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ABSTRACT

South Africa's current industrial policy focuses on the economy at two levels: a
sectoral and spatial level. The former relates to the manner in which industrial policy
Is concentrating on particular sectors i.e. industrial clusters. This shift in industrial
policy from targeting individual industries to an emphasis on industrial clusters, has
complemented the change in focus to export promotion under trade policy.
Furthermore, there has been increasing recognition of the need to improve industry

performance and competitiveness in order to successfully implement export growth.

Industry clusters are considered as having the potential to increase manufacturing
performance and can provide the basis for sustainable competitive advantage for
nations, Consequently the concept of industry clusters was introduced in South Africa
in 1997. Because industry clusters are relatively new in South Africa, most of the
cluster initiatives in various sectors of the economy are in their early stages of
development. Nevertheless, some are already showing signs of potential success in

increasing competitiveness in particular sectors.

This thesis uses Porter's "diamond" framework apprdach to investigate whether
clustering has improved the manufacturing performance of the motor industry in the
Eastern Cape. International experience from both developed and developing
countries will illustrate the potential of clustering as a powerful strategy in increasing
manufacturing performance and consequently competitiveness. Ultimately this should
lead to long-term economic development, especialiy if government adopts cluster-

based economic development policies.

- Information from a survey conducted on both the motor vehicle assemblers and
. component suppliers is used in this study. The findings reveal that it is mainly the
" motor vehicle assemblers who have experienced some improvements in

- manufacturing performance. The components sector on the other hand has not

i experienced any such improvements.

ifi



This thesis concludes with the recommendation that it is important to develop cluster
policy as a broader and dynamic view of competition. The main emphasis under such
policy would be a move from targeting particular industries and providing subsidies
towards focusing attention to all clusters in the economy. To effectively apply such a
policy requires the repositioning of national, local and provincial government in order
to become more involved in regional development issues. Moreover, the various
levels of government need to incorporate cluster policy into their competitive

strategies.
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CHAPTER 1

INTRODUCTION

1.1 Background

The man god of indudrid policy in South Africa is to rase the levds of indudrid
investment, performance and exports (CSIR, 1998: 1). One of the key policy elements to
this end is indudrid clustering. Snce 1997, the Department of Trade and Industry (DTI)
has fecilitated a series of clugter initiatives, a number of which are gpparently showing

SUCCESS.

Industry clusters are essentidly concentrations of competing and related firms. Badcdly
industry clusters bring together both the firms, which produce find products, with ther
suppliers, and contractors that conditute supporting and related firms. At the same time
clustering attracts the economic infradructure of an industry such as specidised business
sarvices, human resources and education inditutions.  Together this criticd mass of
competing and relaed firms contributes to the overdl competitiveness of an indudry.
Industry clusters work on the premise that the most successful business certres are
economic systems where co-operation as well as competition are evident. Frms in a

cluster therefore co-operate at indudiry level while competing &t firm leve.

The Indudrial Strategy Project (ISP) initiated in South Africa in 1990 was amed at
supporting the devdopment of indudtrid policy (CSIR, 1998: 1). It reveded tha South
Africa has not been an attractive location for foreign investment. The poor performance
of South Africas manufacturing sector was one of the mgor issues that compounded the
problems facing the South African economy. The manufacturing sector in particular was
noteworthy in its inability to creste jobs or produce commodities that satisfied the
divergent needs of the domedtic or the internationa market (Dunne & Morris, 1999: 3).
One of the mogt conspicuous manufacturing indudries in the ISP survey was the
automotive industry, which like mogt indudtries in South Africa, had developed under a
long higory of import subdituting industria policy (1S1). For the motor indudtry this

took the form of a series of loca content programmes amed at increasing a vehice's



locd content whilst rapidly increesing the prices of imported fully built up (FBU)
vehicles.  Although this encouraged foreign motor manufecturers to establish assembly
plants in the country, it dso led to an uncompetitive motor industry serving a captive
domestic market (CSIR, 1998: 1).

With South Africd's increasing participation in the world economy since the late 1990s,
however, the government has embraced globa trends towards reduced trade barriers.
The landmark event was the government becoming a dgnatory to the World Trade
Organisation (WTO) Treaety in 1994, in which it is bound to lower both tariff and nort
tariff trade barriers. Consequently there has been a shift in trade policy from import
subdtituting indudtridisation (ISI) to trade liberdisation, with a srong focus on export
promotion (Dunne & Morris, 1999: 3). In the motor industry, the eements of trade
liberdistion have been embodied in the Motor Industry Development Programme
(MIDP), which has exposed the industry to iff competition from imports, especidly
fully built up units, as well as various components.

It is under these conditions that the South African motor industry is competing both
nationdly and internationdly. This sudy will focus on the Eagtern Cgpe indudtry, which
contributes 39,9% of the country's total output of motor vehicles (IDC, 1997: 4). In order
to capitadise on the current focus on export promotion, under industrid and trade policy,
the indusry has to improve its compditiveness by upgrading its manufacturing
performance. It is indructive to note that current indudtria policy dso focuses on the
economy a both a sectora levd (indudsrid clusters) and spetid leve (gpatid
devdlopment initigtives).  This thess will concentrate on the former in investigaing the
potentid for clustering to spawn increases in manufecturing performance. A particular
focus will be on the Fish River Motor Indusry Cludster Initiative, established in April

1998 to enhance the motor industry's competitiveness.

1.2 Problem statement

As dated above the motor industry in the Eastern Cape has developed under a highly
protected environment. This inward orientation of industrid policy under the previous
government led to high cost dructures and low volumes in the indugry. Ultimady this



has circumscribed the competitive ability of the motor indudry, given the recent
indudria  policy, which places emphass on internationa competitiveness achieved
through increased exports.

Undoubtedly the industry forms the backbone of manufacturing in the Eastern Cape,
contributing amost 50% of the totd value added of goods manufactured in the region
(Hosking, 1999: 8) and employing 24,1% d the province's labour force (IDC, 1997: 4).
The indudtry is concentrated in two metropolitan areas Port  Elizabeth-Uitenhage and
East London. It therefore holds potentid for a successful cluster initiative. Worldwide
research and experience show that industry dustering is enhanced by geographic
concentration. At the same time, the dynamic nature of industry clusters embodied in
market and non-market linkages, can lead to an increase in competitiveness in particular
indudries. Ultimately this develops into competitive advantages in these indudtries for
paticular naions. Furthermore, the decisons to invest by firms are influenced largdy by
macroeconomic and location factors, particularly the strength of a cluster. Generdly, the
jobs created per rand will be higher where the clugter is strong (Morfessis, 1994 85).

Given the above precarious podition of the motor industry in the Eastern Cape, and dso
the fact that the indusry aready possesses one fundamentd dement of industry clusters
i.e. geogrgphicd concentration, it is worthwhile investigeting whether dustering can be a
viable solution to improving performance in the indudtry.

1.3 Objectives of the research

The overarching god of this research is to invettigate the impact of the Fish River Motor
Industry Cludter Initiative on the manufacturing performance of the motor indudry in the
Eagtern Cape province. Thiswill entall:

= giving an overview of the theory of industry clugtering;
= drawing inferences from internationa experience with industry clusters;

= placing industry dudgers within the context of current indudtrid policy in South
Africa This incdudes exploring whether the specidised programmes run by the



Depatment of Trade and Industry (DTI) on the bass of exiging cdugers
elsawhere in South Africa can be useful within the Eastern Cape's motor industry;

» describing the automotive cluger in the Eastern Cape and analysing its economic
contribution to the economy of the Eastern Cape;

» investigating the impact of the Fish River Motor Indudry Clugter initigtive on
meanufacturing performance in the indusdtry.

Reference to the automotive or motor sector (these will be used interchangegbly) will
encompass both the motor vehicle assemblers and the component manufacturers for this

study.
1.4 M ethodology

Both seconday and primary data are used in this study. The former conssts of a
literature review of the relevant theories on indudry clusering. Porter’'s so caled
“diamond” framework of competitive advantage (1990; 1998) forms the core of these
theories and therefore congtitutes the bass of this thess. It will be redised that the on
going debate on industry clusters revolves around the appropriate definition of these
clusters. Consequently, a variety of competing conceptions have been devel oped.

The latter (primary data) was obtained from surveys conducted on both the Eastern Cape
motor vehicle assemblers and component manufacturers  affiliated to the Nationd
Asociation of Automotive Component and Allied Manufacturers (NAACAM).  The
guestionnaire used for the survey is manly based on a quditaive study conducted by
Nadvi & Schmitz (1994) on dudering in less developed countries (LDCs). The
guesionnaire is given in Appendix One. Obtaning views from the automotive
manufacturers  through questionnaires was conddered an effective way of accessng
quantifiadble and comparable information on the impact of the cluger initigtive on ther

business concerns.

All three motor vehicle assemblers (DamlerChryder, Deta, and Volkswagen South
Africa), as well as the Ford engine plant participated in the survey. Twenty-three of the
component manufacturers in the Eastern Cagpe affiliated to NAACAM were surveyed.



Eleven of these firms paticipaed in the survey, whils eght explicitly dedined to
participate.

Interviews adso played a mgor role in obtaining information on the cduder initiative and
in capturing important relationships, which the quedtionnaire could not reved. These
interviews were conducted with 14 leaders, most of whom are industry specidists and
conaultants  ffilisted to the four project teams under the duder initiative (human
resources development, logigtics, drategic investments, and supplier development), as
well as union representatives and government officids from the DTI. The lig of reevant
namesis given in Appendix Two.

1.5 Outline of thesis

This thess is divided into seven chapters. Chapter 2 gives an outline of the theory of
industry clugtering.  Porter’'s “diamond” framework forms the core of this theory and
serves as point of departure. However, in order to obtain a detailed and comprehensive
andyds of industry clugtering, Porter’'s framework needs to be enriched with
contributions from location theories (Weber, 1929), externdities (Marshdl, 1920) and
path dependence (Krugman, 1991).

Chapter 3 andlyses internationd experience with industry clusters. It makes use of three
cax dudies Slicon Vdley in the United States of America (USA), Sinos Vdley in
Brazil, and Arizona dso in the USA. It focuses on the manner in which industry dugters
developed in each of these areas, and ther contributions to the overal competitiveness
and devdopment of ther regions. Reference will be made to these case studies when
andysng South Africas experience with indudry clusters both in the automotive sector
(Chapter 5 & 6) and other sectors of the economy (Chapter 4).

Chapter 4 puts industry clugters into the context of current industrid policy in South
Africa  Paticular emphass is placed on the manner in which current indudtria policy
has teaken a spatiad and sectoral dimenson. The chapter further explores the focused
education and training programmes run by the DTl on the bass of exiging dugers in
South Africa.  Findly, the chapter andyses South Africals experience with the industry



cdudger initiatives, with the intention of drawing inferences for the cuder inititive in the
Eastern Cape' s automotive industry.

Chapter 5 describes the automotive cluster in the Eastern Cape, and analyses its
contribution to the economy of the region. It dso andyses the current operating
environment and hence the conditions governing the competitive ability of the indudtry,
with specific reference to the MIDP. The formation, structure, and objective of the Fish
River Motor Industry Clugter Initiative will be analysed in the last part of this chepter.

Chepter 6 explores whether the clugter initiative has had an impact on the manufacturing
performance of the firms in the Eadern Cgp€'s automotive indudry. This andyss is
based on the quantitative data obtained from the survey on component manufacturers and
motor vehide assemblers, as wdl as the quditaive information obtained from the
interviews.  Findly, the findings are interpreted in the context of Porter's ‘diamond’

framework on competitive advantage and inferences are drawn for future improvement.

Chapter 7 summarises the arguments for industry clustering and draws conclusons for
future policy for the automotive sector.



CHAPTER 2
THEORY OF INDUSTRY CLUSTERING

2.1 Introduction

Dueto theincreasing attention currently given to innovative economic devel opment strategiesby both the
public and private sectors, industry cluster policies are recelving increasing attention. These policies
represent achange in focus, in thet they are moving away from firm-oriented policies characteritic of
traditional economic development programmes. The fundamenta difference of cluster policiesis their
emphagson thefact that firmsand industries are inter-related in both direct and indirect ways, (LeVeen,
1998; 1).

A variety of competing approachesto clusters have been developed both in theory and practice. Thisis
not surprising given the variations in the definitions of clusters. Consequently, a Sgnificant debate has
emerged surrounding the actua definition and identification of clugters, aswell asthefactorsdriving their
development. One of the outcomes of this debate is the redization that one will come to different
definitions of clusters depending on the emphasis or Sgnificance atached to the dimensons of industry
clusters. Moreover, specific priorities, reditiesand opinionswill influence policy makersand authorsto
stress certain agpects of clustering over others. This does not undermine the cluster concept; rather it
subgtantiates the vaue of the cluster approach for both government and business (Jacob & de Man,
1996: 425).

In order to create some structurein the variety of possible approaches, Section 2.2 will initidly presenta
brief overview of them, aimed at finding the key dimensonsin clustering. In Section 2.3 the discusson
will develop into an analyss of cluster theory, centred on a detailed expodtion of the theoretica

foundationsof indudtry clusters. Theapproach in thissection isto offer the modern application of cluster
theory firgt such asthework of Porter (1990; 1998; 2000) and Dunning (1995; 1997). Thisisinview of

the fact that Porter's "diamond” is used throughout this study as a basis for andysing various cluster
initiatives. The earlier work on cluster theory istherefore presented after that. An attempt will so be
madein Section 2.3.2.2 to give an interpretation of the advantages of clustering within amicroeconomic



framework. Findly, Sections 2.4 and 2.5 will focus on how cluster policies can be trandated into

economic development programmes.

2.2 Defining Industry Clusters

The essence of industry clustersliesin the ability to devel op relationships through strategic partnerships
between companies, customers, suppliers, research and education ingtitutions, and the wider business
community. The overd|l benefits of such wel-structured and focused relationships include “an
improvement in company performance, an increase in the emergence and growth of new business;
increased innovation, and an ability to attract knowledge-based inward invesment” (Botham &

Downes, 1999: 1). Themain objective of such relationshipsisto improve competitiveness by combining
skillsand resourcesthrough collaborative arrangements. Within these dlustersare groups of inter-rdated
indudtries that drive wedlth crestion primarily through exports of goods and services. The sat of

indugtriesisre ated through buyer- supplier and supplier-buyer rdaionships, or by common technologies,
common buyers or distribution channels, or common labour pools (Porter, 1998: 149). Porter

develops hisargument further when heidentifiestwo generd types of clusters: vertical and horizontal.

Vertical clusters are made up of indugtries linked through buyer-supplier reationships. Within these
clusters are core companies (i.e. end market producers), as well as companies at earlier stagesin the
vaue-adding chain (i.e. suppliers). One can aso observetrends towards subcontracting, which can be
facilitated by umbrellaassociationsand persond networking (Held, 1996: 251). An exampleof avertica

cluster would be the chain of supplier-assembler-distributor-customer. Horizontal dustersontheother
hand are made up of industries, which might share acommon market for end products, use acommon
technology or labour force, or require Smilar naturd resources.  Implicitly severa industries or sectors
can be part of such acluster. Consequently one observes shared- resource relaionships, in which a
common trangportation infrastructure or workforce can be shared. Examplesof such clustersincludea
tourism cluster or a distribution cluster composed of trucking, air transport, transport services, and

wholesdle trade industries.

Inillugtrating thisdimension, Porter (1998:149) ascited in Jacobs & de Man (1996: 428) incorporates



sixteen possible dugters

= four upsream indudries - materidgmetas forest products, petroleum/chemicals,
semiconductors/computers,

= gx indudtrid and supporting functions- multiple businesses, transportation, power generation
and digtribution, office, telecommunications, defence;

= gx find consumption goods and services indudtries- food/beverages, textilesappard,
housng/household, hedthcare, persond, entertainment/leisure.

Within these sixteen dusters, four levels can be identified: “primary goods, machinery for production,
specidity inputs and associated services’ (Jacobs & deMan, 1996: 428). Conventiona distinctionsin
economic activity have emphasised primary, secondary and tertiary sectors. The addition of associated
sarvicesistherefore one of Porter’ soutstanding contributionsto the cluster gpproach. Thisisbecauseit
transcends the conventiond divisonof sectors, illugtrating the manner in which agriculture, industry and
services depend on each other. Anisolated focus on any one of these sectorstherefore underminesthe
usefulness of the cluster gpproach. The implication thereof isthat aregion or nation needsto recognise
the dgnificant manner in which its agriculturd, industrid and service sectors complement and reinforce
each other (Jacobs & de Man, 1996: 428).

A mgor drawback, however, with Porter’ s highly quantitative method is that he does not adequately
reved the existence of interrelationships between firms in a cluster. Because his cugters are too

datigtical, they only provide an understanding of the relative specidization pattern of acountry. Thisis
on the basis of the number of competitive industries, which are present in each of the possible clusters.
Itisthereforedifficult to detect the presence of existing networks of cooperating firmswithin or between
clugters from datigtics. This is crucid if one is keen to make a dtinction between clusters and

networks. In making thisdiginction it isimportant to redisethat not dl firmsin acluster cooperate with
each other. Only those firmsin clusters, which do interact, actudly form networks within the cluster or
between clugers. Implicitly, both a quditative approach to clustering, as well as an input-output
anayss, is required to distinguish between clusters and networks(Jacobs & de Man, 1996: 428).



Synergies can arise when two or more viable clusters reinforce each other, hence the manner inwhich
clusters overlgp isimportant. Thisiswhy the quaity of anetwork isimportant and should aso be used
in defining aclugter. Not only the question of whether firms really cooperate isimportant here, but the
way in which they do so aswdll. It iserroneousto assume that networks areideal collections of firms
that are disposed towards salf-renewd. Networks can actudly hinder innovation and encourage
defensve behaviour. Rdationships with suppliers for example can simulate innovation but can aso be
used to pass expenses on to partners and to squeeze them financidly.

Jacobs & De Man (1996: 425-37) and Rosenfeld (1997: 3-23) provide detailed andyses of the
different definitions of industry dusters, dthough these authors aso use the definitions of vertica and
horizonta clusters asthe foundetion for their definitions. To identify other key dimensonsthat may be
used to define clugters, they aso include such dimengions as the geographic or spatiad clustering of
economic activity, use of common technology, the presence of acentrd actor (i.e. alargefirm, research
centre), and the qudity of the firm network, or firm cooperation (Jacobs & DeMan, 1996: 428-9).
These authorsbdievethat by defining the key dimensionsof dustering, relevant and specific policiescan
be developed, ultimately increasing their potentid effectiveness.

The geographical dimension, being the most prominent, assumes the spatid clustering of economic
activity. A regiond duder is therefore an indudtrid clugter in which member firms are in close
geographic proximity to each other i.e. geographic agglomeration of firmsin thesame or closdly rdated
industries. According to the CIO Enterprise magazine (1998) as cited in Department of Economic
Affars, Environment and Tourism - DEAET (2000: 2), acluster isageographicaly concentrated group
of companies and supporting ingtitutions. Moreover, it contains both market and non-market linkages.
These links facilitate suppliers and competitors to work together on business processes, purchases,
investmentsand technica research. Insmilar perspective, Doeringer & Terkla(1995:225) maintain that
industry clusters are, “geographica concentrations of indugtries that gain performance advantages
through co-location.” Thisdefinitionissmilar to that of agglomeration economies. However, itiswithin
industry clugters (as will be analysed in Section 2.4.1) that agglomeration economies are likely to be

observed.

10



Given the extensive literature on indugtrid digtricts, the distinction between regiona clusters and
indudtrid didricts (a subset of regiona clusters) is worth highlighting. Indudtrid didtricts, such asthe
Itdlian indugtrid didtricts described in Goodman & Bamford (1990); Brusco (1992: 259-269); and
Piore & Sabd (1984: 28-31) are concentrations of firms involved in interdependent production
processes. These firms are often in the same industry or industry segment, which are embedded in the
locd community. Althoughindustrid digtrictsare premised on asingleindustry or even asingleindustry
segment, regiond clustersgenerally involvearange of related indudtries. Itisimportant to redlisethat an
industry dugter isdifferent from the cdlassic definition of industry sectors. Thisisbecauseit embodiesthe
entire vaue-chain of a broadly defined industry from suppliers to end products, including supporting
services and specidised infragtructure.

Another dimension to the cluster gpproach isthetechnol ogical dimension. Inthiscaseacollection of
industries can share a basic technology due to their technologica relatedness and synergy. Closdy
linked to this dimenson is the lateral dimension, that is, when different sectors with specific
competenciesthat can be shared result in economies of scae, which can develop into new combinations
such as the multimedia clugter. In this case there exists competitor and collaborator relationships
between companies producing the same or similar goods and services at a specific leve inthe vdue
chain, (Anderson, 1994. 27). Competitors often share information (unintentionally most of the time)
about product and process innovations, as well as market opportunities. Thismight eventualy lead to
formd collaborative arrangementsto devel op such innovationsin pre-competitive and Srategic dliances.
A focal dimenson dso exigsin defining cdusters. Inthiscaseaclugter of firmsformsaround acentra

actor such as afirm, an extended family, a research centre or an educationd inditution.

Together with verticd and horizontal relationships, Rosenfeld (1997: 10) dso uses, "the Sze of the
clugter, the economic or strategic importance of the cluster, the range of products produced or services
used, and the use of common inputs,” to define clusters. He points out that many viable clusters are
Stuated in smdl inter-related industries.  The employment concentrations of these clusters are not
particularly striking, therefore defining clusters soldly by the Sze of the congtituent industries or the scae
of employment has its obvious shortcomings. His definition of an industry cluster dso refers to the
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element of geographic proximity of inter-related or complementary firms, which actively interact asthey
share a specidised infrastructure, labour markets and services. Firms in the cluster also encounter
common opportunitiesand threets. Evident in Rosenfed's (1997: 10) definition of industry clugtersisthe
sgnificant role of socid interaction and firm cooperation in determining the dynamic neture of thedudter.

According tothe DEAET (2000: 4), one can dso defineclustersas* emerging’ inwhich casethereare
potentia linkages or common resource issues, which are not currently well established. Unsurprisingly,
such cluders consgt of rdaively young, inter-related and fast-growing industries. Because these
industries essentialy become more integrated and important to the regional economy, they are often
most in need of resources and assistance to enhance their regiond prosperity. Examples of such
industries include environmenta technology, software and computer services and recrestion goods.
From these examples it can be argued that emerging clusters can be non-traditiond indudries (i.e.

environmental technology), which are not designated Standard Industrid Classification (SIC) sectors.

Sabilising dugtersontheother hand diversify the economic base of aregion, whilst adding stability. At
the same time, they widen the scope of employment in the region to those not in possession of any
formd training or experienceto enter into high technology related industries. Examples of such clusters
include the tourism industry, services, horticulture and fruit and vegetables (DEAET, 2000: 4). While
continuing to be the fundamenta economic drivers of the region, mature clusters consst of industries
that are experiencing declining or low employment growth. Nevertheless, they are the source of many
high vadue-added employment opportunities, such as "defence and transportation manufacturing,

business services, financid services, computer and dectronics manufacturing and medica services'

(DEAET, 2000: 4).

While clugters often form naturdly (e.g. Northern Italy, Silicon Vdley and Western Cape Winelands),
stakeholders in an industry or region can expedite the development of a competitive cluster. This
requires asubstantial process of interaction between the stakeholders. Within this context, an industry
can deviseacluster initiative, inwhich caseindudtry stakehol ders can combineeffortsto exploit mutua
projectsto the advantage of the group (cluster) asawhole, and therefore improve the competitiveness
of the region. The underlying logic is that stakeholders should discover areas where they can work
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together to make theindustry viable, while competing asindividud firms. The strength of the cludter, as
opposed to specific incentives, essentidly influences investment decisions by downstream firms,

(DEAET, 2000: 6). Similarly, the competitive ability of these firms, which are usudly smdl, is dso
governed by the strength of the cluster. Small firms generdly lack the capacity to gppropriate many of
the supporting activities, hence the need to depend on the linkages and relationships, which aviable

cluster can develop.

Itisimportant to redlisethat the clugter initiative processisindustry driven and not driven by government.
At the same time such an initiative should not replace individua decisons by firms or governmen.
Rather such initiatives should form the counterpart to individud firm decisons as well as those of
government, in which casethey can highlight areaswhere cooperation and joint action are both essentia
and effective (Davies, 1998:2). It isaso important to redise that the formation of acluder initiativeis
not a short-term process as it requires that the stakeholders work together to gather information,
understand their common chalenges and then devel op Strategiesto overcomethese. To bear results, the
processaso requirestimeand commitment from al itsmembers, in particular leedership isrequired from
al sakeholdersintheindustry. Using working groups, which are managed by a steering committee, as
well as aconaultant or facilitator, the industry should be ableto identify the chalengesit facesaswell as

the key success areas or enabling factors to increase competitiveness.

What valueistherein participating in a cluster initiative? The preceding analyssindicated thet the
overdl incentive for being part of a clugter initiative lies in the resultant increase in competitiveness.

Needless to say, this is a rdatively broad term with numerous facets to it.  More specificdly,

sakeholdersin acdluger initiative can benefit from having aforum which assstsin overcoming chalenges
facing theindustry i.e. new market development, training and better supply management. The ability to
identify and address gaps or problemsin theindustry isaso enhanced. For example, the genericissues
intraining and skills, research and devel opment (R& D) indtitutions and infrastructure can be collectively
dedt with. Being part of the cluster process a so provides opportunitiesto establish linkages with other
players in the industry in order to source inputs and obtain favourable prices, launch joint marketing
initiativesand evento tender for large projects. Because dataor Satistics are better obtained under the

initiative, an understanding of the structure of the industry can be enhanced through combined research
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and generd interaction. Findly, the initiative not only improves access to government initiatives and
supply sde measures to an indudtry, it dso provides a platform to contribute to government policy
formulation, especidly policy directly impacting ontheindudtry i.e. tariff reform, trade negotiations, and
supply side measures (DEAET, 2000: 6).

Asevidenced in the literature cited in the preceding paragraphs, there are severa common conceptsin
the definition of an indugtry clugter, none of which are mutualy exclusive. Fird, there is generd

consensusthat clustersaredynamicin nature. 1dedly clustersare characterised by interaction aswell as
functiond relaionships between firms and industries. Both Rosenfeld (1997: 10) and Doeringer &

Terkla (1995: 230) make reference to the role of socid interaction and the development of functiona

relationships thereof. Secondly, in most cluster definitions, there is consstent reference to the
geographic scope of the cluster, and the sgnificance of spatid proximity. Despite the fact that

geographic scopeisimportant in defining clusters, every cluster has different geographic requirements.
There is therefore no standard definition of the appropriate geographic scope of a cluster (Le Veen,
1998: 2).

A third common theme in the literature is recognising the broader context in which individud firms
operate. Emphasis should therefore be on looking beyond individua industries. It gppears that a
mgority of authors are in favour of an extensive definition of clustersthat are defined by both horizontal
and vertica relationships, and include both direct and indirect linkages. Many practioners in redity,
however, have merdly based ther definition of industry clusters on the concentration of employmentin
sngleindustry. Theliterature arguesthat this overlooksthe functiond rel ationships between indudtries, as
well as the interdependent and dynamic relationships that make clusters so didtinctive. Thistherefore
merely depicts an industry concentration (Doeringer & Terkla, 1995: 230; Rosenfeld, 1997:10).

Lastly, a prevadent theme in the literature is thet of the role of socid infrastructure in defining industry
clugers. Socid infragtructure is essentid in facilitating the exchange of information. It is insufficient to
merely have evidence of aclugter (i.e. geographic proximity), Snce this does not necessarily imply an
effectiveclugter. In order to develop itsdynamic nature, astrong cluster should aso be characterisedby

socid interaction, trust, and ashared vison. Theimportance of socid interactionis supported by cluster
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definitions given by Jacob & de Mann (1996: 428) aswell as Saxenian (1994: 54) in her discussion of
Slicon Vdley.

2.3 Cluster Theory

Sincethisthesisis based on the most recent applications of industry cluster’s (i.e. Porter’ s * diamond”

framework), the literature review will begin withit. The andysswill then trace back the originsand the
core underlying theoretical concepts of industry clusters, focusing on theories by Marshall (1920) and
Weber (1929). Thisisan atempt to enrich recent contributionsto clustering, which on their own do not
adequatdly explain the dynamics and advantages of industry clusters. Section 2.3.1 will gart with

contributionsfrom Porter and authors such as Dunning, whilst Section 2.3.2 will focus on thetheoretica

foundations of clustering embodied in Weber and Marshdl’ s contributions.

2.3.1 Modern applications of industry clustering

Theideaof dustersisnot new. Aswill beseenin Section 2.4.1, Marshd| (1920) paid much attention to
itin hisstudy of indudtriesin the United Kingdom in the early 20th century. Recently theideaof clusters
has been given anew lease of life by Porter (1990, 1998). He arguesthat competitive advantage and
srong indudtrid clusters are interrdlated and that successful clusters drive economic devel opment

(Porter, 1998: 149). Economic development depends upon competitive companies, which serve
internationd markets. However, such companiesare morelikely to emerge and prosper if they are part
of a geographicaly concentrated industry. An industry consists of a number of firms producing

essentialy the same product (i.e. industries are defined by specific products such as persona computers
rather than generic sectorsor technologies, such aselectronics). Inturn, competitiveindustriesare more

likely to develop in regions where the indudtry is part of acluder.

2.3.1.1 Porter’s*“diamond” framework

Porter provides a framework for analysing competitive advantages. This is his so-cdled"diamond"

which consstsof four attributes: demand conditions; supporting and related industries, factor conditions
and firm drategy, structure and rivary. Individuadly and as a system these determinants of nationa

advantage cregte the context in which a naion's firms are crested or compete. Figure 2.1 illustrates

these four attributes.
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FIGURE 2.1 PORTER'S" DIAMOND" OF COMPETITIVE ADVANTAGE
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Thefour atributesin figure 2.1 will be analysed in the following section:

(i) Demand conditions

Asillugtrated in Figure 2.1, thisis one of the attributes in Porter’ s diamond. It isthe nature, rather than
the sze of loca demand, which is important. Successful clusters need to serve globa markets.
Neverthdess, clusters can derive considerable advantages from ‘leading edge’ or sophisticated local
customers who work with suppliers to promote innovation (Porter, 1998: 149-151). Thisisidedly
derived from the fact that local demand should lead world demand. The implication thereof isthat an
ability to meet loca demand crestes the ability to serve globa markets. At the same time, demanding
customers can include both finad customers and intermediate demand (i.e. other companies in the

production chain).
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(il) Supporting and related industries

These can be industries within the production chain (i.e. customers and suppliers) or those with shared
locationa requirements. World-classloca suppliers can provide potentia advantages, such as chesper
and easer access to inputs.  The geographic concentration of industries with shared requirements
enables an area to achieve a high level of development necessary to support cluster-specific factor
conditions such as specidigt skills, training programmes, logistics and technology development centres
(Porter 1998 151).

(ili) Factor Conditions

These can be divided into basic (or generalised) and advanced (or specidist) factors. The former
includefor example, "transportation infrastructure and secondary schools' (Porter, 1998: 132). Authors
such as Botham & Downes (1999: 6) adso include, "climate, raw materids, a literate, numerate and
increasingly IT competent labour force" Basic factors form the basis for the creation of specidised
factors. Consequently, continued investment in these factorsis critica to national advantage. However,
exclusve emphasison basic factorsisinsufficient asafoundation for, and in maintaining competitiveness
inthe long run. Thisis because of the ease with which competitors can duplicate most of these factors.
Porter (1998: 132) arguesthat advanced factors are therefore more sgnificant. Insimilar perspective,
Botham & Downes (1999: 7) maintain that the most important factorsin determining competitiveness,
are cluster-specific factors, notably cluster-specific knowledge and know-how. Examples of these
include: "dugter-gpecific research programmes, effective knowledge and technology trandfer; ahighly
skilled workforce; high and guaranteed qudity sandards, image; specidist information and know-how
relating to, for example world markets and generic improvements’ (Botham & Downes, 1999: 7). The
reason for theimportance of specidist skillsto long-term competitiveness, liesin thedifficulty of imitation
that such factors have.

Unlike some "naturd"” basic factors (i.e. climate, raw materias), advanced factors are crested.
Consequently, Porter (1998: 132) indicates that exceptionaly accomplished "factor creation
mechanisms' are required for the creation and improvement of advanced factors, citing world-renown
research inditutions as an example. In addition Botham & Downes (1999: 7) give examples of

technology centres and trade associations. Trade associations are often represented within the cluster
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leadership, concentrating their effortson improving theinnovative capacity of cluster participants, aswell
as giving direction to potentid cluster development. Their overdl objective isto move awvay from
campaigning for subsidies from the government, as well as attempting to preserve the existing state of

affairsin the cluster's industries.

(iv) Firm grategy, structureand rivalry

According to Porter (1998: 107-8), thisdeterminant relatesto, "the context in which firmsare created,
organised and managed as well asthe nature of domestic rivary.” He further indicates that corporate
drategy and the operating environment are interdependent. An dignment between managerid sylesad
organisationd typesisbound to produce resultswhenit is competible to both the operating environment
and to the industries sources of competitive advantage.

Active domedtic rivdry is essentid in developing and sustaining competitive advantage in an industry
(Porter, 1998: 117). Botham & Downes (1999: 9) agreewith thisview. They further indicate the need
for busnessformation in clusters, aprocessthey consider essentid in Simulating and maintaining active
rivary. Agan Porter (1998: 122-3) cites this when he deliberates on the role of spin-offs from
established firms and internd diverdfication as sources of vigorous competition within a cluser's
indudtries. At the same time, successful competition not only depends on price, but dso (and more
importantly) on nonprice competition. Competition can develop into an emotive issue, in which case
pride and even jedlousy can spur rivalry between loca chief executive officers (CEOs) or managers
relating to for example: "reputation for quality products, technologica excelence, innovation and globa
leadership” (Botham & Downes, 1999: 8; Porter, 1998: 118-9).

Owing to the potentid to induce innovation and upgrading which loca competitors and rivas render,
they are more important than internationally more distant ones, (Porter, 1998: 117-8; Botham &
Downes, 1999: 8). Assuch, foreign competitors could have an upper hand interms of thevaue of their
currency, government protection or subsidies. On the other hand, the significance of locd rivas
operating in the same business environment cannot be minimised in the same manner, Snce companies
must respond to compete. At the same time, due to the vighbility of domedtic rivas, innovation and
businessimprovements are more quickly perceived, understood, replicated and further improved. Thisis
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heightened by geographic proximity (Porter, 1998: 120). Underlying many effective clugters are
Srategies that congtantly enhance productivity through innovation and adding vaue, as opposed to
obtaining Satic efficiency through smply cutting costs. Inthiscasealoca environment that encourages
long-term commitment and investment isessentid. For example, without amarket such asthe Nationa

Association of Securities Deders Automated Qudity (NASDAQ) Systems, new high technology

companieswould befrugrated in their effortsto reinvest capita for long-term capita growth, rather than
providing short-term income for investors (Bothman & Downes, 1999: 9).

2.3.1.2 The"diamond" asasystem

Itisimportant to redisethat the"diamond" isadynamic sysem. Competitivenessis generated from the
cohesion of the cluster and how it operates. Competencies throughout the diamond are beneficid.

Without high quality advanced factors, effective locd demand for example, is unlikely to generate
comptitiveness. However, according to Porter (1998: 144,147), thereisnothing deterministic about the
modd i.e due to is complexity, it is difficult to etablish cause and effect. With some limited
disadvantages, competitivenessis possible. Some basic factor disadvantages such ashigh wagesor land
cogts can stimulate innovation, which becomes a source of competitive advantage.

The nature, as well as the effectiveness of networks within the cluster is also important (Porter, 1998:
148). Basicdly nations are leaders in those indudtries located in clusters characterised by effective
networks. For example, if not well connected with loca suppliers, locad demanding consumerswill not
generate competitiveness. Ultimatdy, the success of anindividua company may be partly dependent on
how well developed and integrated the four dementsof Porter’ s“diamond” arein aparticular cluster.
One can conclude that the core of Porter’s analysis is the basc conditions determining cluster
compstitiveness. His framework is therefore focussed on end-market sectors, which according to
Bergman & Feser (1999: 5) serve asapoint of departure for sudying clusters. At the sametime, his
framework rests on using both information flow and rivary between geographicaly proximeate firmsto

explain the success of clusters (Norton, 1999:3).

