UNIVERSITYW

This is a repository copy of Foreign Investment in Portugal and Knowledge Spillovers :
From the Methuen Treaty to the Twenty First Century.

White Rose Research Online URL for this paper:
https://eprints.whiterose.ac.uk/124574/

Version: Accepted Version

Article:

Da Silva Lopes, Maria Teresa orcid.org/0000-0002-6944-414X and Corado Simdes, Vitor
(2017) Foreign Investment in Portugal and Knowledge Spillovers : From the Methuen
Treaty to the Twenty First Century. Business History. pp. 1079-1106. ISSN 0007-6791

https://doi.org/10.1080/00076791.2017.1386177

Reuse

Items deposited in White Rose Research Online are protected by copyright, with all rights reserved unless
indicated otherwise. They may be downloaded and/or printed for private study, or other acts as permitted by
national copyright laws. The publisher or other rights holders may allow further reproduction and re-use of
the full text version. This is indicated by the licence information on the White Rose Research Online record
for the item.

Takedown
If you consider content in White Rose Research Online to be in breach of UK law, please notify us by
emailing eprints@whiterose.ac.uk including the URL of the record and the reason for the withdrawal request.

eprints@whiterose.ac.uk
https://eprints.whiterose.ac.uk/




FOREIGN INVESTMENT IN PORTUGAL AND
KNOWLEDGE SPILLOVERS: FROM THE
METHUEN TREATY TO THE TWENTY FIRST
CENTURY'

Teresa da Silva Lopes, University of York

Vitor Corado Simées, Universidade de Lisboa

ABSTRACT

This paper looks at the impact of foreign direct investment on host country firms’
capabilities, industry competitiveness, and long-term economic development.
Focussing on the case of Portugal over a period of three hundred years, it develops
a framework of the types of knowledge spillovers, based on the behaviour of, and
the interactions between, foreign investors and local players. This study argues that
the impact of FDI in Portugal has evolved in stages, from closed to interactive
approaches, increasing the learning by local players. These ultimately lead to the
long-term upgrade of firms’ capabilities, industry competitiveness, and host country

economic development.

Key words: Foreign Investment, knowledge, spillovers, learning, Portugal.

! This article greatly benefited from the comments of Paulo da Silva Lopes and three anonymous
referees.



FOREIGN INVESTMENT IN PORTUGAL AND
KNOWLEDGE SPILLOVERS: FROM THE
METHUEN TREATY TO THE TWENTY FIRST
CENTURY

Teresa da Silva Lopes, University of York

Vitor Corado Simées, Universidade de Lisboa

1. Introduction

This paper comes in the wake of the views of José da Silva Lopes regarding foreign
direct investment (FDI) and the process of economic development. José da Silva Lopes,
a former policy maker - Governor of the Central Bank, Minister of Finance and Member
of Parliament of Portugal, considered that the weak international competitiveness of the
country with regards trade and FDI and the low levels of education and skills of the
Portuguese labour force were key barriers to economic growth and development (Lopes,
1964, 1996, Publico, 2004; Lourenco, 2006; Lopes, 2000, 2001). The characteristics of
knowledge spillovers from FDI were a central concern for him, since such spillovers
might enable to the fostering of the development of domestic entrepreneurial initiatives.
Knowledge spillovers are understood here to be investments in knowledge creation by
one party, the foreign investor, which generate external benefits by facilitating
entrepreneurship and innovation by other, namely local, players. Some of these are
internal to the firm, such as the local subsidiary, a joint venture partner or skilled staff,
while others are external such as suppliers or customers (Marshall, 1890; Arrow, 1962;

Romer, 1986, 1990; Grossman and Helpman, 1991).

Most research on FDI spillovers in general (Aitken and Harrison, 1990; Blomstrom et
al., 1983; Gorg and Greenaway, 2004; Javorcik and Spatareanu, 2005; Smeets, 2008;
Driffield, Love and Menghinello, 2010; Wang and Wu, 2016) and in Portugal in

particular (Crespo and Fontoura, 2007; Crespo, Proenca and Fontoura, 2009) has used



quantitative analysis. This study follows a qualitative and historically informed
approach to look at the long-term effects of investments by multinational firms in the
performance and survival of local subsidiaries, and also their impact on the
development of industries in the country (Jones, 2014, 2015; Wilkins, 2009, 2010). The
analysis is based on original sources such as company and public archives, and also on
secondary sources such as newspapers, annual reports, scholarly articles and company

monographs.

The purpose is to respond to the following questions: Can historical evidence provide
new insights about different patterns of knowledge spillovers in foreign direct
investment? What is the impact of knowledge spillovers on upgrading the capabilities of
businesses and human resources skills? Do knowledge spillovers promote economic

growth and development in countries such as Portugal?

Portugal provides a good research ground, since it is a small and open economy in the
periphery of Europe, which has long since been involved in international trade and
investment. Furthermore, in spite of a strong historical linkage with Britain, the country

origins of inward FDI are very diverse.

Figure 1 — Evolution of Portuguese GDP Per Capita in comparison to other Western

European Countries, 1850-2010
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As illustrated by Figure 1 between the mid-nineteenth century and the present day
Portuguese GDP per-capita was much lower than the most advanced countries in
Western Europe. It is only from the 1960s, that Portugal starts to grow at faster rates,

following the same trends as those of other European countries.

The study looks at the whole period from the Methuen Treaty (1703) until the present
day, illustrating Portugal’s long history as an open economy.” Seven phases of FDI into
Portugal are identified. They refer to key shifts in the national and international,
political, economic, social and business environment. These phases are: (1) From
Methuen to the 1860s; (2) From the 1860s, when the first globalization wave started
until the beginning of World War I; (3) From the beginning of World War I to the late
1950s; (4) The ‘Opening-up’ phase, between 1960 and 1974; (5) The ‘Post-April
Revolution’, from 1974 to the early 1980s; (6) Entering the European Economic
Community (EEC), throughout the 1980s and 1990s; and (7) Inside the Eurozone,
corresponding to the most recent phase, following the launching of the Euro in 1999
until 1917. A brief characterization of the dominant features of FDI in each wave is
provided (including the motivations for FDI), and the most significant investments in
manufacturing by multinational enterprises (MNEs) in the Portuguese industry in each
period are assessed using a newly proposed knowledge spillovers framework. For most
phases, the case studies relate to investments in the industries that attracted more FDI.
In the last phase (inside the Eurozone) the case studies selected are characteristic of the

shift of inward FDI in Portugal towards services.

For each case study the following questions were addressed: for the foreign player —
what was the knowledge necessary to run the business in the host country, Portugal?
Who held that knowledge? How was that knowledge conveyed to the host country
subsidiary? For the local player — was it a subsidiary, a local supplier, a customer, or

another stakeholder? What were the approaches they followed with regard to learning?

This paper is organised in four parts. Following the introduction, section two provides
the conceptual framework to address FDI knowledge spillovers. This framework is

presented upfront but is the result of the empirical research conducted and the patterns

* The Methuen Treaty was a military and commercial agreement between Portugal and England
signed in 1703 as part of the War of the Spanish Succession (Smith, 1776/1937).
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in terms of knowledge spillovers identified for FDI into Portugal over a period of 300
years, which are discussed in the following sections. Section three provides an historical
perspective of FDI inflows into Portugal, along the seven periods identified above. It
highlights the main motivations identified for foreign investment in Portugal in each
stage. The fourth and final section addresses the research questions, using the cases
studied to discuss the contribution (or not) of FDI to knowledge spillovers as well as to
the development of industries and Portuguese economic growth and summarizing the

main findings.

