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Abstract

This dissertation contributes to the literature of late development by examining in detail
the solutions to key development challenges - capital, technology and labour productivity - that
were constructed in East Central Europe (ECE) at the turn of the 21st century. I argue that these
solutions are distinct from those familiar from the previous generations of late developing
countries, so much so that they constitute a new variety of late development, which I call hyper-
integrationist.

Hyper-integrationist development model is distinguished primarily by the centrality of
the role of foreign capital, and the way it is incorporated in the response to development
challenges. Contrary to the mainstream theories of FDI and development, which see FDI as a
vehicle of transfer of technology and skills from foreign to local actors, I show that in the hyper-
integrationist development model FDI does not advance the growth of the host country by
helping to develop domestic capabilities, but by substituting them with external resources.

This form of development also requires different arrangement to govern the relations
between key actors: multinationals on the one hand, and local states, capital and labour on the
other. The role of the state in particular changes from that of the facilitating transfers of
technology and skills to local firms to attracting and directing the flows of foreign capital
towards the most promising activities. States in the hyper-integrationist developers are more
constrained by the international regulatory environment than their peers in other late
development varieties, and in order to achieve their goals they are forced to draw on a more
fragmented set of alliances, many of them transnational in nature. Although their commitment to
international integration limits the range of tools they can use to impose performance targets
on foreign companies, it can also occasionally provide them with some mechanisms to resist the
more onerous demands on their part.

Hyper-integrationist approach to development also carries a specific constellation of
advantages and disadvantages. On the one hand, substitution of capabilities through
transnational investment networks can lead to faster modernisation and increased export
potential. Using the example of automotive industry, I show how the East Central European
countries managed to achieve in record time the level of international competitiveness that is
comparable to some of the most successful examples of late development in other regions of the
world. On the other hand, the effects the local production factors have not been equally positive.
For all its success in advancing external competitiveness, hyper-integrationist development
model does not seem to have an internal mechanism for upgrading of skills or technology.
Domestic firms have been all but eliminated from the competition, the demand for technology
production remains low, and the region continues to rely on its low-cost advantage, with limited
investments in workforce skills.

This mismatch between catch up and convergence may not necessarily have a negative
impact on the region’s performance in the medium term, so long as they continue to attract
sufficient foreign investment. At the same time, however, it has already created some tensions
within the model, especially between foreign investors and labour. The legitimacy of hyper-
integrationist development in ECEs had been strongly linked to the promise of eventual
convergence with more developed members of European Union. Despite all its achievements so
far, a failure to deliver on these promises may yet turn into the main source of instability within
the ECE’s hyper-integrationist development model.
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CHAPTER

1 Introduction

At the onset of the 1990s, East Central European states had little to recommend them for
success in open international markets. Their greatest asset - highly advanced industrialization
and a long manufacturing tradition - was also the biggest source of concern. The region’s
cumbersome industrial conglomerates were at once too large to respond nimbly to the market
signals and too small to compete with the global multinationals; they operated with outdated
skills and technologies, had little experience with competition or marketing, and grappled with
overstaffed payrolls, low productivity, and suspicious work ethic (e.g. Buckley & Ghauri 1994;
Amsden et al. 1994). And yet, only a decade and a half later, the countries on the westernmost
rim of the former Soviet block had grown into export powerhouses. Czech Republic, Hungary,
Poland and Slovakia in particular saw their production profiles upgraded at a lightning speed,
and quickly expanded their share of the European markets in complex manufacturing sectors
that were once the exclusive preserve of the most developed industrial economies (Greskovits
2005; Havlik 2005). By most measures, ECEs have done as well, or better, than most of the
earlier stars of late development, including the East Asian “tigers” (see Bruszt & Greskovits
2009; Stallings 2010).

The key ingredient of the ECE’s “manufacturing miracles” is their extensive reliance on
foreign direct investment. A quick comparison between ECEs and a selection of middle and
upper-middle income countries shows that ECEs receive more FDI in per capita terms and
relative to the size of their economies than any of their peers in East Asia, Latin America or
Southern Europe (Figure 1.1). Over the last decade, their share of total world’s FDI was nearly
three times larger than their share of the world markets. Foreign investment has become the
key driver of most economic activities, with near-full control of the banking sector and some of
the fastest growing business services, but its impact is especially evident in industry. Affiliates

of foreign companies account for around 80% of output in medium- and high-technology



manufacturing which is the backbone of the region’s exports, and even in the simplest
industries their share is close to 50% (Table 1). Overall, nearly half of the total gross domestic
product of Hungary, Czech Republic and Slovakia is produced by foreign firms, closely followed
by Poland’s 32%.

The pivotal role of FDI in the transformation of ECE’s economies is well documented by
most researchers of the region (e.g. Bohle & Greskovits 2012; Carter & Turnock 2004;
Drahokoupil 2008; Nolke & Vliegenthart 2009; Szelényi & King 2005). There is, however, much
less agreement on the long-term prospects of a growth model that relies almost entirely on
mobile, externally controlled capital. The discomfort with region’s excessive “transnationality”
became especially evident since the onset of the crisis, which rekindled interest in its potential
vulnerabilities and resurrected the language of dependency in the discussions of East Central
Europe (Lane 2010; Nolke & Vliegenthart 2009; Vliegenthart 2010; Bluhm 2010; Bohle & Jacoby
2011). But this shared unease stands in contrast to a great variation in the assessment of ECE’s
achievements and their position in the global economy: the same group of countries has thus
been variously labelled “semi-periphery”(Vliegenthart 2010), “second-rank market economies”
(Drahokoupil & Myant 2010), “satellites of hegemonic powers”(Lane 2010), or more
optimistically, “semi-core”(Bruszt & Greskovits 2009).

The reason behind this vague but definite discomfort is that we actually know very little
about how FDI influences development. In the last two decades, the once widespread fear that
foreign investment would distort the trajectory of national growth has been replaced by
outright enthusiasm for FDI as the solution to most development problems. But while there is
plenty of evidence linking capital inflows to better economic performance, theories of
mechanisms through which the FDI works its magic remain relatively few (see also Bell & Marin
2004; Narula & Dunning 2010). Even more surprisingly, such accounts generally tend to ignore
the profoundly transnational nature of crossborder investments, as well as the sheer scale on
which they have come to operate in the last two decades. In other words, all the talk of

globalization notwithstanding, the extant theories of FDI's impact on development still rely on



an assumption of relatively independent economies in which foreign capital plays a welcome

and important, but ultimately auxiliary role.

Figure 1.1 Per capita FDI inflows and FDI performance index in selected regions, 2002-
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Table 1.1 Share of foreign-owned companies in manufacturing, % of output (2007)2

% of ECE

CZ HU PL SK ECE SRS
High 82.7 883 651 919 82 13.4
Medium-high 75 83 589 869 75.9 43
Medium-low 55.8 40.8 304 99.6 56.7 23.6
Low 40.2 489 386 54.9 45.6 15.8

Source: Eurostat SBS, COMEXT
Note: Industry classification based on Eurostat, see footnote 2.