It isimportant to gppreciate that time and place lead to variaionsin factors that drive aclugter. Inthe
initid sages of aclugter, basicfactors(e.g. raw materiads, low [abour costs) can beimportant. However,
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as income rises, capita investment becomes more sgnificant, even though capita is currently
internationaly mobile and availableto an increasing number of regions. Strong clustersthereforerely on
innovation and the exploitation of knowledge. Themanner inwhichthe*diamond’ drivesinnovation and
improvements within the clugter, forms the fundamental significance of this framework (Porter, 1998:

145). Many of themechanisms have dready been described, including therole of locd rivary, new firm
formation, customer links, the research base and technology transfer. It isaso important to gppreciate
that the innovation process varies from cluster to cluster, (e.g. itisvery different in afood compared to
an information technology cluster) and depends upon the overdl system and not smply on individud

companies.

2.3.1.3 The“diamond” framework and growth centres

It isinteresting to note that Porter'sideas are grounded in Perroux's understanding of economic growth
and change. Perroux (1950:95-6) as cited in Bergman & Feser (1999: 6), argued that propulsive or
leading indugtries areimportant in understanding economic growth and change. Propulsiveindudriesare
essentialy those that dominate other sectors because of their large Size, considerable market power,
and/or role as lead innovators. These propulsive indudtries, or even individud firms represent growth
poles, which attract, focus, and direct other economic resources. Such concentrations of producers,
suppliers, and other economic agents are extremely smilar to clusters. Ascited in Bergman & Feser
(1999: 6), Perroux’ sview (1950:90) on economic spaceisthat it isnon-spatid i.e. physica space does
not necessarily bear any relationship to economic space. Relations between firms, their customersand
suppliers, aswdl aswith other key economic inditutions are therefore not bound by physica space. At
least where adequate economic grounds exigted, firm linkageswill widen their scopewithout spatia limit
throughout the globe. Taking the view that geographic space was ‘band’, Perroux (1950: 90) in

Bergman & Feser (1999: 6) argued that directing ones anaysisto particular regionswould only provide
adigtorted picture of the growth and devel opment process.

Apparent smilarities between the cluster concept and Perroux'stheory of growth polesareevident. The
preceding paragraphs highlighted how the cluster focuses on the manner in which end-market industries
drive the vadue chans, which they lead. This facet in clustering has many pardlds to the notion that

propulsive indugtries are dominant economic actors in growth pole andyss. Through the demand for
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intermediate and capital goods, end- market industriesare aoleto trigger potentid for growth throughout
thecluster. In addition, these end- market industries usualy consist of internationaly competitive, world-
class firms. Consequently, there is scope for them to lead in disseminating innovationsin products and
processes, (Bergman & Feser, 1999: 6). Moreover, overdl cluster competitiveness can bepartly driven
by end market indudtries, depending on their degree of market power to influence improvements in
technology as well as the manufacturing strategies to their suppliers. On the other hand, one can dso
perceive market power among some cluster members as exerting adetrimental influence on the overdl
cluster. Perroux’s ideas (1950: 95-6; 102) as cited in Bergman & Feser (1999: 6), aswell astheir
extensons, aredso rdevant for theindustry clugtersin that histheory contributed to therise of aregiond
development strategy (i.e. growth centres/poles). This development strategy had atremendousrisein
popularity in policy only to eventudly fail. Though it might be premature to tell whether industry duster
policieswill experience the same fate, their increasing popularity appears nearly as dramatic.

One of the most important reasons why growth centre strategies did not succeed, isthat insufficient
attention was paid to the economic and socid preconditions (Mdizia& Feser, 1998 ascited in Bergman
& Feser, 1999: 6). Practitioners seemed to emphasise the role that backward and forward linkagesin
drategic and favoured sectors could play to stimulate regiona growth, especidly in underdeveloped
areas (Hirschman, 1958:100-19). Based onthe average patterns generated from input-output andysis,
it was overly assumed that localised interindustry tradewould take on thisform. Implicitly, linkageswere
viewed amost mechanicaly. The fundamentd difference between growth centres and the industry
cluster concept isthat thelatter stresseswhy businesses decideto establish collaborativerdationshipsin
trade, while the former is based on the assumption that such partnerships were inevitable (Bergman &
Feser, 1999: 7).

2.3.1.4 Other recent contributionsto cluster theory

Dunning (1995: 466) prefers to cal the cluster process an - "alliance capitalism™ . This type of
cgpitalism is an outcome of significant technologica advances, coupled with the globalisation of many
kinds of vaue-added activity. These events have led to a shift towards both cooperation and
competition in production and transactions between successful wedth-creating agents.

Inter-firm cooperation is neither a novel concept nor entirely remarkable. Whet is perhaps new isits
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relaiveimportancein the way organisations operate and are structured. Theability of individud firmsto
generate growththat isbased on innovation, isincreasingly being used to determine how successful the
firmsinvolved in co-operative arrangements are. Such growth is dependent on the qudity of network
relationships. Factors that determine such qudity include: "the range, depth and closeness of the
interaction between firms and their dliance or network parties and by the effect that such dliances are
having upon overd! indudria performance,” (Dunning, 1995: 470). The contribution to indtitutiona

effectiveness of these dliances measured in terms of economic performance and innovative capacity is
referred to by Fountain (1997:1), as "social capital.” Thisform of capitd isthe “cgpability” thet is
created when a group of organizations develops the ability to work together to obtain mutual benefits.
Clearly, this view contrasts with that which influenced the thinking of economists shce Adam Smith,
whereby collaboration among firmswas consdered asign of structural market failure, asopposed to a

means of reducing endemic market falure.*

Dunning (1995: 466) suggeststhat over thelast two decades both the judtificationsfor concluding inter-
firm dliances and their impact on economic wefare have changed significantly. Currently, the compelling
reason for concluding arrangements of this natureisto minimise the transaction and co-ordinating costs
associated with arms-length market transactions. At the sametime, such arrangements can enhancethe
assts, skills, and experiences of the firmsinvolved. The other reason for collaborative arrangementsis
more inclined towards protecting existing (or gaining new) proprietary or O-specific (Ownership
specific) advantages. Consequently, Dunning (1995: 467) suggests that co-operative aliances are
consgtent with drategies to acquire assets through

foreign direct investment (FDI). Over the past decade the formation of alianceshasincreasingly beento

overcomeor cregte barriersto entry in nationd or internationa markets, aswell asto develop new skills.

! Structural market failure arises from the actions of participants in or outside the market to distort the

conditions of supply and demand. Endemic or natural market failure arisesfrom theinability of marketsto
organise transactions in an optimal way; it is difficult to predict behaviour of participants (i.e. missing
markets).
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In ine with Dunning (1995: 461-88), Fountain (1997: 8) suggests that the goals of most Strategic
dliances in clugters should be to gain access to new and complementary technologies.  This should
enhance and expedite the innovatory or learning processes, and ultimately improve the efficiency of
particular activities- e.g. research and devel opment, marketing and distribution, manufacturing methods.
Underlying these dliances should be a reduction in the impact of technologicd advances, and the
globdisation of the market economy on the organisation of economic activity.

Technology, a supply-side phenomenon has had several consequences on economic activity. For
example, it has increased the fixed cods of a vast range of manufacturing and service activities,
epecidly those associated with learning and innovation. It has aso increased the relatedness of
particular technologiesthat may requirejoint usein order to supply aspecific product. Technology has
aso reduced the product life cycle of certain products, whilst increasing, "the sgnificance of multi-
purpose or core technologies such as robotization, informatics and biotechnology” (Dunning, 1995:
467). There has dso been an increasing emphasis on improving the core competencies of firms, aswell

as the manner in which these are organised, in order to become globaly competitive.

Onthe other hand, the main consequence of globdisation of economic activity hasbeentoforcefirmsto
be more dynamicaly competitive. Locd, globaly competitive suppliersill provide obvious advantages,
despite theinevitable probability that many inputsand products haveto be obtained globdly, (Botham &
Downes, 1999: 11). Furthermore, as evidenced in Porter's analysis, the innovation process remains
highly locdised. The implication thereof isthat there isaneed for amore determined effort to rase the
efficiency with which firms produce their existing products. At the same time there is a need for
successful innovations of new products and the upgrading of assets and skills throughout their vaue
chain. This can be patly achieved through the use of industry clusters whose combination of
collaboration and competition can achieve innovation and higher efficiency levesin production.

2.3.2 Theoretical Foundations of industry clustering

Although in the previous section authors such as Dunning (1995; 1997) and Porter (1990; 1998) have
presented convincing accounts of economic interdependence, geography, and competitiveness, they are
not redly specific on the respons ble underlying mechanisms. For example, most of the literature takes

Porter's concepts only as a point of departure. Hence any discussion on industry clusters has to draw
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from awide range of more developed ideas. This forms an essentid part in explaining the origins of
indugtry clugters, the dynamic nature of their growth process and devel opment, aswell asthe advantages
of using the cluster concept as a basis for regiond policy (Bergman & Feser, 1999: 7).

Ananayssof some of the coretheoretica conceptsthat are frequently cited to explain cluster dynamics
and vdidate cluster-based policies will be presented in the following sections. Sections 2.3.2.1 to
2.3.2.5will anadysethefive coretheoretical concepts, which underpin the literature on regiond industry
clugers. These include externa economies, co-operative competition; interfirm rivary; path
dependence, and the innovation environment. Notably Section 2.3.2.2 will provide a microeconomic
framework of dudering inwhichit isillustrated as holding potential asapowerful strategy that can lead
to the reduction of cogsfor firmsin acluster whilst increasing their output.

2.3.2.1 External Economies

Asnoted in Section 2.2, ageographica dimension can beused in defining acluster. Thisdimensioncan
be regarded as an essentid facilitating factor, if not a necessary condition in the cluster process. The
premiseisthat therelationshipsin acluster will be stronger if the distances separating participantsare as
short as possible. The process of clustering, aswell asthe interchange among industriesin the clugter,
works best when theindustries are geographicaly concentrated. Theflow of information that drivesthe
flow of goods and servicesimproves as distance decreases (Porter, 1990: 157). Proximity also tendsto
restrict from filtering out of aregion. Thisisdueto face-to-face communication, which dlowsinformation
to leek out dowly. Although information technologies have reduced the impact of physicd distances,
many activities ranging from product design to contract negotiations can only be accomplished by face-

to-face exchanges.

Jug-In-Time (J1-T) inventory management and time-to-market responsiveness are current standard
elements of competitiveness and productivity. A prerequisite for their successful implementation is
geographic proximity. The importance which proximity hasin reducing the time taken to complete the
production cycleisbased on Toyotas guiding principle that the source of competitivenessiseimination
of wadte, including wasted time and delivery effort. Much of this waste is apparently derived from
rel ationships between firms (Morris & Kaplinski, 1997: 6). In this context, geographicdly proximeate
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suppliersand userswould provide the“least waste’ dternative. Another important aspect of geographic
concentration is its influence on improvement and innovatior? in production. As mentioned in Section
2.3.1.1, geographic proximity intengfies the concentration of information aswell astheratea whichit
flows within an indudry. This has pogtive ramifications for the diffuson of innovaive activity i.e. it
increasestherateat which it pervadestheindugtry. At the sametime, proximity increases knowledge of
competitor behaviour in which case the ability to assess potentid advantages from improvements in
production isincreased. Ultimately the competitive behaviour of firmsis energised.

As convincing as these suggested reasons for geographica proximity might be, they do not
comprehensvely answer the question: Why and when does the manufacturing industry become
clustered in a few regions, leaving others relatively undeveloped? Two approaches to
understanding benefits to concentration dominate the literature: industrial locationtheory that buildson
Weber (1929). These benefits are caled agglomeration economies, and the Marshallian neoclassical

perspective that takes asits point of departure Marshdl's (1920) andysis of externd scale economies
and thelr presence in "industria digtricts.” In both cases sources of externalities are cited as the reason
why firms co-locate. The literature differ somewhat in their relative emphasis on gatic versus dynamic
externdities. Neverthdess, thistheoretica framework will endeavour to further vaidate theimportance
of geographic proximity. Aswill be discussed in the following sections, it is possible to develop avery
smple model of geographic concentration of manufacturing based on the interaction of economies of

scale and transportation costs.

() Indugtrial Location Theory

The god of maximising profits has dominated the locationa choice in most discussions of the location
problem, where profits are taken asthe difference between revenue and cost. Consequently, the theory
surrounding location of industry, isessentidly an account of the complex interdependence of forcesand
reectionsimplicit in the profit maximization objective. As mentioned in Section 2.2 agglomerationisan
important eement of spatia dugering in the economy, henceit isimportant to dwell on this aspect.

2 Innovation is essentially the search for, and discovery, development, improvement, adoption and
commercialisation of new processes, new products and new organizational structure and procedures.
Uncertainty, risk taking, probing and reprobing, experimenting and testing are elements, which characterize
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Weber (1929: 134-135) wasthefirgt location theorigt to discuss agglomeration explicitly. He suggested
that agglomeration economies determine the favoured location only when thetwo main location factors,
trangport orientation (minimum transport costs) and labour orientation (low labour cost Sites) are not
dominant. Henceif trangportation cong derations result in industries concentrating closeto raw materia
supplies or markets, this does not represent agglomeration theory. Inanutshdl, Weber's point wasthat
it would proveto be profitablefor two or morefirmsto agglomerate a the same siteif the agglomeration
economies gained there exceeded the additional transport costsincurred asareult of devigionfromthe
minimum trangport cost (MTC) ste. To illugtrate this, imagine an entrepreneur who has three units of
production and who iscongdering whereto locate. Assuming that economiesof scaeareirrdevant, the
entrepreneur could locate each unit at its optimal trangport point. Or, the entrepreneur could locate the
three units adjacent to each other at acentre of agglomeration, thereby redlising localisation economies,
but only at the expense of larger trangportation cods. In this context, a unit of production may be
perceived as making atrade- off between trangport costsfor production costswhen it shiftsto the centre
of agglomeration (Isard, 1956: 179).

= Critique of location theory

Weber's agglomeration theory has been sharply criticised by critics who argue that the above
proposition is not empiricaly sound. They argue that the development of society occurs over along
period of time. Consequently, the existing physica structurd framework could be a product of past
developments. Plants have dready been built and are producing. Consequently there are opportunity
codts associated with relocating these plants i.e. one would have to forgo the use of facilities which
eventually become outmoded. Weber’ s critics have thereforestressed the significant benefitsof existing
production points as centres of agglomeration, whether they exhibit [abour or any other form of
orientation. They arguethat asnew unitsof production emerge, they will tend to benefit from locdisation
economies by agglomerating around established production points. Theability of these pointsto attract
new firmsisthereby strengthened and from this standpoint the evolutionary framework becomescritical

the innovation process. (Jorde & Teece 1990:75).
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asalocationd factor. Ultimately, any pure substitutiona theory (such asWeber’s), whichisnot dliedto
aspecific regiona structure, is severely circumscribed in its application (Isard, 1956: 180).

These critics further indicate that, even if the opportunity costs of relocation could be overlooked ad
plants were completely mobile, the problem is not as Weber portrayed it. In relocating to a centre of
agglomeration each unit of production will benfit if it diverged as little as possible from its optima
trangport Ste. The managers of these units of production aso possess different bargaining abilities.
Therefore, it would be unsurprising if the centre of agglomeration will not be at the over dl minimum
trangport cost point. 1t would probably lie within the common segment closer to the firm withgreater
bargaining ability. Moreover, appropriate sets of side payments could be madein order to enticefirms
that could not otherwise agglomerate to do o, in which case the centre of agglomeration could evenlie
a a point outsde the common segment (sard, 1956: 180). At the same time, the centre of
agolomeration could lie a the Ste of an dready existing production point, assuming that cogts of
rel ocation are reintroduced into the problem. Thiswould €iminate one group of relocation costssincein
may Stuations each unit of production could be made better off through an appropriate set of Sde
payments, then if all were to shift Weber's overdl transport optimal point.

The preceding andyss forms the core of game theory (Baumol & Blinder, 1998: 290). Thistheory,
unlike conventiona microeconomic theory, which provides a theory of decisions under conditions of
certainty, hypothesizesthat it is by no means obvious what decisons arationd individua should make
under conditionsof uncertainty and interaction. Consequently, each firm isseen asacompeting player in
agame of strategy under conditions of less than full information concerning the outcomes of various
decisons. Inthiscase, the severa participants arethe severa unitsof production. These units could be
either new units, in which case no relocation costs are associated, or they could be established units
faced with rlocation cogts. Invariably, they interact by participating in wide ranging forms of collusve
action. The ensuing bargaining processis complicated, not only because of the possibility of numerous
coditions or combined outcomes, but aso because of the varying scaes of agglomeration which are
potentidly feasible for each unit of production (Isard, 1956: 180).

It should be noted that Weber is not particularly concerned with why such agglomeration economies
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aise. He merdy suggested that they are Smply externd varieties of interna scde economies (Webser,
1929: 126-27). Hisprimary aimwasto develop amodd explaining how such economiesmight leed to
agglomeration, rather than identify what explainseconomiesthemsdaves. Consequently, hisdiscussion of
agglomeration economieswas narrow, Sinceit focussed on economies of scale of theindustry (localised
economies) with amuch morelimited andysis of the broader and, according to Richardson (1978 166-
7) probably more important concept of urbanisation economies.®

Although Hoover's andysis (1937), as cited in Bergman & Feser (1999: 5), is nearly asimprecise as
Weber's, heintroduced the now widdy acknowledged distinction between urbanisation and locdisation
economies. Even though there is afine digtinction between the two, the focusis mainly on locaisation
economies, rather than urbanisation economies, in most of the clugter literature. Other authors identify
Specific advantages of proximity between firmsincluding, “increased market power through brokered
buying and sdling, the better avallability and use of specidised repair facilities, shared infrastructure,
reduced risk and uncertainty for aspiring entrepreneurs, and better information” (Bergman & Feser
1999: 8). Recently Rosenfeld (1995: 20) cites "tailored infrastructure”, as a key advantage firmsin
regiona clusters enjoy. He argues that asindustry concentration increases, there are advantagesto be
derived by individud busnesses from the development of sophidticated indtitutiond and physica
infragtructure that is compatible to the needs of specific industry. Such infrastructure would include:
"locd product showrooms, foreign sales offices or distribution centres, supply centres, common waste
trestment facilities' (Rosenfeld, 1995: 20).

Weber's agglomeration theory can be defended, however, from an entirely different standpoint. If oneis

presented with a Stuation where a new area has been earmarked for development by a government

3 "L ocalisation economies (and diseconomies) are those associated with access to a larger pool of
skilled labour, with fuller use of specialised and auxiliary industrial and repair facilities, with large-lot buying
and selling through common brokers and jobbers. In urbanisation economies we face al thisin a broader
context as. (1) economieswhich stem from ahigher level of use of the general infrastructure of an urban area
(such as transportation facilities, gas and water mains) and from a finer articulation of economic activities
(daily, seasonally and interindustrially) and (2) diseconomies which result from of arise of the cost of living
and money wages, in the costs of local materials produced under conditions of diminishing returns, in time-
cost and other costs of transportation, and in land values and rents," (Isard 1956:183). Richardson (1978:167)
isof the opinion that urbanisation economies and indivisibilitiesin urban and social infrastructure are stronger
inducements than industrial scale economies.
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planning authority, technologica and other factorswill determine, for any given commodity, therange of
feasble scades for the units of production. The question would be whether the units should be
agglomerated to capture locaisation economies or whether they should be spatidly dispersed inabid to
reduce trangportation costs. This social welfare approach, according to Isard (1956: 182), overlooks
bothinherited physcd sructuresand theirrationditiesand differencesamong managersinther ability in
bargaining. What isrequired is acomparison between the locdlisation economies redised at Weber's
over-dl-transport optima point (and not at any other point) with the additiona transport costs
associated with agglomeration at this point. Though thisis not empiricaly sound, this socid welfare
gpproach implicit in Weber'stheory, gives auseful guide in Stuations where there is need to transform
exiging structure in order to redise optimum resource utilisation.  From this point of view, Weber's

agglomeration theory is relevant.

Weber dso made tremendous contributions on the impact of uncertainty on location. Ashighlightedin
the preceding discusson on game theory, a fundamental eement is that of making decisons under
conditionsof uncertainty. Theimpact of uncertainty on location can be best understood in terms of how
it affects economies of scale and transport over space, rather than as a separate influence. Due to
uncertainty, plant Szeisreduced asaresult of the rdluctanceto risk capita, aswell asdiminishing returns
to management decisions (Richardson, 1978: 61). At the same time, within the spatia context,

uncertainty is intengfied with distances from markets, in which case smdl firms have to depend moreon

externad services. This consequently reinforces agglomeration in big cities or industrid aress.

Furthermore, uncertainty increases externa economies and agglomeration because new firms and
industries tend to be uncertain and therefore are inclined to locate in large urban areas whererisks are
minimised, resulting in therapid growth of cities. Moreover, Sncelarge urban aressare the main centres
of innovation, this is indrumentd in maintaning cost advantages over other cities, while thar
communication economies tract moreinnovating firms. In effect, when one considersindividud firm's
location decisions, uncertainty reinforces agglomeration dueto therisksof periphera locations, coupled
with the greater incentive to co-ordinate decisons (Richardson, 1978: 62). Uncertainty impliesthat a
firmisunsure about his competitor'sreactions. Consequently, strict profit maximisation becomesaless
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pressing issue as the desire for secure profits becomes more important”.

In an attempt to minimise uncertainty, location decisionmakers actudly reinforce agglomeration. The
first possbleway to do thisisfor the relocating firm to replicate previous behaviour either by remaining
a the origind location or moving only ashort distance o asto avoid disrupting contacts with existing
suppliers and customers. The second possibility, which applies particularly to new firms, would be to
choosealocationin the areaof maximum familiarity, typicaly closetothelocator'shome. Therationde
behind this behaviour is that familiar locations imply greater ingght into markets, cost and other

conditions compared to unfamiliar locations. Emulating the behaviour of a'successful’ peer groupisa
find way of reducing uncertainty. This clearly depicts locationd interdependence, the overdl results
being successive development in the area (Richardson,1978: 63). Together with Perroux (1950: 95-

6,102), Hirschman (1958: 183-4) arguesthat understanding how this processtakes place may bevery
important in promoting regiond development, especidly a a growth pole.

The preceding andysis has highlighted the fact that many treatments of agglomeration economiesreston
cost minimisation due to proximity to inputs or proximity to markets. Aswill be analysed later in this
section (under paint iii) these explanations have, however, been undercut by the globalisation of markets,
technology, supply sources, easier mobility and lower transportation and communi cation costs (Porter,
2000:8). Today, the nature of economies of agglomeration has shifted toward the cluster level, and
away from either narrower indudtries or urban aress per se. Marshal however, seemed to have

developed an early understanding of this, as will be discussed in the following section.

4 Sales or satisficing maximization as opposed to profit maximization objectives emphasize security rather
than profit viability with a minimum profit constraint, rather than peak profits, and economizing on time,
information and other resources in making a site choice. Locaters prefer centres of agglomeration since
these tend to be safer than untested isolated sitesi.e. offer a higher degree of accessibility to transport
routes, near to raw material sources, input suppliers and labour pools. Such centres provide sound
location rather than optimal location that is impossible to identify given the amount of time required to
conduct detailed revenue-cost calculations to determine such location (Richardson, 1978:63).
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(il) Marshallian Theory

Marshdl (1920: 271) identifies three reasons for locdisation. Firgt, if firms are concentrated in a
particular area, they offer a pooled market for workers with industry specific skills. This therefore
reduces both the probability of unemployment and of labour shortage. Any locdity, which has a
favourable choice of workers possessing the redevant specidist sKills, isbound to attract employers. At
the same time, workers in search of employment migrate to places where there are a number of

employers requiring such skill astheirs, and where there is a possibility of finding agood market. A

common s&t of cultural and socid values often reinforces such a specialised knowledge pool, whichis
avalable to dl within the clugter. Ultimately this creates what Marshdl (1920: 271) termed the loca

"indugtrid atmosphere.”

Second, once an indusiry has chosen its locdlity it is bound to stay long, in which caseit is adle to
support the production of non-tradable, specidised inputs. There is the likelihood that subsidiary

indugtries supplying implements and materials will develop. These subsidiary indudtries, each devote
themsdves to one smdl branch of the process of production. Because they service many of the
proximatefirms, they are ableto keep and make congtant use of specidised, high quality machinery, and
in effect make it pay its expenses, though its origind cost may have been high, ad its rate of

depreciation very rapid. Insuch settingsinwhichindividua firms could specidisein aparticular sage of
the production process, adeep inter-firm divison of labour occurs. Third, aninformationa spillover can
give dudtered firms a better production function than isolated producers can. Thisis becausethereis
improved communication about market conditions (Marshdl, 1920: 273). It becomesfeasbleto publish
information and to makeit cheaply availableto dl when theindudtry reachesacertansze. Theexisting
firmsregp the benefits of chegper informationin theform of lower average costs of production. Growth
within thisindudtrid areawill imply the emergence of ahogst of specidised auxiliary industriesto service
the needs of the parent industry. The effect is to lower cogts as a function of the output of the entire
industry.

These three reasons formed the basis of Marshdl's origina exposition of the neoclassical concept of
externd economiesof scae, and most of theliteratureinthisareafollowsMarshdl inidentifying reasons
for localisation (Porter, 1998: 144; Krugman, 1991: 483-99 and Schmitz, 1992). Marshd| (1920: 266)
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defines externad economies as cost savings accruing to the firm asaresult of Size or growth of output in
industry generally. Externa economies tend to be characterised by non-rivary and non-excudatility,
which can lead to under-investmentsin amarket economy and which is part of a common pool from
which every firm can fredy draw. Sucheconomies contrast directly with internal economies, which are

the source of increasing returns from growth in the Sze of the plant.

Implicitly, external economiesare spatia externdities, which may be defined generdly aseconomic by-
products of proximity between economic agents. These can be negative or positive, Satic or dynamic,
pecuniary or technologicd. Though the Satic variety is reversble, dynamic externdities are those
associated with "the technological advances, increased specidisation, and divison of labour that
accompaniesand/or drivesgrowth and development™ (Y oung, 1928: 527-42 cited in Bergman & Fesr,
1999: 9). Anexampleof agtatic economy enjoyed by afirminagivenindustria district might be lower
costs enjoyed for intermediate inputs, because of proximity to its suppliers, e.g. asaresult of reduced
trangport costs. Due to the fact that such an economy does not induce market failure, since it is
completely accounted for in the price mechanism, it is adso pecuniary. In this context no government
intervention isrequired to encourage geographic clustering. Depending on how such benefits outweigh
any cogts associated with agglomeration, firms will tend to cluster on thelr own (Bergman & Feser,
1999; 9).

Dynamic externd economies associated with learning, innovation, and increased specidisation arethe
most relevant in understanding industry clusters. According to Bergman & Feser (1999:9) Marshdl

illugtrated the various facets of (largely dynamic) externa economies with his ddiberation on
concentrated indugtrid didtricts, i.e. places where firms benefit from substantia pools of skilled |abour
avalabletodl of them. Therearegreater opportunitiesfor intensve specidisation (afiner socid divison
of labour), and the spread or diffusion of industry-specific knowledge and informetion is intengfied.
Beyond those dynamicsis not just the Size of the ditrict aone, but socid, cultural and palitical factors,
including trugt, business customs, socid ties, and other ingtitutional consideration (Fountain, 1997: 3;
Piore & Sabel, 1984: 265-7; and Granovetter, 1985:4). It is important to redise that much of

Marshdl'sandysisisreevant to Porter's (1998) discussion of firm structure, strategy and rivary as one
of thefour determinants of competitiveness. In effect, Marshdl provides someof thefirst hintsasto how
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micro-level business relationships might influence growth and devel opment.

From the preceding analysisit can be argued that in the presenceof externdities, manufacturingindustry
tendsto clugter in afew regions, leaving othersrelatively undeveloped. Both Weber and Marshall have
argued that such externdlities represent economic by-products of proximity between economic agents.
Such economic by-products are usualy associated with cost savings accruing to firms asaresult of the

Sze or growth of output in industry generaly.

(iii) Critique of the role of geographic concentration

Marshall (1920: 261-72), Weber (1929: 134-5), and Porter (1998: 144) dl base their arguments of
geographic concentration on neoclassicd externdities. Cons derable emphasisisplaced on knowledge
Spilloversdueto geographic proximity. Itisperhapssurprisng thet astrade barriersand communication
cogtsfall, and astheinternet becomesincreasngly important in business, thelocd environment becomes
amore important influence on competitive advantage. Duein part to the above-mentioned factors, and
to the globdisation of markets and supply sources, and ease of mobility, severd criticisms have been
directed towards the role of geographic proximity in clusters.

Krugman (1991: 54) arguesthat knowledgeisinvisble. Consequently, it isextremely difficult to assess
itsimpact. Indeed technological and knowledge- related spillovers (examples of dynamic externdities)
play animportant rolein thelocalisation of someindustries, however, one should not assumethet thisis
the overriding reason. At the same time, there is congderable evidence form the literature of

neoclassicd, static externdities (associated with i.e. lower trangport costs dueto geographic proximity)
as sources of localisation. Krugman (1991: 54) aso believesthat this could just aswell amount to the
impact of increasing returns to scae. Again, he made this stlatement with particular reference to the
invisble nature of information. Ancther criticism of therole of geographic proximity, indicatesthet there
are exceptions to the rule when the assumption that firms must rely on face-to-face communication to
remain efficient or innovative is made. Hansen (2000: 4) indicatesthat "despite these clams, thereisin
fact abundant evidence that information and knowledge networks that influence business efficiency can
be, and often have been widdy diffused geographicaly.” Severa observers, including Hansen, have
argued that geographicaly proximate firms in a cluster may often attempt to preserve a degree of
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secrecy localy, while forming networks with distant partners.

The vaue of these two criticisms is however reduced by the example of London and New Y ork's
financid clugters, which provide evidence of the "continuing vaue of face-to-face communication”
(Norton, 1999: 5). Edwards (1998: 8) as cited in Norton (1999: 5) uses Marshdl's andyss of
England's indudtrid didtricts, and of the role of specidised skills. He argues that a need for clustered
financid centreswill persst, dependent on the preference by skilled labour to meet in person in order to
co-ordinatetheir work. Norton however, questionsthe validity of thisargument by saying™.....but even
if busnessmust be done centraly, why do it near to your competitor?' The answer to thisquestion lies
in locdisation economies, which Porter (1998: 152-3) argues are important snce they facllitate
information flows. It was mentioned in Section 2.3.1 that proximity to competitors and suppliers
increases knowledge of their operations. This can simulate innovetive activity and even dlowsfirmsto

headhunt for employees with sought after specidist skills (Norton, 1999: 6).

The notion that proximity isasufficient condition for spatid spillovers, has aso been criticised. Section
2.2 indicated that the nature of linkagesin acluster, are important for the generation of spillovers. This
last criticism has resulted (as dso indicated in Section 2.2) in ardated but distinct concept of regiond

indugtria networkswithin clusters. Thisparticular concept formed the core of thefirst non-neoclassica

theories of externdities pioneered by Piore & Sabel (1984: 265-7), and later extended by Saxenian
(1995: 1-17). Piore & Sabel (1984 265-7) developed the New Industrid Didtrict theory which was
distinguished by an emphags on trust (a common, binding dement in Itdian industrid didtricts) and
flexible or post-Fordist production systems. They emphasised the merits of the “third Italy” and it

indugtrid clusters, specidising in high fashion and design-intensive goods. They argued that networks
(based on trust and socid interaction) developed among firms, which managed to cooperate around
activities of mutua benefit such as

training, marketing and research. Atthesametime, smdl firmsin clusterscan usether inherent flexibility
to obtain cost savings by co-operating with other specidised firmsin such aress.



2.3.2.2 Co-oper ative Competition

Insmilar perspectiveto Marshall, Schmitz & Nadvi (1994: 4-6) are of the opinion that industry clusters
can be identified by their geographica concentration and intense set of backward, forward, horizontal
and labour linkages. These linkages are based both on market and non-market exchanges of goods,
sarvices, information and people, aswell asanetwork of private and public locd ingtitutions supporting
the economic agents in the clugter. He further argues that the widespread availability of externa
economies and co-operation effects arising from the above features are commonly seen asthekey factor
meking smdl firmsin acduster economicaly viable and internationally competitive. In other words, this
alowsthe clugter to reach ahigh degree of collective efficiency. Schmitz (1992: 65) defines collective
efficiency as "the sum of unplanned or incidental consequences and planned or conscioudy pursued
effects.”

Also in amilar fashion to Marshdl (1920: 261-72), Rabdloti (1998: 244) takes the definition of

collective efficiency a step further, as he introduces the digtinction between gatic and dynamic co-
operation effects. Smilar to externa economies (see Section 2.3.2.1), static co-operation effectsimpact
on the leve of productivity of the system, whilst dynamic co-operation effectsimpact on the system's
capability to grow and innovate. These co-operation effects are aresult of explicit and voluntary co-
operative behaviour. Schmitz and Rabelloti’ s arguments have many parallelsto one of the predominant
themes in the industry clustering literature - "co-operative competition.” The idea is that the most
competitive firms find ways to work together even asthey competefiercdly in the development of new
productsand the battlefor markets. Thisseemsto overridethe notion that companiesminimiserisksand
maximise their competitive podtion by drictly regulaing any information exchange with direct

competitors.

Co-operation effects differ from external economiesin that they exhibit characteristics of excludability
and compensation. According to Rabdlloti (1998: 244), mechanismsalowing compensation governthe
rationa interest of firms to cooperate among each other. In the event that such co-operation takes
place, the resultant co-operation effects would lead to in an increase in the collective efficiency of the
sysem. Monetary exchange, exchanges of information, technology, know-how or human cepitd, and
building up a reputation which can become beneficid in future interactions, are ways in which
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compensation can take form in the long term (Rabelloti, 1998: 225). The existence of such procedures
for compensation, alows the introduction of excludability in the exploitation of collective advantages,

which are derived from co-operation effects.

Itisinteresting to note that anon-neoclassical approach to clustering (see Section 2.3.2.1) suggeststhat
modes of co-operation based ontrust, family ties, and tradition, are believed to be one meansby which
amdl and medium-sized enterprises seek to counter interna scale economies enjoyed by their larger
competitors. These are mostly described for indudtrid didtrictsin " Third" Italy. Outsdeof theindustria
digricts literature, however, examples of co-operation, based on trust, between enterprisesin given
clusersarefew. Doeringer & Terkla(1997: 227) givetwo examplesin which co-operation among co-
located firms can payoff. One iswhen jugt-in-timeinventory and ddivery sysemsareused. They cite
the joint location choices of Japanese manufacturers and their suppliers, which are often necessary to
make J T truly work, as evidence of how co-operation drivesregiona industry clustering. Companies
aremorelikely to identify niche markets and new specidised products when thereis more frequent and
rapid interaction with suppliers.

The problem with both of these examplesisthat they apply primarily to end market producersand thelr
suppliers, rather than to competing end market producers. AsEnright (1996: 199) notes, thedigtinction
between vertica and horizontal typesof co-operation isimportant, sSincethe potentia costsand benefits
to eechtypevary sgnificantly. Heidentifieslobbying; foreign market research; joint export promation;
tradefairs, desgn; training; projects on technology and specidised infrastructureinvesments astypica
areas in which competing producers might cooperate. Co-operative behaviour in clusters can also be
seenin the sharing of specific information within groups of firmslinked by some explicit forms of formd
or informa agreements. On the other hand, they tend to competein the areas of marketing, production,
and sales, new product devel opment and processimprovements. Thiscdlearly contrastswiththeview on
indugtrid didtricts, which athough focussng much atention on co-operation in production, such co-
operation specificaly relates to collective efforts to solve joint production problemsi.e. with suppliers.
Ultimately (aswill be discussed in Section 2.4.5), the "socid embeddedness’ of firm relationships means
that interna dynamicsof regiond industry clustersarelikdy to vary widdly between countries, and often
within them (Enright, 1996:199).
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Given thelimited emphasisin the literature on co- operation between competing end market producers,
and the effects thereof, the following modd will endeavour to illugtrate how thisis achievable.

