-

ered in-house. Nevertheless, as Honduras moves up the textile and apparel value 

chain to more advanced manufacturing processes, new training curricula—in soft 

skills such as professional, managerial, and technical skills—will be required (IFC, 

forthcoming). 

Slow customs clearance is also cited as a continuing inhibitor of Honduras’s par-

ticipation in the textile and apparel GVC. Although Honduras’s port is efficient, 

there are significant delays in customs in the broader region. These inefficiencies 

work against the speed-to-market advantage that Honduras enjoys with the United 

States. The Northern Triangle region of El Salvador, Guatemala, and Honduras 

needs to improve its customs administration through regional integration. Although 

Honduran customs has been integrated with that of El Salvador and Guatemala, this 

integration should be expanded to Nicaragua and other nearby countries. Companies 

also report that, although customs procedures at the regional borders are electronic 

in theory, in practice they are still paper based, which slows the clearance process 

(IFC, forthcoming).

Although the Honduran government has in recent years simplified the administrative 

procedures for establishing a company, bureaucratic red tape is still prevalent. According 

to the 2019 World Bank Doing Business Report (World Bank 2019), the average time 

required to start a business in Honduras is 13 days, and doing so requires 11 procedures. 

This measure also needs to be improved upon (IFC, forthcoming). 

Furthermore, Honduras needs to reduce the cost and improve the reliability of 

its electricity service. At 15 US cents per kilowatt-hour on average, energy costs are 

high in Honduras. Given that energy costs represent approximately 10–15 percent 

of the average garment company’s operating costs, this expense cuts into factories’ 

cost competitiveness. Electricity distribution is also a problem, with much power 

lost from the grid. Frequent outages further increase costs and operating inefficien-

cies because of the need for backup generators. To fill the void in electricity provi-

sion, most companies also invest in their own supplemental energy, including by 

installing solar panels. In fact, Honduras has the most solar panels installed in Latin 

America. In some factories, 100 percent of roofs have solar installations (IFC, forth-

coming). The Honduran government should liberalize the power sector to allow 

private competition to bring costs down.

Although the textile and apparel industry is a key priority for the Honduran gov-

ernment, it currently lacks a coherent strategic vision for the industry. Under the 

country development program known as Honduras 2020, Honduras is focusing on 

increasing annual exports to 7.4 billion Honduran limperas and adding 200,000 jobs 

within the country by 2020 (AHM 2018). Although the country’s mix of apparel 

products continues to be dominated by knits, and cotton knits in particular, there 

has been a push in recent years to increase the production capacity for other fabrics, 
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particularly woven textiles. To accomplish this shift, the AHM estimates that at least 

US$250 million in new investment will be needed in the coming years. In addition, 

the Honduran government is investing US$3.4 billion to develop its synthetics indus-

try, partly by recruiting production technicians and by engaging in public-private 

partnerships with selected domestic and multinational companies to train their 

employees in synthetic production methods. However, the Honduras 2020 program 

does not set forth a road map for increasing the country’s overall competitiveness. 

Likewise, the government’s role in attracting new investment is seen as facilitating 

the industry’s needs rather than driving the effort. The government could play a more 

prominent role in investment promotion, but it has been unable to do so effectively. 

As a result, the private sector is filling the void by organizing itself and by asking the 

government to play more of a role (IFC, forthcoming). 

Finally, more should be done to use regional integration to stimulate growth 

within the textile and apparel sector. To further grow the industry, intraregional trade 

and customs integration is vital. The three Northern Triangle countries—El Salvador, 

Guatemala, and Honduras—make up the Central American Customs Union. This 

three-country bloc allows 95 percent of products manufactured within them to circu-

late duty free among the member countries. The union also establishes common taxes 

and broader crossing administration, which is meant to shorten bureaucratic processes 

and decrease transit times. Although the bloc has made progress, including in the 

digitalization of customs procedures, there is still work to be done: operators within 

the sector note inefficient regional customs as a continuing challenge. Regional inte-

gration should encourage the development of vertical value chains within Honduras 

as the global textile and apparel sector further consolidates and major US brands and 

retailers shorten their supply chains.

Conclusion

This case study shows how the government of Honduras’s establishment of maquilas 

and signing of preferential trade and investment agreements jointly helped attract 

foreign investment and led to the development of Honduras’s textile and apparel 

industry. This approach has increased Honduras’s integration with international 

markets, taking advantage of its preferential market access to the United States, and 

brought about workforce development and linkage programs over time. With the 

establishment of the maquila program and SEZs, more and more foreign manufactur-

ers were able to extend their labor-intensive operations into the US market by taking 

advantage of dedicated infrastructure, tailored fiscal incentives, and trade agreements 

that favored their entrance into the US market. Despite a turbulent political environ-

ment, this small Central American republic managed to become a leading exporter of 

clothing and apparel products to the United States. 

Honduras has shown the importance of SEZs in catalyzing FDI. SEZs in 

Honduras have allowed domestic parties to invest and operate during all three 

phases of the industry’s development. The SEZs have also provided resilient 

infrastructure and a generous incentives regime encouraging foreign investors 

to enter the country and focus on manufacturing activities. However, the SEZs 
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have dissuaded firms from upgrading and have excluded small and medium 

enterprises from some of their incentives, shunting FDI into low-value-added 

functions in textile and apparel manufacturing because of Honduras’s lack of 

workforce development. Honduras is still very concentrated in narrow segments 

of the textiles and apparel GVC, which leaves it vulnerable to shocks. Over the 

three phases of the industry’s development, maquilas became more and more 

independent in importing fabrics. Also, the increasing number of maquilas in 

the country led Honduras to supply more of its own inputs. However, lacking 

the capacity to carry out the entire value chain, the country is very sensitive to 

competition and shifts in international trade and has not been able to attract a 

very diverse pool of investors. Honduras has scope to diversify within the textile 

GVC, particularly into the production of synthetic fabrics. Although the country 

has worked to make its textile industry more competitive, it cannot stop there; 

the global, rapidly changing economy requires firms to continually upgrade 

their skills and seek more sophisticated advantages.

An important lesson comes from the way the Honduran government shifted 

policies over the three phases of development to increase participation by the domes-

tic private sector. When the main concern was to attract FDI, in the first phase, the 

country focused on maximizing linkages. In the second phase, the country boosted 

the benefits of existing FDI by increasing backward linkages. It was not until the third 

phase, after the signing of several international agreements and a range of negative 

macroeconomic events, that the domestic private sector saw an unprecedented loss 

of competitiveness.

One of the challenges facing Honduras is to develop a stronger strategy for 

upgrading. Although the maquilas still face several hurdles, the companies work-

ing in them need longer-term visions to exploit the country’s competitive advan-

tages at producing textiles and apparel. The AHM and the Honduran government 

should provide incentives to move these textile companies along the value 

chain. This shift could be achieved by improving managerial skills and increasing 

Honduran firms’ presence in the parts of the value chain that add more value: 

design, production, branding, and retail. For instance, developing stronger link-

ages with Mexican suppliers or building strategic alliances with East Asian firms 

in the fast-fashion segment could strengthen the Honduran textile value chain. 

SEZs have played a catalytic role in Honduras’s industrialization, diversification, 

and trade integration, leaving the government to establish more comprehensive pol-

icy reform that could benefit all investors and entrepreneurs.

Notes 

	 1.	The analysis in this case study is based on a combination of literature reviews and interviews 
conducted by the authors between January and March 2020 with representatives of 
multinational corporations, domestic firms, and trade associations affiliated with the 
Honduran garment industry, as well as government officials. 

	 2.	Honduras is the top global buyer of yarn from the United States. Its purchases represent 
US$1 billion in imports, equivalent to 23 percent of the United States’ total yarn sales (AHM 
2018).
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	 3.	According to a modification made by government decree in 2020, this time period can, 
upon lapsing, be extended for an additional 10 years.

	 4.	Export processing zones are a subtype of SEZs. They are thus referred to henceforth as SEZs. 
	 5.	Such companies were also exempt from all federal and municipal taxes as well as from 

any domestic duties and charges associated with trade, and no time limit was attached to 
these fiscal incentives. The law also extended fiscal incentives to real estate developers who 
invested in the physical infrastructure of these industrial parks.

	 6.	Under the so-called yarn forward rule of origin, the agreement covers textile and apparel 
products made using US, Central American, or Dominican yarns and fabrics.

	 7.	In addition to the country’s proximity to the United States, Honduras has the best, most 
efficient, and largest deep-water port in Central America, Puerto Cortés. This port earned 
the US Customs-Trade Partnership Against Terrorism certification, which improved its 
security and reduced the likelihood that products sent from it would be examined at a US 
port of entry.

	 8.	Still, Honduras remains among the top 10 exporters of apparel to the United States, 
accounting for about 3 percent of US apparel imports.

	 9.	According to the IFC (forthcoming), Honduras has the best and most efficient port in Central 
America. Transit times of 48 to 72 hours to the United States and efficient processing through 
Honduras’s major port ensure a significant competitive advantage in speed to market. 

	10.	A training program called Procinco was established in 2004 to focus on four main training 
areas: productivity, health and safety, human resources, and legislation and compliance.
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Summary

This case study shows how attracting foreign direct investment (FDI) through active investment 

promotion jump-started the development of Malaysia’s electrical and electronics (E&E) indus-

try, which, facilitated by workforce development and linking programs, significantly upgraded 

over time. In the early 1970s, proactive investment promotion with high-level political sup-

port, along with a competitive investment climate, led a few of the industry’s “superstar” firms 

to locate in Malaysia. This move launched an incipient industry focused on labor-intensive, 

low-skilled production and assembly. Over the years, the multinational corporations (MNCs) 

operating in Malaysia gradually shifted into higher-value-added activities and developed local 

suppliers, and domestic companies emerged onto the scene. This process was supported by a 

number of government programs, including the provision of incentives, supplier development 

efforts, and workforce development initiatives. The creation of the Penang Skills Development 

Centre in 1989 stands out as an internationally recognized example of a tripartite, industry-led 

workforce development initiative involving the private sector, government, and academia. By 

looking at a 50-year process, this case study also provides insights into the effectiveness of dis-

tinct strategic approaches and policy tools for leveraging FDI at different phases of a country’s 

development.

Malaysia’s role in the electrical and 
electronics global value chain

The electrical and electronics global value chain

The E&E global value chain (GVC) comprises a number of electrical and electronic compo-

nents, assembly processes, and distribution channels that serve a variety of end markets (see 

figure 8.1).1,2 Broadly speaking, the GVC can be divided into five separate production stages:

1.	 Inputs stage. Depending on the component, different raw materials are used in production, 

such as silicon, plastic, or various metals or chemicals.
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2.	 Components stage. This stage involves the production of (a) electronic components, 

which are elements with two or more leads or metallic pads intended to create 

an electronic circuit (such as semiconductors, active and passive integrated circuit 

[IC] components, and printed circuit boards), and (b) electrical components that 

transmit and distribute electric power (such as switchgear, transformers, and wires 

and cables).

3.	 Subassemblies stage. Depending on the final product, its components may go through 

several assembly stages. For example, electronic components such as circuit boards 

are often put into plastic or metal enclosures to form electronic subassemblies. 

Electrical subassemblies generate or store electric power.

4.	 Final products and market segments. The three principal end-market segments (also 

known as the three C’s) are computers, consumer electronics, and communica-

tions and networking equipment. Other end markets include automobiles, medi-

cal equipment, aerospace and defense, and industrial equipment.

5.	 Distribution and sales channels. The final distribution and sales channels of E&E prod-

ucts depend on the stage of the value chain from which the products are sold, but 
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Plastic and glass

Chemicals

Packaging

Subassemblies Final products/
market segments

Consumer
electronics

Computers,
storage, and office

Communications
and networking

Automotive

Medical

Aerospace and
defense

Industrial
equipment

Consumer
appliances

Electric utilities/
infrastructure

Public use
institutions

Industrial:
firms

Consumer
retailers

Distribution/
sales channels

Intergrated
circuits

Active
discrete

Product-
specific parts

Motors and
batteries

IC design Circuitry
design

Software
integration

New product
development

R&D and design

Passive IC
components

Bare circuit
boards

Electrical

Wires and
cables

Switchgear

Transformers

Assembled
PCBs

FIGURE 8.1 Electrical and electronics global value chain

Source: Frederick and Gereffi 2016, 11. Reproduced with permission.
Note: IC = integrated circuit; PCBs = printed circuit boards; R&D = research and development.
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in general the main distribution channel for consumer products is retailers, the 

main channel for industrial products is direct sales to firms, and the main channel 

for products with public use is sales to institutions.

There are also research and development (R&D) and design activities that add 

value outside of the manufacturing process, including IC design, circuitry design, soft-

ware integration, and new product development.

The E&E GVC is characterized by rapid technological change, large investments 

in R&D, stringent quality standards, and value chain modularity. The emergence of 

information technology standards and related standards that spread across the world 

has allowed specifications for E&E products to be codified and transmitted across dis-

tances. Consequently, different stages in the GVC can easily be separated and per-

formed by a variety of geographically dispersed actors, which has led to a high degree 

of offshoring (Frederick and Gereffi 2013).

The key actors in the E&E GVC are lead firms, contract manufacturers and tier 1 

suppliers, and component semiconductor suppliers (Frederick and Gereffi 2016). The 

GVC’s lead firms are engaged in the highest-value-added activities, such as R&D, mar-

keting, branding, design, and new product development. Although some lead firms 

are still involved in production, many of their functions related to production and 

logistics have in recent years been outsourced to contract manufacturers (Sturgeon 

and Kawakami 2011). This change has led to the emergence of large supplier firms 

that are mainly engaged in production services (electronics manufacturing services) 

such as component purchasing, circuit board assembly, final product assembly, and 

testing. If they also engage in some design services, such firms are called original 

design manufacturers. These contract manufacturers often have their own global 

production networks; for example, many original design manufacturers are based in 

Taiwan, China, but perform manufacturing operations in mainland China (Frederick 

and Gereffi 2016).

The greatest share of value in this GVC is captured by lead firms and component 

suppliers with strong platform leadership (Sturgeon and Kawakami 2010). Lead firms 

have buying power through the orders they place with suppliers; this power is earned 

by technological leadership, large investments in brand development, and the finan-

cial risk these firms take on. Contract manufacturers, in contrast, generally capture a 

smaller share of value because their services are highly substitutable. Although they 

purchase many components, their buying power is weaker given that their purchases 

are made on behalf of their customers. In some industries, platform leaders (that is, 

companies that implant their technology in the products of other companies) play an 

important role, because they define the system architecture upon which other com-

panies build (Frederick and Gereffi 2016).

The geographic distribution of the E&E GVC has, in recent years, shifted strongly 

toward Asia for both supply and demand. Although many lead firms in the GVC are 

still based in the European Union, Japan, or the United States, lead firms have also 

emerged in newly industrialized countries, such as in China (Huawei and Lenovo); 

the Republic of Korea (Samsung and LG); and Taiwan, China (Acer). China in partic-

ular has increasingly gained importance; in addition to those lead firms, it also hosts 

a large share of contract manufacturers and component suppliers. Other countries 

involved in these activities include Indonesia, Malaysia, the Philippines, Singapore, 

and most recently Thailand and Vietnam (Frederick and Gereffi 2016).
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Malaysia’s participation in the electrical and electronics 
global value chain

The E&E industry has played an important role in Malaysia’s economy since the 

1970s, and it continues to account for a large part of the country’s exports. In 2019, 

Malaysia exported 372.67 billion Malaysian ringgit (RM) (about US$87 billion) in 

E&E products, which constituted 37.8 percent of its total exports and 44.7 percent 

of manufacturing exports (MIDA 2020). The country’s major export destinations 

include China; the United States; Singapore; Hong Kong SAR, China; and Japan.