2. FDI and Knowledge Spillovers

Knowledge refers to the learning and application of concepts, principles and
information regarding a particular subject (Nelson and Winter, 1982). Since the 1990s
researchers have shown an increasing concern with knowledge management, often
drawing from Michael Polanyi’s distinction between tacit and explicit knowledge
(Polanyi, 1966; Winter, 1987) and Lopes (2007) concepts of sticky and smooth
knowledge. A wide literature on inter-organisational knowledge flows has emerged
(Argote and Ingram, 2000; Nonaka, Toyama and Konno, 2000; Carlile, 2004; Easterby-
Smith, Lyles and Tsang, 2008; Patriotta, Castellano and Wright, 2013), particularly in
joint ventures (Inkpen and Crossan, 1995; Lane, Salk and Lykles, 2001: Dhanaraj,
Lyles, Steensma and Tihanyi, 2004; Lyles and Salk, 2007; Nam, 2011; Khan, Lew and
Sinkovics, 2015) as well as in the context of multinational firms (Teece, 1977, Bartlett
and Ghoshal, 1989; Gupta e Govindarajan, 1994 and 2000; Cantwell and Mudambi,
2005; Mahnke, Pedersen and Venzin, 2005; Noorderhaven and Harzing, 2009;
Dellestrand and Kappen, 2012; Narula, 2014; Andersson, Buckley and Dellestrand,
2015; Cantwell and Piscitello, 2015). This suggests that the capability to combine and
orchestrate dispersed knowledge is key for multinational business to achieve
competitive advantage (Hymer, 1960/1976; Teece, 1977; Kogut and Zander, 1992;
Caraga and Simodes, 1995; Cantwell and Mudambi, 2005; Narula, 2014; Alcacer,
Cantwell and Piscitello, 2016). While there is often a concern with knowledge
protection, as assumed by the internalisation theory (Buckley and Casson, 1976) and the
eclectic paradigm (Dunning, 1979, 1988), in other instances the main issue is

knowledge interaction, which entails some kind of reciprocity (Cantwell, 1989;



Dunning, 1995; Cantwell and Smeets, 2013). This means that a mutual exchange of
information, skills and expertise among different business actors may take place
(Caraga and Simdes, 1995). In many cases, as Brown and Duguid (2001) have argued,
the process involves the capacity to de-contextualise and re-contextualise the knowledge
concerned. Absorptive capacity and commitment emerge as important conditions for
local partners to learn from interaction with multinational firms (Lane, Salk and Lyles,
2001; Lyles and Salk, 2007; Easterby-Smith, Lyles and Tsang, 2008; Blalock and
Simon, 2009; Nam, 2011; Cano-Kollmann, Cantwell, Hannigan, Mudambi, and Song,
2016).

As mentioned in the introduction, there is a wide literature on FDI spillovers. Drawing
on an historical perspective Wilkins (1970, 2009, 2010) and Jones (2005, 2013) have
long studied the impact of FDI in host economies through knowledge spillovers,
considering that they are greatly restricted by the nature of global capitalism at different
time periods. In international business Smeets (2008) developed a framework
suggesting that vertical linkages, worker mobility and demonstration effects are the
main carriers for the spillover process. While drawing on these authors and on an
interdisciplinary approach, our study to understand the specific types of FDI knowledge
spillover is framed in a different way, to capture specific trends over the long-term. We
consider that knowledge spillovers relate to investments in knowledge creation by one
party (the foreign investor), which generate external benefits by facilitating
entrepreneurship and innovation by other parties, namely local players. We develop a
framework which takes into account the strategic considerations and behaviours of both
foreign and domestic players, some internal, and others external to the firm, such as
customers or suppliers of intermediate products. This terminology is applied to the
analysis of a sample of relevant foreign investments in Portugal in different time

settings.

Table 1 presented below draws from the above literature, especially from that on
knowledge spillovers and on local partner learning. It provides a typology of knowledge
spillovers, taking into account the behaviour of the foreign investors and local partners.
It is also the result of the historical research and empirical evidence collected and
documented in section three. This typology has the potential to be applied to different

time and industry conditions, and also distinct countries, assuming the existence of a



gap in the levels of economic and technological development between the source and

the recipient countries.

Table 1 — Framework on the Patterns of Knowledge Spillovers

Local Player
Foreign Player Implementing Learning
Closed Approach Knowledge Application Knowledge Replication
Interactive Approach Knowledge Adaptation Knowledge Sharing

Source: the authors

As illustrated in Table 1, the spillover process is considered to involve two kinds of
players: a foreign firm (and its managers), and local economic agents (either individuals
or firms). Though recognizing the relevance of the criticism raised by Hennart (2009),
regarding the focus put by extant literature on MNE’s perspectives, we assume that the
process is initiated by the foreign player, either a firm or an entrepreneur/individual.
This may follow one of two basic stances to the running of the business abroad: a closed
or an interactive approach. The first means that the knowledge needed to establish and
manage the business abroad is held by the investing firm, and is conveyed to the
subsidiary mainly through highly-skilled individuals who have the experience and the
tacit knowledge needed to set up and manage the business’. The interactive approach,
while also starting from the existence of a foreign investor’s “ownership advantage”
(Dunning, 1988), assumes the existence of interactions with local players (joint venture

partners, suppliers, skilled human resources).

Local players, which can be internal or external to the firm, may adopt two kinds of
responses: ‘implementing’ or ‘learning’. The distinction between the two arises from
the local players’ approaches to learning. Implementing means that local players
(individuals or firms) are chiefly concerned with replicating the routines defined by
foreign firms’ management to achieve static efficiency; they have operational
capabilities only and do not endeavour (or are not able) to go further in the knowledge-

acquisition process. For the learning approach, there is a commitment by local players

* This approach has some similarities with Driffield et al. (2010). However, differently from
these authors, our concern is exclusively focused on the relationship of the foreign subsidiary
with local players, assigning less relevance to the relationship between the parent firm and the
subsidiary. Our approach therefore enables further analysis than the mere identification of
knowledge spillovers in general.




not just to access operational capabilities but to reach duplicative or even innovative

capabilities (Baranson and Roark, 1985).

Based on this combination of foreign and domestic players’ approaches, this study has
identified four archetypes of knowledge spillovers: knowledge application, knowledge
replication, knowledge adaptation, and knowledge sharing. These will be used next to
assess the knowledge spillover behaviour of a set of foreign investments carried out in

different historical periods as mentioned above.

The term knowledge application is used to capture the situation in which business
knowledge is mostly embodied in the people expatriated to launch and manage the
investment abroad. The main knowledge conveyers (individuals and information on
administrative procedures, in this case) travel to another country to launch a new
undertaking there. The level of relationships with local players is usually very limited.
They chiefly correspond to employment contracts, and local employees tend to
concentrate on operational activities. Core business processes are managed by
expatriates, who embody the business knowledge, being thereby able to introduce
adaptations if needed, and are trusted by headquarters’ managers. Separation between
managerial and operational knowledge is very sharp, with a view to minimize the
opportunities for knowledge diffusion. Technology diffusion tends to be very limited,

competitors and related industries getting little benefits from such investment.

Knowledge replication, while still assuming a closed approach by investing companies,
corresponds to a situation in which local players (namely local subsidiaries, joint
venture partners, suppliers and customers) may not restrict themselves to operational
tasks. They have a bent towards learning. This may happen via two main instruments
(Smeets, 2008): worker mobility, and demonstration effects. This is easier in industries
with low barriers to entry, limited knowledge ambiguity (Reed and De Filippi, 1990;
Simonin, 1999 and 2004) and tacitness.