(i) A modd of equilibrium and profit-maximisation in an industry cluster

How do firmsalign the possibility of industry co-operation yet still compete against each other in
order to maximise their profits? Without extensions, neo-classca oligopoly models are not much
help here as they discuss horizonta co-operation dmost exclusively in terms of standard cartel theory.
Co-operation isconsdered with suspicionin both literature and policy discussion. Contrary to theusud
assumptions made in most of these modds, rdations among firms are seldom of awholly co-operative
or norco-operativetype. Asevidenced in the preceding sections, in many Stuationsfirms competein
some fidds, while they cooperate in others. Hence within an industry clugter, firms would commit
themsdlvesto ajoint profit-maximising level of research and development (R& D) inan "' precompetitive
stage” but remain fierce competitorsin the product market (Enright, 1996: 200).

The merits of co-operative research are based on the fact that it alows the participants to overcome
barriersimpaosed by exorbitant cogts of development. It so diminates the duplication of effort snce
independent research activities usualy develop adong identica or near identica technologica paths.
Waste associated with independent R& D efforts can therefore be minimised if research plans are co-
ordinated (Kamien et al, 1992: 1293). Thus, evenif each firminthiscollaborative arrangement wereto
contribute lessthan it would spend if it conducted its own devel opment, the collective effort might result
in the development of technology at alower total cost or one superior to what could be achieved by
individua efforts. Thefear that participating firmsin such acollaborative arrangement will tend to "free-
ride" on each other, or reduce the

potentid for competition in other spheres of thelr interaction, ssemsto diminish these dleged advantages
(Kamien et al, 1992: 1293).

Thisgtuation could arisewhen firms undertaking R& D investment are unable to completely gppropriate
al of the benefits from their R&D projects, which have spillover effects. Hence the worst possible
scenario would occur if the collaborative research efforts actualy impoverished development effortsas
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compared to non-co-operative R& D, and in the event result in increasesin product prices brought about
by the participants curtailing competition (Kamien et al, 1992: 1293). However, ashighlighted earlier in
this section, mechanisms for compensation in a cluster dlows the introduction of excludability in the
exploitation of collective advantages derived from co-operation effects. Moreover, the literature aso
indicated that trust (and the benefits thereof) in Itdian digtricts, ssems to mitigate the disadvantages of
collectiveaction. Section 2.4.5will discussthisfurther. Itisthereforeimportant that the participantsina
cluster focus on how to achieve the aleged advantages of a collaborative research agreement while
avoiding the potentid disadvantages.

» Theindugry in equilibrium

Once again game theory can be used in an attempt to establish a baance between the advantages and
disadvantages characteristic of collaborative research agreements. Ashighlighted earlier, the essence of
thistheory isthat decisons are made under conditions of uncertainty. Consequently, eechfirmisseenas
a competing player in agame of strategy under conditions of less than full information concerning the
outcomes of various decisons. Thus in the product market each firm's managers proceed on the
assumption thet ther rivas are extremely inventive decisons makers who will aways make the most
profitable countermoves to any they make (Baumol & Blinder, 1998: 290).

A two-gage game with n firms participating as players can be used to analyse how firms can achieve
and maintain their profitability, whilst co-operating a industry level. Inthe second stage of thisgame, we
will makethe criticad assumption that firmswill engage in Bertrand (price) competition, whilein thefirst
sage they invest in R&D. A player's payoff or yied is composed of the profits made in the second
sage of the game less hisfirg sage R& D expenditure. Though the andysisalowsfor firms producing
differentiated or identical products that share acommon technology, inthisanaysisthefocuswill beon
differentiated products (synonymouswith Bertrand competition). Inthefirst sage of the gameresearch
efforts are amed at reducing unit costs.  Spillovers (the ease with which each firm can imitate the
successful one's innovation) from each firm's research and development efforts to the others will be
alowed in this modd. We aso assume that the results of the R&D stage are completely shared, in
which case duplication of effort isdiminated (Kamien et al, 1992 1294).
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In essence, themodd depictsaresearchjoint venture (RJV) cartd. It'scriticd featureisthat firmsshare
their information completely, diminate duplication of effort, internaise spillover effects, and co-ordinate
their R& D expenditure so asto maximisethe sum of their profitsat theleve of output wheretheindustry
margind cos (MC) and margind revenue (MR) are equd. It is important to note that naturaly

participantsinan RV might not discloseinformation or might be permitted to conduct some proprietary
research, in which casethe spillover rate might not beincreased to its maxima possibleleve assumed so
far. Taking this into account, our analysis is confined to the case in which firms share dl their R&D

outcomes.

Within the gametheory gpproach, an andyssof pure-strategy subgame-perfect Nash equilibrium, (a
stuaioninwhichdl playersadopt moves such that each player’ smoveisitsmost profitableresponseto
themove of the other) can beused. Thisdisclosesthat for sufficiently high spillover rates, the reduction
inunit cogsisgreater under RV cartelisation than under R& D competition (when firmsundertaketheir
own R&D efforts). The causes of this difference are two types of externdities created by R&D

activities in the presence of spillovers. The first one has an impact on a firm's competitive advantage
relative to its rivds This externdity involves a firm deciding its R&D invesment leve whilst taking

cognisance of theimpact it will have on its competitor'sefficiency. Inthisrespect, the critica redisation
by firmswould bethat for every rand it spendson R& D, part of it spillsover to itscompetitors, reducing

their unit costisand making them aggressive competitors. Thisexterndity inhibitsafirm’sR&D spending
and istaken into account by thefirmsin thismodd. The second externdity impacts on overdl industry
profits and can be ether postive or negative. It is usualy a result of the impact of a firm's R&D

expenditure on the profits of dl the firms. This externdity isignored by afirm under R& D competition
but is internalised when firms decide how much to spend in order to maximise on the RV cartd's

combined profits.

It isimportant to note that the total effect of the two externditiesis postive when the spillover rateis
"aufficiently” high. One finds that in such a Stuation, unit costs tend to decrease more under RV
cartelisation than with R& D competition, in which case combined profits are higher, and second-stage

equilibrium pricesarelower. At the sametime, both producers and consumers achievethe highest total
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consumer plusproducer surplus. One could also arguethat large spillovers create a public-good effect
through dimination of duplication and hence some implicit economies of scae that make co-ordinated
actions socialy preferable to unilateral ones (Kamien et al, 1992: 1295). If firms decided to conduct
R&D individualy, these economies of scale are not exploited and the "free-rider” problem dominates.

=  Thefirm in equilibrium

As discussed in the previous section, one of the advantages of firms collaborating on R&D is that the
indugtry's joint profits are maximised. This might seem an gppeding explanaion in judtifying the
collaboration of firms in a cluger. However, it does not fully explan how individud firms can
competitively seek to obtain an equilibrium leve of output at which they maximizetheir own profits. The
Bertrand version of oligopoly theory can assst once morein thisregard. Firms are assumed to sdll
differentiated products, meaning thet it is possible for one producer to raise or lower his price without
needing to fear ether the loss of dl his customers, on the one hand, or an immediate response by his

rival, on the other hand.

In analysing oligopoly with product differentiation, we will use the kinked average revenue curve. Ina
sense, thereis no revenue function for an oligopolist a dl. The amount he sells depends on the prices
charged by other producers, and unless these can be specified in advance he cannot know what the
demand for his product will be. This kinked average revenue curveislikey to be found mainly where
trade isrelaively depressed. It iswhen businessisbad that agroup of oligopolistswill be reluctant to
follow aprice increase by one of their members. They will fed thet if asnglefirm rasesitsprice, itis
likely to lose market share, and profitsaswell, so that they will bewell advised to maintain their prices.
Itisin these circumstances too, that they will fed compelled to follow aprice cut by one member of the
group. They will then fed that unlessthey follow the price cut they will lose market share, and that inthe
long run at least they will lose profit as well.
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FIGURE 2.2 EQUILIBRIUM FOR: (a) FIRM NOT IN A CLUSTER (b) FIRM
IN A CLUSTER

ice (@): Eirm not in cluster Price (b): Eirm in cluster

0Q \mrQuantity

Source: (a) Baumol & Blinder 1998:290 (b) Own interpretation of possible outcome

In Figure 2.2 the kinked demand curve is (DAd) and the corresponding margind revenue curve (MR)
that follows the MR down to point B and drops directly to point C. Hence the composite margina

revenue curvefacing thefirmis(DBCmr). The price has settled down at OP (equilibriumat €) and the
firmis currently sdling the amount OQ. Aswe have seen, thiskind of average revenue curve implies
that thereisrather adepressed market. If thefirm cutsitsprice, itsrivaswill follow; if it raisesitsprice,
they will not.

If the margina cost curve (MC) is as shown, there will be no reason to dter price. The margina cost
curve passesthrough the 'gap’ in the margina revenue curve. Any dight upward or downward shifts of
the (MC) curvewill ill leave it intersecting the margina revenue curve between B and C and therefore
will not leed thefirm to changeits output decison. Consequently, the pricewill remain unchanged. This

41



particular agpect of the kinked demand curve makes prices "sticky" i.e. reflects the uncertainty firms
have about competitor behaviour.

However, assuming this particular firm is operating within a cluster, and due to collaborative research
efforts unit costs of production within theindustry are rgpidly fdling, and hence the margina cost curve

fdlsfar enough (MC") to cut the margind revenue curve beow C (asillugtrated in graph b: of Figure
2.2), it may pay the firm to cut its own priceto OP* (equilibriumat €") in which case output increases

to OQ" . Even after competitors have matched the price cut, costs may havefalen far enoughtoleave

subgtantid profits. The danger with price-cutting however, isthat rivadsmay react by cutting their own
prices even further, which will eventudly lead to apricewar. The best way to insure againg this, isfor
each firmto keepsitscostsaslow, or lower, than those of any other firm. To dothis, firmscan striveto
see that by using new production methods and introducing new products, their costs are low, their
productivity high, and their products attractive by comparison with those made by other firms.

Thus even though this firm could have collaborated in R& D, which leadsto asubgantid declinein unit
cogsof production, (eg. of dynamic externdities derived from learning and innovation) itiscrucia that
it il strives to have superior cost- saving manufacturing processesto makeits products, or it strivesto
have a superior service cgpability. The implication thereof isthat if a price war should break out, the
firm that has concentrated on using world classtechnology and isinnovative and cregtive in the process,
or one linked to partners who are world class in complementary activities, will be strong enough to
survive (Baumol & Blinder, 1986: 248). What istherefore crucid ishow effectively individud firmscan
use the advantages created by an industry clugter (i.e. savings obtained from joint R& D) to enhance
thelr productivity, maximise their profits and in the event to gain grester market share.

Ultimady, firms, which were making losses or just bresking even prior to the establishment of an
industry clugter, could see themsdlves earning abnorma profits. Not only can they benefit from cogt-
savingsin production that could be generated by cooperative research efforts, but also from efficiency
gains brought about by external economies of scale, and the internationd reputation which the cluster

42



will eventudly obtain asits vighility and prestige attracts foreign direct investment.

2.3.2.3 Rivalry

The third core theoretica concept underpinning the literature on regiond industry clusters is that of

interfirm rivalry. It would seem that the emphasison interfirm rivalry in Porter’ sandyss contradicts the
view that clusters are strongly characterised with aspirit of cooperative competition. Asmentionedin
Section 2.3.1.1 Porter (1990: 36) adoptsthetraditional neo-classcd view in arguing that acompetitive
industry structure -i.e. multiple companies competing in the same industry, such as those found in an
oligopoly environment- ensures @ntinued pressure to upgrade technologies, minimize costs and

innovate. But a smple industrid concentration index is not a good measure of the degree of rivary

among firmsin agiven industry or region. Moreimportant isthe competitive spirit characteristic of the
indugtry (Enright, 1996:200). At the sametime, rivary islikdy to be stronger among competing firms
that are geographicaly concentrated in a particular area in which case the depths of competition

multiply. Consequently in the same region firms compete not just for customers, but also for labour,
capitd, publicity, and political support.

Chinitz (1961) as cited in Bergman & Feser (1999: 12) offered one of the earliest anadlyses of the
associaion between market structure and geographic concentration. He was trying to establish that
market structure is a key determinant of agglomeration economies. The foresight in his discusson is
evidenced in the present-day focus on how firm and industry organisation influences regiona
development paths. He draws adirect link between firm structure and rivalry and regiona economic
fortunes. Hed o critiquesthe agglomeration economiesliterature'semphasis on urban and industry size
arguing that "industria structure particularly influenceslearning, innovation, and entrepreneurship, giving
diverse, and smdll-firm rich placeslike New Y ork an advantage over large-firm, sngle-industry towns
like Pittsburgh" (Bergman & Feser, 1999: 12). This has become a significant themein the Marshdlian
new indudtrid digtrict theory aswell.

2.3.2.4 Path Dependence
Peth dependenceisyet another underlying theoretical concept in regiona cluster definition. Itsoriginis
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rooted in the various growth theories developed over the years. Authors such as Myrdd (1957);
Friedman (1966); and Kador (1970) put forward polarization, core periphery and cumulative modes
(respectivey), which highlighted that regiona growth or decline tendsto be sdlf-reinforcing (Berman &
Feser, 1999: 12). Disequilibrium in the space economy, with some leading or dominant regions as
compared to peripherd regions, isthe underlying argument in thesesmodds. Theseearly growth theories
essentialy form the basis of the current new endogenous growth theories.

The 1980s on the other hand, witnessed the dominance of neoclassica theory in mainstream regiona

growth. Consequently, neoclassicd regiond growth theory, which might betermed “ exogenous growth
theory” sees risng output per capita as resulting from externdly given increases in the quantities of

labour and capital (Bergman & Feser, 1999: 13). Congtant returnsto scale dominatesthisapproach, in
which case growth can be explained using setidtics i.e. by increases in the quantities of factors of

production. Inthis caseincreasesin"quantities’ of labour is synonymous with increasing education of
workers. The assumption is that thereis no technologica or organisationa change, no economies of
scale, but only congtant returnsin an environment affected only by investment and labour force growth.
The net effect thereof isthat naturad market mechanismswill gradudly eiminateinterregiond differences
(Bergman & Feser, 1999: 13).

In the 1990s, the debate between equilibrium and disequilibirum views of growth was renewed, with
contributions in mainstream growth theory that emphasize the role of increasing returns.

This is due to advances in moddling techniques, which have dlowed maingream economists a more
accurate and congstent treatment of growth theories. New growth theory suggests that growth over
time impliesincreasing returnsto scae for aregion or anational economy (Krugman, 1991: 61). The
explanation liesin innovation and in spilloversfrom externa economies of scalethat operate over time,
enhancing skill and productivity levels throughout the economy. Learning-by-doing withinafirmisan
important process in new growth theory, which implies that current unit cogts are a function of
experience. Because of spatia agglomeration, firms can benefit from increasing returns due to the ease
of imitation and learning. Consequently, new growth theory propose that comparative advantage
established in aregion or country, perhaps by accident, chance, distribution of natura resources, other
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non-behaviourd phenomenaislikely to strengthen as aresult of such external economies (Bergman &

Feser, 1999: 13).

In amilar fashion to the new growth theory, 'new international economics aso holds important
implications for regiond andyss Clearly trade theory is not how encompassng a geographic
dimension; since it has dways been a spatid theory (Ohlin, 1967; Krugman, 1991). As cited in
Bergman & Feser (1999: 16), Krugman (1990) suggests that including increasing returns modelsinto
trade theory indicates the probability of a highly concentrated geographic pattern of development,
coupled with sustained diparitiesin regiond incomeand employment. Similar to new growth theory, the
focus appears to be on knowledge-related externalities as sources of increasing returns, especidly in
technologicaly advanced industries. Also cited in Bergman & Feser (1999: 13), Arthur (1989: 116-
31; 1990a: 235-51; 1990b: 92-9) indicatesthat when indusiriesthat have deve oped acompetitivelead
inagiven market induceaprocessof cumulativeregiona development, thisresultsina“lock-in effect.”

Luck or higorica accident such as business acumen can cause the initid lead. Either way, certain
locational clusters may be able to develop a type of monopoly advantage over indudtries in other
places, though how likely or sustained such a process would be, is an empirica matter.

Path dependence therefore primarily refers to the genera concept that regardless of their qudity,
technological choices can be dominant over dternaives and is sdf-reinforcing (Bergman & Feser,
1999: 13). These technological choices are not necessily irreversible if they are given a sgnificant
enough shock. A classic exampleisthat of David's discussion (1985) of the modern keyboard. On
account of the fact that business, as a generd rule, cluster in space, path dependence can have clear
geographica implications.

Krugman (1991 60) givesthe example of the carpet industry in Daton, Georgia. It was by chancethat
ayoung lady developed a technique to make bedspreads and created aloca handicraft industry that
began sdling the items in outlying areas well beyond the immediate vicinity. No carpet technology
indtitute at thelocal university or cluster of carpet producers existed in Daton, and therewasno history
of carpet making among loca workers. Nevertheless Dalton developed into a leader in carpet
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production and into acarpet industry cluster. Scale economiesand externditiesreinforced itslead. As
aresult of the path dependency of technology, development tragjectories can become path dependent
(Bergman & Feser, 1999: 15). The Ddton story thereforeillustrates that the notion of being the firgt-

mover can have far-reaching effects on the ability to achieve success in development efforts.

2.3.2.5 TheInnovation Environment

The find theoretical concept underlying regiond clusters is that of the innovation environment. The
previous sections highlighted the underlying phenomenon of clustering. The discussion established thet
the conditions for competitive advantage are the most favourable when exchange and flow of
information about needs, techniques, and technology among buyers, suppliers and related industries
occurs at the same time that active rivary is maintained in each separate industry.

Although a brief description was given of some of the reasons why such interchange improves
competitive advantage, minimum attention has been given to the mechanisms through which it occurs.
These areimportant snce effectiveinterchange among independent firmsin aregion or nationisfar from
guaranteed. Because the economic interests of firms in a cluster differ and sometimes conflict, (i.e.
suppliersand buyersfor example, face conflictsover pricesand theresulting divisonof prafits), thismay
hinder effective interchange. At the sametime, because of an unwillingnessto disclose informetion, this
may biasor restrict information flow among stakeholdersinacluster. AsPorter (1990: 152) suggests, it
is not a given that effective interchange which has advantages for locd firms competing with foreign
rivas, will reduce the preoccupation with relative bargaining postions.

Some of the mechanismsthat do enable interchange within clusters are conditionsthat help information
to flow more easlly. These mechanisms aso facilitate coordination through the creation of trust and
reducethe perceived differencesin economic interest between verticaly or horizontaly linked firms. For
example, persona relationships dueto schooling or military service, tiesthrough scientific or professond

associaions arefadilitators of information flow. Community ties due to geographic proximity and trade
associations encompassing clustersare dso important. [n addition to facilitators of information flow are

sources of god congruence or compatibility within clusters. Thelatter would congst of factors such as
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family or quas-family ties between firms, common ownership within an indudtrid group, ownership of

partiad equity stakes, interlocking directors and nationd or regiond patriotism (Porter, 1995: 153).

Far from being isolated from what lies outside them, firms are embedded in networks of socid and
indtitutiona relationshipsthat shape, and are shaped by their strategies and structures, (Saxenian, 1995:
3). Onefindsthat purdy anaysing clugtersintermsof externa economies and therefore drawing asharp
digtinction between what occurs indde and what occurs outside the firm, overlooks the complex
relations that have evolved with time between the interna organisation of firms and their connection to
one another, and the socid Structures and indtitutions of ther particular locdity. Consequently, a
network perspective brings to the fore these hitoricaly evolved relationships (Saxenian, 1995: 3).

(i) " Social Capital" within Clusters

The relationships in networks capture an important feature of clusters “social capital” Itisan
important eement in reducing the extent of conflicting economic interests amongst firms in clugters.
"Socia capitd” refers to “features of socid organization, such as networks, norms, and trug, that
facilitate coordination and cooperation for mutua benefit” (Fountain, 1997: 2). The concept of socid
capital extends our understanding of aoperation and collaboration in two sgnificant ways. Firg,
making cooperation synonymous with the economic concept of Acapitall gives an indicetion of the
investment or growth potential of a group's ability to work jointly. Second, the concept identifies the
Structure created from collaborative effort as capita.

In a sense, well-functioning networks in industry clusters actudly condtitute "a form of socid capitd,”
found in the resources which are shared and held by individua indtitutionsin a cluster, aswell asinthe
overdl structure of the relationship among the indtitutions. For example, agroup of scientists usetheir
collaborative ability gained from collaboration on ardatively smdl scientific project to propose and to
completelarger, riskier research projects. Moreover, they may eventually usetheir network to address
the economic development of their community. As they learn how to collaborate productively and
develop reputations for trustworthiness, they may extend their originaly small network to members of
the political and businesscommunity (Fountain, 1997:2). Similar to other formsof capitd, socid capita
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as0 accumulates when used productively.

Thisoppositeto socid capitd isthe dilemmaeconomigstypicaly refer to asthe problem of " collective
action." Despite the gainsfrom cooperation, collective action theory arguesthat, in the absence of an
overriding authority to sanction gppropriate behaviour or clear guiddines to ensure commitment,

individuaswill tend not to take the risks of cooperation. Ultimately, noone gainsfrom co-operation and
dl areworse off. Collective action, which has until recently dominated economic relations, has been
considered unfortunate, since policy experts have argued that the coordination costs associated with
inter-organizationd and inter-jurisdictional arrangements, under cooperation, often exceed the benefits
(Fountain 1997: 3). They repeatedly highlight the need for cleer lines of authority and strong, centraized
governance structures to monitor behaviour and to enforce sanctions againgt inappropriate actionsin

order for collective action to be effective.

Neverthdess, an increasng number of policy experts, as well as socid scientists from a variety of
disciplines, have noted and have sought to explain the proliferation and success of collaborative
arrangements in a variety of policy settings. According to Fountain (1997:3), the success of these
arrangements can be attributed to the workings of socid capitd. Trust, norms, and networks are the
condtituent eements of socid capitd. Of particular interest isthe concept of trangtivity of trust whichis
akey property of socid capital, inwhich case: A trusts C because B trusts C and A trust B. Therefore
without close persona contact among al members, rdatively large networks may show signs of
generdized trust and withtime, asocid contract isnegotiated, in which norms of gppropriate behaviour
are pecified. Reciprocity isanorm, which experts considered being paramount to the devel opment of
beneficid relaionships (Fountain 1997: 3). At the same time, the norm that stakeholders will forego
their immediate sef-interest to act not only in the interest of the group but dso in their own long-term
sdf-interest is closdy linked to reciprocity.

Essentidly, areputation for trustworthinessisfundamenta to stakehol derswithin collaborative networks.,
Consequently, socid capitd ismaintained through carefully selecting playersin the network, and gtrict
sanctioning of inappropriate (network-destroying) behaviour. The boundaries and objectives of the
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network must be clearly defined to the extent that the stakeholders may need to define the rules under
which they will cooperate. In order to punish ingppropriate actions without destroying the network,
sanctions mugt be in place, whilst conflict resolution mechanisms in order to resolve inevitable

disagreements need to be devel oped.

Such measures are necessary because socid capitd is a powerful resource. Its use depends entirely
upon the values and objectives of the stakeholdersinvolved. Itisatool that may beemployed for legd
or illega purposes, for good or ill. Trust dlows actors to engage in productive collaboration, but trust
a0 provides a necessary condition for fraud and other illegd activities. Though norms essentidly
decrease transaction costs and regul ate behaviour whenimproperly used, they may hinder the creetivity
and diversity of opinion necessary for solving novel and complex problems. Neverthel essthe benefits
that flow from socid capitd far outweigh the dangers.

Many observerssuch asMaillat (1991: 103-17); Fountain (1997: 1-14); Dunning (1995: 461-88); and
Bergman & Feser (1999: 1-15), have noted the importance of shared information to entrepreneurship
and economic growth. Although the dectronic mediahasfacilitated open accessto informetion, notably
in recent times through the internet, provides a variety of opportunities, informationd capitd isnot a
replacement for socid capital. Socid capitd gives decisonmakers far more significant benefits than
accessto the Internet. Thisisbecauseit encompasses not only shared accessto vast amounts of timely
information but many postive properties of interdependence: "shared values, goals, and objectives,
shared risk, accountability, and trust; and shared rewards' (Malllat, 1991:113).

The ability to build and use informational capita is increased by socid capitd because trustful
relationshipsincrease informationflowsand bringsricher meaning toinformation. According to Fountain
(1997: 6) firmsin acollaborative network provide an example of an efficient form of collectivelearning.
The dendity of interaction within the network increases the speed and ability of firmsto learn of new
technol ogies, opportunities, the outcome of transactions and challenges. At the sametimethe qudity of
learning is heightened because it is subject to discusson and debate among horizontal firms whose
perspectives and backgrounds may differ.
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Essentidly, dense socid networks can encourage experimentation and entrepreneurship among
stakeholders because of the mix of collaboration and competition within the network. Network
members compete fiercely but dso collectively utilise and share information about environmental

changes, including markets, regulations, technologies, and opportunities. Asmentionedin Section2.4.1,
proximity provides apowerful ad to redizing the advantages of innovation. Thisis heightened by the
presence of "socid capitd” in network relationships.

The preceding section has highlighted five core underlying theoretica concepts to industry clustering.
Although these concepts ranged from theories on externa economies to theories on path dependence,
they commonly explained the dynamics and synthess of cluster theory. The following section will

endeavour to validate cluster-based policies and will explore the role of government in this regard.

2.4 Therole of government in regional clusters

Both nationd and regiond government may play a criticd role in affecting the form, efficiency and
growth of clusters. The traditiond roles of government are being extended to include formulating
effective cluster-based policy.

2.4.1 Government and cluster upgrading

The traditiond roles of government (i.e. maintaining macroeconomic and politica stability, improving
microeconomic capacity through quaity genera- purposeinputs, and determining overal microeconomic
rules and incentives governing competition) though pertinent to the development of viable clusters, are
insufficient. An increasingly relevant role of government is that of facilitating duster development and
upgrading (Porter, 2000: 13). One of the core ements of clugtering is the potential to dlow an
economy to move beyond factor cost competition, a process which requires relevant, cluster-specific

government policies. Thiswill be discussed in Section 2.5.2.

Rather than being concerned with the business environment, cluster- specific policiesarerequired from
government. Itsfundamenta role should beto chalenge clustersto innovate and upgrade, dthoughthis
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should not merely consist of responses to the short-term demands of clusters. For example, due to
spilloversand externditiesin clustersthat encompass public entities, government involvement isessentid.

Moreover, government needs to encourage the formation of micro-regiond cluster devel opment,
dthough it isimportant (as will be indicated in Section 2.5.2) that business drives the overall process
(Dunning, 1997: 119; Porter, 2000: 13; DEAET, 2000: 11). It can dothisby modifyingitspoliciesand
practices, aswell as maotivating, facilitating and providing incentives for collective action by the private
sector.

Porter (2000: 13) indicates thet in its upgrading endeavours, government needs to recognise that as
much as every clugter contributes to national productivity, it aso affects the productivity of other
clusters. He made this observation which specific reference to traditiond clusters such as agriculture,
which in his opinion should not be neglected in the upgrading process.  Although the upgrading of
clusters should be asequentiad process, the ultimate objective should beto eventudly includedl clugters.
At thesametime, it needsto be understood that job losses might be inevitable asfirmsendeavour to be
more productive. In the event of such job losses, it is essentid that markets and not government
determine the clusters that will fail or succeed (Porter, 2000:1).

Both Porter (2000: 13) and DEAET (2000: 11) indicatethat clusters must not be developed or created
from ‘scratch’ within the context of declining markets and indudtries. Thisisone of the main pitfals of

cluster-based indugtria policy (see Section 2.5.1). Rather, the emphasis should be on reinforcing and
building on established and emerging clusters, not creating entirely new ones. As Porter (2000: 13) puts
it, “there should be some seeds of a cluster that have passed a market test before cluster development
efforts are judtified.” At any rate, most clusters usudly form independently of government and

sometimesin spiteof it. Ultimately, the processof duster upgrading involvestheredisation that acluster
exigs or has potentia to, in which case government needs to remove any obstacles, relax condraints
and diminateinefficiencieswhich frugtrate productivity and innovation in the cluster (Porter, 2000: 13).
Although some congtraints (human resources, infrastructure etc) can beresolved by the private sectors,
others (government regulations, basic infrastructure, education, training policies) are a reult of
government policy and thereforerequireitsintervention. Essentidly, any government policy that results
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inincreased costswith no potentid for long-term competitiveness or socid benefitsneedsrevison. This
clearly highlights the need for government focus to go beyond improvements in the generd business

environment.

Traditiona government policies focus ether on specific industries or broad sectors. Modern
competition rules againgt such policies, favouring those policiesaimed at the cluster level. Thefocuson
the industry level implies that some indugtries are better than others in which case competition can be
digtorted or limited. On the other hand, a focus on sectorsis too broad to be of any significance for
competitiveness, whilst according to Porter (2000: 14), “distinctions such as manufacturing versus

services, and high tech versus low tech, no longer hold meaning.”

Findly, aswill bediscussed in Section 2.5.2, externdlities, linkages, spilloversand supporting indtitutions
arefactorsthat are sgnificant to modern competition, and thisisemphasised and highlighted by clugters.

Idedlly, when firms, suppliers , related industries, service providers and ingtitutions are grouped
together, government initiatives and investments are able to resolve problems common to al without
government threastening competition. Therefore in this capacity, government should encourage the
building of public or quas- public goodsthat are relevant to many linked businesses. The point to take
note of is the merit in government investment in improving the business environment in clugters (j.e
higher returns) as opposed to a focus on individua firms or indugtries or at the broader economy
(Porter, 2000; 14).

2.4.2 Cluster-based policy

According to the DEAET (2000:10), clustering and networking isfundamentaly a* bottom- up, market-
induced, and market-led process.” The traditiona perception of the primary role of government has
been to encourage and facilitate dynamic markets whilst ensuring that cooperation does not result in
“collusive behaviour” which curtails competition. Asindicated in Section 2.5.1, cluster sudies have
identified the need to revise and redefine government’ srole as a, “facilitator of networking, catalyst of
dynamic comparative advantage and inditution builder,” (DEAET, 2000: 10). Thisis arole tha
demands the creation of efficient incentive structures amed a diminating inefficiencies in sysems of
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innovation.

It isimportant to redise that the fundamentd principles of industrid and cluster policy are unique to
eech. Indugtrid policy is bascdly amed a improving the functioning of the systems of innovation.
Hence the tendency to target for support, those industries considered as being desirable in obtaining
favourable competitive outcomes for anation. Under industria policy, increasing returnsto scale are
highly sgnificant in determining competitive advantage (Porter, 2000: 14). With such afocuson scale,
government tends to subsidise and protect “infant” industries from imports and foreign investmen.
Industrid policy aso tends to use centrd intervention & the nationd level. Cluster policy on the other
hand is based on a broader and dynamic view of competition based on the growth of productivity.
More important in cluster policy is productivity growth, rather than the scale of individud firms as
envisaged under indudtrid policy. Because dl clugters are important to an economy, owing to their
contribution to prosperity, cluster policy emphas sestheimportance of how nations or regions compete
rather than what they compete in. Consequently, cluster policy advocates againgt targeting particular
indugtries Snce dl existing and emerging clugters judiifiably qudify for atention.

Most economists and development practitioners agree that the effort to identify industries, which are
consdered to be potential failures from those which are likely to succeed, is generdly a mistake
(Anderson, 1994: 26-32; Porter, 2000: 1-24 and Dunning, 1997: 114-31). Such effortsusudly turn
out wrong and governments often ingppropriately subsidize industries that they expect to be winners.
However, identifying industry clustersisdifferent - it isaprocessto assessthe"revealed preferences’ of
business communities and linkages among associated industries (Anderson, 1994: 27). Aswill be seen
in Section 2.6, this processisuseful in providing guidanceto indudtry atraction programmeswith limited
resources. It is aso useful in highlighting areas for improvement in infrastructure and other resources
needed by dominant industry clusters. It may, however, be appropriate to subsidize natural or created
asts to fogter cluster formation in the case of countries seeking to catch up with their established
foreign competitors (Dunning, 1997. 123). For example, some temporary cost-reducing or tax
incentives can be offered to firms, conditiond, for example, on their locating their activitiesin certain

regions, or on their achieving acertain level of performance.
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Due to the improvement in externdities and productivity, as well as contribution to local employment
and investment that foreign firms confer on theloca business environment, clustering policy encourages
the acquidition of foreign creetive assets via foreign direct investment (FDI) and aliances which are
cluster sengtive (Dunning, 1997: 122). Protecting the loca environment from importsisundesirable as
far asclugter policy isconcerned. Imports are essentid in enhancing competition and rivary, efficiency,
providing inputs and upgrading local demand conditions (Porter, 2000: 15). In contrast to industrid
policy, which, as indicated earlier, tends to centraise intervention, cluster policy advocates the
importance of initiatives a Sate/regiona and loca levels. Such aprocess should encouragethe different
levels of government to incorporate competitive strategies into their policies.

Findly, unlike one of industrid policy’s objective of distorting competition in favour of a particular
location, clugter policy emphasis is on the eradication of obstacles, condraints and inefficiencies in
productivity and productivity growth (Porter, 2000: 15). Ultimately, duster policy’ sunderlying principle
of competition is that, an increase in productivity and trade should expand the market, in which case
many locations have the potentid to become vigble if they become increasingly productive and

innovaive.

Although clugter policy agpproaches may differ, there are two main ones. the bottom-up approach
(BUA) and the top-down approach (TDA). The bottom-up approach is rooted in market induced
initiatives, with government taking on theroleof ‘facilitator and moderator’, without establishing national
priorities(DEAET, 2000: 10). In thetop-down gpproach government engagesin didoguewith industry
and research agents. Before starting the diadlogue process it establishes nationd priorities, develops a
chdlenging view for the future, and decides which stakeholders should participate in the didogue
process. Though in this particular case government initiates the process, this should eventualy evolve
into amarket-led process (private sector driven) without much government interference.

Although duster-based policy has innumerable advantages, if not properly implemented it can have a
detrimenta effect onthe economy. According tothe DEAET (2000: 11), thefollowing are some of the
pitfals in the implementation of cluster-based industry policy:
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= it should not be a government-driven effort, it should result from market-induced and market-
led initiatives,

= government should not have astrong orientation to direct subsdiesto industriesand firmsor to
limiting rivary in markets,

= government policy should shift from direct intervention to indirect inducement i.e. public market
interference can only be judtified if thereis aclear market or systemic failure;

= government should not attempt to teke adirect lead or ownership inaclugter initiative, it should
just act asacadyd, bringing stakeholders together;

= clugter policy should not ignore smal and emerging clugters, nor should it focuson‘classc’ and
exiding dugers,

= clugers should not be created from *scratch’.

The following section will highlight how clusters can be used in economic development Strategies.

2.5 Industry Clustering for Economic Development

The previousfive sections have defined the concept of industry clusters and described the dynamics of
these clusters.  In this section, clusters will be presented as possessing potentia to lead economic
development initiatives. According to Porter (2000: 5), "economic devel opment seeksto achievelong

term sustainable development in a nation's andard of living, adjusted for purchasing power parity.”

Not only can clusters be used to enhance the performance of individua companies, but they canaso be
used asatool for better understanding the economy, and therefore drive economic development. This
is because the use of clusters provides a powerful set of tools for andyss, policy formulation, and
regiond organisation and implementation to increase the effectiveness of economic development

drategies (Le Veen, 1998: 5). For example, industry clustering can improve short-term industry

attraction efforts through identification of prospect sectors and definition of specific advantages. In

addition, industry dugtering is useful in defining medium-term srategies for retaining, establishing and
growing regiond industry and in organising long-term strategies to sustain regiona growth.
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In relatively short time periods, the attraction of companies to aregion is the only means by which a
region can redise dgnificant growth in employment opportunities. But, thereis aneed to baance this
with strategiesto retain and expand exigting industries and strategies to establish new enterprises and
clusters (Anderson, 1994: 27). Attraction efforts are most effective when they depend on the
opportunities inherent within exigting clusters, and the advantages the region offers to firms smilar to
thosein theindustry clustersthat dready thrivein theregion. For example, srong clustersarelikely to
atract higher quaity inward investment (Botham & Downes, 1999: 12). Such methods are more
effective in the short-term. They are more likely to produce lasting results than are attraction efforts
focussed on types of firmsthat are outsde the region's existing clusters. Similarly, attraction effortsthat
rely on generic characteristics and advantages such as tax incentives and training subgdies are less

effective.