Components, in particular, electronic components, make up a large part of 

Malaysia’s exports. In 2018, the country’s E&E export composition was as fol-

lows: electronic components (57.2 percent), final electronic products (30.6 per-

cent), final electrical products (6.4 percent), and electrical equipment (5.6 percent) 

(see figure 8.2). More than 80 percent of the electronic components exported were 

electronic ICs and micro assemblies. The final electronic products exported were in 

the following market categories: 42.8 percent computers, storage, and office equip-

ment; 31.3  percent consumer electronics; 17.6 percent industrial equipment; and 

8.2 percent medical devices. Although most of Malaysia’s exports have grown steadily 

over the past 30 years, exports in some end markets (such as computers and con-

sumer electronics) have been declining since 1999.

Globally, Malaysia is a significant player in E&E products, accounting for 

2.8  percent of world E&E exports in 2018 (4.0 percent of world exports in E&E 

components and 2.0 percent of world exports in E&E final products and subassem-

blies) (see table 8.1). However, although Malaysia’s exports have increased steeply 

overall, the country’s shares in E&E exports for the East Asia and Pacific region and 
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TABLE 8.1 Electrical and electronics exports and market share of select East Asian and 
Pacific countries, by value chain stage, 1990–2018

Value (US$, billion) 
CAGR 

(%) World (EAP) market share (%)

1990 2000 2010 2018 1990 2000 2010 2018

E&E components

Malaysia 5.14 23.87 38.33 62.80 9 7 (11) 5 (11) 4 (8) 4 (7)

China — 18.18 144.98 249.51 22 0 (0) 4 (8) 16 (31) 17 (28)

Japan 26.27 72.94 88.06 77.35 4 35 (58) 14 (33) 10 (19) 5 (9)

Korea, Rep. 6.54 29.06 58.88 144.26 12 9 (14) 6 (13) 6 (13) 10 (16)

E&E final products 
and subassemblies

Malaysia 4.50 35.67 42.75 37.00 8 3 (4) 4 (12) 3 (6) 2 (3)

China — 50.64 446.97 694.88 26 0 (0) 6 (17) 31 (62) 34 (58)

Japan 67.72 39.16 60.55 50.31 −1 42 (65) 5 (13) 4 (8) 2 (4)

Korea, Rep. 10.54 89.39 66.01 59.55 6 7 (10) 11 (30) 5 (9) 3 (5)

Source: World Bank calculations based on United Nations Comtrade data, 2020.
Note: — = not available; CAGR = compound annual growth rate; E&E = electrical and electronics; EAP = East Asia 
and Pacific.
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the world have declined over the past two decades (figure 8.3). The main reason 

for this decline has been a strong shift in both global and regional market share to 

China over the same period. Whereas in 2000 China’s market share of E&E compo-

nents was only 4 percent globally and 8 percent in the East Asia and Pacific region, 
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its market share in the segment in 2018 was 17 percent globally and 28 percent in 

the region (table 8.1). For E&E final products and subassemblies, China’s share of 

exports has grown even more.

Malaysian firms, both foreign and domestic, operate in different segments of the 

E&E GVC. Several companies are engaged in component manufacturing, especially 

wafer fabrication,2 Others are more focused on assembly, packaging, and testing.3 

Some companies have also engaged in IC design and R&D.4

The development of Malaysia’s electrical 
and electronics industry: The role 
of foreign direct investment

FDI has played a crucial role in the development of Malaysia’s E&E industry. According 

to Malaysian Investment Development Authority (MIDA) estimates, by 2013, close 

to 85 percent of investments in Malaysia’s E&E industry had been FDI (Frederick 

and Gereffi 2016). More recent data confirm this trend. Out of the RM 81.6 billion 

invested in Malaysia’s E&E industry from 2013 to 2019, RM 74.1 billion (more than 

90 percent) were FDI (MIDA 2020).

Malaysia’s experience at leveraging FDI to enter into and upgrade within the 

E&E GVC can be divided into three phases (figure 8.4). From 1970 to the late 1980s 

(phase 1), Malaysia successfully attracted export-oriented FDI from superstar firms, 

developing an incipient industry focused on low-skilled components and parts 

assembly. From the late 1980s to the early 2000s (phase 2), Malaysia’s E&E industry 

became the country’s largest generator of manufacturing employment, value-added 

activities, and exports. Large new FDI inflows were drawn from East Asia, E&E 

clusters were developed, the first movers upgraded their production capacities, local 

supplier linkages were created, and domestic firms began to emerge. In the early 

2000s, however, growth in exports and employment slowed down, marking the 

beginning of phase 3. During that phase, the size of Malaysian manufacturing activi-

ties decreased as competitors emerged (such as China and Vietnam), but engineering 

and design activities expanded as existing firms moved new activities into Malaysia. 

Some domestic firms began to internationalize, and pockets of the industry moved 

into higher-value-added segments of the GVC.

Phase 1: Early 1970s to late 1980s

The E&E industry in Malaysia had its beginnings in 1972, when the state government 

of Penang, by actively promoting and creating a favorable climate for investment, 

managed to attract the first group of foreign investors to the industry. Against a back-

ground of 15 percent unemployment in Penang in 1969, then–Chief Minister Dr. Lim 

Chong Eu created the Penang Development Corporation as the state’s investment 

promotion agency. Subsequently, corporation officials, with high-level political sup-

port from Dr. Lim, proactively visited flagship firms abroad to persuade them to locate 

facilities in Malaysia. They found success: in 1972, eight foreign firms—called the 

“Eight Samurai”—decided to invest in Malaysia (Hai 2013).5
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To attract foreign investors, Malaysia needed to create a competitive investment 

climate. Under the umbrella of the Second Malaysia Plan of 1971–75, Malaysia began 

to shift its economic strategy from promoting import substitution to encouraging 

export-oriented manufacturing. To attract FDI, the country established free trade 

zones, most notably the Penang Bayan Lepas industrial parks, and licensed manufac-

turing warehouses6 to provide foreign investors with the infrastructure they needed 

as well as incentives to invest. Such incentives included income tax holidays for 

up to eight years under “pioneer” status, investment tax credits of up to 40 percent, 

and export incentives (Rasiah 2015). In addition, under the Second Malaysia 

Plan, tariff-free operations were offered (Malaysia, Office of the Prime Minister 1971). 

The E&E industry was also explicitly excluded from requirements to employ bumiput-

era (the indigenous people of Malaysia).

Malaysia was attractive to MNCs in the first phase of development both for struc-

tural reasons and because of government policies. Foreign investors found the main 

reasons to invest to be the availability of low-cost labor with basic technical and 

English language capabilities, ease of doing business, political stability, tax incentives, 

active investment promotion, and—especially for reinvestments—strong government 

support. According to a former executive of one of the Eight Samurai interviewed 

for this report, “the Government had been doing a remarkable job in supporting for-

eign investors—every little problem was sought to be immediately resolved, and the 

Government did not only have an open ear, but actively visited foreign investors to 

hear about their problems. Every Thursday at 7pm, Chief Minister Lim met with 

MNC CEOs to discuss and solve the most recent issues.” Many of these actions were 

tailored to individual companies and focused on limiting any disruptions to their 

GVCs (Freund and Moran 2017). Although Malaysian workers’ English language 
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capabilities were not seen as essential, technical capabilities played an important role. 

According to an industry veteran interviewed for this report, “then Intel CEO Andy 

Grove made the decision to invest in Malaysia when having a meal in a Chinese 

restaurant. Mr. Grove saw a 5 percent service charge, and was very impressed when 

the waiter could calculate that charge in a matter of seconds.” With regard to invest-

ment promotion, a clear value proposition, persistence (in the form of multiple visits 

to certain investors), and high-level government support (from Dr. Lim) were seen as 

particularly convincing.

In the initial years, GVC upgrading and the creation of local supplier linkages were 

limited. The first round of investment was in low-value-added parts of the GVC, such 

as low-skilled component manufacturing or parts assembly (for products such as 

printed circuit boards), basic consumer product manufacturing and assembly, and 

simple product testing. In the 1970s and 1980s, forward linkages were basically non-

existent; all output of the semiconductor corporations was exported (Rasiah 1988). 

Indeed, firms investing in free trade zones or licensed manufacturing warehouses 

were required to export 100 percent of their production. Backward linkages were 

also scarce—according to a MIDA survey, in 1981 only 1 percent of inputs to semi-

conductor firms were supplied by local supporting firms, although by 1986 several 

firms in Penang reported using more than 6 percent local inputs. The materials sup-

plied locally were mainly unrelated to production, such as papers, boxes, and office 

furniture (Rasiah 1988). However, these initial FDI inflows helped Malaysia inte-

grate into the E&E GVC, brought Malaysia to the attention of other investors, and 

set the foundation for further development. By attracting FDI, the Malaysian gov-

ernment achieved its main goal of generating employment—the unemployment rate 

in Penang fell from 15 percent in the late 1960s to 4 percent in 1980 (Rasiah 2015). 

Remarkably, 80 percent of employees in the semiconductor industry were female 
(Rasiah 1988). Additionally, attracting that first set of foreign investors encouraged 

other investors to follow and proved to be the starting point for development of an 

E&E cluster. According to a former MNC executive interviewed for this report, “the 

Eight Samurai coming to Malaysia proved to be the ‘tipping point’ for more investors 

to follow in due course.” In 1981, 80 percent of companies in the E&E industry were 

owned by foreign investors (Rasiah 1988).

Phase 2: Late 1980s to early 2000s

The second phase in the development of Malaysia’s E&E industry was marked by con-

tinuous growth in E&E exports, employment, and FDI inflows as well as the devel-

opment of supplier linkages. On the back of a commodities crisis in the mid-1980s 

that led to the consolidation of the industry, the late 1980s saw a new wave of FDI 

entering Malaysia, which prompted recovery. By then, the E&E industry had become 

the country’s largest generator of manufacturing employment, value-added activi-

ties, and exports, and an E&E cluster had formed in Penang. In the 1990s, supplier 

linkages were developed, although functional upgrading was limited. In about 2000, 

the E&E industry peaked in export and employment growth—after that, the emer-

gence of competitors such as China, the Philippines, and Vietnam began to take its 

toll, and several firms relocated out of Malaysia (Kharas, Zeufack, and Majeed 2010). 
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The second large wave of FDI into Malaysia’s E&E industry, in the late 1980s, came 

mainly from East Asian MNCs (from Hong Kong SAR, China; Japan; Korea; Singapore; 

and Taiwan, China). The main reasons these firms relocated from their home coun-

tries or economies were a strong appreciation of the yen, won, new Taiwan dollar, and 

Singapore dollar and the loss of Generalized System of Preferences beneficiary status 

for Hong Kong SAR, China; Korea; Singapore; and Taiwan, China (Rasiah 2015). FDI 

flows into Malaysia continued in the 1990s—the industry attracted an average of RM 

3.31 billion per year between 1991 and 1999. In six of those nine years, according to 

MIDA, this FDI made up more than 80 percent of total capital investment in Malaysia 

(Ismail 2001). During this phase, investors chose Malaysia as an FDI destination 

primarily because of the country’s existing ecosystem of firms, adaptable workforce, 

and investment incentives. For example, when an IC-manufacturing MNC inter-

viewed for this case study considered moving to Malaysia in the early 1990s, “the 

choice had been between Suzhou (China), Singapore, Bada Valley (Indonesia), and 

Penang. Ultimately, we chose Penang because it had an entire ecosystem in place, 

and we had strong confidence in the people on the ground, a decision we hav-

en’t regretted for a single day.” In 1986, the Malaysian government introduced new 

incentives to invest, most notably an investment tax allowance of up to 100 percent 

for qualifying capital expenditures incurred within five years of the project’s date of 

approval (MIDA 2010). However, in the early 1990s both the pioneer companies’ 

tax holidays and this investment tax allowance were made less generous (except for 

high-technology  companies). After 1995, labor-intensive projects were no longer 

eligible for promotion incentives unless they were located in certain areas or satisfied 

other narrow conditions (OECD 2013). Malaysian policy makers thus increasingly 

began to focus their investment promotion efforts on high-value-added activities in 

the E&E GVC.

Through this influx of new FDI and the development of existing FDI, Malaysia’s 

E&E industry began to mature: new processes and functions were introduced, 

and its exporters entered new markets. Following the crisis in the mid-1980s, 

many firms began to focus on raising their productivity. Cutting-edge process 

control technologies such as just-in-time manufacturing, quality control circles, 

integrated materials resource planning, and statistical processes were introduced 

(Rasiah 2015). Firms also began to switch from simple hand assembly to automated 

assembly and to some extent to process design and production design as well as 

supply chain management, especially among affiliates of multinational investors 

(Moran 2014). The 1990s saw firms entering the computer products market and 

increasing their presence in the consumer products market; exports in these two 

segments rose significantly. 

The Malaysian government, during phase 2, focused mainly on fostering 

upgrading, workforce development, linkages, and economic clustering, as was for-

mulated in the Action Plan for Industrial Technology Development (in 1990) and 

the Second Industrial Master Plan (in 1996). Several policy actions were taken, 

such as the establishment of the Human Resource Development Fund in 1992. 

Manufacturing firms with more than 50 employees were required to contribute 

2 percent of their payroll to this fund, from which approved training expenses 

could be claimed (Rasiah 2015). Also, the Malaysian Technology Development 
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Corporation, a venture capital organization for the industry, was created in 1992. 

In 1993, the Malaysian Institute of Microelectronics Systems was corporatized. As a 

result, the government-owned wafer fabrication firms Silterra and 1st Silicon were 

established (Rasiah 2015). However, despite these initiatives, economic upgrading 

in the 1990s remained within lower-value-added activities. This focus changed 

only with the Industrial Master Plan 3 of 2006, which introduced research grants 

for foreign investors.

The government of Malaysia also began several successful linkage programs during 

this phase. The Vendor Development Program, launched in 1992 for the electron-

ics sector, had limited success, primarily because of the limited capacity of the local 

small and medium enterprises (SMEs) selected to participate. At first, only suppliers 

owned by bumiputera were eligible to join. However, later versions of the program 

with less restrictive requirements proved more effective, underscoring the need to 

select participants for such programs with the capacity to produce high-quality prod-

ucts (UNCTAD 2011). Subsequent programs, such as the Industrial Linkage Program 

(launched in 1996) and the Global Supplier Program (launched in 2000) yielded 

better results because they gave MNCs a larger role in supplier selection and pro-

vided complementary support for SMEs to access finance, build their capabilities, and 

expand into new markets.7 These programs influenced some firms, such as Intel, in 

their decisions to develop local SMEs as suppliers (OECD 2018; OECD Investment 

Committee 2005).

These national activities were effectively supplemented by state-level initiatives, 

especially in Penang. In particular, the Penang Skills Development Centre (PSDC), a 

tripartite, industry-led initiative involving the state government, the private sector, 

and academia, is an internationally recognized example of workforce development 

that proved instrumental to further developing Penang’s E&E industry (see box 8.1). 

In many stakeholder interviews, the PSDC was mentioned as a prime example of 

the culture of Penang in the 1990s, in which various firms and the state government 

came together to exchange experiences, hold workshops and conferences, and learn 

from each other. According to an industry veteran, Penang is “the only place in the 

world where competition meets in a friendly manner.”

With the help of these government programs, the E&E industry in the 1990s saw 

significant development of backward linkages with local suppliers, although not 

all of those suppliers were owned by Malaysians. In Penang, MNCs’ share of pro-

curement from local sources rose from 10 percent in the mid-1980s to 46 percent 

in 1996 (UNCTAD 2011), although this rise was uneven among industry segments. 

In 1998, the local sourcing rates of 10 major firms in Penang were found to be 

40–50 percent for consumer electronics, 20–40 percent for other electronic com-

ponents, 13–60 percent for computers, and 4–10 percent for semiconductor com-

ponents (Best and Rasiah 2003). However, although many of these suppliers were 

located in Malaysia, a significantly smaller percentage were Malaysian-owned 

(Yean and Siang 2011). In fact, much of the technology deepening that occurred 

during this period took place within MNCs. This differs from the development expe-

riences of Korea and Taiwan, China, where the percentages of locally owned firms 

were higher (Yean and Siang 2011). Many MNCs in Malaysia established their own 
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suppliers, but others did train local firms to gradually take on more and more com-

plex tasks (box 8.2).