1 Regional score represents simple averages of a selection of countries from each region. The countries
included are all classified by the World Bank as having at least “middle income”, and most belong to the
“upper middle income” category. Very small countries and island states are excluded, as are the East
Asian financial entrepots (Hong Kong and Singapore), others are included subject to data availability. The
final sample consists of the following countries: Korea, Taiwan, Malaysia, Thailand, and China in East
Asia; Argentina, Brazil, Chile, Colombia, Costa Rica and Mexico in Latin America; Spain, Portugal and
Greece in South Europe and Czech Republic, Hungary, Poland and Slovakia in East Central Europe.
UNCTAD FDI performance index score represents a country’s share of world FDI relative to its share of

e
. — w
FDIy IND, SDP‘«/
FDIy, GDR,,

world GDP, i.e. attractiveness to FDI relative to the market size: IND; = W
GDPy

2 Industry groupings based on NACE Rev. 1.1, as follows: High technology manufacturing -
pharmaceuticals, office machinery, medical and precision instruments and aircrafts (DG24.4, DL30,DL32,
DL33, DM35.3); Medium-high technology - chemicals (excluding pharmaceuticals), machinery and
equipment, electrical machinery, transport equipment (exc. aircraft) (DG (exc. 24.4), DK, DL31, DM34,
DM35.2, DM35.4, DM35.5); Medium-low technology - coke and petroleum, rubber and plastics, basic
metals, non-metallic mineral products, shipbuilding (DI, DF, DH, DJ, DM35.1); and Low technology - food,
beverages and tobacco, textiles, leather, apparel, wood, cork and paper products (DA, DB, DC, DD, DE, DN).
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These theories can be roughly divided into two strands. The first is concerned with the
ways through which the benefits of FDI are diffused into the rest of the economy. The main
assumption behind such approaches links sustainability of FDI-led development to a learning
process in which technology, skills, and superior organisational and management practices of
the foreign firms are transferred to local enterprises, fuelling a broader increase in productivity
and competitiveness of the host economy (de Mello 1997; Blomstrom & Kokko 1998; Moran
2001; Moran et al. 2005a). Over the last two decades, the research on the so-called “spillovers”
from foreign firms sprouted a veritable cottage industry concerned with a variety of channels
through which this learning process may occur (for an overview see Blomstrom & Kokko 1998;
Gorg & Greenaway 2004). The proposed mechanisms include “demonstration effect”, where the
local firms imitate the technology or business approach of the foreign firms (Teece 1977; Saggi
2002); “competition effect”, where the mere presence of a superior competitor forces domestic
enterprises to become more productive (Caves 1974; Aitken & Harrison 1999); labour turnover,
where the former employees of the multinationals pass on the newly acquired skills to domestic
companies (Kaufmann 1997; Fosfuri et al. 2001); “backward” spillovers, in which local suppliers
upgrade their operations with direct or indirect assistance of the foreign firms (Lall 1980;
Javorcik 2004; Javorcik & Spatareanu 2009b; Blalock & Gertler 2008); as well as “forward”
spillovers where the local firms use higher quality inputs from the foreign enterprises to
improve their final products (Venables & Markusen 1999).

In spite of the variety of mechanisms on offer, the empirical evidence of spillovers
remains inconclusive. Different studies have found positive, negative, or no effect from foreign
presence depending on the country or period under consideration, and sometimes even in the
same countries and periods. A recent meta-analysis of 52 quantitative studies conducted since
2000 concludes that there is overall no evidence of positive spillovers to firms in the same
industries, although the situation is somewhat better with regard to suppliers (Havranek &
IrSova 2011a; 2011b). Nor do the attempts to separate performance of different types of FDI

improve the picture. More positive effects are found from brownfield plants and joint ventures



(e.g. Javorcik 2004; Havranek & IrSova 2011b), but these also account for a minority of
manufacturing investments in developing countries. Some argue that market-oriented FDI
brings more spillovers because of its greater reliance on local inputs (Javorcik 2004), but others
only find spillovers from export-oriented investments (Sgard 2001), while yet others maintain
that export-oriented FDI has no effect, while market-oriented variety even hurts domestic firms
(Gorg et al. 2009).

A second strand of literature has therefore emerged, which shifts the attention from FDI
itself to the host country capabilities and institutions. The spillovers, the argument goes, will
only take place if the host economy possesses adequate “absorptive capacity”, i.e. if the local
firms have the means and the necessary institutional support to learn from the multinationals
(Borensztein et al. 1998; Criscuolo & Narula 2005). Such a position tailors well with the
rekindled interest in the new institutional economics and the emphasis on institution-building
and capabilities as a precondition for economic growth (Rodrik et al. 2002; Lin 2011; Fagerberg
& Srholec 2008), and proposes a similar list of requirements necessary to enhance the benefits
of foreign investment: secure property rights, improved physical infrastructure, education,
functioning financial markets to allow local actors to access liquidity, coordination between
private and public investment in research and development, etc. (Narula & Dunning 2010;
Narula & Driffield 2011; for empirical tests on the impact of specific insitutions see Borensztein
etal. 1998; Hermes & Lensink 2003; Kinoshita & Lu 2006; Durham 2004; Meyer & Sinani 2009).

In some ways, the return to the policies and institutions of developing countries is a
welcome correction to the excessive enthusiasm for FDI, where the mere opening up to foreign
capital was deemed enough to kick-start the virtuous cycle towards development. But this shift
in focus does not really help us understand how FDI impacts development - if anything, it takes
us further away from the original question, by suggesting that FDI brings benefits to those who
already have the skills to receive them. The problem with developing countries, almost by
definition, is that they do not possess the tools to easily harness local investment and innovation

potential in order to maximize their “absoption capacity”. However, most authors interested in



the link between foreign investment and growth spare little time understanding which
institutions or policies are best suited to support the development of such skills. Instead, policy
advice to developing countries typically reads as long shopping lists, with little regard to
available resources or conflicts and trade-offs between different approaches (see for example
Lall & Narula 2004; Narula & Guimon 2010). Thus the relationship between FDI and
development becomes nearly tautological - econometric studies often simply proxy the
“absorptive capacity” by per capita GDP (see e.g. Blomstrom et al. 1994)

In other words, the main problem with the argument that makes benefits of foreign
investment conditional upon development of local capabilities is that it reverses the very
foundations of this relationship. Even though the purported aim of such theories is to explain
the impact of FDI on development, FDI soon begins to resemble the stone in the famous parable
of the stone soup: once we add all the ingredients necessary for this link to work, the role of FDI
itself fades into the background.

Interestingly enough, even though it paints foreign investment as a more active agent,
the original conception of development through spillovers also embodies a similar view of FDI
as a temporary crutch. The logical outcome of a successful transfer of skills, technologies and
market savvy from the foreign to the local firms is a diminished role for foreign investment as
their local competitors come to operate at the same level of competence. While most studies of
spillovers do not draw this conclusion out fully, a more or less explicit statement of this process
can be found in most stadial theories of development, such as those of the East Asian “flying
geese” or of upgrading within global value chains (e.g. Gereffi 1999; Gereffi & Memedovic 2003;
Ozawa 1992; 2005). In each of these, a country, firm or industry that originally starts from a
position of dependence on foreign companies eventually learns the tricks of trade and becomes
competitive in all stages of production. The principle is most clearly formalized in the theory of
“Investment Development Path” (Dunning 1981; Dunning & Narula 1996) which sees

developing countries pass through five stages of development, each of which changes their



relationship to foreign investment, until they switch their position from recipients to exporters

of capital.

1.1 Beyond spillovers: FDI as a strategy of late development

It should be clear by now that regardless of the difference in focus, all of the approaches
to FDI outlined above share a similar preconception about development. In the long run, the real
benefits of foreign investment lie in its capacity to spur development of local agents, leading to a
self-reinforcing and eventually autonomous spiral of growth. However important its role in
igniting development, FDI is essentially self-obsolescing: the more successful it is as a growth
catalyst, the less central it will become to the country’s economic performance.