Porter (2000: 11) considers that many new businesses are created in existing clusters as opposed to
isolated locations. One of thereasonsfor thistendency isthat within acluster thereisbetter information
about opportunities. Such opportunitiesare more easly perceived in clusters, for example, new gapsin
products, services or suppliersto fill. At the sametime, barriersto entry are usualy lower in clusters
than they are esawhere (Porter, 2000: 11). For example, the required assets, skills, inputs and staff
often are readily available a the location, and are assembled more easly there. Moreover, locd
finandd inditutions might requirelower risk premiumson capital dueto their familiarity with theindustry
in acluger. At the same time, established clusters can aso reduce the perceived risks of entry,
epecidly if there are foreign-based cluster participants. Thismay be compared with Weber'slocation
theory in Section 2.3.2.1.

Inthe medium term, existing dustersareimportant in defining devel opment strategiesthat requirelonger
periods to pay off. Current literature centred on the dynamics of economic development, stressesthe
importance of helping smal companies to become established in a region. It dso discusses the
importance of competitive foundations such as, "work-force preparedness and research indtitutionsin

sustaining economic growth” (Anderson, 1994: 28). Nevertheess, initiativesto establish new firmsand

56



enhance economic foundations will require two to five years to begin producing tangible results. The
important factor in defining these Strategies is to establish which types of small businessesto target for
support and which foundations to improve in order to sustain and support the growth of industry in the
region. Inthiscasethe anaysisused in identifying attraction targets and defining attraction Srategiesis
aso rdevant, though the gpplicationsare different. Here, the strategieswill bemoreindirect. In order to
realise longer-term economic godls, the focus should be oninitiativesthat enhancetheregion's ability to
maintain, establish, and develop indudtry.

By helping new companies to become established ether to fill gaps in existing industry clusters or to
extend the existing clustersinto new markets, in the long term, aregion can strengthen its economy and
cregte new employment. The region can adso undertake efforts to address ggps and limitations in the
economic foundations that support the ability of regiond industry to compete in globa markets
(Anderson, 1994: 29). Such effortswill bedirected towards sustaining the economic base of the regon
Moreover, aregion can achieve significant leverage in the efforts to accomplish the gods by defining
drategiesthat address avariety of objectives within integrated initiatives such as clugter initiatives (see
Section 2.2). Again, the key todefining these Srategieslieswithintheregion'sexiting industry dugers.

Inherent in the concept of industry clustering that has been put forward by Porter (1998: 148-157) isthe
existence of a set of core competencies that are shared throughout the cluster. Once a region has
identified asgnificant regiona clugter, it can useinterviewsand andysisby industry specidigtstoidentify
the core competenciesthat are critica to the cluster's success. Identifying those core competenciesthat
are ot as strong as industry executives would wigh, it can then define strategies to strengthen them.
Such drategies can be structured in such away that they support the establishment of new companies
that specidise in these areas of competence. At the same time, the Strategies can take advantage of
opportunities to extend these core competencies into new markets through diversification of existing
companies and establishment of new companies. They can aso support the retention of existing
companies by strengthening the region's ability to support these areas of competence (Anderson, 1994:
30).
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The most vauable gpplication of industry clusters in achievement of these long-term gods is in
developing an organisational framework and processthat can sustain ongoing development efforts. The
bas sfor sgnificant changesin the region'seconomic baseisacontinuous process of interaction between
private corporations and public ingtitutions (Anderson, 1994: 30). Consequently, the organisationa
framework can be derived from leadership from within the existing duster in aregion. Such aframework
can determine and implement development strategies, congtantly reviewing and refining these strategies

as new chalenges and opportunities arise.

Industry targeting - thet is, theidentification of specificindustriesor types of enterprisesfor emphasisin
economic development activities- hasbecome animportant eement in regiona development Strategies.
Thisis because it enables the devel oper to focus on a specific god in order to increase efficiency and
leverage efforts (Botham & Downes, 1999: 13). Industry clustering can be used as a means for
improving targeting efforts. This is due to the fact that clusters capture the economic relationships
among specificindustry sectors. Thisprovidesafar richer source of information about regiona dynamics
than isavallablein the type of specific industry sectorsinherent in the Standard Industrid Classification
(SIC) system (Anderson, 1995:30).

2.5.1 Evaluation and Critique of Industry Cluster Policies

In discussons of the importance of existing industry clustersto aregion's economic development, one
objection is frequent: doesthis approach mean that a region isforever limited to theindustry that
it presently possesses? The response to thisis that over alonger period aregion can giveriseto a
completely new set of industry clusters and can significantly change its economic base. As Anderson
(1994: 31) points out, economic development professionals shoud not ignorethelong termin defining
their strategies, because with sufficient time, the potentia exists to reshgpe a region’'s economic base.
| dentification of present industry clusters can aso be animportant andytical and processtool in defining
long-term goas and implementing long-term development sirategies.  The important point is that
dramatic changes can literdly require decades, but they start within the existing clusters of the region.

The other criticism directed towards cluster- based policy for economic devel opment, isthe concern that
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they encourage over-speciadisation in the economy. According to Botham & Downes (1999: 13),
"focussng on specific clugters does not mean more of thesame." To the contrary, acluster gpproachis
actudly beneficid in divergfying the economy. It does thisin two ways firdly, such an goproach is
likely to target (for inward investment) arange of industriesin the cluster. These would include critical
gaps such as supply indudtries or customers.  Ultimately, because of its focus on innovation and
upgrading, acluster hel psgenerate new industries. Secondly, acluster approach offersthe opportunity

to diversfy away from assembly and manufacturing into awider range of functions such as R&D.

Another criticism questions the redlity of industry clusters being more gpplicable to small, specidised
firms. Itisargued that thisis questionable, particularly duetheleve of trust and co-operation required
for asuccessful cluster (LeVeen, 1998: 6). Harrison (1993) ascited in Norton (1999: 4), disputes"the
idea of a new wave of economic development led by clugters of smdler firms” He argues that
multinational corporations set the rules and determine the course of advanced economic development.
For example, in a core-ring network drategy, large firms at the core benefit from flexible production
systems, while making use of adependent exterior ring of smdler firms employing low-wage workers.

Fujita& Child Hill (1998: 184), dso cited in Norton (1999: 4) arein agreement with Harrison (1993)
asthey argue that this corporate-duaism theory of economic development differs from the indudtria-
digtrict theory initspergpective on what ishgppening in spatid clusters. Thefact that large multinationd
companies dominate the current economy undermines the trust thet is required for a clugter to be
effective. There are enough examples, however, from Latin Americaand Asa, to suggest that clustering
isof growing sgnificance to the industrid organisation of small scale manufacturing (Schmitz & Nadvi,
1994: 41). For example, clustersin intermediate cities, have managed to achieve great depthsin terms
of the concentration of industry-specific skills, coupled with specidised ancillary and support structures

A find criticiam of clugter policiesisthat it ssemsto imply the excluson of rurd areass. Thisis because
the focusison urban areas, whilst rural areas seem to be marginalized because they lack the necessary
scae of a duger.  Schmitz (1995: 546) agree that clustering is predominantly an urban fegture.
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However, he gives an example of how clustering can be afeature in rura indudridisation such asin
Indonesia, where one can find specidisation of entire villages.

There is d=0 little mention in the literature on the effectiveness of industry cluster policy in generating
economic development in regions (Le Veen, 1998: 6). The number of new jobs created and tax
revenue generated are the traditional measures of economic development. There is however no
literature avail able that usesthis criteriato assessthe effectiveness of cluster policies. Rosenfeld (1997:
3-23), ascited in Le Veen (1998: 6) provides anumber of measuresthat could be used for evauating
the overd| efficency onindudtry clusters. Theseincdude: "the number of new spin-off busnessesfirmsin
the cluster have generated, the development of new technology, increased R&D capacity, the
improvement of labour force kill, and the intendty and quality of firm networks created."”

2.6 Conclusion

This chapter presented a set of working definitions, a summary of Porter's (1990; 1998; 2000)

important contribution, and adiscussion of five core theoretical conceptsthat arefrequently cited inthe
literature as forces driving cluster change or as judtifications for cluster policy. A microeconomic
framework illustrated how clustering has potentid to reduce costs and increase output for firms. Clearly

this demonstrated how clustering could be a potentidly powerful Strategy.

A prevaent theme throughout this discussion was the dynamic nature of industry clusters. Thisis
primarily due to the high level of interaction and the consequent formation of relationships, not only
within indugtry, but dso with the wider community. Consequently, adistinct characterigtic of clustersis
that of "socid capital” which is derived from such interaction and which is essentid for the cregtion of
effective clusters. The discusson dso highlighted how cluster policy could be an effective economic
development strategy. 1t would seem that economic development policiesthat target individua firmsor
industriesare no longer the most viable option for regions. Dueto theincreasing attention to clustersand
to the need for such ashift in palicy, the role of government was aso seen as changing more towards

providing "tallor-made’ policies to the business environment.
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Thediscusson dsoindicated that the concept of cluster initiatives hasreceived rdativey littlecriticismto
date. Yet ashighlighted there are some fundamenta empirica and policy questions. Note was made of
the falure in growth centre gpplications. Smilarly there is some indication of the misgpplication of

cluster policy. For example cluster policy has been used as a sector-based approach and has even
been applied to underdevel oped regionswith no inherent potentia. Such gpplications of cluster theory
disregard the fact that it is based on different theoretical concepts from growth centres. However, this
seems to be countered by regiona cluster initiatives, which seem to indicate a palicy led attempt to
strengthen regiond concentrations. This bears well for industries that are most competitive when

geographicaly clustered.

In the following chapter, the theory surrounding industry clusters will be andysed in case sudies of

successtul internationa clustersfrom such countriesasthe USA and Brazil. An attempt will be madeto
use both the theory of clustering and experience from these successful internationd clusters, to assess
the gpplication of this concept to the Eastern Cape's automotive industry. Specid emphasis will be
placed on trying to gpply the concept whilst taking cognisance of existing congraints and regiond

priorities in the Eastern Cape.
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CHAPTER 3
INTERNATIONAL EXPERIENCE WITH INDUSTRY CLUSTERS

3.1 Introduction

The previous chapter indicated that clusters generaly consist of spatialy concentrated and sectordly
speciaised enterprises, characterised by a set of forward and backward linkages. Theselinkagesare
based both on market and non-market exchange of goods, information and people. A common culturd

and socia background aso links economic agents, creeting recognisable behavioura standards, which

are sometimes explicit but often implicit.

This chapter will begin with two case studies of 'naturd industry clusters from the United States of
America (USA) and Brazil, followed by a case study of clusters, which are a product of direct
intervention in Arizonain the USA. Thereasonfor including Brazil isthat it isadeveloping country like
South Africawhere clugters are becoming increasingly relevant. They are common in awide range of
countries and sectors, and moreimportantly, clustering has hel ped smdl firmsto overcomewdl-known
growth congtraints and to sdll to distant markets, nationally and abroad (Schmitz 1999:1629). Using
Porter's"diamond" and underlying theoretical concepts devel oped in the previous chapter, this chapter
will try to establish to what extent the theoretical framework of clustering capturestheredity of various
case sudies, and to what extent joint action isessentid for responding successfully to mgor challenges.

3.2 Silicon Valley in the USA

3.2.1 Introduction

Slicon Vdley in the United States of America (USA) is an example of an indudtrid clugter, which
developed without direct intervention, a'naturd’ cluster. It isone of the best-known examplesof high
performing industry clusters in the computer industry, and is consdered a globd city-region that has
become the world'sleading new economy (DEAET, 2000: 14). There are at least seven key industry
clusters that drive growth in Silicon Vdley's economy. Four of these clusters -semiconductors,
computer/communication, defence/space, and business services- have long been the backbone of the

Valey economy and can be considered to be stabilizing or transforming clusters. Three others are
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emer ging with strong potentid for future growth -software, bioscience and environment. Together the
seven clugters account for 30% of employment in the four-county Silicon Valey area (Alameda, San
Mateo, Santa Clara and Santa Cruz counties) and over 50% of output (Joint Venture Silicon Vdley,
1993: 11).

Itis clearly an example of regiond dusters in which member firmsarein close geographic proximity to
each other, and exhibit market and non-market links between themsdlvesand locdl indtitutions. Thelinks
enable cooperation among suppliers and competitiveness on bus ness processes, purchases, invesmats
and technica research (Fountain, 1997: 9). At the same time, many of the clusters exhibit a strong
technological dimension. According to the theoretica literature this dimension implies a collection of

indudtries that share a basic technology due to their technologica relatedness and synergy - it can be
considered as an electronics cluster or set of eectronic clusters (Kenney & von Burg, 2000: 2).

Closdly linked to thistechnologica dimension of Silicon Valey duders, isalateral dimensioninwhich
onefindsthat different sectors with certain capabilities that can be shared could result in economies of
scale, which can lead to new combinations. Thisistypica of multimediaclusters such asthosefoundin
Slicon Vdley. One dso finds numerous buyer-supplier relations and subcontracting characteristic of
vertica clugters, aswel ashorizonta clustersmade up of industriesthat share common marketsfor end
products. Thismultitude of cluster-types certainly enrichesthe ussfulness of andysng Slicon Vdley asa
typica case study on the dynamics of clustering.

3.2.2 Factor Conditions

The previous chapter indicated that factor conditions could be divided into basic and advanced (or
specidis) factors. Theformer include raw materids, literate, numerate labour force; and transport and
communicationinfragructure, whilst thelatter includes clugter- specific knowledge and know-how. Itis
important to redlise that contrary to conventiond wisdom, smply having agenerd workforcethetishigh
school or even college educated represents no competitive advantage in modern internationa
competition. To support competitive advantage, a factor must be highly speciaised to an industry's
particular needs, hence the greater sgnificance d specidist or advanced factor conditions. These

factors are scarce, more difficult for foreign or loca competitors to imitate and they require sustained
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investment to create (Porter, 1990: 78).

In Silicon Valey there is evidence of duster-specific programs, effective knowledge and technology
trandfer. The region dso has a highly skilled workforce, coupled with high and guaranteed qudity
sandards, image, specidist information, and know-how relating to for example world markets (Joint
Venture Slicon Vadley, 1993 15). The theoreticd foundations of clustering make the important
qudlification that advanced factor conditions are created. Consequently, 'factor creation mechanisms
such as universties, research indtitutions, technology centres and trade associations play an important
role in successful clugters. Stanford University in Slicon Valey supplies research and researchers to
indugtry. It led to the formation of Hewlitt Packard, one of the Valey's main firms, as well as many
other firms (Fountain, 1997: 11). Other universities with dedicated research centresinclude Berkeley
and Santa Clara.

Theincluson of such leading research universities or |aboratories in Silicon Vdley like Stanford has a
tremendousimpact on enhancing potentia scientificinnovations. Moreover, it has congderableinfluence
on the culture of Silicon Vdley. Thisis partly dueto the fact that business|eaders together with venture
capitdigs maintain strong ties to the universty, government and with one ancther. This permits a
relatively consstent supply of scientists and technical experts, an essentiad dement of nationa

competitiveness, (Fountain, 1997: 10). Community colleges have dso played an instrumentd roleinthe
success of Silicon Vdley. For example, they rendered private teaching servicesto employees of many
of thelocd firms. In turn, locd firms participated with these colleges to develop dectronics curricula
tailored to their specific requirements (Saxenian, 1994: 42). Essentiadly, educationd sysemsa dl leves
provideacons stent supply of high qudity, skilled labour aswell astraining and devel opment of technicdl

gaff with specidist skillsrdated to indudiry in Silicon Valey.

Business associations have dso played an important role in devel oping cluster specific factorsin Silicon
Valey'sclusers. Examplesof theseinclude the Santa Clara County Manufacturing Group (SCCMG),
the American Electronics Association (AEA) and the Semiconductor Equipment and Materids I ndtitute
(SEMI). SCCMG pioneered public, private and community partnershipsin the late 1970s, amed at
resolving socid and politica issues facing the region (Saxenian, 1994 47). Dueto itsinitid successes,
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co-operation between industry and government became the modd for loca policy making. Unlike
traditional trade associations, these associations explicitly avoided lobbying and pressure group palitics.
Thetheoretical literature (Section 2.3.2.1) indicated that the overall objective of business associatiansis
to move away from campaigning for subsidies from government, towards improving the innovative
capacity of clugter participants. Hence both AEA and SEMI focused on nurturing network relationships
between firms, the wider community and government.

Frequent seminars and monthly meetings of company presidents presented opportunities for informa
exchange of ideas, expanding contacts and therefore reinforced network relationships. At the same
time, SEMI made a tremendous contribution to the establishment of technicd standards within the
industry (Saxenian, 1994: 49). A host of industry professionas volunteered in an exercise to set these
dandards, resulting in an annua publication containing the different standards and specifications.
According to Saxenian (1994: 49) the participants va ued theimportance of such sandards, though they
conddered that the greatest benefit from this exercisewasthe emergence of closer relationships between
suppliersand end-users. Other services provided by theseassociationsincluded regiona trade shows,
conferences providing updates on research and technological advances, as well as seminars to

encourage interaction between their members, cusomers, capitd providers and university faculties.

3.2.3 Supporting and Related Industries

Ancther key dimension of Porter's “diamond” is the presence or lack of related and supporting

indugtries. This dimension fundamentally suggeststhat spatia proximity of upstream and downstream
indugtries facilitates the exchange of information and promotes a continuous exchange of ideas and
innovations. In this respect, Slicon Vdley exhibits an extensve supply of materids, components,

specidisad services and equipment manufacturers, which is adaptable to the needs of ahost of clugters
intheregion. Thisistypicdly aproduct of industrid growth, and clearly aform of static economies of
scadein that it has resulted in lower cogts as afunction of the output of the entire industry.

Thereisahigh degree of interaction between firmsaong theva ue chain (e.g. with respect to vendors of
development tools and of final products), cregting learning-by-interacting advantages that enhance
product development. This can aso be seen in terms of non-software inputs such as editing and
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publishing of manuas and advertiang. Essentidly, Silicon Vdley exhibits an unpardlded broad, highly
proficient, high technology supplier base (Joint Venture Silicon Vdley, 1993: 12; Fountain, 1997: 10).
All of thisis aided by proximity to a wide range of sophisticated customers and potentia customers.
What is important to redise is that networking among firg-users, suppliers and companiesin related
indugtries has dway's been a defining characteristic of Silicon Vdley.

The Valey exhibits a highly collaborative loca business culture between rivas (Fountain, 1997: 9;
Saxenian, 1994. 46). Non-proprietary, professond and technica information is often shared among
employees and companies. Regular use of the telephone and e-mail is made by professonadsto offer
their counterparts ass stance with specific technica problems. At the sametime, socia gatherings are
platforms for professonds to discuss technica issues. Saxenian, (1994: 32) givesthe example of the
Wagon Whed, a Santa Clara ‘watering hole where engineers and other technica specidists from
sometimes competing companies gather to drink and exchange information casudly. Nevertheless,

among competing firms and professionds, the level of competition isfierce.

Supporting industriesin theregion are composed of service providers specidising inthe problemsof the
technology industry - venture capitaists, law firms, investment banks, market research, accounting and
recruitment firms. Thisligt aso indudes the organisations dedicated to nurturing new firms (dartups).
One st of characteridtics that is unique to Silicon Valey, diginguishing it from many regions, and
according to Kenney & von Burg (2000: 2) cresting difficulty for most theoretical explanations of
indugtrid clugtering, isthe region's ability to congstantly develop new indudtriesand clugters. At the same
time as the renewa of exiging industries occurs, employees venture into new similar operations or

perhaps develop entirely new types of firms.

Section 2.3.2.4 highlighted the increesng sgnificance of path-dependent evolution of socia and
economic arrangements (Kenney & von Burg, 2000: 2). These arrangements are the environment within
which organisations are located and operate. Evidence of this can be found in the organisations and
inditutions in Silicon Valey dedicated to both the formation and fostering of new firms. From quite
informa or even persond busness concerns, these indtitutions have developed into organisations

devoted to the provision of specific services for new firms. One finds that the success of each sartup
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sustained and reinforced earlier developments leading to growth in the economy. More important, an
abundant group of diversfied specidigts, offering servicesto new firmsemerged. Such an abundance of
specidist firms contributed to greater successes resulting in positive feedback mechanisms operating in
the region (Kenney & von Burg, 2000: 2).

Usualy, the startups are specidists organised to develop technology or idess into the basis of an
operating company with productsand customers. Thereisawiderange of sourcesfor theseideas, and
there is awide variance in the founders. The most common source in eectronics are engineers and
managers within established firmswhilgt in biotechnology, they are staff members of univeraty faculties
and students. What is important to gppreciate is that many regiond indudtria clusters possess the
resources for firm formation, but few are characterised by an entire entity devoted to the formation of
new firms (Kenney & von Burg, 2000: 5). Thisrepresentsahigh degree of cluster- specific knowledge,
in this case rdating to dartups. As discussed in Section 2.3.1.1, such knowledge is difficult for
competitors to replicate and forms an essentia basis for competitive advantage. Moreover, such
knowledge is rooted in learning- by-doing processes in which stakehol ders continuoudy endeavour to
improvether performance. The diffuson rate and intensity of such knowledgeisaded by thegeogrgphic
concentration characterigtic of Slicon Vdley'sclugters. Thishasled observersto argue that theinherent,
fundamentd feature of Silicon Vdley istheclugter of inditutions designed and devoted to cregting firms.

Consequently these observers have proceeded by arguing that there are two 'economies in Silicon
Vadley. 'Economy One iscomprised of conventiona economic activitiesof exigting organisations. These
are activities of currently operating firms and other organisations such as universities and corporate
research |aboratories. The other economic activity is within the dructure of inditutions amed at
promoting and fostering new firm formation. This st of ingtitutions comprises 'Economy Two' and
condtitutesthe supporting industry to thetechnology firms. According to Kenney & von Burg (2000: 5),
"thesetwo economiesareinterlinked by organisationd histories, persond relationsand the technologica
trgectories, yet they are conceptudly distinct.”

Indeed entrepreneurs, their ideas and efforts are a fundamenta input to 'Economy Two, but so is

capitd, the second essentid input for afirm. Sufficient capital enablesthe combination of the necessary
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human and other resourcesto establish afirm around apotentia market opportunity. Venture Capitd is
an inditution thet is rdevant in this context, in which case venture capitdigts invest in new firms with
potentia for high growth rates, coupled with a possibility of high capitd gains in return for a partial
ownership dake. The organisations of 'Economy Two' possess tremendous experience in new firm
formation as well as knowledge of the processes required to rapidly mobilise the resources needed to
develop new firms (Kenney & von Burg, 2000: 6). Encountering Smilar issuesrelated to sartups, these
local organisations devel oped expertise, which was tailored to the needs of high technology startups.

The success of loca firms and the consequent capita gains enhanced the cagpacity for greater expertise
and this accumulation of experience accelerated the startup process and the success of the new firms,
Consequently, positive feedback mechanisms were created, resulting in alowering of startup barriers,
Thisfurther improved the probability of successes. Accordingto Marshdl (1920: 266), theseareclearly
externa economies, since these ingtitutions lowered entry barriers, eased the costs of entry, and most
importantly speeded up the process of building a viable firm. Porter (2000: 11) dso indicates that
barriers to entry are usudly lower in clusters, as evidenced in Silicon Valey. He cites assats, ills,
inputs and daff as often being readily available and easily assambled in a cluser. This is clearly
embodied in these inditutions, which nurture startups (Porter, 2000: 11).

Further sources of external economies of scale in Silicon Vdley include legd firms which not only
perform legd tasks, but are dso important intermediaries reducing the uncertainty firms frequently
experience in their negotiations with venture capitdists. Over theyears, Silicon Vdley law firms have
amassed condderable expertise in deding with the unique issues encountered by high-technology
dartups. Another part of 'Economy Two' are the investment banks in the San Francisco Bay Area,
which are specidised in managing initid public stock offerings and anadlysing high-technology firms.
Despite the fact that some of these investment banks have recently merged with larger financid

indtitutions looking for favourable stakes in the high technology industry, their core assets remain their
expertise and links to venture capitaists and entrepreneurs, (Kenney & von Burg, 2000: 6). The
founders of these investment banks established close reationships with entrepreneurs and venture
capitaigs during theinitid stages of Sllicon Valey. The presence of these high technology investment
banks, actualy strengthened 'Economy Two's capacity through itsloca expertise onthefinancia details
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and protocols required when going public (Kenney & von Burg, 2000: 7). Proximity led to the
emergence of relationships and saved time. It was no longer necessary to travel to New Y ork to get
advice and assstance. Specidisation, proximity and persond relationshipswith venture capitaists and
entrepreneurs enabled these investment banksto appropriate businessfrom their more experienced New

Y ork competitors.

There are dso marketing organisations that specialise in assgting dartups. The most well known of

these is the McKenna Groups, which played a leading role in the development of the early Apple
marketing strategy and the design of the Applelogo (Kenney & von Burg, 2000: 7). Another common
feature of the Valey is recruitment firms, which source managers and executives for companies. They
are particularly beneficid to both expanding and startup firms as they facilitate through rapid hiring

processes. Accounting firmsalso have specia practiceslocated in Silicon Valey focussed onthe unique
requirements of startups and venture cagpitd partnerships. Moreover, the Silicon Vdley offices have
devel oped into the accounting firms globa expertise centrefor high-technology acocountingissues. Often
they will charge startups at below market rates with the expectation of securing future business. At the
same time, landlords are often willing to negotiate rdlatively low lease rates to sartups, whilst office-

furnishing supplierswill give preferentid rates.

Ultimately, the region has devel oped into a socio- economic structure that acknowledges and focuseson
the digtinct needs of startups (Kenney & von Burg, 1999: 7). Silicon Vdley isaso aclear example of
what Marshdl (1920:120) termed an "inter-firm divison of [abour." For example, there are consultants
whose sole objectiveis preparing corporate executives for their presentations to stock andysts before
the company undertakesitsinitid public offering (IPOs). At the sametime, there are specidised firms
that liquidate fallures. The fact that firms specidisng in liquidations are smdl, seems to reduce the
vaidity of critic's scepticiam towards the redity of industry clusters being more gpplicable to smdll,

specialised firms (see Section 2.5.1).  According to Kenney & von Burg (1999: 8) this reflects the
manner in which these small firms are developing a recognisable entity. Before the 1990s, physica

assets such as office furnishings and computers were the focus of most liquidators. Often, these could
be recycled into new startups. In the 1990s, there were Signs of anew type of liquidator who sold any
intellectud property the firm might have developed, for example patents. This increased leve of
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specidisation and divison of labour is a clear example of dynamic externd economies of scale that
accompany and drive growth and development.

3.2.4 Demand Conditions

Thetheoreticd literature highlighted thet the nature, rather than the s ze of local demand isimportant (see
Section 2.3.2.1). Badcaly, the more demanding the consumersin an economy, the greater the pressure
firmsface to congtantly improve their competitiveness, viainnovative products and through high quality
for example. Silicon Valey has a host of sophisticated end users, especidly of eectronic products,
whose demand drivesinnovation. SliconVdley firmsusudly assumetheroleof ‘innovativefirs users of
other locd firm's products. This renders adigtinct increase and improvement in product development
drategies of locd firms (Joint Venture Slicon Vdley, 1993: 12).

In addition to sdling their products and services locally, clugter firms sdll globdly and generateincome
from other areas into the region. This income boogts the regiona economy through purchases of

products, by firms from other sectorsinthe area. Their employeesaso consumether sdlariesat loca
storesand restaurants, and purchaseloca homes. This'multiplier effect’ of high-technology industriesis
therefore extremdy strong within the region (Joint Venture Silicon Vdley, 1993: 11). It has been

estimated that for every $100 in saes, cluster firms can generate nearly $300 of sales throughout the
local economy as they buy loca goods and services with income 'new’ to the region (Joint Venture
SiliconVdley, 1993: 11). Consequently, asthey experience condant changesin thegloba market place
as wdll as aggressve competition for other regions, al sectors in the region are induced to maintain

viable clusters.

3.2.5 Firm Structure, Strategy and Rivalry

Meyer-Stamer (1996: 1) notes that one characteristic which is common to competitive economiesisa
digtinct leve of vigorous competition among nationd firms. Dueto theinfluencethat dynamic conditions
have on competition, advantages of scae arerdatively insgnificant duetotheir gatic nature. Essantidly,

direct competition induces firms to improve productivity and innovations, rendering sudtainable

competitive advantage (Meyer-Stamer, 1996: 1). In this context competition drives intense rivary,

which isincreased when competitors are spatialy concentrated asisthe casein Silicon Valley. Porter
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(1998: 120) indicates that the more locdised the rivary, the more intense it becomes, increasing
prospects of innovation and its rate of diffuson. "The overdl effect isto cancd out Satic locationa
advantages and to compel firmsto develop dynamic advantages' (Meyer-Stamer, 1996: 2). A flow of
new entrants (eg. new firm formation) is also essentid to maintain competition and the stock of
companies. Hencethe presence, of previoudy andlysed specidig ingtitutions (see Section 3.2.2), which
fogter startups, is highly indicative of the potentid leve of competition in Slicon Vdley.

Intermsof firm structure and strategy, Silicon Valey hasthree different, but highly interrelated Srudiures
firm, industry and indtitution. Thesethree entitiesexhibit high levels of interaction, which account for the
digtinct levels of efficiency, adaptability and innovation, which characterise the region (Fountain, 1997:
9). Thesystemillugtratessignificant compatibility among theinternd firm structure, the manner inwhich
the network is organised, and the wider indtitutiona structure in the region (Saxenian, 1994: 56;

Fountain, 1997: 11). For example, one usudly finds that management structuresat thelevel of thefirm
are digned to utilise advanced information technologies. Differences in management levels have been
reduced, whilst cross-functional teams are awarded autonomy and greater decisonmaking and
responghilities, (Saxenian, 1994: 50,52). At the same time, there is afluid divison of Iabour, with a
driking leve of mohility among employees, coupled with task specidisationthat illustratesahighleve of
job enrichment. Such enrichment is achieved through the use of workstationsaswell asre-engineered
business processes and firms being organised by business unit as opposed to function (Fountain, 1997:

9). Atthelevd of theorganisation, these structurd characteristicsalow increased flexibility aswel asan
increased capacity to aosorb innovation. They dso resultinamore efficient use of human and technica

resources. Due to the high degree of out-sourcing for inputs that occurs, one findsthat at the industry
level, networked systems reflect low levels of verticd integration. Simultaneoudy, one encounters a
greater number and type of linkages among producers, suppliers, and customers within and across

related sectors, leading to the creation of a dense network among stakeholders.

In order to give a comprehensve illudration of this key dimension in Porter's “diamond”, Saxenian
(1995: 1-17) comparesfirmsin Silicon Vdley and Route 128, which islocated on the east coast of the
USA. Her important point of departure in the literature on the dynamics of industria location and
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resultant clustering, is that she suggests that there are limits to the concept of external economies and
proposes an dternative network approach to analysing regiona economies and their clusters. She
maintains that the common notion of externa economiesis based on an assumption that thefirmisan,
"atlomigtic unit of production with clearly defined boundaries’ (Saxenian, 1995: 1). Distinguishing
between what occurs ingde and what occurs outside the firm ignores the complexity of relations that
have deve oped with time between theinterna organisation of firmsaswell astheir linksto one another
and the community in which they are embedded. The network perspective can explain the divergent
performance of apparently comparable regond clusters, such as Silicon Vdley and Route 128. This
provides important insghts into the local sources of competitive advantage.

Whilst many authors (Porter 1990;1998; 1988; Kenney & von Burg, 2000) agree that Silicon Vdley
and Route 128 are classic examples of externd economies derived from indudtrid location, this
gpproach cannot fully account for the divergent performance of thetwo regiona economies. In spite of
thelr common origins in pogt-war military spending and university-based research, Silicon Vdley and
Route 128 have responded differently to intensified internationa competition. Whilst both regions
experienced economic decline in the 1980s, Silicon Valey recovered quickly from the crids facing

leading semiconductor producers, whilst Route 128 showed few dgns of reverang a decline. The
concepts of agglomeration externd economies account for regiona stagnation or decline through

references to "diseconomies’ of agglomeration or accumulation of negetive externdities. According to
Saxenian (1995: 2) if such diseconomies are associated with the overdl size of aregiond cluster, the
degree of congestion, or the costs of production growth there should have been amorerapid declinein
growth inthe more densdy populated Silicon Valey, long before Route 128. Theimplication thereof is
that spatid proximity is an insufficient measure of the ability of firms to respond to rapidly changing

markets and technologies characteristic of contemporary international competition.

Although variaionsin corporate performance have multiple causes, the firm's organisationd structures
and their relationships to their respective regions hdp explain these differences in Silicon Valey and
Route 128. Silicon Vdley hasaregiond network-based industrid system that promotes learning and
relationships among specidist producers of complex and of related technologies (Joint Venture Silicon
Vadley, 1993 12). As highlighted earlier in this section, loosgly linked team structures encourage
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horizontal communication among firm divisions and with outsde suppliersand customers. At thesame
time, mention has been made of the functiona boundaries within firms, which are "porous’ in the
network-based system, as are the boundaries between firms and between firms and locd inditutions
such as trade associations (Saxenian, 1994: 50). Sdf-sufficient corporations thet interndise awide
range of productive activities, in contrast, dominate the Route 128 region. Secrecy and corporate
loydty governs relations between firms and customers, suppliers and competitors. This reinforces a
culture that promotes stability and sdf-reliance. Use of corporate hierarchies is made to maintain
centralised authority and the vertical flow of information. Thesocia and technical networksthet do exist
are modly internd to the firm. At the same time, well-defined boundaries between firms and between
firmsand locd inditutions exigt, exhibiting the independent firm-based nature of the system (Saxenian,
1995: 3).

Two gartup firmsin the 1980s (Sun Microsystems and Apollo Computers) in Silicon Valey and Route
128 respectively, illudrate the differencesin firm structure, strategy and rivary. Inthelate 1980s, Sun
Microsystems was ahead of Apallo in both saes and profitability (Saxenian 1995:4). The important
differences between the two firms lay in their management styles and organisation. Like many Silicon
Vadley companies, Sun Microsystems developed decentraised organisationd forms in its efforts to
preservetheflexibility and enthusiasm of astartup even asit grew. Corporate strategy was generated by
discuss onsamong representatives of autonomous divisionsrather than dictated by acentra committee,
and Sun Microsystems's culture encouraged informa  communication, participation and individua

initiative (Levine, 1988: 115). Taking a cue from the successful startups in thel980s, established
producers such as Hewlett Packard in Silicon Valey, began to decentralise their operations, creating
interfirm production networks. Thesewere built ontheregion'ssocia and technica interdependencies,
and strengthened itsindusgtrial system (Saxenian, 1994: 56-7). Ultimately, the collectivelearning process
wasformdised. Exigting practicesof informa co-operation and exchangewereinditutiondised, thereby
cementing theformation of sustainable"socid capitd.” Locd firmsredefined themsdvesby participating
inloca production networks, and the region as awhole organised to create new markets and sectors.

In contrast, the CEO of Apalloinitiated atraditiond risk averse management team, which emphasised
the need to impose controls on financia and quality controls, cutting costs and diversifying the firm's
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customer base (Saxenian, 1994: 128). This wasdearly thetype of commitment to formdity, hierarchy
and long-term stability, which characterised more large Route 128 companies.

3.2.6 Social capital in Silicon Valley as a meansto Economic Development
Silicon Valey adso holds testimony to the sdlient feature of clusters, i.e. self-regeneration. Moreover it
illugtrates how “socid capitd” can lead to effective clugters, and in turn can be useful in economic
development. The theoretical literature (Section 2.3.2.5) indicated that well-functioning networksin
industry clugtersareactualy aform of “socid capitd”. Shared resourcesheld by individud inditutionsin
acluger, aswell asthe overdl structure of the relationship among indtitutions, represent “ socid capitd”.
It is important to redise that dthough “socid capitd” in clusters can emerge from socio-culturd
identities, it can dso emerge from purely commercia and business relations in a cluster. The laiter

appliesin the case of Slicon Vdley.