Although Malaysian government programs to create linkages were generally suc-

cessful, linkage creation also occurred outside official policy initiatives. The main 

drivers of this development were arguably MNCs. As exporters competing globally, 

Malaysia’s MNCs were forced during this period to adopt new technologies, such as 

just-in-time manufacturing, that required them to source in close proximity to their 

production facilities (Rasiah 2015).

Spillovers from MNC operations in Malaysia can be observed in the form of for-

mer MNC employees establishing supplier firms. Such firms include Carsem, Eng 

Teknologi, Globetronics Technology, Unico Holdings, Unisem, and ViTrox (UNCTAD 

2011). Some of the executives interviewed for this case study stressed that their expe-

rience working for MNCs in Malaysia had been essential to their success in creating 

their own companies by teaching the executives about modern management tech-

niques and helping them build networks of contacts. According to the chief execu-

tive officer of a leading Malaysian company, “the experience of working more than 

BOX 8.1 Penang Skills Development Centre

The Penang Skills Development Centre (PSDC) is frequently referenced and studied as a successful 
model for skills upgrading (OECD 2013; OECD and UNIDO 2019; UNCTAD 2011). Established in 1989, 
it was the first tripartite, industry-led skills training and education center in Malaysia. Initially, it con-
centrated on vocational training in electrical engineering and electronics to help the country advance 
into the production of standardized components. Subsequently, it ventured into higher-value-added 
products and components (such as those in the semiconductor, information technology, audio visual, 
and digital camera sectors). From 2000 onward, it continued along its upgrading path, adding pro-
grams in the life sciences, biotechnology, pharmaceuticals, and medical devices.

Since its inception, the PSDC has grown to become the leading vocational learning institution in the 
country. Its management board continues to be staffed by multinational corporation (MNC) rep-
resentatives to induce a demand-led focus in its training curricula. Membership on this board rose 
from 25 MNCs and 6 local supplier firms in 1989 to 56 MNCs and 52 supplier firms in 2005. Over a 
period of 30 years, the PSDC has trained more than 233,000 participants through more than 10,000 
courses, pioneered local industry development initiatives, and provided input on and assisted in the 
formulation of national policies pertaining to human capital development. To ensure that its vocation-
al training programs stay abreast of industry trends, the PSDC has created several partnerships with 
universities in Australia, Germany, Malaysia, and the United Kingdom. Over the years, its focus has 
shifted from workforce transformation aimed at specific professions toward more broadly upgrading 
skill sets.

The PSDC’s contributions to supplier development inspired the federal-level Global Supplier Pro-
gram, which also supported customized small and medium enterprise training based on MNC criteria 
(and used the center as one of its registered training centers).

Sources: Interviews with relevant stakeholders conducted in February 2020; UNCTAD 2011.
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BOX 8.2 Intel in Malaysia

Intel’s experience in Malaysia is a good example of firm-level upgrading. Following its first investment 
in an assembly plant in Penang in 1972 (100 million Malaysian ringgit [RM]), Intel gradually expand-
ed its operations in the country: in 1978 it operated a test plant, and in 1990 it moved into product 
design and development. In 1996, the company opened its first plant, in Kulim engaged in system 
manufacturing, which evolved into a board design center and an assembly test plant in 1999. In 2000, 
it further located shared services and in 2017 programmable solutions to Penang. Over the years, Intel 
has invested more than RM 22 billion in Malaysia, and it now employs 10,800 workers involved in ad-
vanced manufacturing and research and development, as well as in software development, product 
design marketing, and other local and global shared services. It also spends RM 1 billion each year 
with local suppliers and has registered 460 patents generated by Malaysian engineers. 

Facilitated by the Malaysian government, Intel was also successful in developing local suppliers. It was 
one of the founders of the Penang Skills Development Centre and extensively used and contributed to 
its services. It also relied on tax incentives and financial support such as the Global Supplier Program 
to develop its network of Malaysian suppliers. Intel saw these initiatives as benefiting multinational 
corporations as well as small and medium enterprises by shifting the production of low-level compo-
nents to dependable local firms, allowing the transnational corporations to concentrate on upgrading 
and developing new technologies. Intel has helped develop a number of successful Malaysian small 
and medium enterprises, such as Eng Teknologi, Globetronics Technology, LKT Engineering, Metfab 
Engineering, Polytool Technologies, Prodelcon, Rapid Synergy, and Seng Choon Engineering.

Source: This analysis is based on interviews conducted by the authors between January and March 2020 with 
representatives of multinational corporations, domestic firms, and trade associations affiliated with the Malaysian 
electronics industry, as well as government officials, and UNCTAD 2011.

15 years for an MNC taught me an entrepreneurial spirit [and] the necessity of open 

communication, trust, and respect, as well as that institutions are governed by sys-

tems, not by people, which I successfully implemented in my company.” As seen in 

Malaysia, MNCs may even encourage their staff to form supplier firms and may help 

nurture those companies as they develop and subsequently expand. From an MNC’s 

perspective, there are mutual benefits in contracting out to former employees rather 

than taking chances on unknown firms. 

Phase 3: Early 2000s to today

The current phase in the development of Malaysia’s E&E industry is characterized by a 

decline in growth rates, a move toward higher-value-added activities, and a structural 

shift from personal computers (PCs) and parts to semiconductors. After 2000, the 

E&E industry’s growth in exports, employment, and contribution to gross domestic 

product all slowed down. Although E&E exports still grew from about US$48 billion 

in 2000 to US$82 billion in 2018, Malaysia’s share of the East Asia and Pacific region’s 

exports, as well as the country’s share of world exports, has been declining since 2000 

(according to United Nations Comtrade data from 2020; see also figure 8.3). To a 

large extent, this decline can be explained by the emergence of competitors such as 

China and Vietnam. From the early 2000s until the 2008 financial crisis, Malaysia’s 
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E&E industry was driven mainly by products and services related to PCs and their 

parts (such as testing and assembly for ICs and manufacturing of components). 

Subsequently, Malaysia was affected by the structural shift in consumer preferences 

from PCs to smartphones and tablets. This shift slowed the country’s recovery from 

the crisis and led Malaysian firms to diversify away from the PCs and parts segment 

into other segments such as automotive semiconductors and cloud computing semi-

conductors (Bank Negara Malaysia 2016). 

Although FDI inflows have been consistent throughout this period, the govern-

ment’s strategy for attracting FDI has become more targeted. Between 2013 and 2018, 

FDI inflows held steady at about RM 8 billion to RM 10 billion per year (MIDA 2020). 

According to both state and national investment promotion agencies, investment pro-

motion has become more targeted, featuring active promotion efforts on the basis 

of the desirability of a specific project for the Malaysian economy. In 2012, MIDA 

adopted an “ecosystem approach” under which it continuously maps and analyzes 

the ecosystem of the Malaysian E&E industry. On the basis of this analysis, it focuses 

on promoting specific activities that are scarce, such as R&D and IC design. From 

2000 onward, the government has also offered customized incentives (both fiscal and 

financial) for investment perceived as high quality and in sectors deemed strategic. 

Incentives have been tied less to economic performance metrics (such as exports) and 

more to innovation and responsible business conduct: training workers, conducting 

R&D, and protecting the environment (OECD 2013; Thomsen 2004). In addition, the 

government has focused on stimulating investment into less developed areas. For 

example, the Northern Corridor Economic Region was created to foster economic 

development in the states of Kedah, Perak, Perlis, and Pulau Pinang (Kharas, Zeufack, 

and Majeed 2010).

Significant upgrading has been achieved during this period by providing foreign 

firms with research grants and by liberalizing the import of foreign professionals. 

With its 2006 Third Industrial Master Plan, the Malaysian government built upon 

the previous master plans by targeting the E&E industry for further upgrading. 

Most notably, the plan provided for up-front research grants for foreign inves-

tors. Such grants had previously been confined to the government-owned firms 

Silterra and 1st Silicon. In 2006, Penang was approved for Multimedia Super 

Corridor status, which allowed firms in Penang to import human capital for their 

operations. As a direct result of these policies, a number of firms moved wafer 

fabrication, IC design, and R&D operations to Malaysia—the number of semicon-

ductor firms performing these functions in Malaysia rose from 0 in 1999 to 11 in 

2014 (Rasiah 2015). In addition, the number of patents registered in the United 

States by semiconductor firms from Malaysia rose significantly, from 7 patents in 

the period 1980–2005 to 309 in 2006–11 (Rasiah 2015). However, this upgrading 

occurred only in pockets of the industry, and it was concentrated among a small 

number of firms.

Phase 3 of the development of Malaysia’s E&E industry also saw firms enter into 

new market segments. From 2000 to 2018, exports rose significantly in the industrial 

equipment and medical device component segments. This increase can be explained 

by a surge in global demand for these products as well as Malaysia’s existing strength 

in other segments of the E&E GVC. The government also provided an impetus for 
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the industry to venture into new segments, especially in the downstream sector, by 

implementing the E&E 2.0 initiative in 2013. This initiative was the second phase of 

the industry’s modernization program under the country’s Economic Transformation 

Program. It focused on 20 new entry point projects clustered into five key areas: man-

ufacturing services and design, advanced materials, industrial and integrated elec-

tronics, wafer technology, and advanced assembly. Also, under the Eleventh Malaysia 

Plan (2016–20), medical devices were identified as a sector with high potential for 

growth. Malaysia has in recent years become a hub for medical device exports, which 

involve an ecosystem of more than 200 firms (Bernama 2018). Exports of E&E-

related medical devices thus increased as a part of the country’s overall surge in med-

ical device exports.

Successful Malaysian companies have begun to engage in SME development ini-

tiatives of their own. One example of such an initiative is the Penang Automation 

Cluster, which seeks to develop the local supply ecosystem in Penang (box 8.3). 

Although some SMEs have become exporting superstars, others are struggling to 

develop. Notably, some incentives in place may discourage foreign investors from 

increasing their local sourcing, such as exemptions from customs duties and sales 

taxes on imports without corresponding exemptions from local sales and service taxes 

when buying from local suppliers (World Bank Group 2020).

The transformation of production through the Fourth Industrial Revolution is 

widely regarded as the biggest opportunity for Malaysia to further develop its E&E 

industry. According to stakeholder interviews, Malaysian firms are seen to have spe-

cial potential to advance in equipment technology and electronics manufacturing 

services. To promote Malaysia’s role in the shift toward new technologies, in 2018 

the government passed the National Industry 4.0 Policy (MITI 2018).8 Further stra-

tegic decisions on how to promote the industry are expected in the Industrial Master 

Plan 4, scheduled to be released by the Ministry of International Trade and Industry 

in the fourth quarter of 2020.

BOX 8.3 Penang Automation Cluster

The Penang Automation Cluster (PAC) is an example of a small and medium enterprise development 
program created by successful Malaysian companies. Established in 2017 as a joint venture between 
three domestic companies (ViTrox Corporation, Pentamaster Technology, and Walta Engineering), 
PAC aims to build and manage the local supply chain ecosystem to support large local companies 
and multinational corporations. PAC is the first small and medium enterprise precision metal fabrica-
tion or automation cluster in Malaysia, and serves as a one-stop metal component supply chain hub. 
Its objective is to support and enhance the development of the existing supply chain ecosystem of in-
dustries and services in Penang, primarily those in semiconductor, electrical and electronics, medical 
devices, light-emitting diodes, and avionics segments. In addition to creating jobs, PAC also provides 
employees with the opportunity to attend German Dual Vocational Training.

Source: This analysis is based on a combination of interviews conducted by the authors between January and March 
2020 with representatives of multinational corporations, domestic firms, and trade associations affiliated with the 
Malaysian electronics industry, as well as government officials, and the PAC website (http://pa-cluster.com/).

http://pa-cluster.com/
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Current challenges

Although Malaysia’s E&E industry has developed significantly since its inception, 

it currently faces several challenges that are impeding further upgrading. Both 

private sector and public sector actors see a lack of talent as the overarching chal-

lenge hampering the development of the sector. A significant proportion of firms 

reports difficulties in finding domestic talent with the advanced technical, entrepre-

neurial, communication, and job-specific skills required to propel the E&E indus-

try forward. It is therefore not surprising that electrical, electronic, and mechanical 

engineers, whose talents and skills are the most sought after in the E&E sector, have 

been listed on Malaysia’s Critical Occupations List9 for five consecutive years since 

2015, indicating continuing talent shortages in these critical occupations (CSC 2020). 

Compounding domestic talent constraints is the problem of highly skilled Malaysians 

migrating to other countries. This migration has been significant and geographically 

concentrated (the most common destinations are Australia, Singapore, the United 

Kingdom, and the United States), and it has a strong ethnic dimension. The key fac-

tors that motivate Malaysians to move abroad include differences in earning poten-

tial, career prospects, and quality of life and perceptions of social injustice in Malaysia 

(World Bank 2011). Insufficient R&D spending and a lack of local “superstar” firms 

compared with competitors like China, Korea, and Taiwan, China, are also seen as 

factors holding back development. On the investment front, although Malaysia’s 

business investment in R&D as a share of gross domestic product has increased in 

recent years, it has remained lower than those of aspirational comparators such as the 

Czech Republic, Poland, and Turkey. The COVID-19 (coronavirus) pandemic led to a 

decline in Malaysia’s E&E exports in early 2020, but from May onward exports largely 

recovered thanks to favorable government measures and the overall resilience of the 

global E&E GVC. In the medium to long term, the global pandemic and the ongoing 

trade tensions between China and the United States are widely seen as opportuni-

ties for Malaysia to further increase its E&E exports and attract investors diversifying 

away from China (box 8.4).

BOX 8.4 The COVID-19 (coronavirus) pandemic’s impact on Malaysia’s electrical 
and electronics exports

Malaysia’s electrical and electronics (E&E) exports were first negatively affected by the COVID-19 
(coronavirus) pandemic at the beginning of 2020. From January to February 2020, E&E exports de-
clined by 20 percent, caused by a cyclical slowdown in the global technology cycle and by the sector 
being closely integrated into China-centric production networks (World Bank 2020). As a result of 
Chinese offices and factories closing, Malaysian companies relying on Chinese products experienced 
supply chain disruptions, especially in raw materials sourcing, assembly, testing, and shipping. In par-
ticular, contract manufacturers and electronics manufacturing services were affected (Teng 2020). 

The experience of Pentamaster, a Penang-based automation manufacturing and technology solu-
tions provider, illustrates the issues Malaysian companies were facing. One-fifth of Pentamaster’s 

Continued on next page ›



292	 AN INVESTMENT PERSPECTIVE ON GLOBAL VALUE CHAINS

components and parts are directly and indirectly sourced from China. In an interview in March 2020, 
Pentamaster cofounder and chairman, Chuah Choon Bin, acknowledged that “over the past one 
month, certain parts and components that we want to buy have been affected. When we called the 
suppliers, there was no response. Some of them told us that they do not know when they can supply 
to us” (Teng 2020). In addition, project delivery was delayed. Pentamaster’s chairman added, “We 
sell machines to China. When the machines were sent there, we were not able to send our people to 
install and set them up. That affects our machine and project delivery” (Teng 2020).

In March and April, exports further declined, mainly because of supply disruptions in Malaysia. As the 
outbreak in Malaysia became widespread with higher community transmission, the government on 
March 16 announced a four-week movement control order (MCO), which included general prohibi-
tions of mass gatherings, restrictions on travel, and closures of schools, universities, and government 
and private premises except those involved in essential services (Teng 2020). This order was extend-
ed a number of times, until from May onward businesses were allowed to gradually reopen under se-
vere restrictions. Some companies in the E&E industry received approval to operate during all phases 
of the MCO because they were deemed essential in helping fight COVID-19, but this approval often 
only extended to 50 percent of the workforce (Hamdan 2020), so supply was affected. 