In this dissertation, I argue that this core assumption has become untenable, and that we
must develop a radically different understanding of the mechanisms linking FDI and
development which takes the centrality of foreign investment more seriously. The main reason
lies in the tectonic changes in the patterns of foreign direct investment over the last two
decades. Between 1990 and 2010, the total GDP of developing countries increased threefold,
while the volume of FDI going to these countries grew by a factor of seventeen. Together with
the explosion in the rate of mergers and acquisitions and the growing integration of
transnational markets, this trend has led to significant concentration of productive capacity
around the world in the hands of a few giant transnational firms. As we have seen in Table 1,
after 20 years of FDI-led development domestic firms in ECE account for only a minuscule share
of production in the key export industries, rendering the question of spillovers almost
irrelevant, or at least marginal to any plausible account of successful industrial development.
And while ECE states might be among the more extreme examples, the broader trend is
unmistakable: FDI is becoming more, not less important over time. According to the data
collected by OECD, the share of foreign firms in manufacturing turnover has increased in almost
all of its member states between 1997 and 2007, and the increase is especially pronounced in

countries like Ireland and Belgium which started off with higher levels of FDI (OECD 1999;



2009b). Although the data for developing countries is scarce, industry accounts from South
Africa to Mexico testify to a similar takeover of key industries by foreign firms (Schneider 2009;
Barnes & Kaplinsky 2000a; Paus & Gallagher 2007; Gallagher & Zarsky 2007). For many of these
countries and industries, and for East Central Europe most certainly, FDI is not simply an
external impulse that spurs local factors to development: it is development.

In view of these trends, even the accounts which stress the need for development of
local capabilities in order to support the investment efforts of domestic and foreign firms alike
appears at best incomplete. Foreign investment in developing countries mostly arrives in the
guise of large multinationals which are perfectly capable of influencing the direction of
government policies and lobbying for changes in the institutional framework. They are creative
and powerful actors, and while they may support the creation of certain types of local
capabilities, they can also divert the resources into activities which support their operations,
but are not necessarily in the long-term best interest of developing countries. Clearly, the host
governments still have the power to bargain with the firms and influence their choices, but this
process takes on a very specific character in a situation where the key economic actors have
access to a broad range of options. As a result, facile exhortations to “improve business
environment” or “invest in education” do not bring us any closer to understanding what the
governments do to anchor multinationals in the national economy, or how they organise
education to serve a labour market dominated by mobile firms with specific preconceptions
about skill requirements.

This also means that the main research question - how foreign investment impacts
development - is best understood as being two questions. The first asks about the mechanics of
FDI-led development: the ways in which FDI translates into growth and competitiveness, and
the structure of alliances and institutions which support the activities of foreign firms. The
second meaning of the question concerns the nature of development taking place under the
tutelage of foreign capital - its stability, inclusiveness, distributional consequences, advantages

and disadvantages.



In this dissertation, the answers to this dual question come from examination of the
ways in which FDI resolves three main challenges of the late development: the problem of
capital mobilization, technology acquisition and upgrading, and the need to increase workforce
skills and productivity. The research follows the insights of the so-called “late development”
literature, which posits that while these problems are common to most developing countries,
the solutions can be highly specific, partly as a function of each country’s own history and
internal balance of forces, but even more so as a result of the timing of its arrival to the
international stage. I argue that extensive reliance on FDI that we observe in the ECE, and the
alliances constructed to bend foreign investment to serve local development goals, constitute a
novel set of solutions to typical development problems, amounting to a new sub-type of late
development, with its own logic, costs and advantages. The universe of cases in which the ECE is
situated thus consists of similarly successful late developers: middle and upper-middle income
countries of Latin America and East Asia, with high levels of industrialization and export
competitiveness, but with a different record of solutions to late development challenges.

The research presented here builds on the work of Alice Amsden, whose 2001 book The
Rise of the Rest offers the most comprehensive summary of late development models in the 20t
century. According to Amsden, the most distinctive feature of late developers is that unlike
developed countries which maintain their competitive edge through innovation, they must,
initially at least, compete in industries in which the technology has already been
commercialized by firms from advanced countries. This puts developing countries at a sharp
disadvantage: efficient production in mature industries often requires mobilization of capital on
a scale which is greater than would be justified by the size of their internal market. Moreover,
the technology involved in production of manufactured goods has been developed, and is often
jealously guarded, by the firms from developed countries. Even when the production process is
well known, a whole bundle of relatively tacit knowledge-related assets creates huge differences
in productivity between firms and countries (Amsden 2001). Due to this lack of proprietary

skills and the lag in their ability to efficiently employ technology, late developers must rely on



the only asset they have in abundance: their cheap labour. Even this, however, may not be
enough in industries where lower wages cannot compensate for low productivity.

The tasks of late development are therefore threefold: mobilize sufficient capital for
large-scale investments in industry, obtain technology either by acquiring it from abroad or
developing it at home, or both, and step up labour productivity while keeping the wages low
enough to remain competitive until the local firms catch up to the technology frontier. In The
Rise of the Rest, Amsden argues that at the close of the 20t century there were two viable
varieties of late development, respectively labelled “independentist” and “integrationist”.
Empirically derived from the experiences of East Asia on the one hand, and Latin America on the
other, both varieties evolved from a common post-war development model, which featured a
central role of the state and relative insulation from international competition. The state took
care of providing capital and directing it towards selected industries, it supported the learning
process and transfer of technologies from abroad, invested in education, and kept a tight lid on
the workforce. Foreign involvement, especially in the shape of direct capital investments,
remained limited. However, by the mid-1980s, the debt crisis had undermined the trust in the
state and forced market liberalization, undermining the power of the government to control the
economy, and the single late development model underwent mitosis (Amsden 2001).

The key differences between the two successor models, according to Amsden, are the
degree of foreign involvement and the ability of the state to control the decisions of the private
sector. The “independentist” approach of East Asian economies remained closer to the original.
In Korea and Taiwan, foreign investment even declined in the 1990s compared to the previous
decade, while the state continued to micro-manage the economy, in close cooperation with the
domestic private firms. The core element of the solutions to capital, technology and labour
problem in the independentist late development model was precisely this alliance between the
governments and domestic industrial capital, based on a “reciprocal control mechanism” which

exchanged government support for clearly defined performance targets (Amsden 2001).
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In the “integrationist” variety of late development this alliance was a lot less efficient.
The state was unable to extract the same performance standards from the private sector, and
relied much more on foreign investment as a complementary solution to some development
problems, especially technology. Latin American developers were thus much more open to FDI
than the East Asian states: FDI featured prominently as the key source of technology transfer,
with far less domestic investment in technology development than in East Asia. The state still
remained the key orchestrator of development - foreign investment was tightly regulated, and
constrained by policies aimed to promote the transfer of skills to local firms. But if the state was
unable to enforce the reciprocal relationship with domestic firms, it faced at least an equally
great challenge in shepherding the internationally mobile foreign companies (e.g. Moran 1978;
Bennett & Sharpe 1979). To some extent, this problem could be resolved by pitting the interests
of two groups of capitalists against each other, under the balancing staff of the government - a
configuration which Peter Evans in his work on Brazil had hopefully dubbed the “triple alliance”
for development (Evans 1979). Thus in addition to technology transfer, FDI doubled as a sort of
disciplining device, pushing domestic firms to raise the performance in order to meet the
challenge of the new competitors. On the other hand, politically and socially privileged position
of the local capital gave an incentive to foreign firms to enter into partnerships with the locals
and help them upgrade, instead of simply forcing them out of the market. When the alliance
between the two became too comfortable and detrimental to industrial development, the state
itself stepped in, through publicly owned enterprises, to stir up the competition and break
ground in new economic activities (Evans 1979).