What began in 1992 as a concern about job losses|ed to arenewed understanding of the requirements
for building a successful economy and community. Consequently, "Blueprint for a 21% Century

Community" was edablished in 1993, resulting in a collaboration of more than 1000 business,

government and community leaders. Through Joint Venture Silicon Vdley, companies and the

community launched 13 mgor initiatives that provided a blueprint for continuous improvement in the
region'sability to compete globaly and enjoy ahigh qudity of life. Theseinitiativeswereled by working
groups, whichincluded representativesfrom different stakeholdersin the cluster:- largecompanies, new
companies, suppliers, service providers, universties, and government. In addition to identifying specific
infragtructure needs and devel oping specific collaborative initiatives, each cluster assessed itsregiond

assets and devel oped avison of the future achievable through continuous collaboration (Joint Venture
Silicon Vdley, 1993: 8).

The fast growth trgjectory of Silicon Valey took a turn for the worst when it experienced a mgjor
downturn in job growth in 1984, atrend that reached its peak in 1992. At the same time, cods of
conducting businesswere escal ating as the infrastructure was deteriorating (Joint Venture Slicon Vdley,
1993: 6). The"community infrastructure" was not meeting the quality requirementsin termsof customer
satidfaction, cycle time reduction and flexibility (Joint Venture Slicon Valey, 1993: 6). This was
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incond stent with the way the region's companies were changing fundamentaly theway they did business
In the face of intense globa competition, Silicon Valey companies were focussng on customer
satigfaction, reducing time-to-market, controlling cogts, continuoudy improving product qudity and

serving niche markets.

To achieve these gods, not only were companies focussing on what they do best, and contracting out
the rest, but they aso required appropriate world-cdassinfrastructure. Accessto highly skilled people,
advanced telecommunications capacity, information networks, and other resources were needed and
werecritica to their success (Joint Venture Slicon Vdley, 1993: 6). Previoudy, theVdley wasableto
counterbaance the rdaively high costs with the superior and unique qudity of its workforce and
superior supplier base. However, Joint Venture Silicon Valey initiatives found an darming declinein
quaity compared to competitors, coupled with rising relative costs. Thisled to protracted job losses
and investment (Joint Venture Silicon Valey, 1993 7).

The experiences of other successful regionsindicate that there ismerit in using ongoing collaboration to
upgrade aregion'sinfrastructure and link it to industry (Joint Venture Silicon Vdley, 1993: 8). Public,
private and community partnershipsaimed at providing the best economic infrastructureinabid to make
industries successful, are vitd to the success of such competitive regions as Augtin and Singapore.
Moreover, these regions strong, responsive working relationships develop into a distinct source of
advantage, resulting in the formation of "socid capitd.” While Silicon Valey has gable, viable dugers
which form the core of the region'sindustrial base (see Section 3.2.1), coupled with alargetaent base
and an extengve network of technology resources, in 1993 it realised that it had not exploited dl these
resources effectively for mutud productivegain. A culture of conflict and blame hurt the ahility of public
and private sectors to work together to solve mgor problems.

This has led authors such as Harrison (1993) as cited in Norton (1999: 3) to question the value of
Silicon Védley as a case sudy in regiond networks. He considered regiona growth to be based on
proximity, which led to experience and trust, which ultimatdly enabled collaboration to result in enhanced
regiona growth. Hedid not think Silicon Valey measured up to hiscriterion of trugt, given the fact that
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Valley firmssued each other at every opportunity, usualy over intdlectud property rights. Accordingto
Harrison (1993) cited in Norton (1999: 3), "thisruled out this particular cluster as an example of post-
neoclasscad trust and harmony.” In his opinion, if firms depend on each other through informd
agreements and cumulative collaboration they do not engageinlegd bettles. Joint Venture Silicon Valey
redised therefore that the inability to organise regiond assets and build a "collaborative advantage’
through strong working relationships was a major reason that Silicon Valey had not reached its full
potentid.

Consequently, Silicon Valey set itsdf to devel op strong rel ationships (which resulted in the creetion of
“socia capitd”) between business, government, education and the community to provideworld-class
economic infrastructure of kills, technology, financing and thetax and regulatory environment required
for successin agloba economy. It was around theseissuesthat the initiatives started by Joint Venture
Slicon Vadley were centred, as well as the resultant working groups. By 1998, Silicon Vdley's
economic indicators improved and remained postive. Strong job growth continued in 1998 for
example, whilgt the region's exports were the highest in the nation (Joint Venture Silicon Valey Index,
1998: 1). Since 1992 more than 200 000 jobswere added, with an estimated 53 000 jobs being added
in1998. The software and computers/communication sectors experienced cons derable growth, which
drove employment gains. There was an improvement in the quality of life measures, with high school
dropout rates declining from 3,1%t0 2,4%in the 1996-97 school year. SAT scores(USA high school
scoring system) among the region's studentsimproved, child immunisations steadily increased Snce1993
and wages per employeeincreased by 49% per annuminred termsfrom $316in 1994 to $470in 1997
(Joint Venture Silicon Valey Index, 1998: 2).

Some chdlenges il remain though, such as problems of traffic congestion and housing cogts, placing
pressure on the Vdley's ability to sugtain its qudity of life, and a disturbing trend to a decline in the

number of engineering graduates from Silicon Vdley univerdties. Asaresult,

Joint Venture Silicon Valey commissoned agroup of business, community and government leadersin
1999 to chart a"vison for 2010" (DEAET 2000:15).

76



Needlessto say, Silicon Vdley givessound empirica evidence of the concept of “socid capital”, and of

using clustersfor economic devel opment processes, which are enhanced by geographic proximity. What
makesthe 21% Century Silicon Valey work isthe ability of mgjor ingtitutionsin the region to collaborate
on community and economic issues. The fundamenta issueisthat community partnerswork toward a
common et of gods for higher red incomes, increasing qudity of life and expanding opportunities
(DEAET, 2000: 15). Information technologiesinvented in the Valey are now employed to make this
happen. New rdationships sustained by information networks enable new levels of co-operationin
addressing education, regulatory, technology and enterprise challenges. Over five decades, Slicon

Vadley has evolved from aprimarily " limited government, market-driven region, into amore business-

driven model, characterised by new models of collaboration and networks (DEAET, 2000: 14).

3.3 SinosValley in Brazil

3.3.1Introduction

Thereisrecent, though limited literature, which suggeststhat operating in cdlustersin developing countries
may help them overcome growth congraints (Nadvi & Schmitz, 1994: 10). In many of these countries
samall enterprise devel opment has been linked to the industrialisation process, which can gain momentum
from clusters. One of the most striking cases of sectord clustersis in Brazil's shoe industry. Brazil's
exported legther shoes are produced largdly in the smdl towns of the SnosVdley, whichisin the sate
of Rio Grandede Sul. LikeSiliconVadley, SnosValey developed asa'natura’ cluster with ahistory in
shoe making. By thelate 1960sastrong loca cluster had formed and had begun to catch the attention
of exporters. By the 1990s the cluster was as complete as any in a highly indudtrialised region

(Rosenfdd 1996:10). Owing to the recent interest in industry clusters in developing nations, the

literature on Brazil’ s clusters is scanty, hence the reliance on one main author.

3.3.2 Factor Conditions

Asmentioned in Section 2.3.2.1, advanced factors are created and more difficult to replicate. Hence
the need for 'factor crestion’ mechanisms such as universities, research ingtitutes, technology centresand
trade associations, which can play an important role in successful clusters. Like Silicon Valey, which
had Stanford, and to a lesser extent Berkeley and Santa Clara universties playing a centrd role in

developing cluster specific programs aswell asresearch, SnosValley has severd schools and centres
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which provide smilar cgpabilities. These include:

0] the SENAI Tannery Schooal;

(it) the Technical School Liberato Sdzano for chemistry and mechanics,

(i) the SENAI School for Shoe Design and Manufacturing;

(iv)  theTechnologica Centrefor Leather, Shoe and Related Industries CTCCA.

Although thevocationd training offered by SENAI existsthroughout Brazil, few if any regionsor sadors
have such aconcentration of speciaised schoolsand technology centres. Eventhough theseingtitutions
might not match the sandard of Stanford Universty in Slicon Vadley, and in spite of various
shortcomings, together they represent a formidable capacity to train, research and advise. These
inditutionswereadirect result of collective campaigning and pressurefrom loca producers and were set
up a the onset of the exporting boom (Schmitz, 1995b: 18). Most of the financing for some of these
centres aswell asthe curriculathey offered are aresult of private sector efforts. To make adirect link
between the work of these schools and the increase in exports would be difficult, but according to
Schmitz (1995h: 19), “there can belittle doubt that together they enhanced the capacity of local industry
to respond to the new export opportunities.”

Smilar to Silicon Vdley, busness associaions have played an important role in Sinos Valey's
development intermsof creating cluster specific factors. Thisshowsparticularly inthe period when this
cluster ventured into new markets. The 1970s and the first haf of the 1980s were the years of fastest
growth, primarily due to the increase in exports (Bazan & Schmitz, 1997: 4). Holding trade fairswas
critica to the dugter's ability to infiltrate and dominate distant nationd markets. It was multilatera

horizontal co-operation, through industry associations in the early 1960s that gave rise to these trade
fairs. In 1963 the shoe organisation FENAC was established. Compared to the tertiary indtitutionsin
the region, a more direct connection between export growth and loca industry associations can be
established, especialy FENAC. The main purpose of thisorganisation isto hold shoefairs (which were
an initiative of manufacturers) aswell as components and machinery for the shoe and leather complex.
In addition to holding fairs, FENAC together with the locad Business Association of Novo Hamburgo
(ACI/NH) played a central role in the late 19605early 1970sin attracting foreign buyersto the Sinos
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Valey and making it possiblefor local manufacturersto participatein fairs aboroad (Rosenfed, 1996:10).
FENAC and the association had good accessto thefederal government, alink that enhanced the ability
of loca producersto utilise federd incentives.

3.3.3 Supporting and related industries

Oneof themogt gtriking featuresof SinosValley isthat within aradius of 50km of Novo Hamburgo, the
economic centre of the Valley, most inputs are produced: "uppers, soles, hedls, insoles, shanks, glue,
nalls, eyelets, dyes -dl of them madeto many different technica specifications” (Schmitz, 1995b: 7). In
addition, most of the machinesto convert these materias and componentsinto shoes are made locally.
Such aconcentration of suppliers comparesfavourably with the Situationin Silicon Valey where vendors
of software are in close proximity to their cusomers. Similar to Silicon Valey, Snos Vdley is dso
characterised by the presence of a wide range of specidised producer services. These include:

"fredlance designer, technicd and financid consultants and specidised trangport services' (Schimitz,
1995h: 12).

Theindustry isalso served by two weekly papers, which specidisein the shoetrade, and four bimonthly
technical magazines. These publicationsare for the shoe and leather trade nationdlly, but are produced
in the Sinos Valey, adding to the enormous concentration of speciaised know-how. Given the
geographic concentration of these activities, it is therefore hardly surprising that the diffuson of

information and ideasin the vdley isrgpid and dense, creeting potentia for extensive dynamic externa

economies. Klein (1991) ascited in Schimtz (1995b: 12) emphasisesthat this exchangeaf information
and ideas occur not only in business transactions, but also at socid gatherings of friends, family, sports
clubs, neighbourhood or church meetings. Pardlds can be drawn with the Wagon Whed in Silicon
Vdley, which provided aninforma platform for sharing information (see Section 3.2.3). Suchadiffuson
of information reachesits peak during the biannud shoefairsthat are organised by FENAC. None of
thisis to suggest that dl information is shared, but clearly in such a duster, secrets are hard to keep.

Due to the sengtive

nature of some information, it is sometimes a problem for indudtria firms to disclose information,
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however, it tends to benefit the collective performance of the industry (Schmitz, 1995hb: 13).

What stands out most in Sinos Valey isthe strong increase in bilatera vertica co-operation, notably
between shoemakers on the one hand and their input suppliers and subcontractors on the other (Nadvi
& Schmitz, 1994: 15). A mgority of the shoe manufacturers in the valey exchange information and
experiences on aregular basis and to alesser extent engage in qudity improvement, labour training and
marketing with each other (Schmitz, 1999: 1635). It must be noted that tracing such form of co-
operationisvery difficult. In comparison, multilateral horizontal co-operation, (aswill beanalysed later
inthis section) as evidenced in the demise of business associationsin the 1990s has proved inadequate.

Despite this, one is able to observe a postive relationship between co-operation and performance.

Schmitz (1999: 1637) tested the hypothesisthat co-operating firms perform better, by congtructing aco-
operation and performanceindex. Thus, firmscould be ranked from strong performers or co-operators
to poor performers or co-operators. In examining the association between performance and co-
operation, the exercise reveded that the there was a postive corrdation between increases in co-
operation and improvements in performance. Generdly 63% of firms that reported increased co-
operation have dso experienced an improvement in performance (Schmitz, 1999: 1637). Themgority
of firms reporting no change in co-operation did not experience a change in performance either. The
performance variable used hereisannua sdes. firmsreporting anincrease appear as"srong performers’
and thosereporting adecrease as'" poor performers' (Schmitz, 1999: 1637). Thesefindingsrefer mainly
to bilatera co-operation among clugtering firms. Multilatera co-operation (participation in trade
associations) increased only dightly, though it reflected a sgnificant podtive rdationship with

performance.

As highlighted in Section 3.3.2, a didtinctive festure of Sinos Vdley is the manner in which business
associations were centra in the early export successes. On the other hand, the prominent festure in
Silicon Vadley appears to be the indtitutions that nurture startups (see Section 3.2.3.). In these two
regions, collective action was ingtitutionalised in associations. Collective action embodiesthe notion of
co-operation effects (from planned or conscioudy pursued efforts) under the important concept of
collectiveefficiency in clusters (see Section 2.3.2.2). Collective efficiency has postive ramificationsfor
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the creation of competitive advantage. It, however, seems that once channds for exporting were
opened up for the shoe manufacturers in Sinos Valey, less emphasis was placed on joint action in
marketing for example, and therefore declined. This led to a disntegration of collective action and
disunity amongst business associaions from the mid -1970s to the late 1980s. Independent export
agents became the critical link in connecting South Americato the North American market.

Consequently, cluster-wide co-operation, the underlying basisfor collective action, dmost disappeared
inthe 1980s. Mot of these export agents were outsiders (Americans) and at the sametime, therewas
increasing differentiation by size and specidisation within the dugter (Schmitz, 1995b:19; 1999: 1642).
With the rise in shoe exports, conflicts of interest became unavoidable. For example, shoe
manufacturers wanted easier access to inputs and equipment from abroad, while loca suppliers fought
agang it. The needs of the large shoe exportersdiffered from those producing for theinterna market.
Consequently, in the late 1980s, the tanners, the synthetic component producers, the machinery

suppliers, the export agents and the large shoe manufacturers formed five new separate associations.
According to Moore & Hamaa (1993: 3), such splitting up into separate associations is a common
occurrence and a'naturad’ outcome of differentiation in the economy. The problem isthat there ceased
to be a united voice for the industry in Sinos Vdley as awhole. The new associations focused on

defending theinterests of their own subsectors as opposed to common problems. This occurred partly
because conflictsamong the subsectorswerered (particularly in the short run) and partly because each
association sought to project itsalf (Schmitz, 1999: 1643).

Attempts were made in the early 1990sto develop dliancesfor upgrading the cluster. In 1991, the Six
industry associationsand the Centrefor Technology (CTCCA) formed aworking group to discusswhat
key common problems had emerged, what studies should be undertaken to understand them better and
how to co-ordinatelobbying (Schmitz, 1999:1643). Joint projectsincluded adatabank and the cregtion
of apermanent forumin which theseinditutions can work together. These attemptsto develop aliances
culminated in aproject named the " Shoesfrom Brazil Program” in 1994. Thiswasajoint endeavour of
associaions representing the entire value chain. The dliance came in the wake of pressure to raise
quaity and speed, which required more congtructive and sustainabl e rel ationships between dl stages of
the supply chain (Schmitz, 1999: 1643). One of its main objectives was to move up the internationa
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vaue chain with new duster- goedific initiatives in design and marketing.

Althoughit was participatory and strategic, which meant agood bas sfor proceeding to the next stage of
implementing some of the ideas put forward, this did not happen. Consequently in 1996 the dliance
across the value chain was reactivated. However, by 1997 it had become clear that effective joint
action would not take place. It faled in the end for two reasons. some key players were more
committed to globa than to locad partners and the dtate failed to mediate a key points (Moore &
Hamdai, 1993: 4; Schmitz, 1999: 1645). Even though progress remains dow, it Sgnas a new
awareness of the need to co-operate, triggered by increased internationa competition and pressure to
rasequality. Henceregular shoefarrsdill attract buyers. Asindicated earlier in thissection, two weekly
and four monthly technica trade newspapers and magazines keep companiesfully informed of Sructura
changesintheindustry. At the sametime 70 export agents monitor international marketsand changing
fashion trends. According to the theoreticd literature, such improved communication about market
conditions can give clustered firms a better production function than isolated producers (see Section

2.3.2.2).

3.3.4 Demand conditions

One can generally observe the presence of relatively sophisticated local customers. The sophigticated
customersin this case are shoe manufacturers (i.e. they are customersto suppliers of inputs) who work
closely with their suppliers to promote innovation in SnosValey. Asnoted in Section 3.3.3thereisa
strong increasein co-operation between shoe manufacturers and thelr input suppliers and subcontractors
inthe region. This however, occurs on asmaler scale when

compared to Silicon Valey. Neverthdess, thetheoreticd literature emphasisesthat it isthe nature rather
the size of local demand, which isimportant (see Section 2.3.2.1).

By the end of the 1960s, a cluster of 400 firms dready existed in the valey producing entirely for the
internal market, due to a policy of import subgtitution. There was, however, consderable interna

competition. The sectora and geographica concentration laid the basisfor the subsequent export boom
(Nadvi & Schmitz, 1994: 7). 1t did thisintwoways. first, between 1969- 70, US shoeimporterslooked

82



for new suppliers from low-wage countries, which they visted. Because of its dready established
cluster, which had advantages of specidised locd input suppliers, SinosValey wasableto obtainitsfirg

contracts.

Secondly, instead of passively waiting for importers to come, local manufacturers were proactive, as
they took collective action through sdf- hel p ingtitutions (see Section 3.3.2). A consortium of producers
took their products to the US and Europein search of export orders, anationd shoefair heldin Novo
Hamburgo was promoted overseas and advertisements to promote Brazilian shoes were placed in
foreign papers (Rosenfeld, 1996: 10). All thiswasaded by newly introduced export incentives by the
Brazilian government in 1969- 70 (L ticke, 1990) as cited in Schmitz (1995b: 14). It was, however,
through collective action that local producers were among the first to access the export incentives.
Bascdly, clustering helped to build the economic and indtitutional platform on which the subsequent
export boom was based (Bazan & Schmitz, 1997: 3). Smilarly, in Slicon Vdley clusers sl globdly,
bringing income into the region thereby boosting the regiona economy.

The locd initiatives together with centra government incentives produced results promptly due to the
effective manner in which export agents devel oped links between the Brazilian producers with the US
market. These export agents were not merely buyers. In addition to negotiating with the US retall

chains, on the one hand and the Brazilian producers on the other, they studied the market. This meant
vigting shoe shops in the USA and Europe as well as internationd shoe fairs. The export agents
undertook product development and marketing, and at the sametime, they enforced adherenceto basic
qudity and delivery standards (Schmitz, 1995h: 14). Hence export manufacturers concentrated on

increasing scae and competing on price. In summary, clustering helped to build the economic and
ingtitutional platform on which the export boom was based.

The cluster was strengthened because the export growth increased the demand for locd inputs and
meachinery, thus contributing to further specidisation and degpening of the cluster (Bazan & Schmitz,
1997: 5). On the other hand, as mentioned in Section 3.3.2, collective action became more difficult
because the sector became more differentiated, the sheer speed of growth weakened social tiesamong
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locdl producers. Nevertheless, the Sinos Vdley givesavery good example of the notion thet an ability to
meet loca demand creates the ability to serve globa markets, therefore strengthening the demand

conditions according to Porter's "diamond” (see Section 2.3.2.1).

3.35 Firm structure, strategy and rivalry

It is important to redise that competition is aso an important eement of the clustering modd, even

though its analysisis often overshadowed by the atention given to co-operation among producers. As
Meyer-Stamer (1996: 1) indicated, acommon characteristic to competitive economiesisadiginct level

of vigorous competition among netiond firms. In the Sinos Vdley, competition is fierce even though

some market segmentation exists. Competitorsare spatialy concentrated in SinosValley, asisthe case

in Slicon Vdley, astuaion in which competition drives intense rivary.

Intensvelocd rivary islikely to continue Snceentry barriersarelow (dueto the extensive economies of
scae) and setting up a shoe business continues to be one of the main venues for pursuing status and
incomeambitions. Recently one of themain criticismsfrom within and outside the industry has been that
too much effort goesinto competition within the valley and not enough attention is given to competition
from abroad (Prochnik, 1992: 40).

When andysing the dustersin Silicon Vdley it was mentioned that akey festure of clustering isthat most
firms specidisein particular stages of a production process, whilst thereisagenera tendency towards
outsourcing (see Section 3.2.5). 1t would be interesting to explore whether such vertica disintegration
(at the firm leved) is aso prevaent in the Sinos Valey. According to astudy by Prochnik (1992:11),
there has been somewhat of a tendency toward \ertica integration. This conclusion is based on

interviewswith large Brazilian firms, most of which werelocated inthe SnosValey. In someinstances
these shoe manufacturers had included in their operation a

section, which carried out the final processing of the leather. In other cases, entire tanneries were

acquired. Therewas aso expangon into production of rubber and plastic components.

One cannot entirely discern reasonsfor thisvertica integration.  Thereisreference to the need to have
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access to a rdiable supply of good qudity inputs for large-scale production (Prochnik, 1992: 12).
Elsawhere, Schmitz (1989: 16) emphasises the need for manufacturers to obtain leasther with varied
specifications, coupled with theinflexibility of large tanneriesto supply them. Frominterviews conducted
by Prochnik (1992: 20), there are undoubtedly difficulties with input supplies despite the large
concentration of input suppliershighlighted in Section 3.3.3. He, however, questionswhether itiswise
that such vertical integration should take placein view of intengfied competitionin the globa market over

recent years.

Market conditions have changed dueto globaisation asquaity, smal orders and faster responses have
become the order of the day. Other producer countries, such as China, with even lower wages are
exerting pressurein the market, and buyersin the US and Europe are imposing standards of quality and
speed which would have been thought unattainable afew years ago, at pricesthey are prepared to pay
now. It seemsthat beating competitors such as Chinaon labour costsis hardly possible, therefore the
chdlenge facing Sinos Valey manufacturers is to increase the rate and qudity at which they produce
shoes, and to break into new markets and marketing channdl's (Schmitz, 1999: 1628).

On closer ingpection, however, thevast mgority of shoefirmsarenot verticdly integrated. Thereseems
to be a high degree of interfirm divison of Iabour in Sinos Vdley, which confirms the theoretica
underpinnings of clugtering in Section 2.3.2.1, and which compareswell to Silicon Vdley. In particular
there are over 200 firms producing componentsfor the shoeindustry. Shoe production iscomprised of
aseries of discrete stages, which, fromatechnica point of view, do not necessarily haveto be carried
within asingle firm. Operations, which require highly specidised equipment and/or skilled labour, are
contracted out. Examples are the production of lasts, the creation of new models, or the grading of
patterns. The reason for externdising such operations lie in the efficiency advantage of the supplier,
these are mostly but not dways smdl firms (Nadvi & Schmitz, 1994: 16). Operaions, which are
relatively smple and labour intensive, are dso sub-contracted. Examplesare stitching of uppers, hand
weaving of uppersor the preparation of bottoms. By externalising such work, shoe manufacturers save
on premises, sometimes on equipment and particularly on labour cost. FHeury & Humphrey (1993: 6)
adso emphas setheflexibility advantage of outwork. Smdl firmscarry out virtudly al such work. When
thework isentirely manud itisusudly digtributed mostly to "' self-employed” women working from home
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(Nadvi & Schmitz, 1994: 16).

Firm-level observationstherefore confirm the extensive use of subcontracting, characteristic of vertica

indugtry dusters. It seemsto be particularly common among smal firms, but lessamong the very large
firms (Nadvi & Schmitz, 1994. 16). It should, however, be pointed out that variations amnong

enterprises are great, partly because they specidisein different types of shoesand partly because they
give different emphass to control and flexibility. The former is easer in internad production,
subcontracting enhances the latter. The Sze of orders and the response times are shrinking and the
number and types of modelsareincreasing. Asseeninthecase of Sun Microsystemsin Slicon Vdley,
this putsapremium on flexibility and islikely to contributeto an increasein subcontracting. Ontheother
hand, one could arguethat theincreasein quality requirements, referred to earlier, could potentialy pull

practicesin the opposite direction. Product quality is gpparently difficult to maintain or improvewhen
severd operationsare contracted out (Bazan & Schmitz, 1997: 7). Aswill beseenin Section 3.3.6, this
iswhy some manufacturers are beginning to change their relaionships with their sub-contractorsfrom

casual to more regular ones.

Clearly thereisan agglomeration of specidistsin SnosValey and according to Prochnik (1992: 13) the
specidisation and interfirm division of labour haveincreased "....notwithstanding the vertical integration
Srategy pursued by asmal number of very largefirms.” There are, however, Sgnsthat therelationship
between input suppliersand shoe manufacturersis beginning to change. Whereasin the past relaionsled
to blame and the switching to different suppliers of customers, ashighlighted in Section 3.3.3, there are
now some attemptsto explore problemsjointly. Although alot of apprehension towards collaboration
dill exigts, they aretaking stepstoward collaborative manufacture and learning by interaction (Schmitz,
1995h: 16). Inthe clustering literature, the clustering enterprises both compete and co-operate, hence
the notion of co-operative competition. This means that competition does not exclude joint action for
solving specific problems, for example in precompetitive areas such as the provison of infragtructure,

sarvices or training (Porter, 1998: 449).

According to asurvey carried out by Schmitz (1999: 1634), 60% of respondents reported an increase
in co-operation with their suppliersof leather and soles. Such increases can be observed bothingenad
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exchange of information and experience, and in specific concerns of improving quality and speeding up
responses. In other areas of co-operation - technologica upgrading, labour training, programming
production - the upward trend in co-operation waslessstrong. Surprisingly, no association wasfound
between increasing co-operation and firm size. Some authors such as Prochnik (1992: 25) suggested

that medium and large firms work more closaly with suppliers than smdl ones.

3.3.6 Social Capital in Sinos Valley as a means to Economic Development

Unlike Silicon Valey (see Section 3.2.6), “socid capitd” in Sinos Valey emerged from socio-cultura
identities. In order to put the observed inter-firm rdaionshipsinto contextin SnosValey, requiresan
andyds of locd socio-culturd factors. As highlighted within the theoretica literature and in the case
sudy on Silicon Vadley, ties between firms are not purely economic. There exists a socio-cultura
identity, which facilitates trugt relations between firms and between employers and workers. One of the
main points surrounding the debate on clustering and indugtrid didtricts in generd, is that economic
relations between firms are embedded in socid relations. This view is most strongly expressed by
Becattini (1990: 40) who definestheindustrid cluster as™"asocio-territoria entity, which ischaracterised
by the active presence of both a community of people and a population of firms in one naturaly and
higtoricaly bounded area. Inthese didtricts, ....... community and firmstend to merge.”

As mentioned in Section 2.3.2.5, there are essentidly three dimensions to the issue of socid
embeddednesswithin the confines of aclugter. Firgt, onefindsthat specificinterrdlated historica, socd
and culturd factors in locd areas can generate Sgnificantly different processes of development
(Saxenian, 1995:; 1). Thisincludesawork spirit based on religions and/or cultura attributes, or anon-
confrontational socid spirit which carries over to intra and interfirm relations, thereby asssting loca
industrid relations and leading to productivity gains (Granovetter 1985:3). Second, socio-culturd
identities provide abasis for trust and reciprocity in inter-firmreations. Usudly forming around socid
networks based upon family, caste, ethnic, racid, rdigion, educationd, politicad or corporate
backgrounds, these identities are multiple and varied (Porter, 1998: 153). At the same time, shared
vaues and norms of behaviour governing relations can emerge from purely commercid and business
relationsin acluster. Third, the socid milieu or environment, strongly influences and isitsdf influenced
by the process of innovation and technologica change (Granovettor 1985: 3; Becattini 1990: 40;
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Fountain 1997: 4-7).

Inthe SinosValey, "astrong community spirit devel oped based on acommon German heritage,” (Nadvi

& Schmitz, 1994: 32). Schmitz (1995a: 559) linksthissocio cultural identity to the economic success of

the region as evidenced by the export boom in the 1970s. Thisis not to say that the success of the
region can bejudged purely on socio-cultura or ethnic terms, Sincethis can be countered with examples
of other communities of German descent in South Americawhich remained underdevel oped and poor
(Nadvi & Schmitz 1994:67). Furthermore, the Sinos Valey experience provides afurther example of
the vulnerability of the socid environment and its associated socid relations and processes under

conditions of rapid economic growth (Schmitz, 1995a: 559). The speed with which the Sinos Valey
footwear cluster expanded during the export boom phase strained socio- culturd tiesto the point where
they were no longer effective asafoundation for trust relations between firms. Asmentionedin Section
3.3.3, thelast half of the 1990switnessed an attempt to return to agreater spirit of collaboration. Trust
relations are beginning to reform, athough thistime not on thefamiliar basis of socio-culturd identity but
on the basis of consciousinvestmentsin relationshipswith suppliersand subcontractors (Schmitz, 1999:

1644). Ashighlighted in Section 3.3.5, there are indications of aqualitative change in the relaionship
between shoe manufacturers and their suppliers and consequent new signs of collective action.

One can dso identify changes in relationships between employers and their workers. Until the early
1970s, employees had a sense of 'kinship' with employers and fdt part of the same community. This
encouraged co-operation in the workplace. Dueto the fagt growth in the industry, these communities
began to disintegrate (Schmitz, 1995b; 21). Although socio-culturd ties have not entirely disappeared,
where they gill exist, amore dratified society has developed in which dlass differencesled to arisein
incidences of hogtility outside and within factories. More recently however, some employers began to
seethevauein more collaborative gpproaches (Schmitz, 1995h: 21). Thisisdueto economic reasons,
which require improved indugtria relationsin order to achieve increasingly high qudity sandards and
tight delivery schedules. The fundamenta point of reason in any duder is that firms and the locd

community areinseparable (Schmitz, 1995b: 21; 1999: 1644). In addition, acommon socid identity is
thought to favour codes of behaviour that induce trust and co-operation. Thisis evident in both the
Snos Vdley in Brazil and Slicon Vdley inthe USA.
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3.4 Arizonain USA

3.4.1 Introduction

Unlike the previous two case studies, the following case study provides an example of a series of
clusters that developed from direct intervention from both the private and public sectors. There are
eleven dugter indudtries: bioindustry; environmentd technology; food fibre and naturd products; high
technology; minerals and mining; optics, plastics and advanced composite materia; senior indudtries,
softwarefinformation technology; tourism; and transportation and distribution (Irwin, 2000: 1).

Arizona provides a good example of cluster policy and its gpplication through a series of cluster
initiatives. These were defined in Section 2.2 as a conscious process of interaction between role
playersin an industry or region, which can increase the rate a which competitive clustersdevel op. As
notedin Section 3.2.6, Silicon Valey took asimilar gpproach to rejuvenateitseconomy. Thetheoretical
literature (Section 2.4.2) highlighted that there are two approachesto cluster based policy: the bottom-
up-approach (BUA) and the top-down-approach (TDA). The former relates to the private sector
initiating the process of developing cluster initiatives, whilst the later rlatesto government initiating the
process. Arizona is unique in that it provides a good example of a baance between the two
gpproaches, as both were used in its economic development strategies. The cluster initiatives were

initiated by the private sector, which then sought the participation of government as facilitetor.

In 1988, avariety of firms and organisations assessed Arizona's economy, and decided that there was
room for improvement and they resolved to teke action. Thisled to the cregtion of the Arizona Strategic
Panning for Economic Development (ASPED). Thisdrategic planning effort, dthough initiated by the
private sector, was acombined initiative with government. For example the Department of Commerce
in Arizonaassessed Arizond sbusinessclimate and drafted thefirst Satewide Strategic devel opment plan
in 1989 (GSPED, 1999: 1). Moreover, the funds committed to ASPED were sourced from both the
public and private sector. Clearly Arizona combined the two approaches to cluster-based policy, the
top-down and bottom-up approaches (see Section 2.5.2). That is, industry took the lead and later
sought government’ s participation. Thiseventudly led to theimplementation process, which isknown as
the Governor’ s Strategic Planning for Economic Development (GSPED) in 1990 (Fessenden, 2000: 1).
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Aspart of GSPED, industry-working groups, led by business|eaders and specific to the various clusters
wereformed. Each cluster group had representatives of itsleading industriesand supplier indudtriesinits
coremembership, aswell asrepresentatives from universties and membersform economic devel opment
groups, chambers of commerce, law firms and marketing firms (Waits, 2000: 6). The god was to
redlise long-term growth in industries that provide stable, well paying jobs by concentrating economic
development efforts on the cluster areas, which provide afocusfor the process (Morfessis, 1994: 81).
Thiswasto be achieved by the groupsformulating an achievable vison for their cluster'sfuture; identify
sources of new growth; identify economic foundation needs, and develop priority initiativesfor legidative
consderations (Vieh, 1999: 1).

It wasessentid that critica successfactorsor key enabling factorswereidentified and upgraded in order
to sugtain the economic viability of the clusters Critica success factors, provide the support and
infrastructure that alows industry to flourish (Vieh, 1999: 1). The findings reveded that the quality of
Arizonas economic foundations was not yet congstently high enough to sustain competitive advantage
(Morfessis, 1995: 84). Each ASPED foundation group developed priority initiatives and assigned
implementation rolesand respongbilities. 1t isimportant to gppreciatethat the responghbility for building
high quality economic foundationsin Arizona rests with many parties. Government has a strong role to
play, but so does the private sector. As highlighted

withinthetheoreticd literature, sate-level and loca-level government inditutionsboth have criticd roles
in the implementation of cluster policies. Thiswill discussed further in Section 3.4.6.

3.4.2 Factor Conditions

A common thread visble in Arizona s proposed clusters was the need for skilled workers. Work in
every cluster and at amogt every level needed more and better skillsto do their jobs. Consequently, the
human resources working group under GSPED, focused on improving Arizona s overal agpproach to
work force development and encouraging new cluster-based training efforts to upgrade workers
(Morfessis, 1995: 81). Such cluster-specific training programmes clearly represent advanced factor
conditions, which provide abasisfor sustainable competitive advantage, identified in both Silicon Valey
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and SnosVdley. Thiseventudly led to abetter dliance between the region’ sclustersand the University

of Arizona

In Silicon Vdley, Stanford Universty played acentra roleinthe development of clustersin that region,
whilgt in Sinos Vdley, various technicd inditutions took this regpongbility. Similarly in Arizona, the
Universty of Arizonawasanimportant component of the clusters’ success. The University of Arizonais
consdered one of the finest medica research universtiesinthe USA. Itisdsoacritical component in
devel oping technology and trangferring thistechnology to the private sector, especidly for the bioindustry
cluster (Fessenden, 2000: 2). In addition, clusters such as optics and information technology are
growing subgtantialy. Thisgrowth has been partly facilitated by research from the University of Arizona
(Fessenden, 2000: 2).

One of the most outstanding business associationsin Arizond s clustersisthe Arizona Optics Industry
Association (AOIA). In 1992 the optics cluster companies (approximately 145) incorporated as the
AOIA. Smilar tothe associaionsidentified in both Silicon Valey and SnosVadley, it providesaclear
example of themanner in which bus ness associations can beinstrumenta in developing cluster-specific
factors. Together with the Univeraty of Arizona, the AOIA creeted two centres of excellencein optica
manufacturing technology, put assgtants in eight local schools to promote careers in science, and

developed specidised curriculafor

community colleges (Waits, 2000: 11). At the same time, AOIA initiated a joint Arizona-Mexico
university agreement to develop the long-term export capacity of member firmsin the optics clusters.