From May 2020 onward, Malaysia’s E&E exports have exhibited a strong upward trajectory. On the 
demand side, the industry profited from the overall resilience of the global E&E value chain, in which 
demand (even for nonessential products) never halted completely (OECD 2020). On the supply side, 
the partial allowance to operate during the MCO and the reopening from May onward supported 
Malaysia’s E&E industry, as did other government measures such as interest rate cuts, economic stim-
ulus packages, and the Short-Term Economic Recovery Plan (Hamdan 2020). Notably, the recovery 
has extended to all segments of the GVC, with the rebound being particularly strong in the third 
quarter of 2020 in comparison with 2019 (figure B8.4.1). Notably, medical device exports increased 

FIGURE B8.4.1 Malaysia electrical and electronics exports, January 2019–September 2020

Source: World Bank calculations based on Department of Statistics Malaysia (2020) Malaysia External Trade 
Statistics Online (METS Online), https://metsonline.stats.gov.my/.
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BOX 8.4 The COVID-19 (coronavirus) pandemic’s impact on Malaysia’s electrical 
and electronics exports (continued)
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Conclusion

Malaysia’s experience shows how attracting a few superstar firms using active invest-

ment promotion can jump-start the development of an industry if the minimum con-

ditions for foreign investment are in place. With an English-speaking, low-cost labor 

force complemented by the establishment of free trade zones and licensed manufac-

turing warehouses and the provision of generous investment incentives, Malaysia in 

the 1970s had the foundation in place to attract foreign investors. Through aggressive 

investment promotion with high-level political support, Malaysia succeeded in lever-

aging these advantages to attract FDI and thereby launch the development of its E&E 

industry. Crucial in this regard were a solutions-oriented attitude by the government 

and reassurances by higher political authorities to MNCs of the ability to seamlessly 

integrate into GVCs (Freund and Moran 2017). Information about investment con-

ditions had to be backed up by a strong commitment to infrastructure reforms and 

the removal of any disruptions to foreign investors’ operations, which could only be 

credibly provided by high-level political authorities, such as Penang’s chief minister. 

The information gap between foreign investors and potential host countries may 

be smaller in today’s world, but recent research shows that investment promotion 

with high-level political support can still play a critical role in attracting FDI (Heilbron 

and Kronfol 2020). Other countries (for example, Thailand and Vietnam) show that 

it is still possible to enter the E&E GVC, but Malaysia’s experience also shows that 

development of an industry by attracting FDI is easiest at inflection points, that is, 

at a point where internal and external conditions overlap. Although the Malaysian 

government’s actions were crucial, the country also profited from the general trend 

at the time of developed countries’ firms moving their labor-intensive manufacturing 

and assembly parts of their business outside their home countries. 

considerably, from 0.2 percent of Malaysia’s total E&E exports in December 2019 to 2.9 percent in 
September 2020.

In the medium to long term, Malaysian policy makers have a positive outlook for the country’s E&E 
industry. The ongoing global pandemic is expected to increase demand for devices that enable 
remote work, virtual learning, or e-commerce (Bernama 2020). Additionally, Malaysia will seek 
to benefit from firms looking to diversify their production away from China because of COVID-
19-related risks and trade tensions with the United States. According to Malaysia’s Ministry of 
International Trade and Industry, “many (firms) view that Malaysia can be a new alternative center 
for Asia, having the advantage [of] a strong E&E base, [a] good supporting local engineering clus-
ter, and [a] talent base” (Reuters 2020).

Source: This analysis is based on a combination of literature reviews and interviews conducted by the authors between 
January and March 2020 with representatives of multinational corporations, domestic firms, and trade associations 
affiliated with the Malaysian electronics industry, as well as government officials.

BOX 8.4 The COVID-19 (coronavirus) pandemic’s impact on Malaysia’s electrical 
and electronics exports (continued)
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Incentives proved key to attracting FDI and upgrading along the E&E GVC, but 

their role changed over time. In the 1970s, incentives were an important factor in 

Malaysia’s attracting FDI into low-value-added, labor-intensive segments of the E&E 

GVC. However, although locational incentives can be useful when attracting effi-

ciency-seeking FDI, governments may need to realign these incentives when devel-

opment priorities shift, as did Malaysia’s. In the early 1990s, both the tax holidays 

for the pioneer firms and the investment tax allowance were made less generous 

except for high-technology companies. After 1995, labor-intensive projects were no 

longer eligible for promotion incentives unless they were located in certain areas or 

satisfied other narrow conditions. Over time, Malaysia’s policy focus shifted toward 

using behavioral incentives to stimulate linkages and inducing foreign firms to locate 

high-value-added R&D activities in Malaysia. The tax and financial incentives to both 

MNCs and SMEs as part of the linkage programs lowered the costs of linking for both 

sets of participants, thereby facilitating the creation of linkages. And the R&D grants 

that were extended to foreign companies from the mid-2000s onward (which had 

previously been limited to domestic companies) played an important role in convinc-

ing MNCs to move R&D activities into Malaysia.

The development of Malaysia’s E&E industry also provides several lessons on the 

stimulation of supplier linkages. The different degrees of success of the various linkage 

programs (the Vendor Development Program, the Industrial Linkages Program, and 

the Global Supplier Program) show that it is important, when promoting linkages, 

that MNC representatives select the content of their specific training programs and 

that participants are chosen on the basis of the MNCs’ criteria. Incentives to partic-

ipate should be targeted at both MNCs and SMEs. Also, even with these programs, 

many local linkages in Malaysia occurred because the country’s MNCs were forced by 

external pressures (such as the global trend toward just-in-time delivery in the 1980s) 

to source in close proximity to their production facilities. The track record of supplier 

development programs in Malaysia also shows that these programs are highly contin-

gent on continuous human capital development. The PSDC is a good example of how 

this development can happen as a collaborative effort between the private sector, the 

government, and academia.

One of Malaysia’s challenges has been to attract the highest-value-adding activi-

ties, such as frontier R&D and marketing, to the country. The country’s recent expe-

rience has shown the importance of providing R&D grants to foreign companies to 

entice them to upgrade their functions in-country. However, so far none of Malaysia’s 

MNCs has brought frontier R&D (for example, R&D related to miniaturization or 

the enlargement of the wafer diameter of semiconductor chips) into the country 

(Rasiah 2015). Although human capital development and grants may induce firms to 

locate some R&D activities in a country, the final stage of development often requires 

the development of homegrown lead firms. Ultimately, most of the value in the 

E&E GVC is captured by lead firms, and foreign MNCs can be expected to keep the 

highest-value-added functions in their home countries. Arguably, one of the reasons 

why countries and economies such as China, Korea, and Taiwan, China, have been 

so successful in capturing high-value activities in the E&E GVC is that they have been 

able to develop their own lead firms. Other reasons may include less severe brain 

drain and stronger linkages between their universities and industry.



	 MALAYSIA CASE STUDY	 295

Malaysia’s experience also highlights the benefits that can be derived from differ-

ent levels of government exercising complementary functions. In Malaysia, policy 

guidance at the federal level, in the form of planning and several incentive programs, 

was complemented by the proactive role of subnational agents, who proved pivotal 

in attracting investors into the country. Globally, subnational actors are growing in 

prominence: when promoting investment, subnational governments seek to lever-

age their deep knowledge of the local business environment and its value proposi-

tions to investors as well as their strong ties to local agencies that are more heavily 

involved in the day-to-day operational needs and issues of investors (Heilbron and 

Kronfol 2020). Although subnational agencies can have unique roles in a country’s 

institutional framework for investment policy, it is essential that their tasks are clearly 

allocated and that effective collaboration mechanisms are in place to ensure comple-

mentarity between the different levels of government (Heilbron and Kronfol 2020).

One last lesson from the Malaysian experience is that strategies and policies should 

be adapted to the country’s and the industry’s specific phases of development. In the 

1970s and 1980s, the focus of Malaysian policy makers with regard to the E&E indus-

try was primarily on attracting FDI to create jobs. Beginning in the late 1980s, their 

focus gradually shifted toward the creation of linkages to maximize the benefits of 

existing FDI. A country’s strategies and policies should always be based on its phase 

of development and the phase of development of the industry in question. Such a 

phased approach can help developing countries focus their resources on their most 

pressing needs while also keeping a long-term perspective. Malaysia’s experience 

also shows that different structural characteristics and policy tools are important to 

attracting FDI at different phases of development. Whereas investment incentives had 

greater relevance when Malaysia was attracting FDI in the first phase of developing 

its E&E industry, they became less important in later phases, and Malaysia reacted by 

tailoring its incentives more and more toward special policy initiatives. In contrast, 

human capital was not as important in the early phases of the industry’s develop-

ment, but it became more important later on, when Malaysia was trying to attract 

highest-value-added activities such as R&D.

Notes

	 1.	The analysis in this case study is based on a combination of literature reviews and interviews 
conducted by the authors between January and March 2020 with representatives of 
multinational corporations, domestic firms, and trade associations affiliated with the 
Malaysian electronics industry, as well as government officials; the interviews are the 
source for all direct quotations included in this chapter that are not otherwise attributed.

	 2.	Examples include SilTerra and MIMOS (majority domestically owned) as well as Infineon, 
OSRAM, ON Semiconductor, and SunEdison (majority foreign owned).

	 3.	Examples include Carsem, Aemulus, Unisem, Inari, and Globetronics (majority domestically 
owned) as well as Intel, Infineon, Texas Instruments, AMD, ASE Group, and Amkor 
(majority foreign owned).

	 4.	Examples include ViTrox, Symmid, Key ASIC, and Oppstar (majority domestically owned) 
as well as Intel, UST Global, Whizz Systems, and Phison (majority foreign owned).

	 5.	The Eight Samurai were Advanced Micro Devices (AMD), Clarion, Hewlett Packard (now 
Agilent Technologies), Hitachi Semiconductor (now Renesas), Intel, Litronix (now Osram 
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Opto Semiconductors), National Semiconductor (now Fairchild Semiconductor), and 
Robert Bosch.

	 6.	The institution of licensed manufacturing warehouses was established under the provisions 
of section 65/65A of the Customs Act of 1967. A licensed manufacturing warehouse is a 
manufacturing unit (factory) granted to any person for warehousing and manufacturing 
approved products on the same premise. It is intended to cater primarily to export-oriented 
industries. Exemption from customs duties is given to all raw materials and components used 
directly in the manufacturing of approved products, from the initial stage of manufacturing 
until the finished products are packed and readied for export.

	 7.	The Industrial Linkage Program seeks to build linkages by offering tax incentives for SME 
suppliers producing eligible products to improve their capacities as well as for MNCs that 
incur costs to help their suppliers upgrade, such as costs for training, product development 
and testing, and factory auditing. The Global Supplier Program covers 80 percent of SMEs’ 
fees for courses at registered training providers, and it provides MNCs with financial and 
organizational support for sending specialists to local firms for upgrading purposes (UNCTAD 
2011).

	 8.	The National Industry 4.0 Policy aims to drive digital transformation of the manufacturing 
sector and related service sectors in Malaysia. It calls for tax incentives, efficient digital 
infrastructure, a regulatory framework to increase industry adoption of new technologies, 
investment in future skilled labor, and increased access to smart technologies.

	 9.	This list is published annually by Malaysia’s Critical Skills Monitoring Committee to identify 
shortages of labor in occupations associated with the country’s growing knowledge-based 
economy.
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Summary

The Mauritius case study shows how foreign direct investment (FDI) can be leveraged to build 

on and upgrade an existing viable industry. In the late 1970s, Mauritius began to develop 

its tourism industry by encouraging the accumulation of capital into the industry through 

the provision of incentives. By providing basic infrastructure; ensuring air access through 

the national carrier, Air Mauritius; and actively marketing the country as an upscale tourism 

destination, the government facilitated the growth of a mainly domestic industry. At the time 

FDI was permitted and encouraged only in select segments (mainly hotels). Once the industry 

had become viable in the early 2000s, FDI was gradually liberalized and encouraged (through 

investment promotion), which led to a surge in FDI inflows, a boom in the industry, and sig-

nificant global value chain (GVC) upgrading. The case study also highlights the important role 

that nonequity modes (NEMs) of production, such as management contracts (hotels) or fran-

chising arrangements (restaurants  and car rentals), can play in accessing skills, management 

expertise, and technology. Such arrangements have been important throughout the develop-

ment of Mauritius’s tourism industry. By looking at a 50-year process, the case study provides 

insights into the effectiveness of distinct strategic approaches and policy tools for leveraging 

FDI at different phases of development.

Mauritius’s role in the tourism global value chain

The tourism global value chain

Tourism is an important driver of economic growth around the world.1 In 2018, tourism sup-

ported an estimated 123 million jobs (3.8 percent of global employment) and generated US$8.8 

trillion in direct revenue (3.2 percent of global gross domestic product [GDP]). The total con-

tribution of tourism to GDP (including wider effects from investment, the supply chain, and 

induced income impact) was US$8.8 billion (10.4 percent of global GDP) (WTTC 2019).

Developing countries are playing an increasingly prominent role in the tourism industry. In 

2018, 45.6 percent of international tourist arrivals and 35.4 percent of tourism receipts accrued 

to emerging economies (UNWTO 2019). Because tourism is employment-intensive and often 
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has linkages to many other parts of the economy, it directly contributes to poverty 

reduction. For many developing countries, tourism is one of the main sources of 

foreign exchange income and a major component of exports, creating much-needed 

employment and development opportunities (UNCTAD 2007).

Conceptualizing the tourism industry from a GVC perspective provides insights into 

the main actors and their relationships, different value creation processes, and upgrad-

ing pathways. Figure 9.1 shows the tourism GVC as a sequence of direct flows of money 

from consumers to service providers along different distribution channels. There are 

three types of actors in the tourism GVC: consumers, intermediaries, and service pro-

viders (Daly and Guinn 2016). There are also three main distribution channels:

1.	 Direct booking channel. Through this channel, consumers bypass distribution interme-

diaries and book directly with service providers such as airlines and hotels.

2.	 Online package channel. Online portals and travel agencies such as Expedia, Priceline, 

and booking.com have grown in prominence in recent years. These online portals 

offer many of the same services as in-person travel agencies. In some cases, they 

work together with the global distribution system. The global distribution system 

provides a shared platform for information regarding airline, hotel, and tour sched-

uling, including prices, which allows travel agents to reserve and book directly in 

real time. 

Communication flow

Indirect flow consumer’s money

Direct flow of consumer’s money

Activities performed by international actors

Activities performed by international and domestic actors

Activities performed by domestic actors

Consumers Distribution intermediaries Service
providers

Direct booking

Traval
agents

Package booking

Global tour operators

Inbound tour operators

Destination
management

companies

GDS

Leisure tourism inputs

International
transport

Domestic
transport

Lodging

Hospitality

Excursions

Online package

Online portals GDSConsumers

FIGURE 9.1 The tourism global value chain

Source: Duke Global Value Chains Center, in Daly and Guinn 2016.
Note: GDS = global distribution system (coordinating online portals).
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3.	 Package booking channel. Traditionally, this has been the main distribution channel 

for many countries. It involves a number of different distribution intermediaries:

•	 �Travel agents often act as retailers selling already assembled tours but may also 

work with the global distribution system to sell individual services or with 

inbound tour operators or destination management companies (DMCs).

•	 �Global tour operators purchase services from individual providers and assemble 

them into products, which are most often sold through travel agents. Some 

large companies have vertically integrated and sell directly to consumers.

•	 �Destination management companies work closely with global tour operators to pur-

chase local services for the operator’s offering, given that DMCs often have bet-

ter knowledge of the local product. They may also support the management of 

consumers in the inbound country.

•	 �Inbound tour operators perform similar services to DMCs but focus on direct sales 

to customers in the inbound country.

The lead firms in the leisure tourism GVC are international airline carriers, cruise 

lines, global tour operators, online travel agencies, and multinational hotel brands 

(Christian et al. 2011). These firms often play a key role though marketing campaigns 

and close contact with consumers and capture much of the value created in the GVC. 