In both integrationist and independentist models, the state remains the primary engine
of development, but it does so in alliance with the private sector, both local and foreign. It is the
relative weight of the foreign that varies, as well as the structure of alliances through which the
state tries to influence private investment decisions. In Amsden’s account, the difference
between the two models is a matter of degree, but she does warn of a growing differentiation

between the two varieties over the course of the 1990s, and suggests that the next generation of
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latecomers later might have to contend with a much greater role of foreign firms (Amsden 2001,
p.286).

As indicated by the above figures on global FDI, this prediction seems to have indeed
come true, but the growing weight of foreign firms has also altered the logic of alliances which
underwrote earlier solutions to late development. The new model, as we observe it in East
Central Europe, bears some resemblance to Amsden’s integrationist variety, but also enough
differences to be considered a distinct model of late development, here dubbed “hyper-
integrationist” for its extensive reliance on external actors and resources.

The first major difference, in addition to the greater influence of FDI, is the weak
presence of domestic manufacturing firms. In a large number of industries, the expansion of
foreign investment was closely linked with transformation of production chains. Fragmentation
and internationalization of production made manufacturing more mobile, but also concentrated
in the hands of transnational supplier networks. The new generation of developing countries
does not only import the lead firms, which they would then try to integrate into the local
economy: they now import entire segments of the supply chains, together with their technology,
tacit knowledge, rules of production organisations and institutional superstructure of inter-firm
coordination. Unless they are already well prepared to compete internationally, local firms are
unlikely to withstand the competition: instead of being forced to engage in technology transfer
and develop capabilities of local firms, the foreign firms can now draw on their transnational
networks to simply replace them.

Transplantation of the foreign production networks can be an extremely efficient
solution to many of the problems of late development, leading to quick upgrading of
manufacturing capacities, boosting productivity and competitiveness and significantly
shortening the catch-up period. This is because the multinational firms integrate developing
locations tightly into their international production networks, and are able to import many of
the capabilities which are missing locally. However, this does not mean that development

suddenly became effortless.
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As we will see, transplantation of these networks also requires development of specific
alliances between states and foreign firms. The state continues to play the role of the key
coordinator of development, endeavouring to bring in the multinationals, and coax them into
higher skill and value-added activities. However, its power over the decisions of the private
sector is severely curtailed - first of all by the structural power of the multinationals, but also by
the changes in the international regulatory environment and the lack of a strong internal
balancing force. In other words, the governments in hyper-integrationist late developers have
few means to ensure that the support they provide to the multinationals is reciprocated by
adequate performance. The lack of tools to constrain firms’ behaviour, and access to the missing
capabilities in other locations means that multinationals have few incentives to invest in local
linkages, which not only marginalizes local firms, but can also result in low investments in skills
and innovation. As a consequence, international competitiveness is in some ways less
meaningful as an indicator of development, because it need not reflect expansion of host
country’s internal capabilities (also Baldwin 2012).

To exert influence over the multinationals’ decisions and keep moving up the value-
added ladder, states in the hyper-integrationist variety of late development need to rely on a
more fragmentary set of alliances than either the independentist or the early integrationist
types. In each area of development the alliance between the states and the MNCs includes a
other agents whose actions can help the governments steer the multinationals, assist the
multinationals in extracting additional favours from the government, or challenge the alliance
between the two. The identity of these agents varies depending on the challenge. To improve
skills and productivity states and MNCs need the cooperation of labour; contribution of local
firms and research institutions is the key to technology development; and the cost of capital
provision depends on the cooperation of other countries which compete for the same capital
flows. The resulting arrangement is probably even less stable than the early integrationist
“triple alliance”, depending on a multiplicity of interests and shifting balances of forces.

However, at least in the case of East Central Europe, these alliances are somewhat stabilized by
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another aspect of integration - its embeddedness in the transnational integration regime of the
European Union. This is partly ironic, because integration in the transnational regulatory
regime is one of the key reasons for the ECE’s loss of tools to regulate economic activity on the
national level. Nevertheless, to some extent at least the European Union compensates for this
loss and stabilizes the hyper-integrationist development mode by regulating the behaviour of
supranational firms and providing support and assistance to weaker local actors.

[ have argued so far that the set of solutions developed in ECEs in response to the typical
challenges of late development constitute a specific, hyper-integrationist variety of late
development, distinct from the late 20t century varieties observed in East Asia and Latin
America. By most conventional measures, such a growth of manufacturing GDP and
international competitiveness, this hyper-integrationist model is at least as successful as its
predecessors. However, it does entail a peculiar set of downsides - such as the loss of national
champions, the specific costs of attracting foreign companies and difficulties of directing them
towards certain kinds of activities - which are different from those we find in other models of
late development.

To the extent that these concern differences in the distribution of costs, it is hard to offer
a general judgement on the advantages of one model over another model. Whatever its
objective achievements, the long-term resilience of each model will depend on the willingness of
all actors to accept that particular distribution of costs as necessary to achieve some particular
goal of development - in other words, it will depend on the model’s legitimacy. It is indeed these
aspirational horizons and the perceptions of the appropriate means to get there which
distinguish the most different episodes of late development, as they are highly specific to the
respective countries’ histories and positions in the global economy.

In the ECEs, the ideational background that provided legitimacy to the
hyperintegrationist development model was the narrative of the “return to Europe”. This
narrative has in fact two overlapping subtexts. The first refers to successful economic

transformation, to “catching-up” in terms of the level of development with the old European
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member states. The second, however, implies convergence, or the hope that economic growth
will lead to similar standards of life and work, political and economic equality and social justice
as those prevailing in the real or imagined “West”. Most of the time, the two are understood to
be closely related. However, it is also true that a model of development that depends on
attracting mobile foreign companies can only thrive so long as it offers something different than
its competitors. In the countries without specific advantages in innovation or technology, this
competitive edge is bound to be linked to lower costs in terms of taxes, wages, or labour
conditions. Consequently, regardless of its relative success, hyperintegrationist development
model has began to be seen by the citizens of some ECEs as pursuing catching-up at the expense
of convergence, a perception that is only strengthened by its propensity to knit together
disparate institutional environments and thus reinforce comparisons between them. In the long
run, it may not be the economic failures, but the political discontent, that will push these

countries to seek, for better or for worse, an alternative path to prosperity.

1.1 Case selection and research strategy

In this dissertation, | examine the internal workings of FDI-led development using the empirical
study of East Central Europe. ECE is an exceptionally successful example of the “hyper-
integrationist” model of development, and given the extent of its reliance on foreign investment,
it is probably as close to the ideal type of this development model as is empirically possible. At
the same time, it is a case in which the commonly assumed mechanism of FDI-led growth -
technology transfer to local firms - does not seem to operate, or is at best of marginal
importance for the overall economic performance. This makes the ECEs an excellent starting
point for the generation of new hypotheses about the influence of foreign investment on
development. Clearly, this is a necessarily inductive exercise, and the findings presented below
may not reflect the full range of mechanisms taking place in the countries with different
historical trajectories or with a different position in the world markets. Nevertheless, given the

paucity of theories in the field, I believe it might still constitute a valuable contribution to our
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understanding of the link between the rising tide of cross-border investment and the
perspectives of developing countries.