The cell in which foreign investors adopt an interactive approach and local players have
an implementation role was labelled ‘knowledge adaptation’. Foreign investors
introduce adjustments to the business, e.g. to respond to customers’ needs or to train
local suppliers. Subsidiaries’ local staff may be instrumental in the process, playing a

translating role. Knowledge spillovers may take place through vertical linkages within



the value chain. However, they are bound to be limited due to domestic firms’ low

learning commitment and capabilities.

The fourth situation corresponds to ‘knowledge sharing’. The foreign firm may play a
tutorial role towards local partners and other players. A knowledge sharing process may
develop, as a result of interaction and cooperation in ensuring higher efficiency and
adaptation. Though enjoying at the start lower technological and managerial
capabilities, local firms are committed to learn from their foreign counterparts.
Recipients’ commitment and efforts to upgrade managerial and technological
capabilities may give rise to virtuous cycles (Cantwell, 1987; Simdes, 2003). The open
stance taken by foreign firms may stem from the characteristics of the industry, specific
complementary assets held by local firms, and investment contracts with local
authorities. While in several instances, knowledge sharing may be related to vertical
linkages, in others it may happen in the context of joint ventures or wider business

networks.

3. FDI spillovers in Portugal: A Historical Perspective

3.1 From Methuen in 1703 to 1860

This period is characterised by great dependence of Portugal on international trade with
Britain. This reliance on one country, even if less significant afterwards, remains until
World War I (Sideri, 1970: 150). The Methuen Treaty, signed in 1703, involved two
countries and two main products: the trade of cloths by Britain, and the trade of wine by
Portugal (Smith, 1776/1937; Black, 1987).4 Portuguese wines benefitted from
significant advantages in relation to French wines in the British market, as import duties
were only two-thirds of those applied to French wines. In return, Portugal imported
cloths, among other goods, from Britain (Fisher, 1971: 24-28; Azevedo, 1947: 395-96).
In spite of some controversy on which country most benefited from this treaty,’ there is
a clear consensus that trade between the two countries increased exponentially. The

industry that most benefitted, and which attracted most FDI was port wine (Azevedo,

* There were in fact three Methuen treaties signed in the same year. Shillington, Chapman and
Wallis (1903); and ‘Receitas Ptblicas no ano de 1716’ in Azevedo (1947: 463, 468-69).

> On opinions considering that the Portuguese benefitted most see for example Adam Smith
(1776/1937) book 1V, chapter 6. For opinions defending the argument that the British benefitted
most, see for example Azevedo (1947: 421) and Sideri (1970: 725).
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1947: 402 -404; Francis, 1972). This category of Portuguese wine (greatly flavored and
fortified with brandy) was very attractive to British taste. In the first half of the
nineteenth century port wine exports reached levels close to 50 percent of Portuguese
exports, remaining a key source of foreign income for Portugal well into the twentieth
century (Lopes, 1969: 38-45, 97-99; Martins, 1990: 238-39; Lopes, 1999: 19-23). Some
foreign wine merchants with established operations in Britain, such as Hunt Roope &
Co., opened branches in Portugal. Others, such as George Sandeman & Co., formerly
employees of British trading companies, also established their own wine trading
businesses, in most cases specialising in the trade of wine (Duguid and Lopes, 1999).
Even though Britain and its colonial Empire were the main destinations for the wine,
other markets such as Brazil, and France also started to gain some significance (Martins,
1990: 217-221). These port wine businesses established in Portugal were born global,
given that since their creation they only targeted foreign markets, in particular Great
Britain and the Empire (Lopes, 1999, 2001). Many of these port firms established by
foreign entrepreneurs, in particular British expatriates, cannot be considered to be
foreign direct investments, or subsidiaries of foreign MNEs as in practice they were
registered and headquartered in Portugal (Lopes, 1999). Nonetheless, many were

strongly networked with firms in foreign markets, often through family ties.

In order to understand the level of knowledge spillovers that took place in the
relationship between the British and the Portuguese players in the port wine industry
before 1860, it is important to take into account two key agents in the value chain: wine
traders and wine producers. Wine traders tended to be of foreign origin (Schneider,
1980; Bennett, 1995; Allen, 1952; Sandeman, 1955; Bradford, 1992; Lopes, 1999,
2005). Wine producers were Portuguese.’ In terms of product development the relations
between these two parties tended to work as fluid interactive networks. The British
merchants provided information to wine producers about wine drinking habits and tastes
of consumers in foreign markets, and the Portuguese adapted their production methods
accordingly. Simultaneously, the Portuguese sent port wines with new flavours to
Britain, which were often well received. There was therefore some learning and
innovative behaviour on the part of Portuguese wine producers (Pereira and Barros,
2013). According to our framework in Table 1, the knowledge spillovers were

characterised by sharing; there was an interactive approach by foreign players in

% The actual process of production of port where wine is mixed with brandy is known to have
existed since Roman times (Cortez, 1951; Fonseca et al, 1981).
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particular with regards to the development of new products. Portuguese wine producers

were able to learn about British tastes and to adapt the products accordingly.

3.2 First Globalisation Wave, 1860-1914

The globalization wave which started by around 1860, did not have the same impact on
the Portuguese economy (Lopes, 2004; O’Rourke and Williamson, 1999). During the
period the country expanded slowly and diverged from the European core (Lains, 2006).
Until World War I British investment was dominant. Statistics show that by 1914 it
accounted for around 45 per cent of total world stock of outward FDI (Jones, 2005: 22).
These investments were either seeking new resources, or new markets, or both
(Dunning, 1993: 154). In Portugal, where according to Mata (2002: 186) 40 per cent of
the total of firms created between 1867 and 1876 were foreign owned, these

investments were essentially market seeking.

Portfolio investments were predominant. They entailed the acquisition of Portuguese
government bonds, reaching 40 percent of GDP in 1891. However, the financial crisis
of 1891-1892 stopped this trend, resulting in large current account and government
deficits and the inability of the Bank of Portugal to fully honour the interest returns on
the national and foreign public debt (Reis, 2000). Having joined the Gold Standard, in
1854, Portugal abandoned it in 1890. Portugal was not able to borrow in international
financial markets until an agreement with foreign bondholders was reached in 1902

(Lains, 2008).

During the second half of the nineteenth century a new legal form of business emerged
in most western countries: the joint stock company, in which different stocks could be
bought and sold by shareholders, without any effect on the continued existence of the
company. In Britain, the Joint Stock Companies Act of 1844 started a boom in company
foundations, which became the backbone of modern capitalism. These companies
tended to be managed by family or professional experts who reported back to
shareholders at annual meetings (Westall, 1991; Wilkins and Schroeter, 1998). In
Portugal a similar law was passed in 1867, attracting a large number of limited liability
foreign businesses into the country until World War I (Mata, 1993). Compared with the
long-established business traditions of British families in port wine exports since the
eighteenth century, association of capital with formalized joint-stock limited-liability

companies represented a higher sophistication of foreign capital in Portuguese business.
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There are no systematised statistics about flows of foreign investment into Portugal in
the early twentieth century. However, railways were likely to attract most investment, in
particular if we take into account the foreign investments in Portuguese colonies. By the
number of foreign firms, existing statistics indicate, nonetheless, that it was the
insurance industry, which was most recurrent. Portugal was a particularly attractive
market for insurance companies in the area of maritime transportation, as there were a
lot of vessels that carried goods between Portugal and the Portuguese African colonies
(Mata, 2002: 203). From 1875 until 1914 the number of insurance companies decreased
to 38 percent, in favour of other sectors such as public utilities (water, gas, and
electricity), and also telecommunications (such as the telegraph, and telephone) (Mata,

2002: 188).