Global tour operators and online travel agencies may have profit margins of more 

than 20 percent as opposed to about 10–20 percent for DMCs or travel agents (Daly 

and Guinn 2016).

Mauritius’s participation in the tourism global value chain

The tourism industry has played an important role in Mauritius’s economy since 

the late 1970s and continues to account for a large part of the country’s exports. 

International tourism receipts have grown steadily from as low as US$9.7 million in 

the 1970s to US$2.16 billion in 2018, constituting 34 percent of the country’s total 

exports. Direct employment in the tourism industry exceeds 73,600, up from about 

20,700 in 2002 (Statistics Mauritius 2017; UNCTAD 2008). As of 2019, the industry 

accounted for 12.8 percent of total employment in Mauritius (Statistics Mauritius, in 

AHRIM 2019).

The number of tourism arrivals has also risen steadily, from an average of 120,000 

a year in the 1980s to 1.4 million in 2018 (UNWTO 2020) (figure 9.2). As has tradi-

tionally been the case, the majority of tourists in 2018 were from European countries, 

mostly from France (20.4 percent of arrivals), the United Kingdom (10.9 percent), 

and Germany (9.5 percent). Regional tourism has also been important for Mauritius 

since the 1990s; in 2018, 9.9 percent of tourists came from Réunion and 9.2 percent 

from South Africa. However, other regional sources of tourists (for example, the 

Comoros, Kenya, the Seychelles, and Zimbabwe) have not contributed significantly 

to arrivals. Among the new markets that have been growing and that are explic-

itly targeted by tourism promotion are India (6.1 percent of arrivals in 2018) and 

China (4.7 percent) (AHRIM 2019). Almost all tourists (97.2 percent) arrive via air 

transport. According to a survey of inbound tourism, in 2018 the main purpose of 
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visit was holiday (79.3 percent), followed by honeymoon (13.1 percent), business 

(2.7 percent), and visiting friends and relatives (1.4 percent) (Statistics Mauritius 

2018). The purpose of visits has remained virtually constant over time.

Mauritius today boasts a comprehensive ecosystem of actors directly operating in 

the tourism industry. As of March 2019, 2,846 entities are directly licensed with the 

Mauritius Tourism Authority (figure 9.3). About 66 percent of available rooms are 

hotel rooms, but in recent years nonhotel accommodation has been growing faster 

than hotel accommodation (8.9 percent compared with 2.0 percent average growth 

over the period 2009–19).

Distribution channels in Mauritius are slowly beginning to change. Package book-

ing through tour operators is still the most important distribution channel, especially 

for traditional markets such as France and Germany. New markets such as China, by 
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FIGURE 9.2 Number of international tourism arrivals in Mauritius, 1982–2018

Sources: Statistics Mauritius data; World Bank World Development Indicators.
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contrast, are almost entirely dominated by online travel agencies, according to inter-

views with hotel group executives. Direct online booking is also becoming more and 

more important.

In recent years, the type of products tourists demand has also shifted. Tourists 

in Mauritius traditionally booked half-board (which includes pension, break-

fast, and dinner) or bed and breakfast. However, according to interviews with 

stakeholders conducted for this case study, tourists have switched to requesting 

all-inclusive packages, following a global trend. The largest proportion of meal 

arrangements in 2015 was half-board (48 percent), but the largest proportion in 

2018 was all inclusive (42 percent) (Statistics Mauritius 2015, 2018). As a result, 

it has become more difficult for hotels to profit from selling beverages, which had 

often been a significant part of revenue. Spending outside of the hotels has also 

been depressed as a result. 

The development of Mauritius’s tourism industry: 
The role of foreign direct investment

Mauritius’s experience in leveraging FDI to enter and upgrade in the tourism GVC 

can be divided into three phases. In phase 1 (late 1970s to early 2000s), Mauritius’s 

tourism industry grew mainly by relying on domestic capital that was channeled 

from the sugar sector to the tourism industry. The government of Mauritius sup-

ported this process by providing a number of incentives, and further helped gen-

erate tourism demand by active marketing and by creating the state carrier, Air 

Mauritius, to ensure air connectivity. Multinational corporations (MNCs) played 

a less significant role during that phase. FDI in the narrow sense was restricted 

in most segments of the economy; as a consequence, the only foreign investors 

were a number of hotels. At the same time, other actors played a role through 

NEMs, which were allowed. NEMs are arrangements in which an MNC may have 

significant de facto control or influence over a local investor or local enterprise 

even without an equity stake, including through management contracts, leasing, 

or franchising (UNCTAD 2007). In the first phase, most foreign restaurant and car 

rental chains were present through franchises. Throughout this phase, Mauritius 

saw steady growth in exports, from US$42 million in 1980 to US$542 million in 

2000 (figure 9.4).

In phase 2 (early 2000s to late 2000s), FDI in the form of direct capital flows 

became important. Gradual liberalization and the creation of specific programs to 

attract foreign investors into real estate and resort development led to significant 

FDI inflows from the mid-2000s onward (see figure 9.5; notably, NEMs such as 

franchising and management contracts do not appear in official FDI data). Other 

tourism segments such as tour operators also gradually began to be liberalized. 

As a result, exports almost doubled between 2000 and 2010 (US$542 million to 

US$1.29 billion). 

From the late 2000s onward (phase 3), FDI and exports continued to grow. NEMs, 

especially hotel management contracts, played an increasing role; and domestic hotel 

groups also began to become outward investors, which helped further upgrading.
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Phase 1: Building an industry (late 1970s–early 2000s)

Tourism in Mauritius had its beginnings in the late 1970s, when domestic investors 

began to invest in the industry. In the 1960s and 1970s, Mauritius was predominantly 

an agricultural economy, with only minor economic activity in manufacturing and 

tourism. In the early 1970s, there was only one hotel in Mauritius, mainly catering 

to the crew of Air Mauritius. When a large boom in the sugar cane market led to a 

FIGURE 9.4 International tourism receipts in Mauritius, 1980–2018

Source: World Bank calculations based on United Nations Comtrade data.
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surge in domestic capital, the owners decided to invest into other industries, espe-

cially textiles and tourism (Cattaneo 2009). In the 1980s, the global sugar market had 

changed and countries such as Brazil were on the rise. To diversify away from sugar, 

the private sector in Mauritius, together with the government, focused on export 

diversification. Because a few small hotels were doing well, the decision was made to 

strengthen the tourism industry.

The shift toward tourism was strongly supported by the Mauritian government. 

In addition to providing a stable and secure business environment, the government 

offered a number of incentives. Under the 1974 Development Incentives Act, which 

also applied to hotel development, tax relief was granted to investment projects for 

a period of 10 years. In addition, a number of items were exempt from customs 

duty. In 1982, the Mauritian government set up two programs to specifically provide 

incentives for the development and management of hotels: the Hotel Management 

Scheme and the Hotel Development Scheme. Under both programs, the corporate tax 

rate was lowered (to 15 percent instead of the statutory 30 percent) and dividends 

received by shareholders were exempt from income tax for 10 years. Approved hotels 

under the Hotel Development Scheme were granted a Hotel Development Certificate, 

which permitted a one-time exemption of customs duties on the importation of 

equipment. Holders of such certificates were also eligible for subsidized loans from 

the Development Bank of Mauritius. According to an industry veteran interviewed 

for this case study, “these loans had been extremely important in the 1980s and 1990s 

for stimulating hotel construction. Subsidized loans had interest rates as low as 8-9%, 

which were significantly cheaper than the 22% market rates at the time.” Other 

tourism industry segments were also supported, including tour operators, car rental 

agencies, and first-class restaurants (WTO 1995); and labor market regulations were 

relaxed to enable foreign labor to be imported (Zafar 2011).

From the beginning, the government of Mauritius’s strategy was clear: to promote 

the development of upscale tourism. Because of limited space on the island, ecolog-

ical concerns, a “dislike for mass tourism and high-rise building” (Zafar 2011, 101), 

and the identification of tourism as a niche, the government decided to develop an 

industry targeting wealthy individuals from developed countries, particularly France, 

Germany, and the United Kingdom. 

To ensure the positioning of Mauritius as an upscale tourism destination, the gov-

ernment tightly regulated the industry and managed its growth. With the 1989 hotel 

regulations, several important conditions were established (UNCTAD 2008):

•	 The maximum number of rooms per hotel was limited to 200.

•	 Hotel projects had to be financed by at least 40 percent equity.

•	 Investment per room was to be at least 4.5 million Mauritian rupees (MUR).

•	 For coastal hotels, the promoter had to have at least 4 acres of land; foreign-owned 

coastal hotels were required to lease land, at least 10 acres per project, from the 

government.

In the 1980s, government control also extended to the amount of foreign owner-

ship in the economy—most segments of the tourism industry were closed to FDI. Full 

foreign ownership of new hotel developments was permitted only for hotels of more 
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than 100 rooms; foreign participation was limited to 49 percent for hotels with fewer 

rooms. In addition, a minimum capital investment requirement for foreign-owned 

hotels of MUR 10 million (US$400,000) applied (UNCTAD 2001). Under the 1975 

Non-Citizen Property Restrictions Act, foreigners were allowed to buy property only 

with approval from the Prime Minister’s Office, and foreign-owned coastal hotels had 

to lease land from the government (WTO 1995), also subject to approval. Foreign 

participation in restaurants was limited to 49 percent, and only where investment 

exceeded MUR 10 million, which would be a rare occurrence (WTO 1995). No foreign 

investment was permitted in travel agencies, tour operators, tourist guides, car rental 

agencies, and yacht charters. Equity participation in duty-free shops by foreigners was 

limited to 30 percent. Foreign travel agencies arranging for services in Mauritius had 

to work through an agent established in Mauritius. Establishing a travel agency also 

required clearance from a designated committee chaired by the Minister of Tourism, 

Leisure and External Communications (WTO 1995). 

To attract a sufficient number of upscale tourists, the government actively pro-

moted Mauritius as a tourism destination. With high-level engagement, notably by 

the politician Gaëtan Duval, Mauritius pioneered “celebrity marketing,” which was 

seen as the ideal way to promote Mauritius as a luxury destination. In 1996 the 

Mauritius Tourism Promotion Authority was established to provide a more formalized 

tourism promotion framework. With offices in several countries, its function is to pro-

mote Mauritius abroad as a tourist destination by conducting advertising campaigns, 

participating in tourism fairs, and organizing promotional campaigns and activities in 

Mauritius and abroad.

In the early stages, one essential factor facilitating tourism in Mauritius was the 

state-owned carrier, Air Mauritius. Together with Air France and the British Overseas 

Airways Corporation (BOAC), the government of Mauritius in 1967 created the 

airline. Several industry veterans interviewed for this case study highlighted Air 

Mauritius as key to enabling rising numbers of tourists to Mauritius, particularly 

because it would continue to schedule flights in the off season, when other airlines 

would not fly. 

Mauritius’s air access policy in the 1980s and 1990s was driven by the dual objec-

tives of protecting Air Mauritius as the flag carrier and attracting up-market tourists 

(WTO 2001). The strategy was characterized by maintenance of single-designation 

clauses in air service agreements (one airline per route to Mauritius); double-approval 

fare systems that entitled the government to control fares; restrictions with respect to 

capacity and frequencies; reluctance to exchange fifth freedom rights; a noncharter 

policy (with some exceptions); modest liberalization efforts, only in a regional context; 

and no full privatization (WTO 2001). This restrictive policy was largely supported by 

both the government and the private sector to maintain high prices and thereby to 

prevent mass tourism (Page 1999). Notably, although protecting Air Mauritius may 

initially have been an effective way to facilitate tourism, keeping these protections 

in place over decades may have eventually been detrimental to the development of 

Mauritius’s air connectivity overall (see section on current challenges).

MNCs in the 1980s and 1990s mainly played a role through the technological 

know-how and access to markets that they brought rather than because of cap-

ital inflows. The only segment of the tourism industry in which FDI in a narrow 

sense was significant was in hotels; in 2001, about 40 percent of larger hotels (more 
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than 100 rooms) were foreign owned (UNCTAD 2001). In other segments, MNCs 

were present through NEMs. Most major restaurants and car rental chains were 

represented through franchises (UNCTAD 2001). A number of stakeholder interviews 

highlighted that global hotel chains contributed significantly in bringing more tourists 

to Mauritius. In particular, attracting ClubMed and Maritim, the first two hotel 

chains that came to Mauritius in the late 1970s, helped put Mauritius on the map for 

tourists from Europe.

As a result of the government-led, private sector–driven initiatives, Mauritius’s 

tourism industry began to boom. The number of tourists rose from 75,000 in 1975 

to 656,000 in 2000, and the contribution to GDP increased from 1.6 percent in 1976 

to 7.4 percent in 2000 (UNCTAD 2008). Several domestic hotel groups, such as 

Beachcomber, Constance, and Sun Resorts, emerged and dominated the industry. 

In 1999, the largest hotel chain in Mauritius was entirely Mauritian owned, and the 

second largest was 82 percent Mauritian owned (Page 1999).

Linkages with other sectors of the economy were limited to select food items and 

maintenance services. Facilitated by duty-free concessions, most furniture and con-

struction materials were imported. Local products that were used had frequently only 

received final processing in Mauritius (Page 1999). Meat (except beef), fish, and a few 

vegetables tended to be sourced locally, but other food items, including fruits, were 

mainly imported. Services supporting the tourism industry, such as the maintenance 

of equipment, vehicles, and refrigerators, were mostly contracted out to local firms 

(UNCTAD 2008). 

Interviews conducted for this case study suggest that these local sourcing dynam-

ics have not changed significantly through the present, which is not surprising for a 

small island nation. Government support, according to the interviews, is focused on 

promoting the development of specific industries; for example, subsidies and grants 

are given to local fishermen as well as for small and medium enterprise development. 

However, the promotion of supplier linkages seems to be largely limited to informal 

encouragement of hotel groups to source locally and contribute to the community. 

Several hotels interviewed had specific programs in place to source with the local 

community, for example, to promote Creole food in the hotel restaurants or to work 

with young composers and musicians to perform on the hotel site.

Phase 2: Opening up the economy (early 2000s–late 2000s)

Having built a sizable tourism industry in the 1980s and 1990s under a regime of 

close control, the Mauritian government in the 2000s began liberalizing and actively 

promoting FDI to further develop the industry. The Board of Investment (replaced in 

2017 by the Economic Development Board, EDB) was created in 2000 to serve as an 

investment promotion agency, signaling a stronger emphasis on FDI to develop the 

Mauritian economy. Beginning in 2002, the government of Mauritius introduced a 

number of incentive schemes that allowed foreign citizens and companies to acquire 

different types of immovable property (see box 9.1). These schemes were the main 

impetus for a strong increase in FDI inflows from the mid-2000s onward (see figure 9.5) 

and contributed to diversifying Mauritius’s leisure tourism industry. Foreign investors 

such as Four Seasons and ClubMed began to use the incentive programs to develop 

large hotel complexes, of which single units were sold to high–net worth individuals. 
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Often, these units were then rented out by the hotel group on behalf of the owners. 

In several cases, resorts were constructed within the country (instead of on the coast-

line) and thus provided a different offering to tourists, including novelties such as golf 

courses that attracted tourists from East Asia.

In the mid-2000s, the government of Mauritius also began to liberalize other 

segments of the tourism industry. Since 2006, foreign equity restrictions on restau-

rants and on hotels with fewer than 100 rooms have no longer applied. Investment 

in the pleasure craft sector was authorized subject to an initial investment of MUR 

10 million and the originality of the project proposal (WTO 2008). In 2012, restric-

tions on foreign investment in car rental, travel agency, and tour operator services 

were removed to enable a bilateral investment treaty with the United States to be 

signed  (WTO 2014). Economy-wide, investment screening was removed, and the 

BOX 9.1 Key incentive programs for developing the accommodation sector

In the 2000s, three schemes were introduced that allowed foreign citizens and companies to 
purchase real estate property:

1.	� Invest-Hotel Scheme (IHS), 2002. The IHS allowed hotel developers to finance the development 
of a hotel project by selling villas, suites, rooms, or other components that form part of the hotel 
complex to individual buyers, including to noncitizens and foreign companies. The buyer of a unit 
entered into a lease agreement by which the property was leased back to the seller. For the acqui-
sition of a stand-alone villa, the minimum investment requirement was US$500,000; otherwise 
there was no minimum requirement. The scheme was applicable for both freehold and leasehold 
(state) land. 