The research focuses on the specific solutions created in the ECEs in response to three
crucial problems of late development: mobilization of capital, technology transfer and
upgrading, and the need to ensure adequate skills and productivity of the workforce. In all of
these areas, FDI represents a crucial part of the solution. However, the activities of the foreign
firms are underpinned by complex alliances with an array of local and international actors,
including local governments, labour, domestic firms and institutions, as well as other foreign
firms and governments, and finally the EU. These alliances often span multiple levels of agency,
from the relationships within the firm to high-level diplomatic bargains. To be able to examine
them consistently, I have therefore narrowed the scope of the study further, to the level of a
single industry, albeit one which represents a large share of manufacturing activity in the
region: the automotive.

Automotive industry is among the more visible symbols of successful FDI-led
development in ECEs. Since the mid-1990s, it experienced an explosive growth: more than 150
000 cars have been added to the regional productive capacity every year, and its share of
European production rose from around 5% in 1997 to nearly 20% in 2011. The supplier sector
has been growing even faster, and foreign firms account for most of the output. But the
importance of the industry is not only symbolic: manufacturing of motor vehicles and their
components accounts for more than a fifth of all exports from the region (including agricultural
exports). Its share of total industrial production and investments is similarly high, although it
only employs a little under 10% of industrial workforce (Table 1.2).

In addition to its relevance for the region, automobile industry offers a useful
benchmark to other cases of late development. Long considered a trademark of successful
industrialization, it has been used extensively as a starting point for analyses of different
patterns of industrial development around the world, including both developed and developing

countries (for some examples see Bennett & Sharpe 1979; Jenkins 1987; Amsden 1989;
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Womack et al. 1990; Shapiro 1994; Lee & Cason 1994; Hollingsworth et al. 1994; Hancké 2002;
Guillen 2008). This wealth of secondary literature can thus be used as a background canvas to

single out specificities of ECE’s own developmental model.

Table 1.2 Weight of automobile industry in ECE economies, 2005-2010

Share of industry, as % of

As % of

exports  Production Investment Employment
(074 21.4 18.3 18.2 9.6
HU 17.9 16.2 19.5 7.7
PL 18.0 10.3 8.0
SK 24.0 22.8 22.7 8.9
CEE 20.3 16.9 17.1 7.8
Germany 16.7 18.0 19.4 11.9
EU9S 9.8 11.0 111 6.5

Source: author's calculations based on Eurostat (ComExt and Structural Business Statistics)

Note: Export data based on HS 96 detailed classification, data on production, employment and investment for
DM34, NACE Rev.1.1. EU 9 refers to other West European countries with significant automotive production:
Austria, Belgium, France, Italy, Netherlands, Portugal, Spain, Sweden and UK.

Finally, although the focus of the research is a single industry, the scope for
generalization is increased by tracing its development in all four East Central European
countries: Czech Republic, Hungary, Slovakia and Poland. The regional approach is justified
primarily by the structure of the industry itself, which draws on cross-border connections to
develop its activities in the region. It also takes into account the profoundly transnational nature
of FDI-led development, by showing how the countries converge on similar solutions in spite of
sometimes different starting points. On the other hand, by encompassing all four countries I
control for small differences in policy, background characteristics and historical accidents which
may lead to some variation in developmental trajectories. In that sense, the research combines
the main approach of a case study with the most-similar comparative research design to both
emphasise the similarities of FDI-led development and delimit the scope for policy manoeuvre
within the single “integrationist” model.

Due to the exploratory nature of the research, and the focus on interactions between

firms and a variety of outside actors, this study mobilized a broad range of methods and data
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sources. Quantitative analysis of industry characteristics relies on a number of publicly available
databases by the national statistical offices, banks and international organisations, and two
unique databases compiled specifically for this project based on other sources (database on
state aid to automobile industry and database on automotive suppliers). The statistical data is
complemented by qualitative information based on the analysis policy documents, media
resources, company reports, as well as 24 interviews with representatives of foreign and local
firms, industry associations, national institutions and European Commission (for a list of data

sources and interviews see Appendix I).

1.2 Summary of the chapters

The remainder of this thesis proceeds as follows: Chapter II outlines the main features of East
Central European hyper-integrationist variety of late development. It first presents the general
model of late development as elaborated by Amsden (2001), and proceeds to identify specific
challenges facing East Central Europe at the turn of the century. It then summarizes the
solutions developed in the context of ECE “integrationist” model of development in response to
the problems of mobilization of capital, technology transfer and upgrading, and labour
productivity and skills, and contrast them with those employed by the more “independentist”
approach, comparing the achievements and costs of each model.

Chapter III then discusses the evolution of policies and institutions devised to attract
foreign investment to East Central Europe, and emphasises the transnational dimension of these
adjustments, particularly the way in which the ECEs negotiated implementation of the EU’s
regime of investment regulation. It argues that while transnational regulations offer some
source of empowerment to developing countries, in that they limit the bidding wars among
competing states, the balance of power between multinationals and host states remains heavily
skewed in favour of the former. Chapter IV engages in more detail with the theories of
“spillovers” as the key mechanism linking FDI in development. The findings of the chapter reject

the theory that spillovers are the main mechanism behind upgrading argues that the foreign
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firms contributed to growth by substituting missing domestic capabilities, rather than by
helping to develop them. Foreign automotive firms in East Central Europe have succeeded in
creating a vibrant automotive cluster, transplanting their networks of suppliers and
institutional solutions to inter-firm relations. The price of this, however, has been a near-
complete exclusion of domestic firms and a weak capacity of the region to produce own
technologies. Chapter V then turns to the question of labour relations, and the mechanisms to
balance labour costs and productivity in the conditions of hyper-integrationist development.
The chapter traces a shift in the alliance between foreign firms, local governments and the
workers which has provided the region with a strong basis in skilled, cheap labour. Although
this arrangement has facilitated the early productivity boom, the effects on the skill upgrading
of the workforce had been minimal. As a consequence of this, region’s productivity coalitions
have recently begun to show signs of tension. International integration and close comparisons
with other production locations in Europe have pushed the workers to seek higher wages and
better working conditions, while the employers have turned to alternative strategies to protect
their cost advantage. Finally, Chapter VI compares the achievements of the ECE’s hyper-
integrationist development model with those of other late development varieties. It argues that
the main advantage of the model is its ability to facilitate rapid catch-up in terms of production
upgrading and international competitiveness of exports. However, the model also shows some
weaknesses: most importantly, it offers very weak incentives to the leading firms to move

beyond production upgrading to investments in technology and skills.
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CHAPTER I

2 The mechanics of hyper-integrationist development model

In the introduction I have argued that the role of FDI in development of countries where
foreign investment occupies a particularly large share of leading industries is best understood
not as a temporary catalyst for development of local factors, but as a more or less permanent
fixture - a new form of solution to late development problems. Of course foreign direct
investment had played an important role also in the previous generations of late developers, as
we will see in the remainder of this chapter. However, its pervasiveness, and the structure of
alliances which support its involvement in East Central Europe are all sufficiently different to
constitute a separate sub-species of late development, which is best described as “hyper-
integrationist”.