Investments in railways adopted organisational forms which, as highlighted by Wilkins
(1988), do not fit conventional definitions of MNE. An illustration is the Companhia
Real dos Caminhos de Ferro Portugueses (Vieira, 1988), where there was some
learning by domestic parties, namely in investments in mainland Portugal. It was a
private company with French majority investments (Vieira, 1988). During
approximately the first twenty years of its operation strategic decision taking was
centralized in Paris. Despite the late development of a railway network when compared
to other countries in Europe, between 1856 and 1894 Portugal developed the world’s
tenth largest position in terms of railway density, measured in kms®, being positioned
ahead of countries such as Spain, Romania, Norway and other European nations
(Marques, 1978: 15-16; Rodrigues and Mendes, 1999: 211-213). Companhia Real dos
Caminhos de Ferro Portugueses was the first foreign successful venture in Portugal in
the railway industry. It provided both the capital and the loans, and also the engineering
skills, which led to more significant knowledge spillovers, in spite of an overall closed
approach by foreign investors (Silva, 2014). There was substantial learning by
Portuguese engineers many of whom developed their own businesses and built new
railway lines (Matos and Diogo, 2003; Rodrigues, 2003; Saraiva, 2007). In terms of the
framework presented on Table 1, this investment corresponds to a case of knowledge
replication, characterised by a closed approach by the foreign player and learning by the
local player. Another illustration is Companhia do Caminho de Ferro de Benguela
established in Lisbon in 1902, which invested in Angola, then a Portuguese colony.

During this period the management of all the Portuguese colonies was centralised in

12



Lisbon (Margal, 2016). The Portuguese government awarded a concession for 99 years
to the Scottish engineer Robert Williams, for the construction of the railway, which
connected Lobito with Katanga in Congo. The investment was funded by Tanganyka
Concessions, a British firm which also invested in Rhodesia in the exploration of mines
(Benguela Railway Company, 1929; Silva, 2008). This type of investment was
associated with a very closed approach by the investing party as it kept all the strategic,
skilled and technical jobs in the hands of British expatriate engineers and technicians
with expertise in railways. They were sent out to supervise the works on the railways,
while the implementation and operational tasks were carried out by locals or immigrants

who were generally unskilled (Esteves, 2000).

3.3 Nationalism, Protection and Isolationism, 1914-1959

The war 1914-1918 stopped foreign investment. Despite attempts in the 1920s, the
interwar period did not see the return of a global economy. There were restrictions to
the free movement of capital, goods and people, which disturbed international flows of
capital, trade and investment, and led to import substitution mechanisms. Europe
experienced some recovery during the 1920s, but there was high inflation, followed by
the Great Depression of 1929-32 (Wilkins, 1970, 2009; Jones, 2005; Mata and Valério,
1993; Lains and Silva, 2005). Closed markets and nationalism became widespread, and
Portugal was no exception. As in other countries, international trade and capital
movements into Portugal decreased to very low levels. In 1926 Portugal suffered a
military coup, which led to a change of political regime, and the establishment of a
dictatorship led by Salazar. The new regime closed the economy to foreign competition
through high tariffs to imports, and to domestic competition through the law of
‘Condicionamento Industrial’ (Manufacturing Investment Control) of 1931. This law
provided that any new business (foreign or domestic) was subject to governmental
approval. The result was a restriction of entrepreneurship, and the control of the
Portuguese industry by a few family businesses which formed large business groups
comprised of unrelated activities, and became dominant in the industries where they

operated (Brito, 1989; Confraria, 1992; Costa et al, 2010; Silva, 2016).

There were several foreign investments by multinationals which were granted

permission to operate in Portugal, and exploited monopolistic or oligopolistic positions.
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For example, Solvay, a Belgian firm founded in 1863, which becamee one of the
world’s largest multinationals in chemicals, acquired a Portuguese firm ‘Soda Pévoa’ in
1934 and started production of hydrochloric acid, and sodium carbonate. These were
important innovations for Portugal at the time. The business remained a monopoly until
Portugal entered the European Economic Community in the 1980s (Bertrams et al,
2013). This investment was managed by expatriate entrepreneurs who occupied the top
positions, and for that reason is associated with a closed approach by the multinational.
And yet, there were learning implications at the firm level and also in the development
of related industries such as glass and plastics, and there was learning through

knowledge replication.

In 1943 a new law, specifically directed towards foreign investors (Lei no.1994), was
enacted: Lei da Nacionaliza¢do de Capitais (Capital Nationalisation Law). Under this
law, only firms with at least 60 percent of Portuguese equity were allowed to provide
public services and/or engage in activities deemed relevant from the military or
economic standpoint. The fear of the political regime was that inward FDI might
generate winds of change and challenge the economic status quo. This law was not
applied to the foreign investors, such as Solvay, which had entered the country before

1943.

Portugal was not formally involved in World War II. During the war period several
multinational companies with investments in Portugal moved their headquarters or
transferred their managers to Portugal. An illustration is Sofina, a Belgian firm
established in Portugal in the late nineteenth century through a majority investment and
control over the company CRGE — Companhias Reunidas de Gas e Electricidade. This
company which had, for a long time, the monopoly of production of electricity and gas
in Portugal, transferred its headquarters to Lisbon during the War as a way to avoid
expropriations and assure survival, and the managers moved to New York (Matos,
1973: 188). Once again knowledge spillovers took the form of replication, characterized
by a closed approach by the foreign players with the top management comprised
essentially of foreign expatriates, and by some learning by the local players. CRGE is
one of the main predecessors of FElectricidade de Portugal (EDP), a leading

multinational in electricity with Portuguese origin.
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Salazar was able to strike a balance between his political bent toward Germans and the
continuation of the old tradition of alliance with the British, dating from the Windsor
Treaty (a diplomatic alliance signed between Portugal and England in 1386). However,
the defeat of the Germans left the Iberian dictatorships economically isolated within
Europe. The regime adopted a closed and protectionist economic approach (Matos,
1973; Martins and Guimardes, 1982), while the winds of European reconstruction,
benefiting from the Marshall Plan and from European integration (with the Treaty of
Rome) were dominant in Western Europe (Lopes, 1964). Paradoxically, in contrast to
the “honeymoon phase” (Dunning, 1982) of European reconstruction and liberalisation
of international capital movements, Portugal kept and strengthened an inward-looking

stance (Matos, 1973; Simdes, 1985a and 1985Db).

Just before the war was over Portugal created two laws - Lei da Electrificacdo
(Electrification Law) in 1944, and Lei do Fomento Industrial (Industrial Promotion
Law) in 1945, both with the aim of industrializing Portugal. They were the result of the
initiative of a modernizing group inside the regime, led by Eng. Ferreira Dias. Their
impact on the Portuguese economy was modest but these two laws were important to

mark a change of mindset of the prevailing regime towards industrialization.

Faced with a restrictive legal environment and national policy-making, weak basic
infra-structures, low purchasing power, and short domestic market, FDI throughout the
1950s was limited: the average FDI inflow in the decade corresponded to 0.023 percent
of GDP in 1958 (Simdes, 1993). Location conditions also impinged upon FDI
characteristics. Some 40 percent of the firms established in Portugal during that period
targeted the wholesale trade activities aimed at supplying the domestic market. In
manufacturing, FDI was mostly geared towards the exploitation of natural resources,
metal and machinery (exploring the opportunities offered by the development of
investments in infra-structures) and chemicals (industrial chemicals, fertilizers, and

rubber).