2.	� Integrated Resort Scheme (IRS), 2002. The IRS was introduced to attract high–net worth nonciti-
zens to Mauritius by allowing them to acquire resort and residential property. Under the scheme, 
no authorization from the Prime Minister’s office was required for the acquisition of immovable 
property by noncitizens or companies registered as foreign companies. Beginning in 2007, sev-
eral conditions were imposed: a minimum size of more than 10 hectares of the integrated resort 
development area, a social contribution of 200,000 Mauritian rupees (approximately US$6,700) 
per residential property, and a minimum investment requirement of US$500,000. Resident status 
was granted to noncitizens acquiring the property.

3.	� Real Estate Scheme (RES), 2007. The RES was introduced as an extension of the IRS for small 
landowners. It provided for the development of residential units of international standing 
on freehold land of at least one arpent (about an acre) but not more than 10 hectares (23.69 
arpents); commercial facilities and leisure amenities attached to the residential units; and day-to-
day management services to the residents, such as security, maintenance, gardening, solid waste 
disposal, and household services. Unlike the IRS, the RES imposed neither a minimum purchase 
fee on a residential plot nor the payment of a social contribution. Also, no residence permit was 
attached to the purchase.

In 2015, the IRS and RES were consolidated under the Property Development Scheme, which aligned 
the servicing fees and put a stronger emphasis on the social contribution of each unit toward 
social amenities and community development that have to be provided to qualify for the scheme 
(EDB 2019).

Sources: OECD 2014; WTO 2008.
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acquisition of property was conditioned on approval from the Board of Investment 

for business purposes instead of requiring prime minister approval (WTO 2014). 

Although equity restrictions have largely been removed, there may be other condi-

tions depending on the activity.

Liberalization led to significant firm-level upgrading. Based on stakeholder inter-

views, there have been several cases in which local companies acquired by MNCs 

benefited from the transfer of skills, management expertise, training programs, and 

local staff opportunities (for firm examples, see box 9.2).

To further support an increase in tourists, the government of Mauritius in 2005 

began to gradually liberalize its air access policy. There has been a shift from single or 

dual designation to multiple designation regimes in Mauritius’s bilateral air service 

arrangements. Many newly signed bilateral agreements in force provide for the fifth 

freedom traffic rights. Mauritius has also been moving away from its policy of only 

allowing scheduled flights. It is open to allowing, on a case-by-case basis, charter and 

BOX 9.2 How foreign acquisitions help upgrade domestic firms

The acquisition of a local destination management company (DMC) by a global tour operator serves 
as a good example of firm-level benefits of foreign direct investment. After having been a local sup-
plier for the global tour operator for several years, in the mid-2000s the multinational corporation 
(MNC) decided to purchase 51 percent of the equity of the DMC. According to a DMC executive, 
the MNC was looking for a company that could be “the eyes and ears for the MNC on the ground.” 
Through vertical integration, the MNC sought to capture different components of the value chain and 
thus gain a competitive advantage over online travel agents such as booking.com.

For the DMC, acquisition by the MNC has resulted in significant growth. The number of employees 
has grown from 140 at the time of acquisition to 270 in 2020. It also brought significant intangible 
benefits. According to a DMC executive, “management by the global tour operator keeps us on the 
edge and instills a mindset of excellence. The acquisition brought strategic thinking, and helped to 
align technology, finance processes and service delivery; ultimately, it made the staff and the service 
delivery better. Had the MNC not bought us, we would not have had these consequences.”

Benefits extend beyond the DMC. The DMC owns a large fleet of vehicles but also uses subcontrac-
tors to serve its clients; as of 2020, the DMC works with 57 subcontractors. There have been several 
cases in which drivers who worked directly for the DMC became their own business owners, now 
working as subcontractors.

Another example is the acquisition of a domestic construction company by a multinational engineer-
ing services firm. According to an executive, “becoming part of the multinational group has enabled 
us to have access to global skills. If there is a specific issue for which we lack expertise, we can ask 
anyone in the global intranet to solve problems that we have; for example, we have the possibility 
to call an acoustic engineer, of which there are few in Mauritius. Being part of the group is thus a dif-
ferentiator for our clients. In addition, we can now offer opportunities for our staff to work on global 
projects in other countries, and we also have access to training opportunities offered by the group, 
which serves as a nonfinancial bonus for our workers.”

Source: This analysis is based on a combination of literature reviews and interviews conducted by the authors between 
January and March 2020 with representatives of multinational corporations, domestic firms, and trade associations 
affiliated with the Mauritian tourism industry, as well as government officials; the interviews are the source for all direct 
quotations that are not otherwise attributed. 
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special flights on routes that are not being served by airlines operating scheduled air 

services. The shift in policy can be explained by other countries progressing toward an 

open skies policy, as well as the reduction in airfares to many competing destinations 

(to Southeast Asia, for instance) (Cattaneo 2007). Notably, Air Mauritius continues 

to be majority owned by the Mauritian government, which may have negatively 

affected the development of air connectivity.

Incentives that had been granted to developers of hotels were progressively 

withdrawn. The Development Incentives Act, which had granted tax relief to tour-

ism enterprises for a period of 10 years, was repealed in 2000. In 2006, the Hotel 

Management Scheme, which had stimulated investment in the hotel industry since 

1982 (WTO 2008), was also cancelled. These changes can be seen as an overall change 

in strategy turning away from granting numerous incentives toward having a low-tax 

regime and targeted promotion of projects (WTO 2008). 

In addition to opening up, the government of Mauritius in the 2000s also empha-

sized regulation and, under the heading of “democratization of the economy,” sought 

to ensure that its benefits were distributed equitably. In 2002, the Mauritius Tourism 

Authority was established, with the main function of promoting the sustainable 

development of the tourism industry. It establishes codes of practice and standards, 

and monitors compliance. All tourist establishments must obtain a tourist enterprise 

license from the Tourism Authority before beginning operations (WTO 2008). In 

addition, an environmental protection fee of 0.75 percent was levied on the monthly 

turnover of hotels and boarding houses, and several funds were set up to increase the 

welfare of employees and promote community development. 

An important facilitating factor for a thriving tourism industry has been workforce 

development programs, particularly for the hospitality industry. The Hotel School 

of Mauritius had been set up to prepare potential employees for the tourism sec-

tor, particularly for work in hotels. The University of Technology, Mauritius, and the 

University of Mauritius complemented the Hotel School by offering academic courses 

leading to undergraduate and postgraduate degrees in tourism, marketing, and hospi-

tality management. By the mid-2000s, the Hotel School produced about 250 graduates 

per year, and the universities about 100 graduates (UNCTAD 2008). The government 

of Mauritius actively supported workforce development through a scheme whereby 

hotels received a 60 percent refund of the expenses for approved training through 

the Hotel School of Mauritius and the Mauritius Qualifications Authority (UNCTAD 

2008). In addition, many hotels also trained their employees internally. 

However, training programs were not sufficient to fulfill the needs of a rapidly 

growing industry, and they also provide evidence of the difficulty of requalifying 

workers for the tourism industry. Despite being able to provide training to a signifi-

cant number of workers, the tourism industry was still constrained by labor shortages, 

especially in skilled labor such as middle management and skilled specialists (chefs 

and bar staff) (Cattaneo 2007). Under a pilot program, the government provided a 

two-month wage subsidy for workers from the textile sector who took up jobs with 

on-the-job training in the hotel sector. Few workers were kept on after the subsidy 

ended, however, often because of their age and relatively low level of skills (the 

majority had only primary school education) (Cattaneo 2007). As a result, the gov-

ernment decided to promote general training programs rather than subsidy schemes. 
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The experience shows how challenging the requalification of unskilled workers for 

the tourism industry may be (Cattaneo 2007).

Phase 3: Expanding abroad and adapting to digitalization 
(late 2000s–today)

Following a period of liberalization, Mauritius’s tourism industry has grown further. 

International tourism receipts, the number of tourist arrivals, employment in the 

tourism industry, and FDI flows have all increased (see figures 9.4 and 9.5). 

As a result of the growth of the industry, domestic companies have, since the mid-

2000s, begun to emerge as outward investors. In the 1990s outward FDI (OFDI) had 

been limited, but a clear increase can be observed beginning in 2003 (figure 9.6). 

In addition, several hotel groups interviewed for this study indicated that they used 

management contracts to manage properties abroad, a situation that does not appear 

in the official FDI data. The significant increase in tourism OFDI can possibly be 

explained by the development of core competencies and know-how in hotel man-

agement by Mauritian companies (UNCTAD 2001). Geographic proximity has also 

been a factor. Most tourism OFDI has gone to Réunion, the Comoros, Maldives, and 

the Seychelles (UNCTAD 2008). Domestic firms interviewed for this case study indi-

cated that OFDI helped them expand and diversify, build a brand, and gain the ability 

to offer regional package tours.

OFDI in Mauritius has not been subject to restrictions but has instead been sup-

ported by the government through information sharing, incentives, and international 

agreements. In 1994, the government formalized its policy of having no official for-

eign exchange controls (Nkuna 2017). In 1998, it set up the Regional Development 

Certificate Scheme, which provides a number of fiscal incentives to firms that hold 

at least a 35 percent share in an approved regional development project, including 
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FIGURE 9.6 Outward foreign direct investment flows in tourism, 1990–2018

Sources: Bank of Mauritius Monthly Statistical Bulletins, various issues; WTO 1995, 2001, 2008, 2014.
Note: From 1990 to 2006, the Bank of Mauritius in its sector-specific FDI data included a specific “tourism” category. From 2007 
onward, to categorize FDI inflows, the government of Mauritius has used the International Standard Industrial Classification, which 
does not list tourism as a category. For the purposes of this study, the category accommodation and food services is used as a 
proxy for FDI in tourism from 2007 onward. It includes the provision of short-stay accommodation for visitors and other travelers 
and the provision of complete meals and drinks fit for immediate consumption. FDI data for 2018 are preliminary estimates. 
FDI = foreign direct investment.
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several provisions for investment relief and allowances, a 15 percent corporate tax, 

and no tax on dividends (IBP USA 2012). Since 2012, the Board of Investment (now 

the EDB) has been operating an Africa Center of Excellence dedicated to facilitating 

investment from Mauritius into Africa. It acts as a repository of business informa-

tion for Mauritian entrepreneurs about investment opportunities in different sectors 

in Africa (US Department of State 2019). In addition, the government of Mauritius 

has signed a number of bilateral investment treaties with African states to protect its 

investments abroad.

One of the most significant shifts in Mauritius’s tourism industry in recent years has 

been in the type of distribution channels used to sell tourism services, influenced by 

the digitalization of tourism. Digital technologies and platforms are disrupting the way 

the tourism sector operates from end to end—affecting the way destinations facilitate 

tourism, develop products, gather data, access markets, and attract visitors (Bakker 

and Twining-Ward 2018). As a result, hotel groups interviewed for this case study see 

a significant rise in bookings through online travel agencies (partially from Chinese 

tourists) and direct booking. These new channels offer opportunities for hotels to 

increase their profit margins by omitting intermediaries. Although many hotel groups 

still work closely together with tour operators, because of long-term business relation-

ships or because there is the danger of losing business by turning away, they are also 

strategically realigning. There seems to be a clear understanding that to do so they 

must have a strong brand, because ultimately brands attract customers who book 

directly with hotels. Different strategies can be observed in this regard (box 9.3).

Digitalization is also altering the tourism accommodation landscape in Mauritius 

by facilitating peer-to-peer (P2P) accommodation. Increasingly, private rooms, bun-

galows, or villas on Property Development Scheme or Invest-Hotel Scheme property 

are offered for rent on platforms such as Airbnb. Some stakeholders interviewed for 

this case study raised concerns that such accommodation may be unlicensed; may 

not have the required level of service, guest protection features, insurance, security, 

and so on; and may prejudice Mauritius’s reputation as an upscale tourist destination. 

Others saw the emergence of P2P accommodation as welcome competition and an 

opportunity to diversify Mauritius’s tourism landscape.

The rise in P2P accommodation is a global trend and provides both challenges 

and opportunities. Before COVID-19 (coronavirus), the projected annual growth 

rate for global P2P accommodation was estimated at 31 percent between 2013 and 

2025, six times the growth rate of traditional bed-and-breakfasts and hostels (Bakker 

and Twining-Ward 2018). Many countries are facing challenges similar to those in 

Mauritius, and country-specific government interventions and standards are nec-

essary to achieve sustainable P2P accommodation. The World Bank Group’s report 

“Tourism and the Sharing Economy” presents recommendations for policy makers 

in Mauritius and in other countries seeking to regulate P2P accommodation (Bakker 

and Twining-Ward 2018).

In recent years, Mauritius has also begun to diversify its tourism industry away 

from leisure tourism to other types of tourism, especially to business tourism and 

medical tourism. In particular, the meetings, incentives, conferences, and events 

(MICE) market promises not only to grow the number of tourists but also to 

complement traditional leisure tourism by increasing the average occupancy rate 

of hotels. However, stakeholders interviewed for this case study generally agreed that 
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Mauritius’s potential for the business tourism sector is still largely untapped, mak-

ing up only 3.8 percent of total tourist numbers in 2018 (AHRIM 2019). To further 

promote MICE tourism, the EDB recently created a targeted VAT Refund Scheme 

(EDB 2020b). Efforts have also been made to develop Mauritius as a destination for 

medical tourism by granting specific incentives (EDB 2020a). However, private sector 

BOX 9.3 Strategic alignment with online booking: The role of brands

Because of the increased role of online distribution channels, domestic firms in Mauritius are focusing 
more and more on the role of brands when developing their strategies. A strong global brand and 
marketing strategy is seen as essential to compete for customers who have a variety of options when 
coming to Mauritius and, when comparing different offers on online platforms, often tend to decide 
on the basis of brand recognition. 

One strategy for domestic hotel groups is to develop their own brand. To be competitive, one of the 
domestic hotel groups interviewed decided in the early 2010s to build its own brand under which 
all hotels owned and managed by the group would be marketed. The company invested heavily 
in training and marketing to successfully rebrand and created several additional products to enhance 
brand recognition, such as a coffee chain and branded mattresses. To increase the number of 
direct customers, which results in a higher margin, the company has focused extensively on its online 
presence by making its website user friendly and used online advertisements and social media to 
build a larger customer base. As a result, 25 percent of customers now book directly on the website, 
30 percent through online travel agencies, and only 30 percent through tour operators—significantly 
less compared with other hotel groups. Through management contracts, the company leverages its 
brand abroad.

Another strategy is to partner with a multinational corporation (MNC) to leverage the MNC’s brand. 
A second domestic hotel group interviewed also acknowledged the increased importance of brands 
but came to the conclusion that it did not possess the necessary capital, human resources, and exper-
tise to build its own brand. According to an executive, “it is very difficult to survive in today’s world in 
the luxury segment without brand equity, both to get the rate right and to get the occupancy. At the 
same time, it is also very difficult for a local firm to build that brand and to manage it successfully.” 
Instead, this hotel group chose to partner with and learn from existing brands under varying arrange-
ments; in some cases, the MNC acquired a minority interest in the hotel project and in other cases a 
pure management contract arrangement was used. From the domestic group’s perspective, a minori-
ty interest by the MNC is preferred; such an interest helps to align interests under a pure management 
contract because the MNC may be focused more on developing its own brand than on acting in the 
shareholder’s interests. With the help of the MNC, the domestic group has focused on developing 
an online travel agency strategy and extending its digital marketing. It now possesses its own team 
that works on a web strategy for leveraging social media and bloggers. In addition, working with the 
MNCs made it possible to attract different types of customers and learn about distribution channels 
other than tour operators; for example, one of the partner brands was particularly savvy in attract-
ing high–net worth Chinese customers, whereas the hotel group had previously mainly attracted 
middle-class customers.