This chapter lays out in greater detail the mechanics of hyper-integrationist variety of
late development, through structured comparison with independentist and early integrationist
models. Section 2.1 first describes the logic of inquiry into the specifics of late development. As
already noted, unlike the more universalist development theories, late development approaches
focus on differences in the configuration of challenges each country faces as a consequence of its
position in the world economy and the timing of its integration into international markets. Thus
although all developing countries confront similar problems - access to capital, technology and
skills — these challenges will be differently calibrated, and will require different solutions.

Most accounts of late development in the 20t century have emphasised the role of
developmental state as the main agent behind innovative solutions to development problems.
Section 2.2 briefly recounts the crisis of developmental state, starting in the mid-1980s, and the
split of the single state-led development model into different sub-types, the independentist East
Asian, integrationist Latin American, and the hyper-integrationist East Central European. The
three varieties are distinguished by the relative importance of foreign investment on the one

hand, and on the other by the types of alliances the states forge in order to direct the activities
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of the private sector. Section 2.3 compares the solutions created by these alliances across the
three models in response to each of the late development problems: capital mobilisation,
technology transfer and development, and labour productivity, and highlights the specific
distribution of advantages and costs of each model.

Finally, section 2.4 turns to the question of why East Central European countries chose
such a different development path. In line with the late development theories, I trace the origins
of this difference to changing international circumstances which constrain some strategies and
enable others. However, the choice of strategies is also determined by the internal narrative on
the proper direction of national development, which makes some choices appear more
legitimate and thus more tolerable than others. This is also why it is so difficult to compare
objectively the achievements of each developmental model against those of others - the costs
which seem marginal in one context would be politically inadmissible in another. East Central
European hyper-integrationist model is certainly more dependent, and probably less effective at
shifting to the high technology path than the independentist East Asian one. If, however, the
national interest is primarily defined as rapid integration into an external economic regime, and
the aspirational horizon is complete imitation of other members of this regime, then the hyper-

integrationist model promises, at least in theory, the most straightforward path.

2.1 Challenges of late development

Economic development is a strongly relational concept. At the minimum, the fact that we
think of some countries as developed and others as developing assumes that the former have
achieved something the latter do not yet have. There is much disagreement on the range of
features which constitute development: most theories settle for a minimum level of per capita
income, but the concept is often extended to encompass other normative choices: from equality
of income distribution, to access to health or education, quality of environment and women’s
rights. Such normative choices are also often implicitly derived from the experience of a

particular developed country, but even if we accept them as absolutes, we still measure them as
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relative achievements - by the extent to which developing countries approach the score of their
developed peers on that particular dimension, the extent to which they become more similar to
them. In other words, for most theories concerned with the notion of economic development,
the goal of development is ultimately a form of imitation.

Nevertheless, the literature is deeply divided over the appropriate means to successful
imitation. On one side are the approaches which extend the principle of imitation from the
outcome to the process of development. From modernization theories of the 1950s and 1960s
to the Washington consensus in the 1990s and the more recent emphasis on good governance
and institutions, such approaches use the examples of developed countries as templates, to
distil a list of general obstacles to development and identify policies, principles of economic
regulation and specific institutions which constitute appropriate solutions to such problems. On
the other side are development theories which explicitly reject the assumption that the
solutions which worked for developed countries can be cleansed of all context and copied as
general principles by the latecomers. Instead, they must invent new ways to attain the same
level of development. Successful imitation of the outcomes, in other words, requires innovation
of development process.

This position is characteristic of the so-called theories of “late development”, stretching
in a long line from Alexander Gerschenkron’s exploration of comparative industrialization in
late 19t century Europe to the study of East Asian “miracles” in the second half of the 20t
century. With varying emphasis, these theories typically offer two types of justification for the
innovative path to development: internal specificities, and the peculiar context of “late”
development. The emphasis on internal obstacles to imitation is more common, and stems from
a view of institutions which does not see them simply as efficient solutions to abstract economic
problems, but as specific settlements which embody a particular balance of power and interests
in a given context. Imitation might fail because in another setting some actors may be too strong
and reject the new regulations; others may be too weak to make use of them even if they are

instituted; and their implementation will depend on the availability of a host of complementary
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features, from the very concrete ones such as bankruptcy courts to the more elusive ones such
as trust (Mattli & Woods 2009; Roland 2004; Evans 2004a; Rodrik et al. 2002; Rodrik 2008).
The alternative is to focus on unearthing different pathways, “substitutes” or “second best”
institutions, which fulfil similar functions in ways which are better suited to the local context
(Gerschenkron 1962; Hirschman 1981; Evans 1971; 2004b; Rodrik 2008).

But the internal context is not the only obstacle to successful imitation. In fact, what sets
the theories of late development most starkly apart from those seeking universally valid
solutions is the emphasis on external constraints, arising from the very circumstance of their
“lateness”. Being late means coexisting with already developed countries in the same world
economy. This means that the developed countries are not merely abstract examples, but real
rivals who already posses the skills, technology and a capital base to set the terms of the
competition for the latecomers. For some of the authors in this tradition, such as those of the
world system and early dependency approaches, this is tantamount to saying that the rules of
development are rigged: development for the latecomers is structurally improbable on terms
that have been set by others, and is only likely to occur through a radical break from the world
economy (Wallerstein 1979; Frank 1969; for a more nuanced version see Cardoso 1977). For
others, however, this relationship is more ambiguous. While competition from more developed
countries is likely to raise new obstacles to development, it may also provide latecomers with
new opportunities - what Gerschenkron famously dubbed the “advantages of backwardness”
(Gerschenkron 1962; Vernon 1966; also Dore 1972). If they are to make use of these, however,
the developing countries should not - indeed cannot - simply copy the strategies of their
advanced peers.

In what ways does the fact of lateness alter the parameters of development for the
latecomers? Overall, the key problems stressed by the students of late development are no
different from those commonly identified by any other theory of development: the lack of
capital, technology and skills. The way these challenges are configured, however, varies

tremendously as a consequence of the timing of their arrival to international competition.
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Probably the best known elaboration of this proposition is Alexander Gerschenkron’s
“Economic backwardness in historical perspective” (1962). Gerschenkron describes the early
industrialization of England as a gradual process, fuelled by the capital accumulated by
individual enterprises through trade and early experiments in manufacturing. However, by the
time England acquired the status of world industrial power and became the object of envy and
emulation by less developed continental economies, the challenge of industrialization had
changed tremendously. On the one hand, the latecomers could copy technological innovations
developed by the English firms, significantly shortening the industrialization process. On the
other hand, however, these same technologies had massively increased the scale of production
at which they could be utilized efficiently, requiring much larger initial investments. Since no
firm in the latecomer countries could muster this much capital on its own, in France and
Germany a new institution - the industrial bank - was devised to mobilize the necessary
investments, with long-term consequences for the structure of competition and internal
organisation of firms in these countries. In Russia, where capital was even scarcer and more
diffuse, the only way to accomplish a similar feat was direct intervention of the state into
industrialization process (Gerschenkron 1962).