The legal restrictions imposed meant that many investments were carried out through
joint ventures with Portuguese companies. The level of knowledge spillovers was
restricted, foreign investors’ closed approaches being predominant. The technological
content of that knowledge was generally low, and the lack of domestic competition, did

not spawn significant technological improvements and learning initiatives.
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A very successful and long-lasting joint venture which still persists, was formed in 1949
by the Anglo-Dutch multinational in consumer goods Unilever, and Fabrica Imperial
de Margarina Ltda., later renamed Jeronimo Martins. It brought important
technological and managerial developments from Unilever into Jeronimo Martins. A lot
of products such as shortenings and products for industry, which had been imported
until then, started to be produced locally (Unilever/Jeronimo Martins, 2014: 10). The
spillovers took the form of knowledge sharing, as Unilever followed the general
strategy of having an interactive approach with local players, introducing adjustments to
fit demand preferences.” Local staff played an instrumental role in the process as they
learned and shared knowledge through the alliance. Despite all the restrictions during
this period, the 1950s created, nonetheless, the basic conditions for a process of

sustained growth which took off from the 1960s (Lopes, 2004).
3.4 The ‘Opening-up’ phase, 1960-1974

Though this non-democratic stance of the regime was not subject to major changes, the
period going from the early 1960s to 1974 is characterised, in economic terms, by
increased growth rates and internationalisation of the Portuguese economy. The new
phase was heralded by three decisions which provided an improved environment for
FDI: (1) Portugal was one of the countries signing the Stockholm Convention, which
created the European Free Trade Association (EFTA) in 1960, originally envisaged as
an initiative, led by Great Britain, to countervail the creation of the Common Market;
(2) the signing of the OECD Code of Liberalisation of Capital Movements, leading to a
significant easing of foreign exchange controls; and (3) the launching of a new law
(Decree Law 46312, of April 1965), which abolished the Capital Nationalisation Law

and provided for a more favourable regime for FDI in Portugal (Lopes, 1993).

The EFTA Convention forced the Portuguese economy to become substantially more
open to international transactions (Lopes, 1993: 2). Between 1961 and 1973, the
average compounded annual growth rate of FDI inflows (at current prices, expressed in
national currency) was around 20 percent. This is above the corresponding indicator for
international FDI during the same period, which reached 12 percent (OECD, 1981). FDI

growth was particularly strong in the early 1970s, a move that is related to the

" Interview with Alexandre Soares dos Santos, CEO, Jer6nimo Martins (Lisbon, 9 August
2016).
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establishment of the 1972 free trade agreement with the EEC. In general terms, the
internationalisation of the Portuguese economy increased swiftly, through both trade

and investment flows.

One of the biggest investments in the early 1960s was Lisnave. The company was
created in 1961 with two Swedish partners (Eriksberg Mekaniska Verkstad and
Kockums Mekaniska Verkstad), two Dutch partners (Rhine Schelde Verolme and
Wilton Fejenoord) and the Portuguese business group CUF (Companhia Unido Fabril),
for the construction and repair of ships used in the maritime transportation of raw
materials and energy to Northern Europe, the Mediterranean, and North America. While
the chair of the board was Portuguese other top management was foreign. There was
knowledge sharing between the parties as a result of both an interactive approach by the
foreign investors and a learning behaviour by the local partner. The initiatives carried
out involved mentoring courses for professional staff, as well as discussions on
management and technical know-how on ship construction and repair (Faria, 2002).
However, with the re-opening of the Suez Canal after the 6-days war in the early 1970s,
the increasing international competition and the nationalisation of the biggest
Portuguese groups (including CUF in 1975), Lisnave entered into an irreversible

decline.

Portugal’s EFTA membership, in 1960, entailed a significant change in FDI patterns. It
led to three interrelated moves (Rodrigues, Ribeiro and Fernandes, 1982; Simdes,
1983): (1) the creation of export-oriented foreign firms; (2) the transfer of low-skill,
labour-intensive activities in clothing industries, whose output was exported back to the
home countries; (3) and the setting up of skill-intensive subsidiaries of US and EEC
firms to manufacture products for the British market. This pattern was to a large extent
replicated as a result of the 1972 agreement with the EEC, leading namely to a wave of
German investments in clothing, footwear and assembling industries to profit from
lower wages in Portugal (Rodrigues et al., 1982). An increasing number of
multinational firms invested in Portugal as part of their strategies to disintegrate the
value chains and re-locate the more labour-intensive parts of their production processes

to low wage locations (Santos, 1977: 74; Rodrigues et al., 1982).

Portugal’s presence in EFTA and the EEC agreement also attracted US investments to

explore wage differentials in the context of European-wide production networks. As a
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result, the FDI pattern experienced deep changes, and manufacturing industries took the
lead. The geography of FDI sources is interesting: although around 75 percent of FDI
originated in European countries, the US (with 18 percent) was the main investor

country (Simdes, 1985b).

The creation of Melka provides an illustration of the foreign investments brought about
by EFTA membership. This Gothenburg-based firm set up in 1961 Melka -Confecgdes,
Ltda., at Cacém, near Lisbon, to manufacture menswear (Martins, 1976; Simoes, 2004).
The main purpose was to profit from lower wages. Labour was almost exclusively
female, and the bulk of the output was exported to Sweden. The success of the Cacém
plant led Melka to build two further plants, employing about 1100 people in 1973
(Martins, 1976). In 2003, Melka announced the closing of its manufacturing operations
in Portugal which were relocated to China, East Asia and Poland (Avante, 2003).
Although Melka Cacém has been able to gradually get limited sourcing autonomy,
about 80 percent of the inputs were imported, mostly from headquarters (Simdes, 2004).
Local linkages were weak both in terms of sourcing and learning (Simdes, 2004). Melka
left without leaving roots in the country. This investment corresponded to a case of
application (cell 1) in terms of knowledge spillovers. While the original subsidiary
achieved some operational learning as time went by (Simdes, 2004), an isolated, closed
stance was followed, providing limited learning opportunities for domestic players due

to the weakness of business and operational interactions.

Among those foreign investments addressed to the Portuguese market, Fisipe - Fibras
Sintéticas S.A. provides an interesting case. The company was established in 1964
through a partnership between the Portuguese family firm Francisco Fino Ltda. (an old
established worsted manufacturer) and the British chemical firm ICI - Imperial
Chemical Industries, to produce synthetic fibres (polyester). A new factory was set up to
produce textiles for the domestic market. ICI contribution was with technological know-
how. But in spite of the involvement of Portuguese partners, available evidence (Textile
Institute & Industry, 1964: 63) indicates that the type and the dynamics of the
partnership led to adaptation in terms of the pattern of knowledge spillovers. There was
an interactive approach followed by the foreign players, but the learning commitment of
Portuguese partners was very weak, being their activities concentrated essentially on the
implementation of operational issues. In terms of our framework in Table 1, this is a

case of knowledge adaptation .
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3.5 The ‘Post-April Revolution’ phase, 1974-1983

The fall of the dictatorship with the revolution of the 25 April 1974 led to a period of
political and economic instability and a decline in FDI. The so-called Renault project, in
1980, was the main foreign investment in this phase. While inward orientated, it
heralded an increased trust by international investors in the potential of Portugal as a
FDI location. Interestingly, the Renault project also involved relationships between the

company’s plants in Portugal and Spain (Féria, 1999).

FDI decline in the 1970s was the consequence of a combination of factors on both the
international and the domestic fronts. The first increase in oil prices in the 1970s led to a
crisis in Western economies, which was translated into the shrinking of international
FDI flows (OECD, 1981). The problems were sharpened by the international
atmosphere of mistrust between governments and MNEs, leading to a “confrontation
stage” (Dunning, 1982) and to “multinationals in retreat” (Hood and Young, 1982). On
the domestic front, the turmoil stemming from political change, the struggle for power
that followed and the nationalisation of the main Portuguese economic groups in 1975
entailed a worsening of the investment climate. Although FDI was not affected by
nationalisations, foreign investors’ perceptions about Portugal as an investment location

worsened (Simdes, 1985a).