3.4.3 Supporting and related industries

Generdly, the clugtersin Arizona have a critical mass of specidised suppliers for inputs and services.
The ease and speed of sharing speciaised suppliers are enhanced by close geographic proximity
characterigic of mogt clustersin this gate. Smilar to Slicon Vdley and Sinos Vdley, this proximity
hel ps reduce the 'transaction costs that are critical to the success of fast-moving firms, aprocesswhich

generates obvious static economies of scale. The spatia proximity of most upstream and downstream
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indugtriesin Arizonadso facilitates the exchange of tacit knowledge within the clusters (Vieh, 1999: 1).
Already established in the previous case studiesisthat clusters provide the means for rapidly shared
‘tacit’ knowledge in a learning-by-taking-and-doing process. Thiswas clearly seenin Slicon Valey
where'tacit' learning for workersin the clusterstook place when persona knowledge was shared at the
Wagonwhed restaurant - a popular meeting place in the early days of the semi-conductor industry in
SliconValey. In SnosValey such knowledgeisdiffused through socid functions, i.e. family or church
gatherings and more formaly during biannual trade shows.

When the various working groups under GSPED endeavoured to improvethe clusters' critical success
factors, they identified the need to improve the supporting indudtriesin the region. Ashighlighted inthe
case sudy on Silicon Vdley (Section 3.2.3) financid capita is a key ingredient for cluster-based
economic development. Itisaso dear that the amount of capitd in aregion meanslittleif theavailability
of that capita is condrained. As evidenced in Silicon Vdley's venture capitd ingtitutions, capitd isa
critical issue in fuelling the innovation process. According to Irwin (2000: 2), Arizona did not lack
entrepreneuria capabilities. 1t lacked financid resources. The fear was that, if creativity and
entrepreneurid activity are not financed, it would relocate. Consequently the cluster-working group
dedicated toimproving capita resourcesin the region, focused on making capita bleandflexible.
At the sametime, thisworking group focused on devel oping a centraised source of information about
capitd. It aso attempted to diminate

legd condraintsto capitd investmentsin Arizona scompanies, whilst cregting tax and other incentivesto
encourage private investment in entrepreneuria venturesin Arizona (Morfessis, 1994 1).

Collective action was inditutiondlised in industry associations in both Silicon and Snos Vdley. In the
latter’ s case, this collective action seemsto have disintegrated with the rapid pace of the export boom.
In Arizond s case, participantsin the cluster process redlized the power of collective action. According
to Waits (2000: 10), “the story of Arizona s optics indudtry is a prime example of the power of the
cluster framework for collaborative action.” Companies in Arizonain such diverse fields as optica

components; optica design software; lasers for medicd, industria, and graphics gpplication; optica

telescopes; and digital eectronic camerasystems, began for the first time to consder themsdvesasan
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industry (Waits, 2000: 10). Asindicated in Section 3.4.1, thisled to the creation of the Arizona Optics
Industry Association (AOIA). Together they undertook research to determine the size of their industry

and they discussed common problems.

Consequently, they involved organisationsthat could either assst or hinder their industry’ sdevel opmernt,
such asuniversties, nationd laboratories, and financid indtitutions. Eventualy astrong belief developed
amongst these companiesthat devoting timeto devel oping the region’ s capacity of support opticsfirms
could establish Arizonainto aninternational centre of excellencein opticstechnology (Wait & Howard,
1996) as cited in Waits (2000: 10). Thiswould obvioudy benefit dl of them.

3.4.4 Demand conditions

Like Silicon Valey and to alesser extent Snos Vdley, most of the industry clustersin Arizona have
sophidticated, demanding end- users, which make Arizonahave some of the most innovative devel opers
inthe world (Vieh, 1999: 1). Mogt firmswithin the dlusters sdll their products both locally and on the
globd market. Similar to Sinos Valey in the 1970s, Arizona currently gives a good example of the
notion that an ability to meet local demand createsthe ability to serve globa markets. For example, itis
estimated that in the second haf of 2000, Arizonas exportsincreased to 23,8%. Export growthinthis
period is considered to have outpaced the nationa average,

which stood at 13,2% (Vieh, 1999: 1). Consequently, the optics cluster for example, hasfocused on
developing long-term export capacity for its members.

According to Waits (2000: 11), there have been significant results, whichinclude $5 millioninimmediate
sdes At the sametime, an annua industry show has been established in Arizong, which attracts more
than 700 domestic and internationd firms. Moreover, the marketsfor optics-rdaedfirmshavegeneardly
grown through the clugter activities. Thishaspogtiveramificationsfor increasng demand. Furthermore,
anumber of optics-related firms have decided to rel ocate to Arizonadue to theincreasing recognition of
thisindudtry in the region.

3.45Firm drategy, sructureand rivalry
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Competition between the companies within the spectrum of clustersin Arizona(asin Silicon Valley and
SnosVdley) isimmensdy Hiff, and isintensified by geographic proximity. Asdready mentioned, this
has positive implications for improvements in productivity and innovations (see Section 3.2.5). The
various clugtersin Arizona are driven by smal, but fast-growing companiesknown as"gazelles' (Vieh,
1999: 2). These“gazdle’ companies are rdatively amilar in sze to the samdl shoe manufacturersin
SnosVdley. Thesgnificant difference between thetwo liesin the highlevel of technology intheformer.

It is interesting to note that these "gazelle" companies are rarely engaged in traditionad economic
development and leadership circlesi.e. to participate in boards or taskforces or to consider lobbying.

Consequently, to promote better networking with this vitd part of the various industry clugters,
universities, state agencies and economic devel opment boards need to accommodate new industriesand
these"gazelle" enterprises. Moreover thereisaneed to reinvent economic development networking by
holding informa and flexible meetings in coffeehouses for example (Vieh, 1999: 2). Smilar to the
Stuation described in Silicon and to a lesser extent Sinos Vdley, thisis an indication of the advent of
verticaly disntegrated company sructures, which enable greater flexibility as well as an increased
capacity to absorb innovation.

3.4.6 Social Capital asa meansto economic development in Arizona

In smilar fashion to both Silicon Vdley and SinosValey, the aaility to foster economic developmentin
Arizonaisaproduct of “socia capital” inherent in the network approach in clusters, proposed by such
authors as Saxenian (1994;1995:; 1-17) and Fountain (1997: 1-14). Like Slicon Vdley, “socid

capitd” in Arizonadeve oped purely from bus nesstransactions and not from acommon socio-culturd
heritage as was the case in Sinos Vdley. As mentioned in Section 2.4.1, what makes a region

successful ishow it leverages public and private assets, and in turn devel opsrel ationshipstheat foder trust
and reciprocity, among other things, which keep interaction going.

According to Waits (2000: 10), and asindicated in Section 3.4.3, the experience of Arizona, especidly
of itsopticscludter, illudtrates, " the power of the cluster framework for collaborative action." Duetothe
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elements of trugt, reciprocity and developing network norms over time ("socid capitd"), it was dso
highlighted in Section 3.4.3. thefact that stakeholdersin the opticsindustry have begun to appreciatethe
vaue of contributing time to the development of the cluster's capacity to support optics companiesin
order to realise mutua benefits. For example, through athree-year combined effort, cluster companies
bid together and were successful in landing a huge contract, one which would have been too large for
any onethe companiesto undertake. Furthermore, the various cluster working groups under GSPED
provided the basisfor the creetion of sustainable socid capital” and consegquent competitive advantage.

Recent economic development updates on Arizonaindicate that it ill remains one of the most fastest
growing statesfor the foreseeablefuture. For the twelve months ending October 1999, Arizonaranked
third in the USA in employment growth, with an estimated job growth in 2000 of 28%, indicating that
this state could cregate gpproximately 62 5000 jobs (Vieh, 2000: 1). The cost of living in Arizona
continuesto comparefavourably with other mgor cities, astuation backed by the sates ability to foster
job-creation. Phoenix, in the state of Arizona, has been estimated to have the second fastest growing
USjob market over the next twenty-five years, aswell as possessing the grestest potentia in the nation
for atracting and growing business (Vieh, 2000 4). At the same time, various surveys have recorded

Arizonaas being fourth in the nation, in terms of income growth.

3.5 Conclusion

Using Porter's diamond framework to anayse the various case studies has made it possible to develop
common threads characterigtics of industry clugters. Firdly, these case studies have highlighted the
dynamism of the cluster gpproach. Secondly, they haveillusirated the importance of spatia proximity,
the resultant economies of scae, and thelr impact on innovation. A third common theme, is the
importance of the network approach, which creates “socia capita”, a crucid eement for successful
economic development and one, which ultimately breaks down barriers between local communitiesand
firms. Implictly, while the characteristics of cluster may be present, it is not necessarily an effective
clugter if thereisno socid interaction, trust and ashared visonin order to create the dynamic nature of a

cluster.

The current macro and regiond policies regarding clustering in South Africa are discussed in the next

95



chapter.
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CHAPTER 4
CURRENT MACRO AND REGIONAL POLICIES REGARDING
CLUSTERING IN SOUTH AFRICA

4.1 Introduction

The Industrid Strategy Project (ISP), which was initiated in 1990, was aimed at supporting the
deveopment of an indudtrid policy in South Africa that could focus on and improve the poor
performance of manufacturing. It became clear that the South African economy was not well disposed
for foreign investment. The poor performance of South Africals manufacturing sector was one of the
major issues that compounded the problems facing the South African economy (CSIR, 1998: 1). The
manufacturing sector in particular was noteworthy in its inability to create jobs or to produce
commoditiesthat satisfied either the divergent needs of the domestic or theinternationd market. Given
theimportance of the manufacturing sector for economic development, thisisamgjor cause of concern.

Manufacturing has been a critical dement of growth in developing countriesin three main ways.

= firdly, through economies of scale which increase productivity and therefore wedlth;

= secondly, through the positive externd effects of manufacturing plants on each other and on therest
of the economy, and through forward and backward linkages in the economy;

= thirdly, through the postive direct and indirect effects of the development of manufacturing on
employment creation (Nadvi & Schmitz, 1994 7).

This chapter will put industry clugters in South Africa in the context of current indugtrid policy. Its
objective is to illugtrate the contribution that clusters can make to South Africas attempt to improve
industry performance, expand exports, create jobs and achieve sustainable economic growth, in line
with the government's macroeconomic strategy - Growth, Employment, and Redigtribution (GEAR).
Section 4.2 will provide the background to South Africas clugter initiative programmes, whilst Section
4.3 will focus on the role played by the Department of Trade and Indudtry in these initiatives. Findly,
Section 4.4 will give examples of clugter initiatives thet are showing potentid success. The motor
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industry cluster is not discussed in this Chapter, but in Chapters 5 and 6.

4.2 Background to the South African Cluster Initiative

Prior to 1994, the manufacturing industry in South Africa was heavily protected from internationa

competition. The import subgtituting indudtridisation (ISl) policies of the apartheid era played an

ingrumentd rolein determining the course of South African industry. Coupled with astrong protective
tariff regime and the tradeisolation of the sanctions era, thishasleft an uncompetitive domestic industry
serving an isolated domestic market (Hirsch, 1997; Joffe et al, 1995; Kaplinsky & Morris, 1999).
Such factors as, "gpartheid's impact on the skills profile of the workforce; repressive and outmoded
industria relations systems and work organisation; technologica backwardness; ahighly concentrated
indugtria structure coupled with a concomitantly weak, and repressed small, medium and micro-
enterprises (SMME) sector did not prove favourableto manufacturing performance”’ (CSIR, 1998: 1).

With South Africas return to the internationa economy, however, the government has acknowledged
globa trends towards reduced trade barriers. Thisis evident in the fundamentd shift of trade policy
from import subdtituting indudtridisation (1S51) to trade liberdisation, with a strong focus on export
promotion (Dunne & Morris, 1999: 3). At the same time, South Africals current industrial Strategy
focuses on the economy in two ways. a a sectord level and a a spatid levedl. Badcdly, greater
emphasis is placed on certain sectors (indugtriad ‘clusters) and certain areas (spatia development
initigtives) - (ISA, 1996: 1). Such an emphasis on sectora and spatial contexts is considered to
complement the shift from import subgtitution driven indudridisation to an outward orientation (i.e
exports) through international competitiveness.

It has been recognised that the country will have to rigoroudy improve its industry performance and
competitiveness in order to fulfil its expected role of leeder in Sub-Saharan Africa. Consequently, the
competitiveness of South African firmsiis currently being andysed as part of this processin a bid to
penetrate world markets. Policy nakers have endeavoured to establish the efficiency and cost
effectiveness of the use of resourcesaswel astheir upgrading. At thesametime, they havedsotriedto

edtablish those factorsthat are circumscribing the country's competitivenessin theinternationa market.
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The ultimate objective is to determine policy measures to transform these wesknesses into strengths

(CSIR, 1998: 1).

An important breskthrough made by these policy makersiis the redisation that previous studies hed
andysed indudtry inisolation and had not contemplated the extent of its linkages to other related and
supporting industries and services i.e. the ‘clugter’ of firms congtituting the totd value chain, (CSIR,
1998: 1). Onthebasisof regiond industrid research, writers such as Porter (1998: 15) arguethat firm
level competitivenessislargdy determined by factorsexterna to thefirm. Theseinclude: arrangements
integrating producerswith their suppliers and customers; the existence of sophisticated and demanding
product markets and shared ingtitutions to promote training and research across companies (Porter,
1998: 15). Ashighlightedin Section 2.3.1.1, such factorswere said to provide a platform, which gave
competitive advantage to groups of firmsin aparticular industry or set of industries, which could not be
cregted in isolation by any singlefirm.

It therefore seemsthat there has been recognition that it isimpossible for firmsto be competitive devoid
of the efficiency and dability of the macro environmert. Both intra and inter firm restructuring are
needed to enhance competitiveness. Thisresultsin increased emphasis on the linkages between firms,
implying a change in focus from predominantly firm-centred activity to the vaue chains and clusters
withinwhich firmsarelocated (Dunne & Morris, 1998: 2). Theimplicationsof thisfinding areimmense,
not only for firms but aso for government. Government needs to promote co-operation between
different industry players rather than engaging with them on a purdy individud basis. Consequently,
policy makersin South Africahave redised that the role of crosscutting such as transport logistics and
the extent of research and development in determining the competitiveness of locd firms, were
inadequately researched (CSIR, 1998: 1). Howing from thisredisation, vauable research in thisfield
has been donein recent years by variousingitutionsthat have the promotion of sustainable and equitable
economic growth at heart (CSIR, 1998: 1).

4.2.1 The Spatial Development Initiative (SDI) Programme
Currently the SDI programme clearly representsthe strongest link between the tenets and outcomes of



nationd industrid policy on the one hand, and the industrid performance and potentid for success of
regions onthe other hand (Lewis & Bloch, 1998: 728). Thisisbecausethe SDI programme (aswill be
seen later in this discussion) provides alink to the strong emphasisin industria policy on the manner in
which regions are key developing sSites for developmentd intervention and the provison of suitable
economic infrastructure. It isimportant to take note of the two main underlying theoretica concepts of
SDI's, which are rooted in development literature (see Section 2.3.2.1). One of these concepts
consderstheregiond agglomeration of indudtriesi.ethetendency of industry to concentratein particular
geographica locations (DTI, 1998b: 26). Thisisaresult of the dependency of industries on associated
indtitutions and service providersfor continued success. The other theoretical concept underlying SDIs
is that which emphasises the need for government to contribute to the basic infrastructure i.e. roads,
water, electricity, in order to attract private investors to profitable industrial establishments.

Spearheaded by the DTI, SDIsare therefore distinguished by the emphasis on the spatid dimensionin
their objectives. They are amed a developing economic potentid in specific spatia locations and
crowd-in private sector investments. The ultimate objectiveisto create jobs, grow the economy of the
area, and to contributeto restructuring the ownership patternsin the South African economy inlinewith
the objectives set out in the government's macroeconomic srategy - Growth, Employment and
Redigtribution - (GEAR) (ISA, 1996: 1). It isimportant to put the initiatives in the context of the shift
from a protected agpproach to economic development towards one centred on internationa
competitiveness based on exports as discussed in Section 4.2. To date there are leven SDIs
throughout South Africa: the Maputo Development Corridor, the Phalaborwa SDI, the Platinum SDI,
the West Coast Investment Initiative, the Fish River SDI, the Wild Coast SDI, the Richards Bay SDI,
the Durban and Pietermaritzburg nodes, the Lubombo SDI and the Gauteng Specia Economic Zones
(Jourdan, 1998: 717).

There are two equdly sgnificant criteriain the designation of SDIs. They are redigtributive in nature,
This criterion indsts that SDI status should be limited to areas that were disadvantaged by apartheid.
Oneexampleisthat of regiona wars, which judtify the strong focus on Mozambiguein the programme.

Theimpact of Bantustan policy isanother, ajudtification for the designation of SDI statusto the Eastern
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Cape (Lewis & Bloch, 1998: 729). At the same time industrid policy concerns are given the highest
congderation in the SDI programmes emphasis on the need for ‘inherent economic potentid’ for
sugtaining investment inindustry, tourism or agroprocessing. Thisis akey criterion for commanding SDI-
linked resources. The apartheid-induced disadvantages that a given region sustained together with its
relaive poverty, isinsufficient in attracting the support of the SDI programme. It isimportant that the
region must adequately prove the ability to turn existing inherent, under- utilised potentid into measurable
development through the injection of SDI measures and resources (Lewis & Bloch, 1998: 729).

The SDI programme uses two main indruments to implement this srategy. Firdly, congraints to
investment are removed. These impediments to investment are often infrastructura in nature (roads,
ports, and rail). The concept of public-private partnerships (PPPSs) hasin recent years been vigoroudy
encouraged by government in a bid to enhance the delivery of infrastructure (Jourdan, 1998: 718).

Consequently, a number of PPPs, including the Maputo Toll road (the N4 linking Mpumaanga and
Mozambique), various other infrastructure projects, as well as tourism projects have been devel oped.
Secondly, the SDI programme identifies strategic investment opportunities in the SDI area. These
drategic investments are usualy essentia in enhancing the performance of key clugers in the locd

economy and take the form of "anchor projects. 'Anchor projects inherent characteristics attract huge
inflows of resourcesinto aregion. These anchor projects, "serve as magnets to additional downstream
or related investments, thereby expanding the size and scope of the sector in the SDI area” (Jourdan,
1998: 718).

Common ground within these two sets of criteria can be identified in the claim that certain areas of the
country have been disadvantaged by industrid policy thrusts associated with the previous regime. As
highlighted earlier in Section 4.2, this argument is particularly relevant to the notion that import

subgtitution has benefited sites of investment designed to serve the domestic market. Evidence of huge
indugtria investment in Gauteng province can be considered to be an indication of the principd

concentration of the domestic market. On the other hand, import subgtitution, it is argued, had a
detrimenta effect on those regions of the country more suitable, due to their location advantages, to
support production for globa markets (Lewis & Bloch, 1998: 729). On the basis of these criteria, the
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Eastern Cape and Mozambique, given ther port facilities, are dso digible for SDI support. As
mentioned earlier, private sector investment isaprincipa mechanism underpinning the SDI programme.
This investment will be ‘crowded in' through financia support for infrastructura projects and ‘anchor'
projects. Public sector financid support will be, however, limited. Government's financia investiment
contribution to the SDI programmes is generdly targeted a a maximum of ten percent of the tota
investment value (Goldin & Jourdan, 1996: 4).

4.2.2 Industrial Development Zones (IDZs)

Industrid Development Zones (IDZs) are dso an integrd part of the SDI programme. They are
deliberately located in SDIsin order to maximise the linkages between the two programmes, and can
generdly be consdered as speciaised indudtrid areaswithin SDIs. Theam of IDZ development isto
edtablish an environment conducive to predominantly export production, which is attractive to both
internationa aswell asloca investors (DTI, 1998b: 29). IDZs essentidly represent a medium for the
development of Srategic industries that are resource intensive, as well as the clustering of related

industries s0 these are able to benefit from common services.

Asdiscused in Section 4.3.1, indugtrid concentration isincreasing inimportancein thegloba economic
environment. It isimportant to redise that IDZs are supported by current developments in numerous
countriesthroughout theworld, whereit isbecoming increesingly difficult to attract manufacturing foreign
direct invesment (FDI) without offering foreign investors further incentives (SDI, 2000: 1). These
incentivesinclude providing abusiness environment characterised by " speedy decision meking, atractive
benefits, high quaity inputs at competitive rates and standards of |abour, and an environment that gives
easy access to work markets' (SDI, 2000: 1). There is growing recognition that it is critica to
encourage FDI flowsinto South Africato boost growth, employment and competitiveness.

In 1999 feasbility sudies for the establishment of 1DZs were conducted in six locations around the
country at Richards Bay, Durban, East London, Coega near Port Elizabeth, Sddanha Bay and the
Johannesburg International Airport. Adjacent to specified sea- and airports, these dedicated industria
zonesare comprised of excdlent infrastructure, aswdl asregulatory and supply sdeinterventions (DT,
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1998a 3). The government hastaken tremendous measuresto distinguish the proposed IDZsfrom the
traditional concept of export- processing zones. Notably, it has undertaken that exemption from labour
market legidation and regulations under export processing zones (EPZS), are not contempl ated under the
IDZ concept (DT, 1998a: 4). On the contrary, "proposed labour-related interventions would
effectively guarantee union recognition in the IDZs and support this with a dedicated mediation and
conciliaion facility” (Lewis & Bloch, 1998:731).

Attention will be given to human resource devel opment through co-ordination of recruitment and training
sarvices for each zone. In order to create a stable and productive industrid relations environment, a
proactive gpproach to dispute resolution coupled with active human resource development will be
implemented within the framework of labour legidation (SDI, 2000: 1). Other benefits that new

invesments locating in an IDZ will enjoy, flow from the attractive regulatory regime and investment
facilitation services provided by zone operators, duty freeimportsof capital goodsand inputs, plusVAT

exemption for exports and accessto government'sincentive mechanisms compliant with WTO guiddines
(SDI, 2000: 1). Itisimportant to redise that effective infrastructure which will be ableto turn an IDZ
location next to an internationd port or airport into a sustained competitive advantage underpins these
benfits.

4.2.2.11DZsin the Eastern Cape

To date government confirmed that Portnet would develop the R1,5 billion Coega Port in the Eastern
Cape, which forms an integrd part of the export-oriented IDZ. At the sametime it confirmed Anglo-
Dutch consortium P & O Nedloyd/TCl as the preferred private partner in developing the proposed
Coega|DZ (SDI, 2000, 1). Portnet's role will include developing the common infrastructure for the
deepwater port such as the breskwaters, quay wals, navigationa instruments and al other elements
necessary to discharge the functions of a port authority in accordance with internationa best practice
(Hosking & Lloyd, 1999: 41). On the other hand, the consortium P & O Nedloyd/TCl's proposa

includes the development of a container termind and trans-shipment hub in the Coega Port, together

with anindudtria park, logistics centres and eectronic commerce (e-commerce) business park.
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Further afield in East London, Portnet is consdering a detailed feashility study of expanding the port.
At the same time, the municipality has demarcated land, which is currently being rezoned for indudtrid
development (Eastern Province Herdld, 2000: 7). Forming part of this process is an environmenta

impact assessment currently being conducted. Externa and internal infrastructure is expected to bein
place by July 2001, with manufacturing commencing in January 2002 (Eastern Province Herad, 2000:
7). Ultimately either anindugtria park or duty freel DZ should be developed by January 2001. Already
abusiness plan has been completed for application for IDZ status. What remainsto be granted is an
IDZ operator'slicense, which will be granted depending on the economic viahility of the proposed IDZ.

4.3 Role of the Department of Trade and Industry in the cluster process
Evidence that indicates theimportance of agglomeration economies (which arerooted in the proximity of
firmsinaparticular loca€e) impliesthat the 'underlying potentid’ - aterm used inthe SDI approach - of a
Specific region is not Smply dependent on pre-given local factor prices. Itisactually dependent onthe
level and qudity of exiding indudtrid activity intheregionin question (Lewis& Bloch, 1998: 739). This
essentidly illustrates that industries creete regiond resources and not the other way round. Moreover,
through dose interaction of user and supplier firms, innovating firms and clusters develop many of the
materials and much of the machinery and labour skillsthey require. Thisargument is not attempting to
eliminate wages from the location equation, nor shoud the argument be percelved as relegating the
significance of sound physical infrastructure (Lewis & Bloch, 1998: 740). The point being madeisthat
some of the most dynamic indugtrid regions are not dway's characterised by low wages, whilst some
have inedequate basic physical infrastructure.

At the same time, it can be argued that the ‘growth pole analysis discussed in Section 2.3.1.2, dso
underpins the SDI programme. The theory suggests that in the albsence of agglomeration economies,
codly infrastructure or ‘propulsveinvestment' accountsfor successful regiona industridisation, growth
and development of aregion. Initid infrastructure results in what Hirschman (1958: 50) termed the
‘centrdity of sde effects. These are bascdly indirect and incidenta outcomes of deveoping

infrastructure and drawing anchor firmsto aregion.
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According to Lee (1996) as cited in Lewis & Bloch (1998: 742), three side effects can be identified:

»  backward and forward linkages which lead to the development of an indudtria base;
= changing behaviour of bureaucracy, especidly loca government;

» increasing private sector confidence and participation in development process.

The qudity of the willingness and capability of locd public and private agencies to drive the
industriaisation process affects the interaction between these criticd factors. More importantly, the
character of “socid capitd”, asnoted in Section 2.4.5.1 isfundamenta to aregion's success. Without
the basis of strong 'socid capitd’, a region that has a rdaively uncompetitive indudtry is unlikely to
become internationaly competitive, regardiess of how outstanding its infrastructure is or how many
individud largeindugtria enterprisesit has (Driver, 1998: 806). Consequently, to build “socid capitd”
over the longer term is one aspect which the DTI’s regiond indudtria drategy might focus on in
developing industry clugters.

4.3.1 Industrial clusters

In this context, and building on the industrid sector policies that emerged from the Industrid Strategy
Project (ISP), an amount of R7,4million was granted to the South African government for undertaking
policy studies (usng the services of the World Bank) aimed at the improvement of internationa

competitiveness (CSIR, 1998: 2). The DTI supported these policy studiesthrough the Japanese Grant
Fund (JGF), which was established and placed in the Nationd Economic Development and Labour
Council (NEDLAC) under tripartite control. It was agreed that 45% of the funds should be spent on
crosscutting issues, and 55% on sectora or cluster studies (CSIR 1998:2). The'cluster methodol ogy'
was the primary methodology used to gather information and to analyse it. Subsequently, various
organisations such as centrd government, provincid government, metropolitan substructures, parastatd
organisations and private sector companies and consultants became involved with cluster researchin

South Africa

Notably, the DTI has played an active roleintheforming of clugtersin anumber of industries. It initiated
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acluster conference on 24 and 25 April 1996, which for thefirst time assembled the entire cluster and
related research projects and enabled researchersto present their preliminary findings. Dueto limited
resources, it was decided that the DTI should concentrate on afew 'role model' clusters, which would
demongtrate the potentia benefits of collaborative processes, and in turn securetotal commitment from
industry stakeholders. Thisinvolved setting up joint forums with industry in abid to collect, share and
debate data, and creating an understanding of an industry’sdevelopment. At thesametime, therewasa
need to identify government or industry interventions, which will enhancethis development, aswell asto
develop a plan for the effectiveness of these interventions (DTI, 1998b :76). Continud revison of
objectivesand prioritieson the basis of new information and experienceswas dso consdered apriority.

The principal recommendation thereof was that it was essentia to encourage the restructuring of al
industry associations o that the government can eadily interact with the industry in terms of policy co-
ordination and other policy issues (CSIR, 1998: 3). A workshop to facilitate a broad interaction
between the cluster process, the private sector and unionswas consequently held through NEDLAC in
July 1996. Thisworkshop established that the success of the clugter initiatives would be significantly
influenced by the extent to which these assume a spatid dimension.

The Department therefore contributesto the cluster process by initiating or conducting the Sudiesof the
different sectors, facilitate the meeting of potentid role players and monitoring progress of processesas
well as the outcome or economic success of the efforts. For example, various officids of the
Department were involved with the research undertaken by ingtitutions such asthe Industriad Strategy
Project (ISP), NEDLAC and Monitor. There are currently ten cluster initiatives at varying stages of
development within the DTI. These include clusters embracing petrochemicas, plagtics and synthetic
fibres; jewellery; eectronics, footwear; ceramics, wool and wool products; timber; furniture; pulp and
paper, aswel asdownstream stainless stedl, carbon sted and uminium, and automotive (DTI, 1998b:
76).

4.3.2. Cluster Secretariat
Given the scope and range of cluster activities, it became necessary in 1997 to establish a secretariat

within the DTI in order to co-ordinate the various cluster processes and to act as a resource for
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information about cluster activitiesunderway in South Africa. Itsfunction wasto collect and disssminate
informetion on clugter activitiesin South Africaand esawherein theworld, and to facilitate collaboration
between researchers and industry stakeholders (DTI, 1998b: 76). This group interacted with other
cluster groupsin either the provinces, parastatals, or the business sector in termsof sharing informeation.
Through meeting on aregular bas's as needed to manage the day-to-day cluster activities, it was hoped
that the resultant sharing of information and resources could aid many stakeholders in the area of

clustering. 1t was aso hoped that a common vision could cement the process, and ultimately promote

faster economic growth with less duplication (DTI, 1998b: 76).

Projects within the Cluster Secretariat obtained funds from the Sector Partnership Fund, which was
edtablished in September 1997. The Sector Partnership Fund (SPF) is part of the Industria
Competitiveness and Job Creation Project, which is financed with aloan from the World Bank to the
government of South Africa. Its primary objective isto support sustainable economic growth and job
cregtion needs of South Africa by providing financid assstance to partnerships of firms in the
manufacturing and agro-processing industries (DT, 2000: 1). These industries should define and
implement collaborative projects re aed to production and marketing that will enhancetheir productivity
and internationd competitiveness.

It isimportant to redise that the SPFisan integra part of the DTI's group of supply side measures. As
mentioned in Section 4.2.2, these supply side measures are aimed at supporting the government's
development god of greater economic, export and employment growth by increasing the pace a which
South African firms adapt to the current trade liberdisation to compete more effectively in the globa

market (DTI, 2000: 1). Theterm 'partnership’ as used in the SPF programme does not necessaxily refer
to alegd entity but to loose associations of firms and organisations that decide to collaborate to redise
mutualy beneficia objectives. The SPF will support the development of such partnerships through the
provison of 65:35 matching grants, 65% from the SPF and 35% from the partnership grant (DT, 2000:

1). Essentidly, grant support for each approved partnership will be limited to an amount of R1 million
and they will be made exclusve of vaued added tax.
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As mentioned earlier, both the Cluster Secretariat and the SPF's primary objective was to assst
companiesto adjust to trade liberalisation asthey create new ways of competing. The SPFiscurrently
operationd, though the Cluster Secretariat has since been dissolved. Currently individua sectord
directorates have been given the responghility for their respective cluster initiatives. Reasons for
discontinuing the Secretariat remain unknown. However, with therestructuring of nationd and provincid
government, which amstorationdisethe activities of government and forge cl oser rel ationships between
paragtatals and government, especialy provincia government, one might speculate that the Cluster
Secretariat could have resulted in a duplication of effort. For example, currently the Centre for
Investment and Marketing in the Eastern Cape (CIMEC), is playing a criticd role in regiond
devel opment together with the Department of Economic Affairs, Environment and Tourism (DEAET).
CIMEC has been assigned the responsibility of co-ordinating and fadilitating cluster activities in the
Eastern Cape by the DEAET.

4.4 Examples of Clusters Initiativesin South Africa

4.4.1 Introduction

South Africas experience with clugter initiatives has been reatively patchy. Similarly, the literatureon
these inititivesis scanty. At the sametime, cludter initiatives are relaively recent, hence few studies,
which examine them over time, ae avalable, whilst any available information is, in most cases
confidentid. Thereis, however, some information on the essentia elements required to develop such
initiatives, hencethis section will atempt to draw thisinformation together. Dueto thelimited availability
of materid on these initiatives, it isinadequate to give a comprehengve andysis of Porter's 'diamond’
framework in the respective industries aswas done in Chapter Three with internationa experiencewith
industry clusters. Consequently, thissection, relying onthe available materid on clugter initiatives, should
not be interpreted as giving an exclusive coverage of issues of cluster development in South African
indugtries.

Sections 4.1 and 4.2 highlighted changes in the rules determining industry competitiveness. This has
been exacerbated by an increasingly globa world econony that has transformed the nature of

competition, production and consumer demand. The combination of increesingly discerning and
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demanding customers, and increased competitive pressure hasled manufacturersto reform both internd
and externa rdationships. The intention is to improve ther ability in flexibility, innovaion whilst
accderating their response rate to shifting and splintering market demand (Dunne & Morris, 1999: 2).
Again, ashighlighted in Sections4.1 and 4.2, South African firmsare becomingincressingly avareof the
change in the dimensons governing international competitiveness.

A concerted effort at industry-wide restructuring is required if they are to remain competitive in the
domestic market as wdll as to establish a presence in the export market. As mentioned earlier, this
demands rethinking relationships and patterns of organisation at both theintra-firm and inter-firm levels
But as we shdl see in the following case studies, both the South African society and economy have a
legecy of highlevelsof mistrust. Operating in such an environment frustrates any restructuring based on
the notion of collective efficiency (Dunne & Morris, 1999: 2; Edwards, 1998: 4). The South African
society and economic context therefore does not provide a classic case of trust derived from natura

socid embeddedness as the literature would suggest (Fountain, 1997: 5; Saxenian, 1995: 2).

Thefollowing two case sudieswill illustrate attempts at developing cluster initiativesin order to improve

competitiveness in South Africa

4.4.2 The Saligna Hardwood Furniture Cluster

Thefurnitureindugry in South Africahighlightsattemptsto improveinternational competitivenessthrough
co-operating around problemsthat are hampering effortsto establishapostionintheglobd market. Ina
bid to achieve this, the industry is clustered both verticaly and horizontaly aong the vaue chain. As
indicated in Section 2.2, the former dimension assumes that firmsin adjacent phases in the production
process can be present (i.e. buyer-supplier relations), whilst the latter impliesthat severd industries or
sectors can be part of the cluster. Of particular interest isthe Saligna Hardwood subsector, ardatively
smdll part of the South African timber productsindugtry. It appearsthat acombination of circumstances
have led to the creation of an environment disposed to collective action by sectora stakeholders.
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Throughout the entire Sdlignavadue chain, qudity isaproblem. Thisbeginswith timber not growntothe
specific needs of furniture manufacturers, and continuing &t the level of saw millsthat have inadequate
cagpacity aswell as specidised equipment required for producing furniture-quality sawn hardwood. At
the sametime, end manufacturers are dissatified with theinability of millsto make avallabletimber inthe
specified dimensons. This gpparently increases the difficulties as well as the costs of manufacturing
processes (Dunne & Morris, 1999: 13). Moreover, qudity problemsat theleve of manufacturing take
the form of poor skills and outmoded or inappropriate equipment, which reduce the qudity levelsin
production. Particular attention also needsto bedevoted to finishingin Salignaproducts. For example,
finishes that are not environmentdly friendly, diminish the environmentd credentids of Sdigna
Moreover, Sdignaisreatively new in the export market, hence thereisaneed to create an awareness
andimproveitsimagein theexport market. Thisexacerbates existing problemsof establishing contacts
and arranging digtribution.

It was around these issues that Saligna stakehol ders redlised the need for co-operation dong thevaue
chainto addressthe problemsthey encountered in quaity and in exporting. Consequently, stakeholders
(forestry planters, saw mills, manufacturers, agents and various sectors in government departments
concerned with water, forestry, manufacturing competitiveness and trade) are working together ongthe
vaue chain to address the wide range of issues that hamper the effectiveness of South African vaue-
added timber product manufacturersin the export market.