Source: This analysis is based on a combination of literature reviews and interviews conducted by the authors between 
January and March 2020 with representatives of multinational corporations, domestic firms, and trade associations 
affiliated with the Mauritian tourism industry, as well as government officials; the interviews are the source for all direct 
quotations that are not otherwise attributed.
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stakeholder perceptions are that medical tourism is likely to remain a niche market, 

mainly because of higher costs in comparison with competitors.

Current challenges

The most significant challenges that Mauritius’s tourism industry is currently facing 

are related to COVID-19. Strict lockdown measures and travel restrictions issued at 

the beginning of 2020 led to a severe decline in tourism arrivals and tourism earnings. 

To mitigate adverse impacts on the industry, the government of Mauritius imple-

mented measures to provide relief to firms operating in the industry and to save jobs. 

The crisis has also had considerable impacts on Air Mauritius (box 9.4).

Mauritius is also increasingly facing competition as a tourist destination. According 

to stakeholder interviews, other regional players such as Maldives, the Seychelles, 

and Sri Lanka, as well as destinations in Southeast Asia, have become strong com-

petitors. For many European tourists, airfares to Southeast Asia are much cheaper in 

comparison, and countries in that region are catching up in their tourism offerings. 

According to one industry veteran, “the problem is that Mauritius is no longer a 5-star 

destination. The average daily spending is 120 euros, much less than in the Maldives 

(270), the Seychelles (180), and also Sri Lanka (160).” A problem in that regard is 

the shift toward all-inclusive packages, which reduce the amount spent per tourist, 

as well as a lack of diversification. As another industry veteran states, “the problem 

is the lack of viable tourist products. We have built a hotel industry, not a tourism 

industry—outside of hotels, there is not much to do. Especially new customer groups 

such as millennials expect more cultural experiences; sun-sea-sand for them is an 

insufficient attraction.” There is consensus about the need to diversify into other types 

of tourism and within leisure tourism, for example, by providing more evening pro-

grams and in-country activities. At the same time, a strategic decision will have to be 

made on whether to remain in or return to the upscale segment, or whether a turn 

toward a more mass-market approach is acceptable. This strategy also raises the ques-

tion of air access, with many stakeholders calling for full liberalization of air access, 

similar to Maldives’s open-sky policy, and privatization of Air Mauritius. 

The hotel industry is currently confronting a skills gap. Several hotel managers 

report a lack of skilled domestic workers, causing a need to rely on foreign workers. 

However, it is difficult to attract sufficiently skilled foreign workers, so that service 

quality and hospitality, which had originally been Mauritius’s key strengths, suffer 

as a consequence. The skills gap is explained mainly by a cultural change in society 

regarding working in the tourism industry (now considered less attractive) and the 

fact that many potential hotel employees are poached by cruise ships, which often 

offer three times the salary. The government is working with the private sector to 

fill this gap through several initiatives, but with varied success. Every employer is 

required to pay a 1.5 percent training levy to a National Training Fund, which funds 

programs to train youth and encourage women to go back to work, among other 

goals. However, according to AHRIM, the beneficiary numbers are often not attained 

and few employers participate (AHRIM 2019). One successful initiative that several 

hotels mentioned is the National Skills Development Program, announced in the 
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BOX 9.4 The impact of COVID-19 (coronavirus) on Mauritius’s tourism exports

At the beginning of 2020, strict lockdown measures and travel restrictions to combat the COVID-19 
(coronavirus) pandemic led to strong declines in tourism arrivals and tourism earnings for Mauritius. 
In January 2020, the government of Mauritius began screening arrivals and enforcing mandatory 
quarantine on visitors from high-risk countries. When, on March 18, 2020, the first three cases of 
COVID-19 were detected, the government in the following days responded with a series of stringent 
lockdown measures, including closing down schools, supermarkets, and shops, as well as imposing 
travel restrictions (Jeeneea and Sukon 2020). By swiftly implementing one of the most stringent 
government responses globally (Hale et al. 2020), Mauritius was successful in limiting the COVID-19 
outbreak. As of September 2020, the measures had limited the number of cases to 356 and the num-
ber of COVID-19-related deaths to 10.a At the same time, Mauritius’s economy, especially its tourism 
industry, had been strongly affected. The number of tourism arrivals and earnings began to plummet 
in February 2020 as a result of screenings of visitors from high-risk countries and a decrease in 
demand resulting in cancellations (figure B9.4.1). Beginning in March, travel restrictions led to the 
number of arrivals eventually falling to near zero until August. After that, arrivals rose again to reach 
about 1,000 per month through the end of the year. According to Statistics Mauritius, closed borders 
will likely result in the tourism industry’s output shrinking by 70 percent compared with a year earlier. 
The closed borders have also significantly affected Air Mauritius, which had already been struggling 
with its finances in previous years. In April 2020, Air Mauritius entered into voluntary administration 
to avoid going bankrupt and has received government support (Bloom 2020). Overall, the country’s 
economy is expected to contract by 13 percent in 2020 (Bhuckory 2020). 

To mitigate the adverse impact on the country’s tourism industry, the government of Mauritius 
implemented a number of measures to provide relief to tourism operators and save jobs. In addition 
to economy-wide stimulus and relief measures, such as debt moratoriums and tax payment deferrals, 
tourism-specific measures were implemented to help operators in the industry. These measures 
include exemptions from the payment of fees for tourism licenses for a period of two years, sus-
pension of the 0.85 percent environmental protection fee, reductions of the training levy by 0.5 
percentage point, waivers for rental payments on state lands for the upcoming financial year, and 

FIGURE B9.4.1 Mauritius international tourism arrivals and earnings, July 2019–December 2020

Source: Bank of Mauritius (http://statsmauritius.govmu.org/English/Publications/Pages/Monthly-Tourist-Arrival.aspx).
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2016/17 budget. It enlists 4,000 unemployed youth ages 16–35 with a Higher School 

Certificate (secondary education) for training in sector-specific training centers and 

places them with companies under a full government-paid stipend.2 

Next to the effects of COVID-19, the biggest medium- to long-term challenge 

for Mauritius’s tourism industry is climate change. Mauritius’s ecosystem presents 

key vulnerabilities to its tourism industry, which may be harmed by other sectors 

in the country. For example, a recent spill of 1,000 tonnes of fuel oil caused by the 

bulk carrier MV Wakashio running aground on a coral reef on July 25, 2020, adds 

to concerns about littering and ocean pollution that threaten the sustainability of 

Mauritius’s tourism industry (British Broadcasting Corporation 2020). Similarly, ris-

ing sea levels are threatening to erode Mauritius’s coasts and beaches, which are the 

basis of its tourism industry. According to the executive of an engineering services 

firm, “with the current development, there likely won’t be any more beach resorts in 

50 years time. While it may be possible to stabilize the shores for 4-5 years, it will be 

very difficult to do so for decades.” As a member of the United Nations Framework 

Convention on Climate Change (UNFCCC 2015) and the Paris Agreement, Mauritius 

engages in finding multilateral solutions to address climate change. In its Third 

National Communication to the UNFCCC (UNEP 2019), Mauritius identifies tourism 

as a sector vulnerable to climate change and outlines various climate change–related 

allowing companies operating under the Deferred Duty and Tax Scheme as well as the Mauritius 
Duty Free Paradise to sell products on the local market upon payment of the taxes (Government of 
Mauritius  2020b). To  safeguard  employment, the government is supporting the tourism industry 
through the Wage Assistance Scheme and the Self-Employed Assistance Scheme. Through the end 
of July, about 2 billion Mauritian rupees had been disbursed to more than 39,000 tourism employ-
ees under the Wage Assistance Scheme and approximately 26 million Mauritian rupees to about 
1,500 Mauritians under the Self-Employed Assistance Scheme (Government of Mauritius 2020a). 
According to the Mauritian Treasury, both programs will be maintained for the duration of the travel 
restrictions (Bhuckory 2020). In addition, the Bank of Mauritius has set up the Mauritius Investment 
Corporation, which will invest in large and medium-sized enterprises having a minimum annual turn-
over of 100 million Mauritian rupees to mitigate the impacts of the crisis and thus may have a lasting 
impact on the structure of the tourism industry (Bhuckory 2020).

To help the tourism industry recover, the government of Mauritius announced a staged reopening 
as well as a rebranding. In September, the government announced a phased easing of travel restric-
tions beginning in October 2020 under strict conditions, including testing before arrival and a 14-day 
quarantine in Mauritius (MTPA 2020). These safety measures are also part of a rebranding effort that, 
according to Mauritius’s Minister of Tourism, will focus strongly on presenting Mauritius as a COVID-
19-free destination with robust health protocols in place. To that end, the government in November 
2020 launched a new long-term visa (Premium Visa) to meet demand from digital nomads, remote 
workers, and retirees who seek to relocate to the COVID-19-secure island (MTPA 2020).

a. See the Mauritius Ministry of Health and Wellness’s web page, “COVID-19 Coronavirus à Maurice” 
(https://covid19.mu/).

BOX 9.4 The impact of COVID-19 (coronavirus) on Mauritius’s tourism exports 
(continued)

https://covid19.mu/
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impacts observed in the coastal areas. However, stakeholders describe the current 

regulatory climate for beach reshoring as very difficult, and policy solutions as not 

effectively implemented. As a local tourism expert stated, “there is a need for an inte-

grated strategy and clearer legal framework for environmental protection to avoid 

coastal erosion. One cannot rely on private actors only, since many non-hotels are not 

able to pay for the coastal restoration.” 

Conclusion

Mauritius’s experience shows how FDI can be leveraged to significantly upgrade and 

grow an existing industry. Once a viable tourism industry had been created by the 

early 2000s, liberalization of the tourism and aviation sectors and the creation of spe-

cific incentive schemes led to a surge in FDI inflows, to a boom in the industry, and to 

significant GVC upgrading. FDI helped diversify the tourism industry by creating new 

offerings such as golf tourism and led to the upgrading of existing players. Several for-

merly domestic firms indicated that they had strongly benefited from an acquisition 

or partnership through transfer of skills, management expertise and technology, the 

availability of training programs, and opportunities for local staff to develop.

The case study also highlights the important role that MNCs can play in GVC 

upgrading through NEMS. Through management contracts (hotels) or franchis-

ing arrangements (restaurants and car rentals) with MNCs, domestic companies in 

Mauritius have learned, among other things, about building and managing a global 

brand and how to leverage digitalization skills that they have subsequently been able 

to successfully apply in other operations. Domestically owned hotel groups have also 

been able to use management contracts with international hotel brands to gain access 

to new customer groups through the MNCs’ global networks. 

Mauritius’s experience shows that it is crucial to have a clear strategy for develop-

ing a tourism industry and to coordinate different policy areas accordingly. Beginning 

in the 1980s, the government of Mauritius explicitly set out to become an upscale 

tourism destination. To achieve that goal, the government engaged in “celebrity 

marketing” and charged expensive airfares through Air Mauritius to target wealthy 

individuals and create an image of luxury and exclusivity. In addition, it tightly regu-

lated the industry (for example, minimum number of rooms in hotels and minimum 

investment per room) and closely managed its growth—not only to prevent mass 

tourism but also to not lose acceptance within society and prevent adverse impacts on 

the environment and local communities. 

At the same time, the case study raises the question of whether initially restricting 

FDI is conducive to the development of a country’s tourism industry. For Mauritius, 

the experience is mixed. Close control of the industry through targeted opening to 

FDI and strong reliance on NEMs enabled high value capture by domestic enter-

prises. In contrast to many other countries, it also led to a significant local presence in 

large luxury hotels—many of the five-star hotels in Mauritius are locally owned and 

managed. This strong domestic presence was possible only because of existing capital 

available from the sugar industry conglomerates, which also became the main bene-

factors of an emerging tourism industry.
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Globally, country experiences vary. There are a number of examples similar to 

Mauritius’s where countries, at least initially, developed their tourism industry pri-

marily with local capital and local expertise, including India, the Republic of Korea, 

and Mexico (UNCTAD 2007). India, for example, generally did not allow equity 

investments or management contracts, but limited MNC relations to franchising and 

marketing agreements. In Indonesia and in the Philippines, ad hoc technical service 

agreements were often preferred to equity involvement or medium- to long-term 

management contracts (UNCTAD 2007). Other countries, such as the Dominican 

Republic, have developed their tourism industries using FDI from the beginning 

(UNCTAD 2007). From the 1980s onward, there has been a trend toward liberaliza-

tion so that, as early as 2006, tourism was one of the most liberalized sectors in devel-

oping countries, including in many of the examples listed above (UNCTAD 2007).

Policy makers need to take into account a number of factors when determin-

ing whether to rely on FDI to kick-start the development of a new industry. One of 

these factors is the availability of the necessary absorptive and productive capacity 

that would allow them to effectively leverage FDI. Without this capacity, there is 

the danger of creating enclaves, with little or no interaction with the local economy 

(UNCTAD 2007). Availability of capital also plays a role. Whereas Mauritius had suf-

ficient domestic capital available from the sugar industry that could be channeled to 

tourism, other countries, especially developing countries, may not have the capital 

required and thus would have to rely on MNC equity involvement to get the tourism 

industry started. 

The case study also provides mixed findings on the appropriate role of govern-

ments in supporting a national airline carrier. Mauritius provided considerable finan-

cial support and legal protection to establish Air Mauritius as a flag carrier. Although 

these protections may have initially led to some successes in facilitating tourism, 

keeping these protections in place over decades may have eventually held back the 

development of Mauritius’s air connectivity. More recently, Air Mauritius has been 

pushed into voluntary administration because several years of struggling finances and 

COVID-19 have moved it close to bankruptcy. Increasingly, evidence suggests that 

small, state-owned flag carriers tend to drain state funds, are not sustainable, and hin-

der the sector’s development. An open system with competition will best ensure that 

services are provided. To stimulate servicing for socially desirable but less sustainable 

routes, subsidies can be used that are transparently granted after a competitive bid-

ding process. Government intervention and ownership of assets should occur only in 

expensive infrastructure projects that by their nature are monopolies, not in service 

provision (Bofinger 2017). 

Lessons can also be learned from Mauritius’s experience in stimulating GVC 

upgrading through workforce development. With the aim of filling a perennial skills 

gap in Mauritius’s tourism industry, the government has experimented with several 

subsidy schemes to retrain workers from other sectors or to employ specific target 

groups, such as women, the unemployed, and others, with varied success. Programs 

that were successful seem to have focused on younger people with higher education. 

The programs also included training by training centers in addition to on-the-job 

experience, highlighting the importance of having a higher-level education for being 

able to successfully work in the tourism industry, and it shows that the requalification 

of unskilled workers may be challenging. 
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Finally, the case study highlights the trend toward digitalization of tourism. The 

experience of Mauritian hotel groups shows that a slow shift from using tourist oper-

ators as the main distribution channel toward online platforms and direct bookings 

makes it important to have a recognized brand. To react to this trend, Mauritian 

hotel groups have focused either on building a new global brand, including through 

acquiring or managing hotels abroad, or on leveraging a global MNC brand through a 

management agreement. This shift in distribution channels, especially toward direct 

booking, presents opportunities for local companies to increase profits by cutting out 

the middlemen in the value creation process. Anecdotal evidence suggests that other 

countries in the region, especially Maldives, have already profited from this shift by 

successfully marketing themselves as tourism destinations using social media.

Notes

	 1.	The analysis in this case study is based on a combination of literature reviews and interviews 
conducted by the authors between January and March 2020 with representatives of 
multinational corporations, domestic firms, and trade associations affiliated with the 
Mauritian tourism industry, as well as government officials; the interviews are the source 
for all direct quotations included in this chapter that are not otherwise attributed.