Large Portuguese economic groups which had partnerships with foreign firms were
nationalised, affecting the governance of the investments in Portugal. An example is
Sitenor, created in 1962 as a joint venture between Ludlow Corporation (USA) and the
business group CUF, to produce jute and sisal. The characteristics of the venture
favoured adaptation through knowledge spillovers, with an interactive approach by the
foreign multinational and implementation by the local partner. With the nationalisation
of CUF in 1977, the shares were passed to Quimigal E.P., a newly created firm,
resulting from the nationalisation of several Portuguese firms (part of the economic
group CUF, Amoniaco Portugués e Nitratos de Portugal). This generated significant
tensions between the new and old shareholders in this joint venture. In 1982 Ludlow
abandoned the board of Sitenor, after having unsuccessfully attempted to sell its shares

(Diario da Assembleia da Republica, 1986).
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In 1976 legislation was published to establish a new legal regime for inward FDI or a
Foreign Investment Code (Decree-Law 236/76). This was short-lived, since it was still
very much influenced by the leftist and anti-business mood of 1975. In the following
year a new Code was issued (Decree-Law 348/77). Though still influenced by the
zeitgeist, the new Code took a more pro-business stance, and established a new
organisation (called Foreign Investment Institute) in charge of, somewhat paradoxically,
promoting and controlling FDI inflows. In practice, however, promotion became
dominant (Simdes, 1993; Silva, 2016). It was recognized that FDI might play an

important role in leveraging the Portuguese economy.

The Renault project, initiated in 1980, aimed at setting up new manufacturing
automotive facilities in Portugal, including the production of castings (Funfrap), engines
and gear boxes and car assembling with a capacity of 80 thousand cars per year (Guerra,
1990; Simdes, 2003). The Portuguese government intended to modernise the
automotive industry, replacing the low value-added assembly lines by a policy of
manufacturing automotive components and car parts (Guerra, 1990; Féria, 1999) and
approached Renault and Peugeot-Citrden. The Renault proposal was chosen, since it
had a higher industrialisation content (Guerra, 1990). Renault was attracted by the
privileged access to the Portuguese market and generous investment incentives (Simdes,
2000 and 2003). Furthermore, the operations in Portugal might be combined with those
in Spain, where the company had since 1964 a manufacturing subsidiary (Ferndndez-de-
Sevilla, 2016). For instance, Renault had no stamping presses in Portugal, and stamping
work was carried out in Valladolid, at the FASA plant (Féria, 1999).® Portuguese
authorities expected the investment to establish a modern automotive system, directly as
a result of the investments by Renault and indirectly, through the automotive
components industry, since the investment contract defined local value-added
objectives. Though involving an export component, the project was only possible in a

context of domestic market protection (MIE, 1991).

This project was a key step in enabling the development of a modern automotive

components manufacturing industry in Portugal (Schmidt and Almeida, 1987). In terms

¥ 1t is interesting to remark, in this context, that the main stockholder of Industrias Lusitanas
Renault, the former Renault assembly line in Portugal, was FASA, which held the production
licences for the Renault 4CV (Ferndndez-de-Sevilla, 2016).

? Interview with Vistulo de Abreu, Chairman of the Board of Directors of Renault Portugal
(Lisbon, 10 January 2000).
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of our framework illustrated in Table 1, Renault’s approach was interactive, and open to
support the development of Portuguese firms’ capabilities. Those which adopted a
learning approach were able to significantly upgrade their capabilities, some of which
became international suppliers to Renault; in contrast, those which followed an
implementation perspective did not meet the increasing requirements from Renault over

time, entering a declining path.

As a result of the gradual improvement in investment climate, the levels of FDI inflows
recovered in 1978-80, exceeding the average recorded for 1972-74: 64 versus 51 million
USD per year. The FDI pattern in this phase was substantially different before and after
1978. Between 1974 and 1977, FDI was dominated by wholesale trade and trading
activities, to take profit from the significant increases in domestic demand. From 1978
onwards, there was a return to investments in labour-intensive activities. However, there
has been a change in the type of activities carried out, with the automotive sector taking
the lead, instead of electronics. Other significant investments took place in natural

resource exploitation, namely paper pulp and copper mining (Simdes, 1992 and 1993).

3.6 From the prospects for European Economic Community entry to the Euro, 1984 —
1999

While Portugal’s entry into the European Economic Community (EEC) in 1986 was an
important move for FDI in Portugal, this date is the beginning of a new phase. In fact,
entry prospects influenced investors’ behaviour, especially after the decision to
conclude the negotiation regarding Portugal’s (and Spain’s) accession by September
1984. The entry of the two countries together in the EEC, and the use of European funds
to promote investments, created further conditions for MNEs to invest, especially by
integrating their Portuguese operations in the context of both Iberian and European
supply chains (Simdes, 1992; Fernandez-de-Sevilla, 2016). Therefore, we take this year
as the initial reference; the end of this phase is 1999, when Portugal adopted the Euro.

The Portuguese economy witnessed during this period, the strongest expansion since
1974 (Lopes, 1992: 129), partly spurred by the infrastructural investments and the new
business opportunities opened by the availability of EEC structural funds. But the
profile of FDI in Portugal in the late 1980s was also shaped by external forces, related
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to the following aspects: reduction in internationally mobile investments, leading to
increased inter-country competition to attract investments; growing relevance of
technology considerations in the design of MNEs’ strategies; and surge in mergers and
acquisitions in the context of oligopolistic competition (Simdes, 1992; Cantwell and

Sanna-Randaccio, 1992).

FDI was mainly addressed to the financial sector, followed by manufacturing industries,
such as transportation equipment, machinery, chemical products, food industry, non-
metallic minerals, and clothing and footwear (Saraiva, 1993). Portugal’s EEC entry
influenced FDI moves both ex-ante and ex-post. Ex-ante, many firms, namely in the
automotive components industry, selected Portugal as an investment location for labour-
intensive activities in the context of automotive industry’s Iberian and European
networks. Ex-post, these movements were strengthened, namely with investments by
Ford (car radios) and General Motors (ignition systems). Between 1986 and 1989, more
than 40 percent of manufacturing FDI in Portugal was undertaken in affiliates playing
an ‘integrated manufacturer’ role (Simdes, 1992). Therefore, Portugal’s entry into the
EEC led to an upsurge in manufacturing FDI, export-orientated investments dominating
the scene.'’ Regional integration has also encouraged investments in resource-based
industries such as the purchase by Wiggins Teape of a share in Soporcel, a Portuguese
pulp and paper firm (Simdes, 1992). Simultaneously, there were investments addressed
to exploit the growth in domestic demand (for instance by Italian white goods firms
such as Indesit) and in services (banking, tourism and real estate operations). The
decline in perceived risk and the opportunities for corporate networking at European
level also led to the replacement of earlier licensing relationships by FDIs, as was the
case of the acquisition of Vulcano, a Portuguese water heaters manufacturer, by Robert

Bosch.