The concept of callective efficiency in Section 2.3.2.2- themutua benefitsto be derived frominter-fim
Co-operation - seemsto havebeen encouraged over aperiod of time by afew of the Sdignavauechan
stakeholders (Dunne & Morris, 1999: 15). It isinteresting to note that the concept of beneficia co-
operation dong the Sdligna vaue chain would have been aborted were it not for the willingness of
industry stekeholdersto seek a neutrd facilitator to encourage the principle of collective action, in this
casethelndustrid Restructuring Project (IRP). Thetheoretical literature (see Section 2.2) aswel asthe
case study on Arizona (see Section 3.4), highlighted the need for having aneutrd facilitator or consultant
inthe cluster initiative process. Coupled with ahost of other factors, thisled to therelative success of the
development of avertical and horizonta example of building collective efficiency inanindudrid clugter.
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Collective efficiency in the Sdligna vaue chain was initiated by the indudtry, therefore illugtrating the
bottom-up-approach (BUA) suggested in the theoretical literature (see Section 2.5.2). Similar to
Arizona, it o provides an example of astuation where the bottom up- approach (BUA) iscombined
with the top-up-approach (TUA), i.e. indudtry initiated the process and sought the participation and
support of government. The Sdigna stakeholders made use of the IRP's credibility to obtainthe DTI's
support, amovethat increased the perception of the process by the stakeholders. Thefact that the IRP
was neutral was essentia in generating relatively positive attitudes towards co-operation, though trust
was gl lacking and suspicions were rife concerning motives within the sector. Because the IRP was
non-digned, the initiative did not give the impresson of favouring specific stakeholders or groups of

sakeholders. Essentidly, the facilitator's role was to overcome trust barriers, whilst the other support
from industry stakeholders lent credibility to the process (Dunne & Morris, 1999: 15).

In theworkshopsthat followed, the stakehol ders gppreciated the role of interdependence throughout the
vaue chain. Interdependence is centrd to the concept of collective efficiency (see Section 2.3.2.2).

Therewereissues surrounding devel oping acommon brand image, joint market research and asectora

quality control policy. Theseissues offered potentia benefitsfor collective action, and thereforeled to
the creation of working groups Smilar to those in cluder initiativesin Arizonaand Slicon Vdley (see
Sections 3.4 and 3.3 respectively). The activities of the working groups were centred on issues that
werewidely acknowledged asthe key drawbacksto successin the sector. Each of theworking group
included stakeholders throughout the vaue chain, whilst the information and benefits from each of the

working groups was made bleto dl participants.

These working groupsincluded the Y oung Tree Working Group, which addressed the issue of excess
supply of Sdigna expected in the future as a result of declining demand for eucayptus druts for the
mining indudtry. In this case growing Sdlignafor furniture and other timber products could be a more
viable option. The second working group was the Product Matrix Working Group, which was focused
on the demands of various Saligna users, i.e. the need for example to have the correct dimensions of
sawntimber formthemills. Thisworking group would gregily enhancethe demand conditionswithinthe

industry. According to Porter's ‘diamond' framework (see Section 2.3.2.1) the nature of demand is
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more important than the Sze. Working dosdy with demanding end-users of sawn timber will induce
learning- by-interacting, enhancing innovation processes for both parties. The third working group was
the Branding Working Group, which wasto examinewhether it wasfeasibleto establish ajoint effort for
the export market through for instance branding of Sdignaproducts (Dunne& Morris, 1999: 18). Being
able to present a united front in the marketing of exports within the indudtry, is essentid for creeting
cluster-specific factor conditions, which according to the theory (see Section 2.3.2.1) are difficult for
competitors to replicate.

The Sdigna Hardwood Vdue Chain Cluder is ill in its early stages of development, therefore it is
difficult to ascertain whether effective collective efficiency will materidise. 1t does, however, provide
some noteworthy lessons for other cluster initiativesin the country. "Broadly spesking, the favourable
outcome of the process has been the result of threeinteracting factors: favourable conditions within the
broader sectora and market environment; the role of internd change agents and the role of

intermediaries as externa change agents,” (Dunne & Morris, 1999: 21).

Itisimportant to appreciate the complex nature of generating co-operation either dong avauechan or
between competing manufacturers. Such co-operation isembedded in aparticular context i.e. interms
of the markets and the sector in which firm co-operate. Moreover, "acollaborative processisonly as
good asitsmembers’ (Edwards, 1998: 4). Implicitly, co-operation dependson thequdity of interaction
between theindusiry stakeholders, with theaid of the neutrd facilitator. All of thisof coursetakesplace
agang the background of the operating environment, bearing in mind that the facilitator cannot
manufacture support for co-operaton. According to Dunne & Morris (1999: 21) this has important
implicationsfor government. Of particular importancein thisinstancewould be their supply-sSdesupport
measures. The SdignaHardwood case study seemsto suggest thet it isinedequateto merely offer firms

an incentive to co-operate.

Government needs to be fully committed and be involved in continued interaction and didogue with
industry stakeholdersin responding to their specific needs. It cannot expect to facilitate co-operation if
policies are established devoid of the stakeholder requirements. This case Sudy seemsto illugtrate the
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need for activeinvolvement from awiderange of industry stakeholdersin order to generate effectiveco-
operation (Dunne & Morris, 1999: 21). Indeed government's presence was evident in the Sdigna
Hardwood Vaue Chain Clugter, and it provided credibility to the clugter initiative. However, itsrole
was somewhat limited, i.e. the top-down-approach was circumscribed (see Section 2.4.2). Essentidly,
if government isto play a more effective role in dugter initiatives, it must widen its scope from merdy
providing financid incentivesto creeting afavourable environment for co-operation (see Section 2.4.2).
It might aso need to identify relevant stakeholders and potentia facilitatorsto drive the process, taking
caretha it doesnot assumethisrole. Without explicitly promoting co-operation, government caninduce
aprocess of didogue centred on key issuespertaining to aparticular sector. If the DTl istoplay sucha

role, it needs to take cognisance of these issues.

4.4.3 The Capital Equipment Cluster Initiative

Another clugter that has shown cong derable successisthe Capital Equipment cluster initidive Smilarto
the Sdignaclugter initiative, thisinitiativeisaresult of South Africabeing part of the globa market, hence
the need to respond quickly and be able to compete viably in such markets. Asaresult of thelowering
of import barriers in line with international trends and other developments, South Africas traditiona

markets - domestic and foreign- are under threat from other world producers. Consequently, three
companies (Bell Equipment, Weir Envirotech and Boat Longyear) withthe help of the DTI established
the Capital Equipment clugter initiativein April 1997. It wasbeievedthat it iscritica to co-operaiewith
other firmsin the capital equipment sector to strengthen South Africas capabilities in order to export
competitively and ward off increasing exports (Edwards, 1998: 3).

Theinitiative has grown from a steering committee with amembership of threefirmsin April 1997 toa
membership of thirty firmsin 1998, with an annua turnover of morethan R10billion (Edwards, 1998: 4).

Smilar to the Sdigna clugter initiative, the Capita equipment cluster initiative provides an example of
both horizontal and vertica co-operation. Hence not only does it consst of both smal and large
manufacturing companies, it aso has raw materia suppliers. Furthermore, it embraces dl interested
partiessuch as, "indudtria associaions, labour organisations, government and related support inditutions,
financing, transport, telecommunications, and research ingtitutions,” (Edwards, 1998: 4). Alsosmilarto
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the Sdlignaclugter initiative, aswdl asthosein Slicon Valey and SnosValey (see Sections4.4.1, 3.2
and 3.3 respectively) working groups were established to improve the industry's cagpabilitiesin transport
costs, skilled workers, marketing and exports. Theseworking groupstogether with the membersof the

initiative have access to awide range of promotiond activities such as, "trade

mission seminars, exhibitions, financia ass stance and the 'butterfly’ strategy which establisheslinkswith
untapped marketsin Africa, Latin Americaand Asa’ (Edwards, 1998: 4).

Unlike other indugtrid cluster groups, the Capita Equipment cluster initiative opted to spend lesstimeon
research in order to focus and proceed with more practicd initiatives such asjoint marketing. Agan
amilar to the Sdigna clugter initiative, thisis bound to strengthen cluster- specific factor conditionsthat
aredifficult for competitorsto replicate (see Sections2.3.2.1. and 4.4.2.1). By 1998 thiswasalready
yidding resultsfor theindustry. The dudter initiative dso managed to creste an Export Council in July
1998. The ultimate objective is to enable exporters to achieve world-class satusin terms of quality
products by the year 2003. It istheaim of the cluster initiativeto increase exports by 60% by 2003 as
well as capturing 50% of al African business and 20% of dl business in South Americaiin the same
period (Edwards, 1998: 1).

South Africas new poalitica status has improved the way it is perceived by therest of theworld, andis
gaining reputation for itsrelativetechnica expertiseand know how in Africa. Inaddition, it isconsdered
a gateway into Africa, not only because of its Strategic podtion a the tip of Africa and its well-
established infrastructure, but also because of itsknowledge of African conditions. Consequently, there
are proposals by the Capital Equipment sector to seek government support for development of new
African projects, in which the Capital Equipment sector could witness sgnificant growth during the next
five years. A joint cluster-DTI working group has therefore been established to participate in these
projects (DTI, 1998c: 2).

The clugter initiative is aso focussing on the workplace chalenge of training employeesand improving
employee/management relations. Funds are available, dueto leviesbeing paid by member companies,
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for training and improving management and labour forcerdations. At the sametime, the CSIR provides
members with a R5000 once- off assessment of manufacturing skills. Thisissupported by inter-factory
and inter-company visits, which according to the dustering theory facilitates greater learning, sharing and
therefore co-operation. A proposal was aso put forward in 1998 by the Warwick/M organ International
Comptitiveness Programmeto design aprocessto havea"dud growth path." Thisbasicaly meansthat
both the company and the individua representing the company in the clugter initiative benefit from the
process (DTI, 1998c:1).

It was redlised that the clugter initiative, like any other operation whose success depends on people
offering their services on avoluntary basis, isbound to encounter questions on therdaivetime spent in
clugter activities in relation to the benefits obtained. Over the course of time, executives representing
ther firmswithin the clugter initiative will begin to question what isin it for them. At the sametime, there
isatendency for voluntary organisationsin South Africato become completdy sdf- aufficdent. Thismay
result in unnecessary duplication and, "iscontrary to the notion that from abusiness perspective " hunting
in packs' should be the overriding philosophy when operating in aclugter,” (DTI, 1998c: 3).

These redisations led to two initiatives (DTI, 1998c: 3):

= theintroduction of the Industrid Doctorate Programme of the Warwick Manufacturing Group of the
University of Warwick, United Kingdom;
= thelaunch of the Make it South Africa© Manufacturing Excdlence initiative.

The proposd is amed a developing an environment in which participants in the Capital Equipment
cluster can usetheir time spent on cluster work towards meeting the requirements of asenior doctorate
programme offered through the University of Warwick. Thisobvioudy has postiveimplicationsfor the
cregtion and upgrading of advanced cluster-specific factor conditions (Porter, 1998: 132). It is
proposed to design the activities of the cluster working group such that each participant will be ableto
deriveinformation, which will be both company specific, aswell asmeeting theindividua's needsfor the
doctorate programme.
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Theneed for individua companies participating intheclugter initiativeto achieve‘world class satuswas
aso recognised in this proposad. Hence in order to meet this expectation, whilst dso eiminating

duplication and optimising the scarce executive resources, it was proposed that the Capital Equipment
clugter initiative should become a member of the Make it South Africa© Manufacturing Club (DTI,
1998c: 4). A specific chapter was created in the Manufacturing Club to meet the specific needs of the
cluster initiative, one that would be linked with the features of the doctora programme. Essentidly, the
cluster has a complete resource base a itsdisposal. The club will organise various ectivitiesaswell as
provide input and support for the world-class datus initiatives. Moreover, in consultation with the
CSIR, the Manufacturing Excellence Centre (MEC) within the Manufacturing Club will give accessto
local and internationa sources of technology. At the same time, in those areas where firms require
assistance in business processes, the MEC has access to some of the highly regarded consulting

operations in manufacturing.

Findly, in order for other clugter initiativesto derivelessonsfromthisinitiative it isimportant to take note
of thefactorsthat contributed to itsinitia success. The private sector for example, did not desgnateits
representation withinthe clugter initiativeto low ranking people. Companiesthat actively participatedin
theinitiative ensured that senior managers occupying executive positionswere del egated to participatein
the programme (Edwards, 1998: 4). Had low ranking candidates represented ther firmsintheinitiative,
this would have delayed the process by representatives having to constantly refer back to decision+
makersinthar operations. At the sametime the peoplewho participated in the variousworking groups
of the duster invested a tremendous amount of persona and company time ensuring that the cluster
makes progress (Edwards, 1998: 4). As dready mentioned, the initiative managed to establish an
exporting council and set up adoctora programmein conjunction with Warwick Universty. Inaddition,
awdl-researched, detailed report has been produced and is available to dl members at no extra cost
(DTI, 1998c: 2). Most companies could not have afforded this type of research individualy, and will
therefore benefit from itsfindings.

4.5 Conclusion
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The preceding discussion highlighted current industria policy regarding dustering in South Africa The
DTI was seen as spearheading the cluster programme in South Africa, with the am of cresting
internationally competitiveindustries geared towards exporting. Both case studies anaysed depicted the
process of developing clugter initiatives in the South African context and provided useful lessons for
amilar initiativesin the country. However, whilgt the first case study emphasised the manner in which
collective action can be generated in co-operative arrangements, the latter focussed on mechanismsthat
candign cluster, company and individud sdif-interestsin order to optimisethe benefitsfrom theinitiative,

Lessons from both internationa and South African experienceswith clusterswill be used asareference
point for the clugter initiative in the Eastern Cgpe's automotive industry, which isthe topic of the next
chapter.
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CHAPTER 5
THE EASTERN CAPE AUTOMOTIVE CLUSTER

5.1 Introduction

South Africa has found itsdf integrated into the globa economy, where powerful trading blocs are
indrumental eements. Multinationa corporations are increasingly relocating capita and production fregly
from conditions regarded as less favourable to the more favourable conditions. In such an environment,
individua governments have redised that their ability to advocate policies, which encouragelocd ownership
and inward orientation, hasbecomeincreasingly limited. Ultimately there hasbeen amarked increaseinthe
liberalisation (see Section 4.2) of trade policy in formerly protected economies such as South Africa
(Barnes & Kaplinsky, 1998: 1).

In light of these events, recent South African experiences are little different to those of other developing
economies. The process of encouraging local production in South Africabegan inthe 1920sand by thelate
1970s there was an extensve amount of protective devices and subsidies for loca production and
ownership (Bell, 1993: 23; Joffe et al, 1995: 6 as cited in Barnes & Kaplinsky, 1998: 2). Asin most
formerly protected countries, many of these tariffsand subsidies have been eradicated over the past decade.
In South Africa’s case, however, there has been adigtinct increase in the pace of liberdisation, which has
been primarily driven by government. Consequently, South Africa has liberalised its externa trade more
rapidly than required by the WTO (Padaychee, 1997: 45; Jenkins & Swisa, 1997: 15 ascitedin Barnes&
Kaplinsky, 1998: 2). At the sametime, the need to source for externa savings hasincreased the desireto
attract foreign-owned producers. It is within this context that the automotive indudtry is increasingly
operating.

This chapter isaimed at giving an overview of the current date of the automotive indugtry in the Eagtern
Cape. Section 5.2 will begin by giving abrief background of the South African motor industry. Section’5.3
will andysethe Motor Industry Development Program (MIDP), followed by an andysis of theformation of
the motor industry cluster initiative in the Eastern Capein Section 5.4.
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The chapter is purposefully descriptive, providing abackground to the empirical andyss contained in the
following chapter.

5.2 Historical background to the South African Automotive Industry

Ford (1924) and Generd Motors (1926) established the first automobile plantsin South Africaduring the
1920s. 1n 1945 assembly plantswere established in Durban and East London, namely Motor Assemblers
and Car Digtributors Assembly respectively. The Chryder Corporation established aplant in Cape Town,
closdy followed by South African Assemblers and Didributors (SAMAD) in Uitenhage in 1948.
Consequently, the automotive components indugtry in South Africa grew out of the first automobile
assembly plants. Theanticipation of tariff protection wasamgjor factor, which motivated entry by assembly
plants (Duncan, 1997: 49). High tariffs on Completdy Built Up Units (CBUS) together with a rapidly

growing market acted as a magnet to these foreign companies.

These operaions, though in many cases highly profitable, were smdl in internationd terms, with high unit
costs. Production was aimed solely at the domestic market and the assembly plants were isolated from
globa production networks of parent companies, except as markets for Completely Knocked Down

(CKDs) packs(Black, 1998: 1). Although local content remained low, some basic components (batteries,
glass, tyres) were obtained locally by the early 1930s. Over the next two decades, the Situation remained
relaively the same. Although there were 94 registered component manufacturersin 1958, over 60% of

totd employment wasin the tyreindudry. At the sametime, loca vaue added in automobile manufacture
was lessthan 20% (Barnes & Kaplinsky, 1998: 3). Thiswas due to the fact that most of the domestically
manufactured components were produced exclusively for the after-market (i.e. market specidising in car
parts).

Owingtotheselow levesof vaue added, the government decided to target thissector. Thisisunsurprising
sincethemotor industry tendsto be highly regulated and supported by governmentsworldwide. Thisisdue
to various reasons such as: "it is a massve potentid employer; it is a high volume business with high
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associated value (in South Africamotor trade turnover isroughly a 14% of GDP); and it demands avery
high qudity at low priceswith many technica and business spin-offsto other indudtries' (Williams, 2000: 1).
In South Africatherulesare currently set out in apiece of government legidature called the Motor Industry
Development Programme (MIDP), which will be andysed in depth in Section 5.3. In this perspective, this
sector was deemed to have both growth potential and externdities to other sectors. Moreover, it

accounted for 15% of totd imports in 1960 (Barnes, 1999: 5). Due to these factors, a series of loca

content programmes (Sx intotal) wereintroduced, beginning in 1961 and ending in 1995. Theseinvolveda
combination of tariffs and import permits and each phase was designed to increase the degree of local

content and ultimately to develop thelocd industry. The desireto saveforeign exchange was another main
moativating factor for increasing loca content. Duncan (1997: 49) maintains that the development of the
automotive industry in South Africawas aso driven by the government’ sdesire to resolve the * poor white
problem,” dthough this was no longer a defining feature of the industry by the 1980s.

5.2.1 Local content programme in the automotive industry

Theloca content programmeswerein many wayssmilar to thosein protective regimesin other developing
countriese.g. Brazil & India However, in South Africafrom thefirst programme until thelate 1980s, local

content was based on the percentage share of find vehicleweight (rather than vaue) accounted for by loca

components (Barnes & Kaplinsky, 1998: 3). Consequently, South Africasincentive system in the 1980s
was encouraging firmsto use heavy materias a atime when the globd industry was beginning to capitaise
on higher value added components, together with the use of energy-saving lightweght materias. Inevitably
there was a reduction in the share of loca content by value, since the diffuson of dectronics meant that
some light materids were especidly high in vaue added. Highly sophigticated components made it

increasingly easy to meet the mass-based local content requirement while increasing the value of imported

components.

Government expectationswere not fulfilled, however, sncerising loca content requirementsdid not reduce
the number of assembly operations in the country. Even though there had been some consolidation of
production, by thelate 1980sthere were 7 assembly plants (compared to 16 in the mid-1970s) producing
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14 different brands of automobiles. Some assembly plants produced more than one make of car (Black,
1998: 5). Furthermore, the number of models was growing. For examplein 1987 the seven plants had
produced 20 platforms but thisincreased to 34 by 1993° (Barnes& Kaplinsky, 1998: 4). Essentialy, the
protected environment led to aproliferation of vehiclesbeing produced and the low volume, which resulted,
has been amgjor cost-raising factor.

Recognising the problems of high-cost production and low volumes of production, Phase 1V of the local
content programme was introduced in 1989. It was afirgt attempt to deal with the problems, which are
characterigtic of an inwardly oriented industry which was extremely fragmented and which adso had low
volume output and associated high unit costs. Va ue rather than mass now measured local content. Locdl
content was a0 to be on anet foreign exchange usage basis, i.e. exports by an assembler counted aslocal
content and enabled it to reduce actud loca content (to a minimum of 50%) in domestically produced
vehicles (Black, 1994: 53). The outcome was arapid growth in exports, particularly components. Firms
maintained that the main motivating factor for this rapid growth in exports was the increased avail ability of
incentives, coupled with their desire to increase the scale of production whilst improving product quality.
Thisrapid rise in exports enabled assemblers to gain greater flexibility in their sourcing arrangements.

Although Phase IV managed to achieve arise in exports, it falled to address one of the problems of the
previous programme, i.e. uneconomic volumes and the resulting high cost production structure (Black,

1998: 6). It dsofailed to addressthe proliferation of makes and modelsin the domestic market. Thiswas
a mgor factor, which impacted on the scade of production in the component sector. Contrary to

government's expectation, Phase IV actudly increased the flexibility of component sourcing and therefore
reduced protection on components. Moreover, it maintained high nomina protection levelsof CBUs. The
effectiverate of protection on CBUsincreased dragticaly leading to anincreasein thevariety of modelsand

5"Brands refer to different makes of automobiles - for example, Ford, Toyota and VVolkswagen. "Platforms®
(sometimes referred to as "floorpans') describes the basic size of the car - for example Ford Fiesta, Laser or
Mondeo.
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makes being assembled localy, in spite of a stagnant market.

Another digtinctive feature to the automotive sector and the South African industry in generd, was

the imposition of sanctions. These sanctions led to the two US pioneer assemblers (Ford and Genera
Motors) to disnves, as they sold their holdings to local parties. At the same time two new Japanese
entrants, Toyotaand Nissan, produced in South Africaunder franchise. Theformer, and to alesser extent
the latter, came to have a dominant share in the locd market. Consequently, South Africawas uniquein
having two localy owned producers of mgor internationa products market (Barnes& Kaplinsky, 1998: 3).

TABLE 5.1: OWNERSHIP CHANGES AT SOUTH AFRICAN OEMS

South African OEM

Vehicles Manufactured

Present Owner ship

Ownership: Early 1990s

Toyota South Africa Toyota 72.2% local (listed onthe | JSE listed (100% local)
JSE with Wesco as main
shareholder, 50%), 27,8%
Toyota Motor
Corporation (Japan)
Volkswagen South Africa | Volkswagen Volkswagen AG Volkswagen AG
Audi

Daimler Chrysler

Mercedes Benz, Honda,

Colt (Mitsubishi)

Daimler Chrysler

Daimler Benz (50%) Local
(Volkskas 50%

BMW South Africa

BMW

BMW AG

BMW AG

Ford Motor Company of
South Africa (formerly

SAMCOR)

Ford, Mazda, Mitsubishi

55% Anglo American,
45% Ford (but has

management control)

Anglo American 100%

Automakers

Nissan, Fiat

Sankorp (local) 37%,
Nissan Motor Company
(Japan) 50%, Nissan
Diesel Motor Company
(Japan) 4.3%, Mitsui
(Japan) 8.7%

JSE listed (87% local)
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Delta Opel, Isuzu 51% local management, 100% |ocal
49% General Motors

Sour ce: Barnes 1999:6

Two German assemblers - Volkswagen and BMW continued to operate in South Africa through wholly
owned subsidiaries throughout the sanctions period. Another German assembler, Mercedes Benz, had a
50% shareholding in Mercedes Benz South Africa(MBSA), now DaimlerChyrder South Africa(see Table
5.1).

After the 1994 dections the two American producers decided to re-enter theindustry. They moved into
joint ventures with the firmsto which they had divested ownership during the 1980s. Ford made thismove
in 1994, and Genera Motorsin 1997. 1n 1992 Daimler Benz increased its equity in MBSA whilst Toyota
moved in in 1996 and Nissan in 1997. Consequently, by 1997 the largdly locally owned and locdly

controlled assembly industry had been re-incorporated under globa ownership. Ashighlightedin Table5.1,
amog dl the domesticaly owned OEMs have experienced sgnificant ownership changesover thelast few
years. It ssemsonly the German owned subsidiariesthat have maintained their ownership profiles. Almost
al domestic OEMs are now at least partly controlled by multinational corporations. Toyota SA hasthe
lowest level of foreign equity at 27.8% (Barnes, 1999:6).

5.2.2 Theimpact of thelocal content programmes on the automotive industry

Sanctions, together with the various local content programs created an atificidly diverse localy owned
automotive components industry in South Africaa Domedticdly entrenched automotive value chains
therefore developed. Although the domestic OEM s controlled these domestic value chains, they were to
some extent, mediated by theloca content provisonsof government policy (Barnes, 1999: 5). The OEMs
were encouraged into “ partnership” with domestic component firms on two levels. on onelevel sgnificant
levels of protection from globa competitors (115% in mid 1995) were given to the domestic OEMs. On
another leve it was essentid that they met government’ slocal content requirements and therefore purchase
much of their inputsfrom component manufacturersor pay severeexcise pendties (Barnes, 1999: 6). Inthe
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final andyds, government’ s various policy mechanisms forced OEMs into purchasing from uncompetitive
domegticfirms. Consequently, the componentsindustry wasgiven alevel of political economy leverage. A
relative status quo therefore existed in the automoative vaue chain from late- 1980sto mid-1990s. A study
conducted in 1997 and 1998 by the Industria Restructuring Project Research highlighted that there was
minimal new automoative investment during this period. Through difficult economic conditions, established
networks maintained their operations, resulting in a stable political economy (Barnes, 1999: 6).

5.3 The Motor Industry Development Programme

Ashighlighted inthe previous section, Phase VI of theloca content program was consdered afalure. One
of thereasonscited for thisfailureisthat it did not reduce the number of modd sbeing assembled locdly and
it wasintroduced during atime of palitica uncertainty (Black 1994.65). It was aso not in compliance with
the Generd Agreement on Tariffs and Trade (GATT), because it promoted the use of local components

over imported ones.

In September 1995, a programme more in line with the (GATT) Uruguay Round agreement (now the
World Trade Organisation - WTO) wasintroduced: the Maotor Industry Development Programme (MIDP).
This policy programme is amed at the development of an internationally more competitive and growing
automoative industry. Essentidly, theindustry should be ableto provide high qudity and affordable vehicles
and components to the domestic and international market, and in turn provide sustainable employment
through increased production. Ultimately the industry should make agrester contribution to the economic
growth of the country by increasing the production and value of automoative products, and achieving an
improved sectora trade baance (DTI, 1999: 2). It isimportant to redise that the MIDP is extremey
compliant with South Africas current shift in trade policy highlighted in Section 4.2, i.e. ashift from import
subdtitution indudtridisation (1) to trade liberaisation with a strong focus on export promation.

The national objectives mentioned above are to be achieved by phasing the industry's integration into the
globa automoativeindustry. At the sametime, the volume and scale of productionwill beincreased through
expanding exports and a gradud rationaisation of models produced locdly. In order to promote higher
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productivity and to facilitate the globd integration process, theindustry will be encouraged to moderniseand
upgrade itsfacilities.

5.3.1 Palicy instruments of the MIDP
Therearethree main policy instruments through which the objectives highlighted in the previous section are
being pursued, namely:

= agradud reductionintariff protection so asto exposetheindustry to greater internationa competition;

= theencouragement of higher volumesand agreeter degree of goecidisation by dlowing exporting firms
to earn rebates on automotive import duties,

= theintroduction of arange of incentives, which are designed to upgrade the capacity of the industry in
al, spheres (DTI, 1999: 3).

These three palicy ingruments will be anaysed in the following sections.

5.3.1.1 Tariff reductions

Generdly, theprices of vehiclesin South Africaare high rdativeto other countries. Thisisduetothelegacy
of high domestic protection and local content programmes. Consequently, to make prices affordabl e, tariff
protection has been reduced under the MIDP, whilst subsidies on domestic sleshave beenintroduced. As
highlighted in the previous section, the main objective of this policy is to gradualy expose the domestic
market to externa competition through a phased reduction in tariffs. For examplethe tariffsfor CBUsand
imported components are gradually reduced on an annuad basis down to 40% on CBUs and 30% on
components, by the year 2002. A mid-term review of the MIDP gazetted in July 2000 provided for the
programmeto be extended from 2000 to 2007. Consequently, afurther tariff reduction has been proposed
down to 30% for CBUs and 25% for components up to the year 2007 (DTI, 2000: 5).

The provison of subsidies on exports and domestic sdes is consgdered to reduce the impact of such

competition. Aswill be seenin Section 5.3.1.2 the subsidy on exports takes the form of an import rebate
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credit (IRC) and the subsidy on domestic sdles takes the form of a duty free allowance (DFA).
With respect to domestic producers, the ultimate objective is to encourage them to increase volumes and

cost effectivenessaswill beseenin Section 5.3.1.2, (Furlonger, 1998: 50-51 ascited in Hosking, 1999: 8).

5.3.1.2 Fewer models and higher volumes

Another policy objective of the MIDP isthe reduction of the number of localy produced modds from the
existing 39 to over 15 over an 8-year period. Loca motor vehicle manufacturers are entitled to aduty free
dlowance (DFA) of 27% on the recommended domestic retail price exclusve of VAT, an ad valorem
excise duty, and a company specific percentage (Hosking, 1999: 9). The DFA isreflected on an import
rebate credit (IRC) certificate and can be used by locd vehicle manufacturersto reducethe vaue of duties
paid on imported components used in vehicles sold on the South African market. A revison of the DFA
arrangements was proposed during the mid-term review in 1999. To qualify for a DFA in the 2000s the

OEMSs have to achieve increases in market share.

Any regigtered origind equipment manufacturer (OEM), component manufacturer or tooling manufacturer is
eligible to earn import rebate credits (IRCs) by exporting goods produced. The IRCs can be used by
importersto claim refunds of import duties and sold between participants. It was proposed that the import
rebate credit scheme be phased down. By 2007 there will be asignificant decrease in the qudifying value
of exports of both CBUs and components under theimport rebate scheme. 1n comparison, the qualifying

vaue of exports for tooling components will decrease much more than that of other components.

With these reductions in incentives, the DTI hopes to encourage domestic manufacturersto increase their
model volumes and thereby achieve greater economies of scale, a move that will place low volume
producers at a disadvantage in the future. According to Furlonger (1999: 45) ascited in

Hosking (1999: 10), "the need for geeater volumes in South Africais consdered greet - total domestic
vehicle production in South Africa is less than for a single model in big markets, yet there are seven

domestic manufacturers.”
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In a protected market it made sense for manufacturers to try to increase market share by introducing
new models, even at quite low volumes. As protection is reduced, thisis starting to have an effect on the
way assemblersrunther plants. However, there hasbeen little rationdisation so far, mainly becauseat the
sametimethat CBU duties started to decline, protection on the component sector was aso much reduced
and locd content requirements were abolished (Cartoday, 1999: 4). So thereisarisk that the component
sector could suffer quite serious damage over the next five years before the industry is rationdised.
Government would therefore like to nudge the industry in the direction of higher volumes and gradud
rationaisation (DTI, 1999: 6).

5.3.1.3 Upgrading industry capacity

Upgrading the capacity of the automoative industry isthe find policy objective of the MIDP. Thisincludes
providing assstance to the indudtry in obtaining technology and provison for a Smdl Vehicle Incentive
(SVI1) in the form of a higher duty free dlowance for low cost \ehicles, dthough the latter is to be
discontinued (DTI, 1999: 3).

5.4 The Automotive Industry in the Eastern Cape

The automotiveindustry formsthe backbone of the Eastern Capesindustrid base, with strong linkagesinto
other industries such asindudtrid textiles and leather tanning. The industry aone adds dmost 50% of the
total value added of goods manufactured in the Eastern Cape (Hosking, 1999: 8). The two mgjor vehicle
manufacturersin Port Elizabeth are VV olkswagen South Africa(VWSA) and DeltaM otor Corporation (Pty)
Ltd. VWSA's plants are in Uitenhage and Sidwell, and Deltas are at Straundale and Neave in Port
Elizabeth. TheFord Motor Company of South Africa(formerly SAMCOR) dso produces Ford enginesat
aplant in Straundae, but the Ford carsare assembled in Pretoria. Together with DaimlerChryder in East
London, VWSA and Delta produce about 46% of dl passenger vehiclesin South Africa, and in July 1999
held about a30% share of thetotal South African passenger and light commercid vehidemarket (Hosking,
1999: 8).

5.4.1 Delta
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Egtablished in 1987, Delta's market share has grown to more than 9%, placing it among the top three
companies in South Africa (Eastern Cape Gateway, 2000: 52). It is primarily an assembler of Opel

passenger vehicles (the two carlines being the newly launched Opel Astra and Opel Corsa) and Isuzu
commercid vehides Thesevehiclesaremainly for the Southern African region aspart of an agreement with
its oversess plants (Eastern Cape Gateway, 2000: 52). It is the biggest exporter of fully built vehiclesto
Zimbabwe, Zambia, Maawi, Mozambique and Mauritius. Thisis supported by more than two hundred
dedershipsin these countries. Besides its manufacturing operation, Delta aso acts as the loca franchise
holder for the import of Swedish Saab vehicles and Japanese Suzukis.

Ddtahasamodest share of national passenger vehicle exports. It focusesmainly on theexportsof origina
equipment components to the globa GM/Ope network. Its subsidiary companies include

Precison Exhaust Systems (catalytic convertors and dainless sted stampings) and Sten Precision
Components (automotive exhaust components) which are both Port Elizabeth-based. In terms of these
component exports, the magjor market is Europe, but good progress has been made in Audtrdia, Brazil,
Mexico and the United States, where Deltaexpects most of the growth to occur over the next few years. It
aso exportsto India, Egypt and Chile.

5.4.2 Volkswagen

A wholly owned subsdiary of the giant German automobile manufacturer Volkswagenwerk AG,
Volkswagen South Africa(VWSA), isnot only the biggest motor vehicle assembly concernin the Eastern
Cape, but isdso the largest employer in Port Elizabeth/Uitenhage, directly employing 5000 people. After
Toyota, VWSA has the second largest market share in passenger cars of around 20% (Eastern Cape
Gateway, 2000: 53). Besides manufacturing vehicles under the V olkswagen marque, the company aso
produces cars under the Audi marque and isa so responsiblefor theimport of CBUs under thetwo brands.
VWSA managed in the past to secure lucrative contracts to supply vehicles overseas. Between 1993 and
1996 for instance, the company exported atotal of 12 500 carsto China. 1n 1998 thefirm wasawarded a
contract by the parent company to assemble and export 60 000 fourth generation V olkswagen Golf carsto
right-hand drive export markets. This contract was extended late in the year to cover the entire lifespan of
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the series.

5.4.3 DaimlerChrydler

Successor to Mercedes Benz of South Africa, East-London based DaimlerChryder South Africa(DCSA)
has the smalest operation amongst the three OEMs in the region. The name change was a result of the
parent company Daimler Benz AG of Germany merging with American automobilemanufacturer Chryder to
form DamlerChryder AG. The company manufacturers and imports a wide range of vehicles under the
Mercedes Benz and Honda marques as well as the assembling the Mitsubishi Colt LDV.

The firm has traditionally targeted the upper echelons of the automotive market, especidly intheimport of
CBUs. Inrecent yearshhowever, there has been ashift to smdler cars, which have ahigher volume of sales
(Eastern Cape Gateway, 2000: 55). Consequently DaimlerChryder has registered amodest share of

nation-wide automotive sales (7,6%), exporting anumber of motor vehiclesto therest of Africa, Audtrdia
and Europe. Thisis manly a reult of integration into the worldwide DamlerChryder manufacturing

network.

5.4.4 The component sector

It was noted earlier that the component industry generdly evolved around automotive assembly plants. This
is characterigtic of the Eastern Cgpe motor industry in which for example, component manufacturing is
concentrated in Port Elizabeth/Uitenhage, within close proximity to assembly firms. Thelarger component-
manufacturing firms in particular are affiliated to the Nationa Association of Automotive Component and
Allied Manufacturers (NAACAM), dthough severd smdler firmsdso exist. Mogt of the larger firms are
ether subsidiaries of loca firmsor MNCs, or produce under licence from thelatter. In addition, thelarger

firms adso operate one or more manufacturing plants within asingle town or region.