	 2.	See the Human Resource Development Council’s web page, “About NSDP”(https://nsdp​
.hrdc.mu/index.php/about).
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Summary

This case study highlights the integration and upgrading in the digital economy global value 

chain (GVC) in three countries—the Republic of Korea, India, and China. It shows that two 

elements are critical to a country’s participation in the high-value-added segments of the digi-

tal economy GVC: outward foreign direct investment (OFDI) and human capital and research 

and development (R&D) capacity. First, all three countries tapped into their own large pools of 

graduates in science, technology, engineering, and math (STEM) areas and successfully estab-

lished domestic industries. Then leading domestic companies, pushed by competitive pres-

sure from foreign investors when inward FDI was liberalized, invested overseas to explore 

new markets and compete internationally. Korea and China also invested determinedly in 

R&D and provided proactive government support for OFDI using a combination of financial 

and fiscal measures, provision of information, development assistance programs, and inter-

national investment agreements, in addition to the overall liberalization of OFDI regulations. 

India established software technology parks and provided software export credit and credit 

guarantees. Some firms from Korea, India, and China managed to expand and have become 

significant players in certain segments of the digital economy GVC.

The digital economy global value chain

Introduction to the digital economy global value chain

There is no universally accepted definition of the digital economy. However, a general distinc-

tion is made between narrow and broad definitions of the term. Narrow definitions refer only 

to the information and communication technology (ICT) sector, which includes telecommuni-

cations, the internet, information technology (IT) services, computer hardware, and software 

(Zhang and Chen 2019). The broad definitions refer to the digital economy as “the entirety of 

sectors that operate using Internet Protocol–enabled communications and networks,” irrespec-

tive of which network they use and for what purpose (Lovelock 2018, 6). 

For this case study, the digital economy is conceptualized as a GVC made up of various pro-

duction segments that enable firms to store, collect, interpret, organize, transmit, and exchange 
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data (figure 10.1). The firms in this GVC can be broadly divided into ICT goods firms 

and ICT services firms. Three main market segments make up the ICT goods part 

of the digital economy GVC: servers, IT components, and IT devices. ICT services 

include software, IT services, and telecommunications and infrastructure services 

(Frederick, Bamber, and Cho 2018). Such ICT services also include four digital ser-

vices segments: internet platforms, e-commerce, digital content, and digital solutions 

(UNCTAD 2017).

Some companies that have integrated themselves into the digital economy GVC 

were established decades ago as electronics hardware or operating software firms. 

To upgrade within the GVC, these firms needed to build their digital portfolios of 

intellectual property and domain expertise. They grew organically by spending rel-

atively high shares of their revenue on R&D (PwC 2018). Mergers and acquisitions 

and investment in start-ups (venture capital investment) are also common growth 

methods (Frederick, Bamber, and Cho 2018).

However, the digital economy GVC is mainly characterized by new types of firms 

and new sources of revenue. The agents of change are a combination of start-ups that 

provide new digital technologies, suppliers that embrace new opportunities to move 

up the value chain, and customers who are not just on the receiving end of a product 

or service but actively co-creating it (UNCTAD 2017). Revenue sources, especially in 

the consumer segments, are often closely tied to advertising. For example, Google and 

FIGURE 10.1 The digital economy global value chain

Sources: Adapted from Frederick, Bamber, and Cho (2018) and UNCTAD (2017).
Note: BPS = business process solutions; BPO = business process outsourcing; IaaS = Infrastructure as a Service; IC = integrated 
circuit; ICT = information an communication technology; PaaS = Platform as a Service.
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Facebook earn most of their revenue from targeted advertising using user-created 

data (83 percent and 99 percent, respectively) (Wallach 2020).

The United States is the dominant player in the digital economy GVC. Of the top 

100 digital multinational corporations (MNCs) by sales or operating revenues, two-

thirds are US firms, 23 are European, and 4 are Japanese (UNCTAD 2017). For ICT 

MNCs, the picture is more heterogeneous: whereas the United States leads with 21, a 

larger number of firms are from East Asia: Japan (15); Taiwan, China (14); China (6); 

India (5); and Korea (4) (UNCTAD 2017).

The roles of Korea, India, and China in the digital economy global 
value chain

Korea is a leading player in the ICT hardware segment of the digital economy GVC, 

focusing on four key activities. The first is semiconductors, which accounted for 

7.8 percent of its gross domestic product (GDP) and 17.3 percent of its exports in 

2019.1 Korea is home to Samsung Electronics and SK hynix; these two companies 

held 73 percent of the global dynamic random-access memory and 44 percent of the 

NAND flash memory markets (US ITA 2020). The second relates to wireless commu-

nications devices, for which Samsung Electronics and LG Electronics hold 13.3 per-

cent and 8.7 percent of global 5G patents, respectively, making Korea the top country 

in 5G patents (Statista 2020). Third is flat panel displays, with LG Display alone enjoy-

ing a global market share of 27 percent in 2019 (Statista 2020). The fourth sector 

is consumer electronics. Korea is a global leader in televisions, handsets, and other 

consumer electronics components through Samsung Electronics, LG Electronics, and 

LG Display. 

India is a leading player in the IT services segment of the digital economy GVC. In 

fiscal year 2019/20, India’s IT and business process management (BPM) industry rev-

enue was about US$191 billion, about 7.4 percent of India’s GDP. More than 77 per-

cent of the revenues derived from export (US$141 billion), accounting for 55 percent 

of global BPM market share (IBEF 2021). India’s BPM industry is expected to grow to 

between US$205 billion and US$250 billion by 2025 according to McKinsey Global 

Institute estimates (MGI 2019b). In recent years, India has also become an important 

center for the industrial internet of things (IIoT).2 All major global industrial firms 

with IIoT platforms are present in India and collaborating with major Indian IT firms 

to build applications for their platforms (Frederick, Bamber, and Cho 2018).

China is a leading player across a range of segments of the digital economy GVC. 

The first is ICT hardware. China accounts for 32 percent of global ICT goods exports 

(Zhang and Chen 2019). It produces 90 percent of the global supply of personal com-

puters, 90 percent of mobile phones, and 70 percent of televisions (MGI 2019a). In 

recent years, China has also become a leader in drone manufacturing. Dajiang, one 

of China’s leading companies in the industry, accounts for 50 percent of the drone 

market in North America (Zhang and Chen 2019). The second segment is financial 

technology, in which China accounts for more than 70 percent of global valuations. 

Alipay and WeChat Pay, two popular third-party payment applications, are increas-

ingly expanding overseas and are now accepted at physical retailers in 28 countries 

(Zhang and Chen 2019). A third area relates to e-commerce. China accounts for 

more than 40 percent of the global e-commerce market, up from 1 percent about a 
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decade ago. Some Chinese e-commerce companies, especially Alibaba, are venturing 

abroad (MGI 2017). The fourth area involves internet platforms and digital content. 

Although most of China’s digital content firms are still domestically oriented, a small 

number have become global lead firms, such as Tencent in the video game industry 

(Casanova and Miroux 2019). The video platform TikTok has become one of the most 

popular social media applications in the world, reaching more than 2 billion down-

loads as of April 2020 (Leskin 2020).

The development of Korea’s digital 
economy global value chain

Korea’s early electronics industry developed in the 1960s and 1970s through a 

combination of proactive government support and partnerships with foreign firms 

(Lim 2016). During this period, the major products Korea produced included con-

sumer products and the localization of noncore components. Total ICT goods exports 

increased from US$3.5 million in 1966 to US$1.8 billion in 1979.

Starting in the 1980s, the country’s priorities shifted from consumer electronics to 

the ICT sector. The government dramatically scaled up innovation capacity for ICT 

by investing 3 percent of Korea Telecom’s revenues in R&D. It provided key infra-

structure for informatization and e-government, and worked with the private sector 

to identify and promote new engines of growth. As a result, Korea developed an 

early lead in key digital infrastructure, developing a digital switching system in 1982 

and 64K digital random-access memory in 1983 (third in the world, after the United 

States and Japan). Korean firms diversified their products and developed core compo-

nents and materials. They continued to pursue a fast follower-innovator strategy and 

aggressively invested in R&D and volume production.

Joint efforts by the government and the private sector helped elevate Korea’s elec-

tronics industry to world-class status by investing in core competencies and quality 

improvement. During this phase, ICT goods exports grew from US$2 billion in 1980 

to almost US$190 billion in 2017. The country’s ICT services exports also expanded 

rapidly, rising from US$3 billion to US$10 billion between 1980 and 2000, and then 

to almost US$50 billion by 2017. Combining goods and services, ICT exports grew 

from 11 percent of Korea’s total exports in 1980 to 18 percent in 2017 (figure 10.2).

Building human capital and research and development capacity

A focus on higher education was an important pillar of Korea’s rise in the digital econ-

omy, with considerable investment in human capital development by the Korean 

government. Korean households simultaneously devoted much of their resources to 

education, thereby fueling a drastic expansion in school enrollment. The country’s 

tertiary gross enrollment ratio increased from less than 7 percent in 1971 to 95 per-

cent by 2015, and the number of students in higher education jumped from 201,000 

to 3.3 million over the same period (Mani and Trines 2018; UIS 2021).

As soon as Korea formulated its electronics industry promotion strategy in 1968, the 

government also began establishing and reinforcing electronics-related departments 
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at universities. The Korea Advanced Institute of Science was created in 1973 to pro-

duce top-quality scientists and engineers. The government also enacted the Support 

of Specific Research Institutes Act, under which it provided public funding to specific 

research institutes and joint management bodies. These institutes and joint manage-

ment bodies were, in turn, required to give priority to R&D and technical support 

requests from the government.

Korea also established industry-specific research institutes to drive innovation in 

the electronics industry. The Korea Electronics Technology Institute, the Korea Electric 

Research and Testing Institute, and the Korea Electronics and Telecommunications 

Research Institute were established in 1976. The Korea Electronics Technology 

Institute greatly expanded R&D activities in computer and semiconductor fields, and 

the other two organizations made significant contributions to the development of 

electronic communications equipment (Lim 2016).

The Korean government urged the country’s large industrial groups, known as 

chaebols, to invest heavily in R&D with a focus on applied technologies, while shield-

ing them from competition by restricting FDI inflows in the early stages of develop-

ment (Dayton 2020; Nicolas, Thomsen, and Bang 2013). Chaebols such as Samsung 

Electronics and LG Electronics engaged in numerous corporate-academic collabora-

tions to conduct cutting-edge research and apply frontier knowledge in their prod-

ucts. As a result, Korea’s R&D expenditure as a share of GDP was 4.8 percent in 2018, 

second only to Israel at 4.9 percent.3 This expenditure was also exceptionally high rel-

ative to the country’s income level. Korea’s systematic attention to and high spending 

on R&D has been a crucial factor in creating an innovative economy and enabling its 

success in the electronics industry (Dayton 2020).

The role of outward foreign direct investment

Korea’s policy approach to OFDI has evolved strategically over time, reflecting the 

needs of its economy at different stages of development. The export boom in the 

FIGURE 10.2 The Republic of Korea’s information and communication technology goods and services 
exports

Source: World Bank calculations based on Atlas for Economic Complexity data.
Note: ICT goods are defined as Standard International Trade Classification codes 75–77. ICT services include information technology 
and communication services. ICT = information and communication technology.
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1980s encouraged OFDI liberalization, but active OFDI promotion only began in 

the 1990s. Korea’s membership in the Organisation for Economic Co-operation and 

Development in 1996 prompted free capital movements and led to liberalization of 

both inbound and outbound FDI. In the late 1990s, the Korean government began to 

actively promote OFDI, with even more proactive policies following the global finan-

cial crisis of the late 2000s. The government provides three types of OFDI support: 

financial support, information provision, and overseas investment services:

1.	 Financial support is mainly provided by the Export-Import Bank of Korea through 

loans to firms investing abroad. The loans cover up to 80 percent of total capi-

tal invested abroad (or 90 percent for small and medium enterprises). The Korea 

Export Insurance Corporation provides export credit insurance and helps firms 

abroad that suffer from expropriation, war, breach of contract, and risk associated 

with remittance transactions.

2.	 Information provision comes from the Ministry of Economy and Finance, which runs 

an overseas direct investment information network website and provides infor-

mation on host countries’ FDI procedures and investment-related features and on 

Korean overseas companies. The Ministry of Economy and Finance and the Korea 

Overseas Investment Information System also run several websites to share OFDI 

information and provide consulting services for Korean firms interested in invest-

ing abroad (Kim and Rhee 2009).

3.	 Overseas investment services come from the Korea Trade-Investment Promotion 

Agency (KOTRA). KOTRA provides comprehensive supportive services; it helps 

Korean firms expand their business in overseas markets, spreads foreign market 

information, and offers business consulting services. The government also encour-

ages cooperation among Korean firms to form Korean business associations abroad 

and to build regional co-logistics centers to be shared among Korean firms (Nicolas, 

Thomsen, and Bang 2013).

Korean firms invested abroad for a variety of reasons. Firms faced a saturated 

domestic market and intense competition in industries such as electrical appliances, 

which placed pressure on firms to go abroad for higher profits. Firms report that 

OFDI was preferred over exports to reduce transaction costs in foreign markets (Kim 

and Rhee 2009). In addition, operating closer to overseas customers was seen to help 

firms respond quickly to consumer needs and to access design facilities. For example, 

Samsung Electronics built design centers in China, Italy, Japan, the United Kingdom, 

and the United States to cater to local market tastes. Finally, concerns about increasing 

labor costs at home led some Korean firms to invest abroad (Fung, Garcia-Herrero, 

and Siu 2009; Nicolas 2003). 

As a result of both government support and business need, Korea’s total stock of 

OFDI grew rapidly, from US$25 billion in 2000 to US$384 billion in 2018 (figure 10.3, 

panel a). A sizable share of this OFDI is in ICT goods, ICT services, and scientific 

R&D—growing from US$43 billion in 2014 to US$73 billion in 2018. The majority 

of OFDI is in ICT goods, but a growing share is in ICT services (figure 10.3, panel b). 

Overall, OFDI played a crucial role in Korea’s advancement in the digital economy 

GVC (Nicolas 2003).
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An Investment Perspective on
Global Value Chains

An Investment Perspective on Global Value Chains examines the role 

of foreign direct investment (FDI) in global value chains (GVCs). To 

stimulate economic transformation through GVCs, policy makers in 

developing countries need to better understand the business strategies 

of multinational corporations (MNCs), internationalization pathways for 

domestic firms, and how policies can create a favorable environment for 

both types of firms.

Part I brings together the latest theories and empirical evidence to 

illustrate the mutually reinforcing relationship between FDI and GVC 

participation. It argues that MNCs have driven the phenomenal rise of 

GVCs in the past three decades as they have unbundled production 

processes and spread their networks on a global scale. Domestic firms 

benefit considerably from their participation in GVCs as they learn from 

MNCs through investment, partnerships, or trade.

Part II includes six case studies examining the approaches of developing 

countries to leveraging FDI to stimulate and facilitate GVC participation 

and upgrading. The cases include Kenya (horticulture), Honduras 

(apparel), Malaysia (electronics), and Mauritius (tourism). Another case 

focuses on the digital economy for the Republic of Korea, India, and 

China. Each case study presents a different approach by which policy 

makers have leveraged FDI to stimulate and facilitate GVC participation 

and upgrading. A quantitative case study on Rwanda and West Bengal, 

India, uses firm- and transaction-level data to provide new insights into the 

dynamics between MNCs and domestic firms in selected value chains.

The report also discusses the recent COVID-19 (coronavirus) pandemic 

and its potential impact on FDI and GVCs. The outbreak has triggered 

new questions about GVCs and accelerated precrisis global trends  

such as digitalization and economic nationalism. How MNCs and their 

supplier firms respond to the supply and demand shocks as well as policy 

uncertainties will play a critical role in crisis responses and recovery.

For more information, please see: 

worldbank.org/investment-perspectives-GVCs
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