In terms of the knowledge spillovers framework, this provides a very interesting
example of knowledge sharing. During the licensing relationship with Robert Bosch,

Vulcano showed a strong commitment to learning, expressed namely in the setting up of

' Gongalves and Guimaries (1997), while acknowledging the growth in FDI inflow, have not
identified a corresponding effect on foreign investments’ employment share. According to their
findings, such share has remained relatively stable, around 11 to 13 percent, between 1982 and
1991, with a decline in 1992. This is a surprising finding. However, Simdes (1993) who used
the same employment database suggests that it suffered from several discrepancies and
inappropriate responses to the question about the presence of foreign capital, thereby leading to
an undervaluation of the weight of foreign subsidiaries.
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a product development unit and in a sophisticated cost based strategy (Monitor
Company, 1994), following the adoption of the Toyota management style in the process
of water heaters production (Sousa, 1997; Simdes and Santos, 2015). The acquisition by
Robert Bosch further contributed to foster Vulcano’s capabilities. In fact, Robert Bosch
closed the water heaters plant in Germany, and concentrated the manufacturing of these
products in Portugal. The interaction between operational efficiency, German
organisation and Portuguese creativity enabled Vulcano (meanwhile renamed Bosch
Termotecnologia) to become the Domestic Water Heating Worldwide Centre of

Competence of the Robert Bosch group (Simdes and Santos, 2015).

The most relevant expression of these developments is the establishment of AutoEuropa
in 1991. Created as a joint venture between Ford and Volkswagen, it was aimed at
manufacturing and exporting multi-purpose vehicles, a new type of car pioneered by
Chrysler and Renault. The cars were produced under three different brands, in line with
the partners’ interests (Féria, 1999; Simdes, 2003; Vale, 1999). While being
significantly financed by European funds, it corresponded to a quantum leap in the
technological content and sophistication of Portugal’s automotive industry.
AutoEuropa, now fully owned by Volkswagen, enabled the establishment of a set of
suppliers (mainly foreign-owned, including joint ventures with Portuguese firms) close
to the plant. Being fully export-orientated, it provided a boost to Portugal’s exports, '’
and has been consistently in the top-three Portuguese exporters (Didrio Econdmico,

2012, 2013).

In terms of the knowledge spillovers framework developed as a result of this study
(Table 1), AutoEuropa is an example of knowledge sharing. In spite of being prima
facie a manufacturing plant, with limited R&D functions (these are concentrated in
Germany) and no marketing responsibility, AutoEuropa follows an interactive
approach, with close interactions with suppliers. There is a common learning concern,
especially regarding operational efficiency. The extent of the supply by Portuguese
firms has been limited, due to three main factors: the significant size of orders
(especially in the initial phase); the limited autonomy of AutoEuropa; and some distrust
of Volkswagen towards the product engineering and development capabilities of

Portuguese suppliers (Veloso et al., 2000). The most successful suppliers are those

"1t should be acknowledged that the level of imports is also high.
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which have set up engineering facilities in Germany. As a supplier put it: “is not so
much development capabilities, but rather being close to headquarters and speaking the

German language”."?

Paradoxically, the AutoEuropa investment also corresponds to the zenith of FDI in
Portugal. In fact, 1990 records the highest level of FDI since the existence of reliable
FDI statistics. Since then, FDI inflows experienced a continuous declining trend until
1999 (Mateus, 2001; Silva, 2006). The reasons for this decline stem from a host of
factors, both internal and external. Internally, there was an increase in labour costs
which to some extent offset increased investment incentives based on European funds.
External factors are related to the changes that occurred in Europe. As a result of the fall
of the Berlin Wall, improved investment prospects were opened in several countries of
the former Soviet bloc. In particular, German firms became increasingly East-bound in
terms of market exploitation and supply chain location. For Portugal, the consequence
was a drying up of inward FDI including even the divestment from more labour-
intensive and wage-sensitive activities, such as cables and wires, clothing or footwear
(Freitas, 1998; Mata and Portugal, 2000; Simdes, 2004; Thiel, Pires and Dudleston,
2000).

3.7 Inside the Eurozone , 1999- 2016

Portugal’s presence in the Eurozone did not lead to a significant revival of FDI inflow.
After an increase in FDI inflow in 2000 and 2001, Portugal’s attractiveness declined.
Throughout the 2000s, inward FDI was characterised by a volatile behaviour, with clear

signs of stagnation; consistently below the 3 billion Euros level, with the exceptions of
2003 and 2006 (Simdes and Cartaxo, 2013).

The 2010s where characterised by an upsurge in FDI, due to a privatisation wave. In the
context of the Memorandum of Understanding, signed in 2011with the European
Commission, the European Central Bank and the International Monetary Fund, to
respond to Portugal’s financing difficulties, the Portuguese government privatised
several companies (in energy, insurance, and airports management). While leading to an

increase in FDI, this was a one-off initiative, which has not generated a significant

2 Interview with the CEO of Gametal, a supplier company of Renault (Cucujaens, 10 March

2000).
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change in Portugal’s attractiveness for greenfield investments. Two of the most
important investors were from China. In fact, China Three Gorges took a share of 21.4
per cent of Electricidade de Portugal (EDP), the main electrical power company in
Portugal, while State Grid acquired 25 per cent of Redes Energéticas Nacionais (REN),
the owner of the power grid infrastructure. According to recent research on Chinese
investments in Europe, Portugal is ranked fifth in the attraction of Chinese investments,

with 5,527 million Euros during the 2000-2015 period (Hanemann and Huotari, 2016).

Portugal’s relatively weak attractiveness during the first fifteen years of the twenty first
century cannot be disentangled from the general problems faced by the European
economy. In fact, the European Union (EU) as a whole has exhibited low economic
growth rates, being unable to keep its share in World FDI flows (UNCTAD, 2015). Low
demand and an ageing population as well as the sovereign debt crisis have seriously
constrained European growth. Furthermore, FDI has turned more towards services, and
less towards manufacturing.”> Other areas, especially East and South East Asia, have
shown a stronger dynamics thereby attracting increasing FDI flows. Between 2012 and
2014, East and South East Asia increased its share in total FDI flows from 23 to 31 per
cent, while Europe’s declined from 29 to 24 per cent (UNCTAD, 2015). International
investment prospects for 2014-2016 suggest that the Asian bound trend will be pursued,
China, Indonesia and India being among the top-5 prospective locations (UNCTAD,
2014).

FDI in Portugal during this period was mostly concentrated in services. Available
information indicates that between 2000 and 2009 manufacturing corresponded to just 3
percent of total FDI. Real estate and finance concentrated around 70 and 22 percent of
total FDI in 2000-9, respectively (Simdes and Cartaxo, 2013). The main investment in
manufacturing was undertaken by Embraer, the Brazilian aircraft company. Embraer
entered Portugal through the partial acquisition of OGMA (a public aircraft
maintenance company), and later built two aircraft components plants in Evora, in the
South of the country, as well an R&D centre in Northern Portugal. One of the plants is
focused on metal parts while the other has to do with composite materials. Production

was launched in 2012 (AICEP, 2016).

" This has generated concerns in public opinion, and has led the European Commission to
launch efforts (so far unsuccessful) aimed at fostering investment in manufacturing.
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A very interesting example of FDI in services is provided by Siemens, the well-known
German multinational company. Although its first investment in Portugal dates from
1905 (Companhia Portuguesa de Electricidade Siemens), there has been since the late
1990s a significant change in Siemens Portugal, when a Portuguese chief executive was
nominated to manage the subsidiary. By investing in specialised services and exploring
partnership opportunities in Portugal, and also by creating its own “eco-system”,
Siemens Portugal developed new capabilities (Picoito, 2005). This approach was based
on two main considerations: the lower labour costs in comparison to Germany; and
Portuguese skilled labour capabilities, namely in terms of creativity and work
commitment. The Shared Accounting Service Centre was the first worldwide centre of
competence to be located in Portugal, in 2005. This was followed in 2008 by the centres
on engineering services for command, control and protection of infrastructures for
intelligent electric power grids and tools and on control of electrical power plants
(Siemens Portugal, 2015; Guerreiro 2014; Jornal de Negocios, 2014). In 2015, four new
centres of competence were assigned to the Portuguese subsidiary (Micro Grids and
Energy Storage, Renewable Energy, E-Mobility (eBus) and Cyber Defense), totaling 18

such centres (Siemens Portugal, 2016).