Gerschenkron’s analysis is partly sector-specific, and partly time-specific, but its basic
principles are more widely applicable. As industries mature, there is a strong tendency towards
increasing economies of scale, which raises capital requirements. The means higher barriers to
entry for the latecomers, but the new costs are partly offset by the opportunity to shorten the
catch-up process by borrowing already developed technologies. Gerschenkron is aware that
technology “borrowing” is not a straightforward process - he notes, for instance, that in the
more backward countries the machine tool industries took much longer to evolve than the more
capital but less skill intensive iron foundries - but he nevertheless stresses the lack of capital as
the largest obstacle to development, at least for the early industrializers. For those writing on
the post-war industrial development, however, the magnitude of challenges had reversed. By

the 1970s, international credit boom had eased the capital constraints in developing countries,
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while the spread of more skill intensive industries turned the questions of technology and
human capital into the key problems of development (e.g. Abramovitz 1986).

The most encompassing elaboration of these two challenges comes from Alice Amsden,
and her extensive research on industrial development in Korea and Taiwan. Much of Amsden’s
work is concerned with the fact that the “advantages of backwardness”, i.e. the flow of new
technologies to less developed countries, do not manifest automatically. This is not simply
because of developing countries’ lack of skill to imitate advanced technologies, but also because
of the way in which technology is produced and diffused - not as a public good, but as a
proprietary advantage of developed countries’ firms. Unlike technology development, which is a
more universal challenge, technology transfer is thus a specific problem of late development. To
accomplish it successfully, these countries must devise ways to pry the secrets of the trade away
from foreign firms, and teach their own firms how to use them efficiently. For those sufficiently
close to the technological frontier, exposure to the example of foreign firms through
competition might be enough; others will have to resort to additional methods, from the
purchase of licences and reverse engineering to apprenticeship within joint ventures with
foreign firms (Amsden 1989; Amsden 2001; Amsden & Chu 2003; Hobday 1994). Such
measures are distinct from, although not incompatible with, those aimed at fostering technology
development, such as investments in local capabilities, skills and research. There are, however,
cases in which the two can clash: the most classical example is the protection of intellectual
property rights (IPRs). While IPRs are touted as a way to promote private investment in
innovation with the promise of windfall profits to the first movers, they can be a problem for the
latecomers seeking to “borrow” technology (Gereffi & Evans 1981; Amsden 2001; Braithwaite &
Drahos 2000). This creates additional challenges for the late developers, who must find ways to
balance the two, and eventually manage the transition from borrowing technology to making it.

Part of the difficulties related to technology transfer, and even more to the task of
completing the catch-up process by advancing from transfer to production of own technologies,

is the availability of skilled workforce. Although the question of education features prominently
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in most discussions of economic growth, in developing countries as in developed, Amsden is
careful to point out some specific challenges for late developers. For one, because of the novelty
of technologies being transposed, it is unlikely that the broader educational system will provide
the future workforce with necessary skills. Therefore, a substantial amount of training in catch-
up firms has to take place on the shop floor. Because the firms themselves are in the process of
learning, however, skilled workforce is especially valuable, and its cooperation more precious
than in countries where such technologies are considered a more standard fare (Amsden 1989).
Thus, over and beyond good general education, late developers will require specific institutions
to support the learning process within the firm, motivate the workforce to invest in new skills,
and ensure its loyalty and cooperation.

At the same time, however, late movers operate under a much greater cost constraint.
They lack proprietary technologies and the associated innovation rents, are less productive, and
thus typically have much smaller profit margins. To be competitive, they must continue to rely
on the one asset they have in abundance: cheap labour force. This means that late developers
require a somewhat contradictory combination of tools to promote skills and motivation
necessary for the continuous rise of productivity, while at the same time ensuring that the costs
remain lower than those of their competitors, and that the promise of profit is high enough for
the firms to pursue large, risky investments (Kohli 2004; Amsden 1990b; Dore 1990 (1973);
Cole 1978).

These concerns which the internal and external context of development are precisely
what sets the late-development theories apart from the more universalistic growth theories.
The challenges they identify are broadly similar: capital, technology and productivity. However,
for the late development theorists, it is the specific configuration of local actors and resources,
and even more the conditions of international competition which set the specific parameters of
these challenges for each newcomer: the amount of capital required and the way it can be
mobilized, opportunities for technology transfer from the innovators to followers and the

severity of conflict between the dual aims of raising skills and productivity of the workforce and
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keeping the costs low. As the challenges vary, so do the responses. To create a viable solution to
each development problem in a new context, late developers cannot use the tried and tested
policies of their predecessors. The key question, then, is how are the new solutions devised, and

what makes them successful.

2.2 The solutions in historical perspective: imitation, innovation,
integration

The main argument of late development theories is that successful imitation, or catch-up
with more developed countries, is only possible through institutional and policy innovation.
From the standpoint of developing country governments, and especially for international
organisations intent on benchmarking and helping along development efforts, this is a
somewhat disappointing conclusion, as the acknowledgment of diversity in itself does little to
identify successful solutions in advance. Empirically, however, most accounts of late
development do point to one champion of innovation: developmental state.

Theoretically speaking, the challenges of late development as outlined above do not
necessarily imply a strong role for the state. The verdict usually ascribed to Gerschenkron, that
government intervention increases with the relative “backwardness” of the country, was a
historical observation rather than a universal proposition. It is nevertheless true that even in
the later decades of the 20th century most developmental success stories featured the state as
the main engine behind the catching-up project. This is precisely what Alice Amsden refers to as
the “original” model of late development: a well organised, development-oriented state
machinery which not only provides basic security and property rights, but also engages in active
micro-management of industrial growth, mobilizes capital and directs investment, provides
technological assistance to the private firms, sets up own public companies to advance key
technological sectors, and controls, educates and regulates labour (Chang 1994; Amsden 1989;

1992; 2001; Evans 1995; Kohli 2004; Wade 1990; Woo-Cumings 1999; Johnson 1982).
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However, by the 1990s, and the ECE’s opening to the international markets, this notion
of state as the key champion of development had fallen into disrepute. To be sure, it was never a
foolproof method to begin with. For every successful developmental state, there were plenty of
failures which wound up as depressed, captured economies, with crony authoritarian
governments and limited gains which only extended to a chosen few (Kohli 2004; Krueger 1996;
Lal 1984; Evans 1992). The paragon of state-centred economy, state socialism, had collapsed in
Eastern Europe leaving behind spiralling recessions, and the expert opinion had decidedly
swung in favour of government withdrawal from the economy. Furthermore, the success stories
of state developmentalism were almost equally unnerving. East Asian economic miracles,
premised on a combination of protected domestic markets and aggressive exports, had made
many enemies in the developed economies, especially the US whose firms were already
beginning to feel the pressure of Asian competition (e.g. Chang 2002; Cumings 1998; Bhagwati
& Patrick 1991; Bown & McCulloch 2009). The end of Cold War removed the incentive to extend
preferential treatment to non-socialist developing countries, and by the time the financial crisis
on 1997 hit the Asian “tigers”, many were ready to denounce their paternalist-corporatist
development model and demand opening up, extraction of the state from the corrupt private-
public networks, and commitment to the new international rules of fair competition.

Thus for a time the key debate in development studies became known as “state vs.
markets”. This was, of course, only part of the story. Even the most resolute advocates of free
markets, at least those in the international development organisations, agreed that the state
must continue to play a pivotal role in creating markets, protecting private exchanges,
supporting development of infrastructure and fostering private capabilities to make use of the
markets (e.g. Williamson 2002; Burki & Perry 1998). Rather than abolishment of the state, this
was in fact a revival of the doctrine of imitation as a universal path to development. The state
was still allowed, and indeed expected, to perform the roles it performed in developed
countries. However, innovation and intervention by the state in the processes which - at least in

developed countries - could be successfully carried out by private actors, were considered to be
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too perilous. The asymmetry was not lost on development scholars, some of whom denounced it
as hypocrisy, and warned about the negative repercussions of the loss of “policy space” in which
to create new solutions for development (Wade 2003; DiCaprio & Gallagher 2006; Chang 2002;
2006).