Siemens Portugal’s recent investment in the area of services may be classified as
knowledge sharing, in terms of the knowledge and technology spillovers framework
(see Table 1). In fact, especially in the last 20 years Siemens Portugal has adopted an
interactive approach, developing multiple linkages with the domestic economic and
educational fabric, including other firms, universities and research centres. The
subsidiary participated in the creation of the ATEC-Training Centre (Guerreiro, 2014),
and established partnerships with several universities in Portugal (Canal Superior,
2014; Siemens Portugal, 2016), such as the University of Aveiro (in which a Siemens
chair was created) and the Leiria Polytechnic (specialised education in the fields of
automation and software). It has attracted a host of highly skilled people, some of whom
assimilated technological and organisational know-how, which has been used in the
development of their careers and in the launching of new business initiatives. This case
shows how a stronger embeddedness in the local context may enhance the subsidiary’s

influence (and recognition) in the corporate environment.

Investments related to privatisations, especially those undertaken by Chinese companies

or funds, seem to have been mainly motivated by profiting from incumbent positions
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and managerial learning. Although evidence is still very limited, this suggests that the
contribution towards structural change and interaction with domestic companies is
likely to be limited. There were however positive developments, related to the attraction
of R&D activities by MNEs and especially the innovation initiatives by Portuguese
subsidiaries, leading to the setting up of centres of excellence in Portugal, of which the

case of Siemens, reported above, is a key example.

3.8 Patterns of FDI Knowledge Spillovers

A summary of the cases studied above is presented on Table 2. This table enables the
identification of patterns of evolution of FDI knowledge spillovers in Portugal over a

period of three hundred years.

Table 2 — Examples of Patterns of FDI Spillovers in Portugal, 1707-2016

Local Player Implementing Learning

Foreign Player

Closed approach 2a. Railways - Portuguese Colonies 2b. Railways - Mainland (eg. Real
(eg. Benguela Railway Companhia dos Caminhos de
Company) Ferro Portugueses)

3a. Chemicals (eg. Solvay)
3c. Electricity (eg. Sofina)

< <

Knowledge Application Knowledge Replication

4c. Clothing (eg. Melka)

Interactive approach I v

4b. Textiles (eg. Finicisa) 1. Port wine (eg. Sandeman)

3b. Food (eg. Jeronimo Martins )

4a. Ship building and repair {eg. Lisnave)

5. Automotive {eg. Renault)

6a. Domestic Appliances {eg. Bosch/Vulcan
6b. Automotive (eg. AutoEuropa)

Electronics (eg. Siemens)

2

Knowledge Adaptation Knowledge Sharing

Source: The authors

Taking a long-term perspective, it may be argued that overall the relationship between
FDI and Portuguese business and human resources has evolved in stages: from more
close and implementation based approaches, to more interactive and learning

approaches. Table 2 suggests that there was a progressive move from approaches
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associated with cell I (knowledge application), towards cell II (knowledge replication),
followed by cell III (knowledge adaptation), and finally cell IV (knowledge sharing).
The cases that are exceptions, seem to follow patterns ahead of their times in terms of
knowledge spillovers (and cells in Table 2 where they fit). They tend to be associated
with industries which develop national clusters and industries where Portugal gained
international competitiveness. Examples include Sandeman & Co in port wine, and

Jerénimo Martins in food and distribution.

4. FDI and Knowledge Spillovers in Portugal: Answering the Research Questions

This paper addresses two main questions connected with José da Silva Lopes’ thinking
about the contribution of FDI to the long-term upgrading and development of an
economy: can historical evidence provide new insights about different patterns of
knowledge spillovers in foreign direct investment? What is the impact of knowledge
spillovers on the firms’ long-term capabilities, industry competitiveness, and economic
development in Portugal? Portugal provides an interesting case of a small, country in
the periphery of Europe which has historically stayed outside the industrialization of

Europe.

Taking a long-term historical perspective this study identifies the main FDI patterns into
Portugal over a period of three hundred years - since the signing of the Methuen Treaty
until the present day. This period was divided in several phases according, with start
and end dates marked by important shifts in the macroeconomic environment. A sample
with the most significant investments for each phase was then selected. Each case of
inward foreign direct investment was analysed in detail with the use of archives,
interviews when possible, and multiple secondary sources, and general patterns of
knowledge spillovers towards the Portuguese economy were identified. Taking into
account a criteria associated with ability by the foreign partner to create knowledge and

to absorb that knowledge by the local players, a framework was developed.

Multinational firms that followed closed approaches tended to be opportunistic in their
motivations to invest in Portugal and to follow short-term approaches, having a very
limited impact on long-term economic development. For example, British investment in

railways in the 1850s and 1860s played a very limited role in building the Portuguese
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productive capacity. It was also associated with high levels of speculation and
corruption (Vieira, 1988; Reis, 1993: 129). In contrast, French investments in railways
in mainland Portugal, provided both the capital and the loans, and also the engineering
skills, leading to more significant knowledge spillovers. During this period, even
Portuguese engineers, received their training in France (Matos and Diogo, 2003).
Several large investments aimed at profiting from wage differences and were short-term

orientated. In most cases, they contributed to significant knowledge spillovers.

Our historical analysis has made clear that FDI has, in general, played a positive role in
contributing towards structural change in Portugal as well as to the enhancement of
Portuguese firms’ capabilities, and the development of industries. In spite of the fact
that most subsidiaries’ equity is majority-owned by foreign investors, FDI has generated
positive effects in terms of the introduction of new activities, the skills of the labour
force, and the learning by Portuguese businessmen, and Portuguese companies. The
cases that were ahead of their times were mainly those the local players had an active
role in the alliances or networks associated with alliance formation. These findings are
particular relevant for economies such as Portugal which have stood in the periphery of
Europe over most of the period of analysis, and therefore with higher possibilities of
obtaining gains from knowledge spillovers associated with foreign investments. They
also confirm the idea of a co-evolution between MNEs’ operation characteristics and
host country economic and institutional environment (Cantwell, Dunning and Lundan,

2010; Cano-Kollmann et al., 2016).

It is also possible to identify a strong influence of the European environment and of
regulation in shaping the characteristics of FDI inflows in Portugal. The main sources of
investment have historically been European countries. Portugal’s attractiveness has been
influenced by the trends in the overall European context. This is particularly clear
during the years subsequent to the Methuen Treaty in 1703 and until the early twentieth
century when Britain was a major investor in Portugal; during the 1960s and early
1970s with the policies that aimed at opening the economy for foreign investment which
attracted European investors from several countries; and also as a result of Portugal’s
entry in the EEC. In contrast, the World Wars, which greatly impacted on most
countries in Europe, and the opening up of the Eastern bloc also in the early 1990s had a

negative effect on FDI inflow in Portugal.
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Overall, the impact of FDI on the Portuguese economy was positive in the long-term. It
helped to modernize the Portuguese society. It led to structural change, improved
human resources skills, and developed clusters in industries such as wine and
automotive, and shared software development services. Departing from José da Silva
Lopes concerns and work (1964, 2001) on the impact on the Portuguese economic of
knowledge spillovers associated with inward foreign direct investment, this study
proposes a new framework, to help researchers to refine that analysis, and in particular
identify precisely the impact of FDI knowledge spillovers in countries over the long-
run. This stages approach shows that in countries such as Portugal, despite attracting
foreign investments that follow closed approaches in their early stages of hosting
foreign investments, these investments tend to enable and often evolve into more
interactive approaches, increasing the learning by local players; and the ability to

develop regional or national clusters, and international competitiveness.
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