Nevertheless, the common pressure for changes in the international economic
environment did not produce uniform responses among late developers. Rather, it led to a split
of the late development model into two sub-types, which is most carefully documented in Alice
Amsden’s “The Rise of the Rest” (2001). Those countries for whom “independentist” approach
under the tutelage of developmental state worked well, like the East Asian states, employed a
range of “mechanisms of resistance” to preserve the main tenets of their development model, in
spite of international trends. While they acquiesced to the regime of freer trade, they made
active use of various safeguards to extend market protection and continued to resist the entry of
foreign competitors into their markets (Amsden 2001). The most glaring violations of the liberal
international regime, such as outright prohibition of foreign ownership or multiple exchange
rates were abolished, but the governments continued to subsidize key development sectors
(Amsden & Chu 2003).

On the other hand, the countries where developmental state was already weaker, less
effective and more contested, increasingly abandoned earlier strategies and sought to exploit
new opportunities presented by the changing international environment. These “integrationist”
types, in Amsden exemplified by Latin American countries, Mexico in particular, were quicker to
open up and accept the rules of international trade and investment, and ally with the outside
forces to advance local growth. East Central European countries, which had only just extricated
themselves from the embrace of an all-powerful authoritarian state, went even further, eager to
reinvent themselves in the image of their more successful Western neighbours and join the
regional supranational alliance.

At the first glance, the integrationist development model appears to abandon all attempt

at institutional and policy innovation in favour of emulation of developed countries’ institutions.
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This is especially true of those countries which became part of supranational alliances with
more powerful states and indeed did everything in their power to transpose the rules of
economic competition, and adopt similar approaches to market regulation. Nevertheless,
imitation remained as difficult as ever. For one, the rules were not always clear. Even when
developed countries became directly engaged in helping their less developed peers transpose
the rules - e.g. through transnational associations such as NAFTA and EU - and even where they
did their best to devise detailed templates for institutional transplantation, which in case of EU
ran to some 80 000 pages of regulations, these could never cover all aspects of institutional
performance (e.g. Jacoby 2004). One reason is that there often is simply no best model to
follow. Developed countries themselves display a variety of approaches to capital mobilization,
technology development and labour relations, sometimes as a consequence of the novel
solutions they developed in their own catch-up times (compare Gerschenkron 1962; Hall &
Soskice 2001). But even when the rules are clear, or when developing country authorities
simply pick one model to imitate, there is no guarantee that these institutions will actually
provide the necessary solutions to development problems. A good example are the stock
markets in East Central Europe: although some countries of the region hurried up to establish
them at the very start of transition, and did everything to transpose international rules of
financial regulation in this field, for the next twenty years the East Central European stock
markets did little to raise the funding for restructuring of the region’s industrial firms
(Claessens et al. 2000; Kominek 2003). Instead, the necessary capital came from the outside, in
the guise of foreign direct investment, and one of the reasons for the continued weakness of the
region’s stock markets is precisely the fact that its best performing firms are not listed there. In
that sense, to the extent that integrationist models of development provide effective solutions to
late development challenges, they do so not so much by copying developed countries’ solutions
as through direct involvement of external actors and their resources. While these may help to
advance institutional imitation, they can just as well retard effective regulatory transposition or

prompt new combinations of actors and policies. In other words, as a strategy of response to
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development challenges, integration is also a form of innovation, but the solutions it brings are
less directly engineered by the state: rather, they are negotiated between the state and the
powerful outside actors.

[ have argued in the introduction that the main difference between different varieties of
late development is the ability of the state to control the decisions of the private sector, and the
degree of involvement of foreign firms. In the independentist model, which remains closest to
the original prototype of state-led late development, the influence of foreign firms is limited, and
the state is extremely strong. The state has a tight relationship with the private sector, which is
based on a principle Amsden calls the “reciprocal control mechanism”, i.e. a relationship in
which the government provides various forms of support to the private firms, but also monitors
their performance closely to ensure they deliver on government-specified targets (Amsden
1989; Amsden 1992). In this configuration, foreign firms mostly appear as vehicles for
technology transfer, but direct investment is generally considered to be the least preferred
option, replaced wherever possible by loose partnerships, licencing agreements etc.

In the early integrationist models, the state had less ability to control the private sector.
Although it provided a similar range of subsidies, it was far less successful at exacting adequate
performance in return (Amsden 2001; Evans 1995). In this context, foreign investment
constituted a double solution, both as a source of new technologies to improve local
productivity, and as a source of controlled competition to discipline domestic firms. However,
the balance of forces within this “triple alliance” (Evans 1979) between the government,
domestic and foreign firms is still premised on a strong government role, because it is precisely
the domestic firms’ privileged access to political and social capital, and the governments
intervention to limit the entry of foreigners which buttresses the bargaining position of local
firms vis-a-vis the more competitive foreign capital. This coalition is more complex than in the
independentist model, and the balance more precarious, with a lot of potential for shifting
alliances between the three partners. Although the influence of the government is somewhat

weaker, it remains the main force which stabilizes the triple alliance. To keep the development
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goals on course, the government alternates between intervention to strengthen the domestic
sector through regulation and direct involvement, and policies to weaken its position and force
it to improve the performance by giving freer rein to foreign firms (Evans 1979).

With more pressure on the state to withdraw from the private sector, this balancing act
becomes more difficult. Without government support, domestic firms are unable to face up to
the challenge of foreign firms, and are likely to be pushed out of the sectors where they cannot
meet the technological and productivity demands of free competition. Thus in the hyper-
integrationist model the government is more or less alone against foreign firms, and has to find
new ways to sway them towards local development goals. At the same time, with the states’
regulatory framework severely constrained by the commitment to a liberal international trade
and investment regime, foreign firms have become even more difficult to direct, due to their
structural power and credible exit options.

This state of affairs led to much debate over the power of developing countries to guide
the private sector towards a structural shift into more complex production, as opposed to
simply trying to make the best out of their comparative advantage in cheap labour. For many,
liberalization signals the end of government’s ability to guide private investment decisions,
although not everyone finds the consequences of this shift to be equally detrimental to
development.

In East Central Europe, the more pessimist view sees the relationship between the
government and the private sector transformed in such a way that the government decisions
become completely subordinate to the wishes of powerful multinational capital. Developmental
state is replaced by a “competition state” (Drahokoupil 2008; Vliegenthart 2010), in alliance
with a compradore service sector, which focuses on attracting mobile capital as a sole form of
industrial policy. This singular focus leaves behind many of the other goals of development, such
as regional development, labour and environmental concerns (e.g. Drahokoupil 2008), and has
practically no ability to push for a shift towards higher value-added functions (Nolke &

Vliegenthart 2009). At the other extreme, some authors see the state withdrawing from the
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alliance altogether, but maintain that under some circumstances, the firms can by themselves
create institutional arrangements which advance productivity growth in the locality. According
to this argument, firms with high asset specificity, i.e. those which derive their competitiveness
not from costs alone but from specialization in more complex products, require a number of
goods which are produced outside of the firm to operate successfully - most notably a skilled
and committed labour force, and technological advantages they derive from cooperation with
other firms. If a locality does not possess adequate institutional frame