The nature of operations undertaken by Eastern Cape-basad firmsrangefrom beneficiation of raw materias
through to engine manufacturing, both for the domestic market and export, and a number of firms have
positioned themsdlves to take advantage of incentives and benefits under the MIDP since itsinception.
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Notably, The Ford Motor Company of South Africa (formerly SAMCOR) has secured a lucrative 1,6
billion contract to supply 1 6000cc fue injected engines to Ford Motor Corporation's European plants
(CIMEC, 2000a: 1). Most component firms export through the vehicle assemblers, and in so doing share
or sdl export credits earned under the import/export complementation scheme of the MIDP. Thisisa
typicd indication that the domestic OEM and after-markets are no longer sufficient for the continued
aurviva of component firms nationdly. As highlighted earlier, not only in the Eastern Cape, but dso
nationally, there has been a trend towards domestic assemblers being used as a conduit for component

exports, given that MNCs control internationa marketing networks.

5.4.5 Impact of the MIDP on the Eastern Cape Automotive I ndustry

A survey conducted by Onyango (1999: 115) reveded that it ismainly the motor vehicle assembly sector in
the Eastern Cape, which has benefited from reduced protection and liberalisation under the MIDP. He
mantains that the firmsin this sector have managed to establish an intengve export- driven manufacture of
vehicles and components. Thisis supported by Hosking (1999: 12) who cites one of the main benefits of
the MIDP to be the increase in export orders from Europe and America for local vehicle and vehicle
components. Hosking (1999: 12) dso argues that this upsurge in export activity is a result of new

partnerships and production arrangements, which have emerged under the MIDP. Thishasenabled new
investments in the industry and improved links between locd firms to new production technology and
marketing decisions of the mgor European and American vehicle markets. Firms have taken advantage of
the MIDP's incentive schemes and have moved towards establishing markets abroad. Although thereis
little doubt that the MIDP is putting pressure on the indudtry to rationdise, export earnings from vehicles
have risen sharply.

Onyango (1999: 115) is quick to point out, however, that in the components subsector, most firms are
experiencing adeclinein profits. At the sametime, export activity inthissector isnot highly impressve. As
will be seen in the following sections, one of the reasons cited by Onyango (1999: 115) for the poor
performance of the components subsector isthe rapid declinein protection, which hasresulted in increased

compstition from imports.  This is coupled with the fact that vehicle assemblers are able to source
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components from overseas directly under the import/export complementation scheme of the MIDP.

The following sections will anayse the MIDPs impact on the following varigbles exports, imports;
investment; employment; labour relations, tariffs; relations between OEMs and component manufacturers,

and market characterigtics.

5.4.5.1 Exports

Loca companies have taken up the challenge to become mgor exporters. During thefirgt five months of

1999 totd vehicle exports in the country numbered 17 638 units as compared to 13 902 during the same
monthsin 1998. Table 5.2 highlights the export flowsin and out of the Port Elizabeth harbour during the
1990s. There has been a gradual increase in exports up to 1998 as highlighted by Table 5.2 for both

vehicles and components. Up until February 1998, the export of vehicleswas mostly doneusingthe Ro-ro
loading facility. At thispoint it ceased to operate and exports of assembled vehicleswasdonein containers.

In 1995 export mass in containers was about 17% of import mass in containers. At the sametime the
number of vehicles exported using the Ro-ro facility was about 70% that of imports using thisfacility. By
1998 the export mass in containers had increased to 19% of the import mass but, as highlighted earlier,
exports and imports using the ro-ro facility had ceased (Hosking, 1999: 14).

Mogt of theincreasewas dueto major export contractsallocated to BMWSA and VWSA (thelatter being
in Port Elizabeth/Uitenhage) by their parent companies (van Huyssteen, 1999: 1). VWSA during 1999
exported about 50 000 Golf Vs to the United Kingdom, 10 000 less than origindly forecasted

(Mapholegelo, 1999: 13). It wasawarded the VDA 6.1 quaity management certification. The certification,
which isrequired by motor companies that export products into the European Union, recognises that the
company's employees have the ability to produce a world- class standards (van Huyssteen, 1999: 1).

Ford Motor Company of South Africawas given an eight-year export contract for thefull production of a
brand new Ford 1.6l RoCam engine, whichisvalued at R1.6billion. Thefirst phase of the programme will
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see 55 000 units per annum exported to markets al over the world. It isanticipated

TABLE 5.2: EXPORTSOF MOTOR VEHICLES AND PARTS 1990-1998

Year Ro-Ro Vehiclesin tons VW export containersin | Completely knocked

(no. of vehicles) tons down (CKD) unitsin
containersin tons

1990/1 71560 - N/A

1991/2 230115 - 37178

1992/3 207 180 - 51525

1993/4 256 082 - 61925

1994/5 277 790 (28 146) - 56 369

1995/6 283500 (29 699) - 131 036

1996/7 356 970 (34 851) - 74286

1997/8 205 835 (19 960) - 154 885

1998/9 - - 112354

1999 (April-June) - 139 246 24313

Note: the year begins in April and ends in March. N/A= Not Available. Exports of glass components are
excluded. The figures in brackets indicated in the second column indicate the number of vehicles exported,

whilst those not in brackets indicate the tonnes of vehicles exported. Sour ce: Hosking (1999:15)

that during the second phase, production will increase to 85 000 units and then later to 12 000 units per
annum (CIMEC, 2000a: 2). South Africaisapparently the second country inthe world to producethe new
engine. According to van Huyssteen (1999: 2) thisis not solely a Ford programme, asit relies heavily on
support from loca component suppliers. The engine's local content currently stands at 65%, but Ford
Motor Company of South Africaisaimingtoincreasethisto 90%. A sgnificant investment hastaken place
in the plant, which will continue into the future as Ford Motor Company of South Africais now part of
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Ford's globd drategy. Deta has a R100 million-export order to Brazil and a R20 million order to
Germany. It currently exports R500 millionrand worth of componentsand vehiclesayear. Thecompany
expectsits exports to increase to R1,2 million per month by the year 2001 (CIMEC, 2000a 1). Further
afiddin the Eastern Cape, East London based DaimlerChryder has announced itsintention toinvest R900
million in upgrading its production facility. Thiswill pave the way for multi- billion rand export dedsfor the
company (van Huyssteen, 1999: 2).

Other local companies who are currently exporting their products to overseas markets, are component-
manufacturing firms. Theseinclude Shatterprufe; Willard Batteries, Firestone; Precison Exhaust Systems,
Payen Components, Luk Africa; Alloy Wheds, Goodyear; Wedfit Oddy; Continental; Industex and
Autocat. Wdfit Oddy, a Port Elizabeth based stainless sted container supplier isaprime example of an
export intensve manufacturer which has made in-roadsinto international markets. Currently the company
accounts for 10% of the world market share for new tank containers entering the world fleet (van
Huyssteen, 1999: 2). Luk Africa during the last quarter of 1998 won a contract to supply origina
equipment clutches to Audi of Europe. This has boosted their exports to R43 million. The company
expects by 2001 to have increased this figure to R80 million per annum (van Huyssteen, 1999: 2).

Industex expect to earn R120 million per annum exporting its goods while another manufacturer Autocat
currently exports 90% of their cataytic convertor production (van Huyssteen, 1999: 2). Port Elizabeth
based Continenta Tyre isthe biggest exporter of tyresfrom South Africa. The buy-in by Continenta will
see foreign sdes grow by another 50 000 units a year and Goodyear which became a wholly owned
American subsidiary in 1998, having been exporting extensvely to Europe (East Cape Online, 1998: 1).
Forecasts for component exports in 2000 have been estimated to reach an al-time high of about R11
billion, of which the Eastern Cgpe component manufacturers will form a substantia part of.

These massive export orders, such as Volkswagen's R5 hillion export order and East London based
DamlerChryder’ smulti- billion rand contract have Sgnificant spin-off effectsfor component manufacturersin
the region. As aresult gpproximately 70% of South Africas companies, predominately from the Port
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Elizabeth/Uitenhage region are currently supplying componentsto Volkswagen. Shatterprufe for example
will be supplying 60 000 to 75 000 sets of door glass to Volkswagen as part of a spin-off of the vehicle
manufacturer's export order (van Huyssteen, 1999: 2). Deltas export order to Brazil has also resulted in
major benefitsfor local component manufacturers. Dorbyl Automotive Systemswill manufacture 300 000
metal frame seat setswhile Johnson Controlswill assemble and supply the seatson ajust-in-timebasis(van
Huysteen, 1999: 3). The assembly of the seatswill dso have apositive spin-off for loca indugtry intermsof
tooling and sted supply. The harbour will dso benefit form handling two containers aday.

5.4.5.2 Imports
TABLE 5.3: IMPORTSOF MOTOR VEHICLESAND PARTS

Ro-Ro Vehiclesin Containers- vehicles, Completely knocked
Year number s of vehicles aircraft & boatsin tons down (CKD) unitsin
containersin tons

1991/2 - 170238 103168
1992/3 - 164 842 135790
1993/4 - 151321 216563
1994/5 - 13376 341885
1995/6 40065 17644 723608
1996/7 51910 12509 734549
1997/8 42 605 8456 419 287
1999 (April-June) - 20944 576522
8344 452 485

Note: Year begins in April and ends in March. Imports of glass components are excluded. Sour ce: Hosking

(1999:16)

Not al the evidence from Port Elizabeth and East London, on the automotive industry has been postive.
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While new investments and exports have been announced, there has been an increase in the amount of
imports entering through the port of Port Elizabeth as highlighted in Table 5.3. Import mass has been
subgtantialy higher than export mass. Table 5.3 clearly shows an upward trend in the volumes of completely
knocked down (CKD) importsinto the Eastern Cape

5.4.5.3 Investment Trends

All the main vehicle manufacturing firms in the Eastern Cape are making mgor investments in order to
comply with the technological and plant capacity requirements to service most of their export orders. For
example Volkswagen's capita investment programmeis vaued at R160 million. The company has spent
R104 million on upgrading itstools and production facilities. Further investments were made in upgrading
their workshop - R31 million, and information systems - R25 million (van Huyssteen, 1999: 4). Ddtas
export order to Brazil hasresulted in investment plans of about R1,2 billion during the next 5 years. Much
of the capita expenditure will be spent on the upgrading of their assembly plants, aswell astooling for new
vehicle projects.

The Ford Motor Company of South Africa spent in excess of R300 million on its engine plant (van
Huyssteen, 1999: 4). Damler Chryder's R1,3 billion in upgrading its East London production facility will
see the plant become the sole supplier worldwide of Mercedes C Classfour-door right-hand drive sedans.
In terms of component manufacturers, Shatterprufe has notably spent R43 million on upgrading its
information technology systems and Willard Batteries hasinvested R30 millioninitshigh-tech battery plate
making plant (van Huyssteen, 1999: 4). Clearly grester investment is required within the components
subsector.

5.4.5.4 Employment Trends

Export orders appear to have had a relative pogtive effect on securing existing jobs and in some cases
providing employment for additional workers. Volkswagen's export order secured 400 existing jobs and
resulted in the creation of an additiona 1000 jobs. Ddtasexport order to Brazil has created an additiond
100 new jobs in the city and the first phase of Ford's Engine plant resulted in the preservation of 250
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existing jobs (van Huyssteen, 1999: 5). During the second phase, additiond jobswill be created. Itisaso
interesting to note that for every job Ford Motor Company of South Africa protects, jobsin the supplier
base are estimated to increase by threefold. The 250 jobs, which it protected, should result in the creation
of 750 jobsin satdlite sectors. In particular, the engineering sector of the economy will benefit from the
company'sexport order. Eachjob that iscreated at DaimlerChryder isestimated to secure another threein
related indugtriesin the Eastern Cgpe. Thiswill bring growth to the region and employment for an estimated
10 000 people (van Huyssteen, 1999: 4).

5.4.5.5 Labour Relations

Voldile labour reaions have, however, been working againgt any positive employment spin-offs from
export ordersin theregion. Consequently, acrucid issue in the Eastern Cape's automotive industry isthe
impact of these volatile labour reaions, and of retrenchments playing a greater role in [abour action.

Incidents of industrial unrest were witnessed at VWSA's Uitenhage plant in January 2000, in which 1300
dissident workersweredismissed. Thisgpparently illegd strike, which spread to Goodyear's manufacturing
plant, was actudly asympathy strikethat had anegative impact on exports. Between January and February
2000 exports were down to 6 096 from 6744 unitsin 1999 during the same period (Cartoday, 2000a: 1).

The speed a which tariffs are reduced is thought to be one of the main reasons for the massve
retrenchments in the automotive industry during the past few years. Between 1992 and 1999, vehicle
manufacturers cut their workforce form 25 000 to 21 000, whilst component manufacturers cut their
workforce form 43 500 to 39 400 between 1996 and 1998 (Richardson, 1999:9). This contrasts sharply
with the Canadian experience where a lowering of tariffs actudly increased multi-nationa corporation
holdings and employeelevelsin Canada (Hosking, 1999: 16). At the sametime these retrenchments more
than outweigh theincreasein jobs, which has occurred in the industry dueto the spin-off effect of thelarge
export orders (see Section 5.4.2.4).

NUMSA, thelargest trade union in the automotiveindustry agreeswith some of government's proposalsin
the MIDP's mid-termreview. It, however, maintainsthat because of job lossesin theloca motor industry,
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there should be no further reductions in tariffs from 2002 to 2007, a view that has consderable support
from employers (Cartoday, 1999: 26). NUMSA has a so expressed concern about the growing levels of
imported components and the effect thisis having on jobsin the component sector. Although it agreesthat
the number of vehicle models should be reduced, it argues that this should be done in such away that it
doesnot lead tojoblosses. Attemptswere madein April 2000, through asummit meeting between the key
playersintheindustry, to lay anew foundation for improved motor industry labour relations. Basicdly, the
South African motor indugtry's future is tarnished by highly disruptive indudtrid action.  Internationd
experience has show that good relationships between labour and management drive performance.

5.4.5.6 Tariff Reduction

The rate at which tariffs on automotive imports have been reduced under the MIDP is a cause of concern
for various stakeholders in the Eastern Cape (Bell & Cattaneo, 1997: 25). As highlighted in the previous
section, the rapid reduction of tariffs has been blamed for the massive job lossesin theindustry. Brazil has
been cited as one of the many countries which has been able to use high import tariffs and loca content
programmesto attract investment. Without such astrategy, it probably would have never had aloca motor
industry (Cartoday, 1999: 4). Astrade barrierscomedown under the WTO agreement, the South African

motor industry now faces new chalenges as they become exposed to cheaper imports from countries.

Mogt of these countries have achieved sgnificant economies of scale and have highly developed work

forces coupled with large capita bases.

A domestic producer faces the greatest competition from a manufacturer of the same product in another
country. The exchange rate and the leved of loca content are two other factors, which play a part in the
export competitiveness of acountry. In January 1999, the deva uation of the Brazilian currency caused a
number of manufacturersto boost exports (Cartoday, 1999: 4). South Africahas, onthe other hand, price-
competitive exports due to its relatively weak currency. However, the export advantage gained by alow
exchangerateispartly offset by the higher cost of imports, should the exports have ahighimported content.
At the same time, the higher the imported component of exported goods, the more significant reasonable
labour costs become to the local value-added contribution.

137



Some motor industry commentators are of the opinion that successful South African motor industry

manufacturers are likely to have ahigh level of loca content in their products to maximise the amount of

vaueadded locdly (Cartoday, 1999:5). Thisistrueto acertain extent, asevidenced by the spin off effects
of VWSA, Deltaand DaimlerChryder's export orders (see Section 5.4.2.1). Other commentators on the
other hand, argue that there has been arapid declinein loca sourcing within theindustry.  According to
Barnes & Kaplinsky (1998: 13) over the next five yearsthere will be asignificant declineinthe proportion
of components sourced localy from 50% to 40% of total needs. The primary reason for this eroson of

domestic supply isthe effective removd of dmost dl protection from the component sector. A secondary
factor and one of growing importance is the updating of models- the newer themodel thelesslikdy itisto
incorporate South African specific modifications (Barnes, 1998: 13). Thefind product portfolio of most of
the assemblersis now jumping three generations, and this poses amgor future threat to loca component

sourcing.

5.4.5.7 Relations between OEM s and component manufacturers

Thereisadso growing reluctance to source from localy controlled firms. Thisisafactor emerging from the
changing drategic policiesof assemblers. The primary dement of thisisthe extreme and growing reluctance
to source from South African firmsusing loca technology (Barnes, 1998: 14). At mog, the assemblersare
prepared to source from loca firms using foreign technology licenses, but they prefer to source from joint

ventures or best of al wholly owned subsidiaries of international component suppliers.

The MIDP, together with the ownership changes discussed in Section 5.2.1, have serioudy influenced
rel ations between OEM s and component manufacturersin South Africa(Barnes, 1999: 7). The presence of
OEMsiin the globd indusdtry is undergoing a rgpid reorientation, and by implication their position within
globd vaue chains. Consequently, there are ongoing operationd pressures on component firms by the
OEMs, which no longer tolerate poor performance. Business is smply transferred from a South African
company to aforeign operation if thereisfalureto conform to specified performancetargets. At thesame
time, OEMs are dso demanding different equity relaions. Most South African component firms had
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licengng agreementswith multinationas. They manufactured products according to the design specifications

of foreign companies on the basis of royaty payments, which at times were exorbitant (Barnes, 1999: 8).

These products could however, only be sold in the South African (or Southern African) market.

Consequently, the South African manufacturerswere prevented from competing againg thedesignersof the

technology they were using.

The OEMsno longer prefer thissituation. They increasingly want their domestic suppliersto have an equity

relationship with the ownersof their designs. Thisisaresult of three main reasonsstemming from changesin

the globd automotive industry:

at the globa level, OEMs have been forced to concentrate on overal vehicle design and systems
integration. A smultaneous process of modd rationdisation (reducing the number of platforms each
company makes) has brought this about. Consequently, the first tier MNC suppliers are taking
increasing responsbility for the technologica content of their subsystems, and for the upgrading and
contral of their own supply chains;

the OEMs are forging globa sourcing relationshipswith thesefirgt tier suppliersin order tofacilitetethe
growth of scale economies an technologica capabilities amongst them. The implication thereof isthat
suppliers serve the needs of the OEM s throughout their global operations;

to avoid the build- up of globa inventories, anecessary complement to thisprocess of globa sourcingis
the development of follower supply rdationships. Such rdationshipsrefer to the manner in which the
firgt tier (and sometimes the second tier) suppliers elther locate greenfield plants in close proximity to
final assembly plantsthroughout the globa operationsof their OEM customers, or dternatively purchase
existing operationsin countrieswhere the OEMs operate, thereby ensuring aglobal presence (Barnes,
1999: 8).

There is dso a growing desire to reduce the number of suppliers. For example, Ddlta plans to cut the

number of local suppliersit usesfrom 182 to 110 and dl local assemblers are stressing the importance of

forming linkages with globa supply networks (CIMEC, 2000a: 2). While assemblers too are in the
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components business (Detain particular has successful subsidiariesin exhaust systems, trim and logigtics),
there is a move to a consolidation among assemblers as well. Ashighlighted earlier for example, isthefact
that VWSA recently out sourced its seat production to a new Johnson Controls investment in Port
Elizabeth. VWSA rates only 34 % of itslocd suppliersas A-grade (out of atarget of 60%). Dorbyl aone
predicts the number of South African suppliers could fall to aslow as 30 (CIMEC, 2000a: 2).

Essentidly, the productive effectiveness of the South African component sector does not |ook encouraging.
The ability of domestic component manufacturers to supply components not only at the appropriate price,
but at acceptable qudity levels, ddivery rdiability and with flexibility of supply; conforming to Soecifications;
packaged adequately and produced with firms in whom the assembler has confidence thet thereisalong-
term innovative capacity and financid viahility, is questionable.  Generdly, South African component
suppliers are not competing adequately with foreign suppliers except with respect to flexibility and ddivery
reliability. Both of these advartages flow from their proximity to the assembly plants.

The generd reationship between OEMsand component suppliers highlightsthe critical need for automotive
manufacturers to forge close relationships with their suppliers, not only in the Eastern Capebut dsointhe
rest of the country. Thisreaionship isof acomplex nature, because ultimatdy the efficiency of suppliers
dragticaly impacts on the efficiency levelsof the automotive manufacturers. Thisissueisexplored further in
Chapter 6.

5.45.8 Market Characteristics

The aufficiency of the loca market as a base from which to export to Europe has been questioned
(Richardson, 1999: 9). Indeed akey factor determining the success of the MIDP and the local industry is
for South African manufacturers to secure significant and sustainable export contracts. Without these
contracts, vehicle modd rationdisation could fail, because fewer models need higher production volumes.
Given the smdl dze of South Africas vehicdle market, higher levels of production necessitate export

contracts. However, an economic dowdown in Western Europe- aprimary export market - could make
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export contracts more difficult to come by and pose athrest to thelocal vehicle manufacturingindustry. For
example, in 1999 Volkswagen AG announced that it would cut productionin Germany by 20% (Cartoday,
1999: 3). In addition, the ability to deliver products on time, a the right quality and price once export
contacts have been secured, will determine the likelihood of receiving further contracts.

Shifting Japanese production patterns could be an indication that the best way to exploit a market is by
producinginit. Thisisafundamenta reason why US automakershaveinvested US$15 billionin Brazil over
the ladt five years, instead of exporting vehiclesfrom the USand Jgpan'sfour largest automakers, amove
which has increased overseas output by 16.6% in May 1999 (Cartoday, 1999: 3). It isimportant not to
overlook the fact that large investments by automakers are determined by the Sze and potentid of the
market inwhich theinvestmentismade. A secondary consderation in making adecisontoinvest isthat of
exploiting export markets. A country first needsto have aviableloca market beforeit can be consdered a
potentia export base and should not have to rely on export markets to ensureits industry's surviva.

Consequently, the sufficiency of theloca market asabasefor an export business has been questioned inthe
light of other attractive optionsfor locating thistype of businessin Brazil for example, which hasadomestic
market about seven timesaslarge as South Africa(Hosking, 1999: 16). Asaresult, economiesof scdeare
more eesly redised in Brazil than in South Africa. Despite the financid turmoil and a24%fal in car sdles,
1,8 million cars were sold in Brazil in 1998 (Cartoday, 1999: 3).

South Africaexported 18 342 of the 195 554 passenger carsit produced in 1998 (9,4%), whereas Brazil
exported 279 400 of the 1 240 00 vehiclesit produced in 1998 (22,5%) - (Hosking, 1999: 16).

It therefore seemsthat given the market size and geographica location of South Africa, itisunlikely thet it
will ever atract the sort of investment seenin Brazil. But thisisnot to say South Africals domestic industry
isincapableof ever being profitable, because higher volumes do not necessarily imply higher profitsasmany
Brazilian operations have demonstrated. For example, while Ford could make an estimated operating
incomeof about US$2 billionin North America, it could lose US$165 millionin South America (Cartoday,
1999: 3). Neverthdess, thisraisesaquestion of how South African motor manufacturers exporting mainly
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to Europe can competeif Japanese and North American manufacturerswould rether have plantsin growing
foreign marketsinstead of exporting from their productive domestic ones becauseit is more cost effective.
Virtudly al authorities agree tha the origind equipment suppliers will locate their new production
invesments increasingly on the basis of cost considerations alone. Competition in world markets is too

intense to dlow any other approach (Richardson, 1999: 9).

Dueto afairly sgnificant investment in the South Africamotor industry, it isunlikely thet internationa parent
companies would smply withdraw operations. But aturning point for local manufacturers could come if
continuous losses outweigh the huge cost of closing plants and potentid loss of consumer confidenceinthe
brand. For many yearsthough South African motor manufacturers have demongrated the ability to survive
in tough market conditions, therefore those backed by large internationa parent companies, which can
finance locad investment, should stand a good chance of surviva. But those that remain will probably
manufacture only one or two productsfor loca and export markets, whilethe rest of their productswill be
imported.

5.5 Formation of the Eastern Cape Automotive Industry Cluster Initiative

5.5.1 Introduction

Ashighlighted in Section 4.3.1, in 1997 the concept of developing cluster initiativesin a host of industries
across South Africawas considered crucid to the country's economic devel opment. Section 4.2 indicated
that the primary tenets of South Africasnew industrid strategy focus on the economy intwo ways, namely
a asectord level and a a spatid level. Greater importance is given to certain sectors (the industria

"clusters’), and certain areas (the spatia development initiatives) - (Jourdan, 1998: 717). This form of
targeting is consdered to be particularly appropriate in the current period of mgor shifts in the overdl

drategy from a predominately import subgtitution driven manufacturing sector, to outward orientation

through international competitiveness.

In light of this new focus in industrid policy, consultations and debates were consequently conducted in
1997 at nationd level between relevant stakeholders, facilitated by the DTI (Department of Trade and
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Industry), the CSIR (Centrefor Scientific Industrial Research) and the National Motor Industry Council. A
national automoativeindustry workshop was convened and the outcome was adraft of theindustry'svision,
mission and critical success factors. The agreed vison was the cregtion of: "A viable, internationaly
competitive local automotive indusiry capable of achieving continuous growth” (DTI, 1998d: 1).

Under the mission statement, the South African automotive industry was deemed to be operating within a
context of increasing globalisation and was consequently dedicated to supply vehicles and componentsto
domestic markets, ensuring that these products are affordable and meet globa qudity standards. In the
process, distribution networks, which are committed to excellent customer service, would be improved,
enauring that al linksin the supply chain work together effectively. The loca technology base would be
upgraded and there would be a commitment to on-going development of employees in the industry.

Achieving growth to promote stable conditions of employment, whilst Smultaneoudy achieving acceptable
returns across al segments of the industry was aso considered to be essentid (DTI, 1998d: 1).

In order to redlise the objectives stipul ated by theindustry's mission statement, critical successfactorswere
identified aspivota to theindustry'ssuccess. Theseranged from the need for innovativefocused leadership;
ensuring satisfaction of customer's requirements; achieving higher growth rates, ensuring that stakeholders
share acommon purpose and that there is government facilitation in amarket environment (Russell, 1998a
1). Themain stakeholdersin theindustry were defined as the auto- assembl ers, component suppliers, raw
materid suppliers, employees, deders and didributors, cusomers and government.  Additiond
stakeholders, supporting organisations and services were defined to include the CSIR, technikons,
universgties, schools, finance and insurance agencies, capital equipment, maintenance sarvices, logigics
support, transport equipment, transport services, qudity control and technology support. Asenvisagedin
the theory on indudry clusters, within the vaue chain of the motor industry cluster both the main
stakeholders and supporting organisations and services would beincluded. Through the collective actions
of these stakeholders, these critical success factors it was agreed, would be realised.

5.5.2 Regional focus of the Motor Industry Cluster Initiative
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As highlighted earlier, within the theory of industry clustering isthe notion that the linkage between firmsas
well aswith their specidised organisations can often more effectively be built or co-ordinated at regiond

level. Atthesametime, inorder for cluster based development to be effective, theleadership of the private
sector is critical and thisis more easily identified and mobilised a regiond level. Hence after the nationdl

automotiveindustry workshop at the end of 1997, it was agreed to devel op aregiond automotive cluster in

the Eastern Cape, which would be located in the proposed Coegalndustrid Development Zoneaswell as
the East London Industriad Development Zone. Consequently, the Eastern Cape Automotive Industry

Clugter was launched in April 1998. Present at its launch were the industry stakeholdersi.e. employers
(component suppliers, assemblersi.e. Delta, VWSA, DamlerChryder) and ‘organised labour' (unionssuch
asNUMSA, CWIU), aswell as government (local, regional and nationa) representatives. The DTI and
various independent consultants facilitated the process.

The cluster would be devel oped under three main phases:

» thedesign phase under which stakeholder interestswould be taken note of aswell asinternd, externd
and socio-environmental issues. Theseissues would then be considered in defining the vison for the
region. Core dtrategies and projects would then be initiated to facilitate various issues raised by the
stakeholders concerning theregion. High level god's and performance measures for each project and
process were put into place to evauate their progress,

= the implementation phase under which projects approved by the Cluster Executive were to be
implemented, whilst ingtitutiona capacity wasdeveloped. At thesametime, avaue-added assessment
interms of quality, quantity, cost, people and environment was to be conducted;

= theingitutionalisation phase. Basicaly, at this stage dl structures and processes should be well
entrenched and stable, and at the same time, the various project scopes should be extended to other

regions and sectors.
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Under the firgt phase of the motor clugter, it was therefore agreed thet the vision for the motor industry,
which had been adopted at anationd level, was an important ralying point around which theindustry inthe
Eastern Cape needed to build. Organised labour, however, raised the issue that continuous growth needs
to betrandated into employment security and expansion of employment levels (Russdll, 1998a 2). Hence
the Eagern Cape Automotive Industry Cluster's vision was endorsed as "to edtablish a viable,
internationaly competitive industry capable of achieving both continuous growth and job creation.”

Theredisation of thisvison within the Eastern Capewould depend largely upon government, the employers
and organised |abour's ability to identify mgor problems frustrating the transformation towards the vison
and to make collective use of their expertise and resourcesin putting plansin place to remove the problems.

This according to the theory on clustering, is an essentia ingredient in the functioning of clugter, which
would ultimately creste a basis for a competitive platform, essentia for the synergy required between the
respective parties in the cluster concept. The various stakeholders present at the meeting therefore
identified pressures, which they perceived to be frustrating the industry transformation.

5.5.3 Objectives of the Eastern Cape cluster initiative

Having established the current sate of the Eastern Cape's automotive industry and the desired state of the
industry by the year 2000, a humber of goas and measures were proposed in order to achieve the
industry'svison. Thefirg proposa wasthat there was aneed to have acompetitive export orientation and
to address high input costs. The overal objective in this regard is to have an internationaly competitive
environment in the Eastern Cape by: identifying and redlising the Srategic investments necessary to achieve
the motor industry vision; creating internationaly cogt efficient portsand airports, and having internationaly
competitive regiond or loca service tariffs. An internationaly competitive export environment would dso
need to be backed by reducing the costs and improving the quality of raw materials and components. At
the same time, there would be a need to identify and optimise generic component technologies within the
industry and to provide cost effective support for smadl or medium suppliers in respect of best operating
practice.
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Traning and development were a0 identified as other measures required to achieve the vison of the
cluster. This means that the industry needs to identify the industry competency requirements to support
internationa competitiveness, and to havethetraining capacity at universities, technikonsand companiesand
other identified indtitutions to meet the needs of the indusiry. It was aso agreed that the gpplication of the
1998 labour legidation must enhance labour sability, productivity and competitive efficiency. Collaborative
structures and processes were identified asessentia to achieving the cluster vision. Optimum collaborative
structures and processes need to be in place to secure industry stability and productivity.  Findly,
employment security was deemed to beimportant in the restructuring process. Plansto support employees

displaced through restructuring need to be put in place.

5.5.4 The structure of the cluster initiative

The stakeholdersin the cluster then agreed to the creetion of dedicated project teams that would address
these high priority issues. These dedicated teams are Smilar to those employed in the Sdligna Furniture
Cluger Initigive in Kwazulu-Natal (see Section 4.4.1) and those used in Arizonas clugter initiatives (see
Section 3.4). Asdiscussedin Section 4.4.1, the needsand priorities of the Sdigna Cluster werethe mgor
driving force behind the development of specific project teams, which ranged from those focusing on

developing the brand for furniture manufacturers to developing a viable supplier base. Smilarly the needs
and priorities of the various clugters in Arizonaformed the basis of the various cluster-working groups. In
the case of the Sdigna Clugter Initiative, the qudity of the industry's critical success factors were not yet
condstently high enough to sustain aworld-classindustry. Consequently, aset of congstently high-qudity
critical success factors was required to

make the industry competitive at the highest levd internationdly. For this god to be attained, the right

combination of leadership, vison and strategy from government, business and labour was critical.

It was gpparent to dl theindustry stakeholders a the launch of the cluster initiative that the Eastern Cape's
critical success factors were unsound. Hence the dedicated teams created were to focus on those aspects
of the region's economy which needed the most attention and which were mogt critical to the clugter's
success. Consequently, four project teams were established to ded with Human resources, Logistics,
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Supplier development and Strategic investments project teams.
These project teamswere formed to primarily identify, facilitate, co-ordinate and implement strategiesand
projectstoredisethecluster'svison. Inorder to measuretheir performance, al nominated representatives
would attend monthly executive meetings at which the team's activities needed to reflect ameasurable vaue
to the industry, and there would be quarterly evauations of executive teams performance.

These project teams are also required to facilitate the resourcing of projects so that they are not frustrated
because of alack of funds. The generd guiddinesregarding funding and resources for the cluster initigtive
indicate that government would primarily fund the facilitation costs of the initiative under the Sector
Partnership Fund, whilst industry would primarily fund the cogts of the val ue adding projects based on the
projected return. The supply-side measures provided by the DTI would be used to offset or augment the
direct costs of the cluster wherever possible, though it was noted that accessto supply side support need to
be effectively prompted in order to be of any use. Interna stakeholder resources were also to used where
practical.

The project teams aso had the responsibility to develop amodd, which ensures effective communication
between the provincia executive committee, project team, stakeholder congtituencies, nationd, provincia
and locd government and other important role players. At the sametime, they had to ensurethat the most
senior person in the province on the executive committee effectively represents each stakeholder (Russll,
1998h: 1). Because of the extensive workload, it was decided

that each member of the Executive L eadership would nominate an operationa representativewho would be
responsible for dl technical work within the project teams.

It is important to redise that the Cluster Executive Leadership, together with their operationd
representatives ceased their meetings on the 22™ of November 1999. It is not clear whether thiswas a
forma decigon to discontinue with the initiative in the region, since in November 1999 a nationa Motor

Industry Cluster was sarted. The empirica evidence in the following chapter will discuss thisfurther.,
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5.5.4.1. The Strategic Investments Project Team

The drategic investment project's vision was to identify and realise the dtrategic investments necessary to
achieve a globaly competitive Eastern Cape Automotive Industry. Thisvision is backed by a Strategic
focus on an integrated public and private sector initictive to creste a competitive indusiry by identifying

current available supply sde measures and identifying the necessary generic invesment to etablish a
competitiveinfrastructure. Consequently, theteam's objectivesfocus onimproving sources of raw meteria

(interms of price, qudity and supply) and creeting globaly competitive incentives for regiond investmen.
It's project scopeinclude identifying key supply measures currently available world-wideand benchmarking
the results to supply Sde measures in South Africa. In the process, deficiencies in supply side measures
currently availablein South Africawill emerge and subsequent reviews of these resultswill be held with the
DTI. Alsowithin the scope of the strategic investment team is a detailed investigation of the issue of cog,
quality and religbility of raw materid supply to the motor industry and the viability of loca production of

capitd equipment, and establishing a highly professond industrid marketing plan for the Eastern Cape
Motor Industry as vigble regiond investment opportunity.

By November 1999 the Strategic Investment project had identified generic strategic invesments, which
were confirmed by al OEMs. It had dso identified the top five supply sde measures required by the
indugtry to secure investments. These were adso confirmed by al the OEMs and include logigtics, human
resource development, investment promotion, cash grants and tax holidays (Tshefu, 2000: 1). What has
aready become clear is that long-term investors are not only focusing on financid issues, but are so
seeking assurances from the Government in areas, which are not directly related to financia input. The
project has aso managed to devel op closer co-operation with Investment South Africa(ISA) in promoting
investment opportunities, as well as closer co-operation with the Defence Offsat Negotiating Team in a
common effort to secure the strategic investments required.

Atthetimeof thefina cluster executive meeting in November 1999, the strategic investments project team
dill had key chalenges, which include the need to develop a regiond drategy that will enhance a co-
ordinated effort of attracting invesment for the identified opportunities. An integrated invesment
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opportunity for the Eastern Cape should incorporate other key sectorsin theregion, particularly tourism and
agriculture. The project aso needed to establish clear accountability for ensuring that supply Sde measures
are in place and ensuring the full support of OEMs in promotion activities. In November 1999, the
proposed way forward was the integration of the Strategic Investment project with the Supplier
Development project since the former has a potentia to influence the latter aswill be seen in the course of
thischapter. Asthe Sector Partnership Fund from the DTI cameto an end, to implement phase two of the
project, a suitable ingtitution to house the project has to be identified (Tshefu, 2000: 3).

5.5.4.2. The Human Resour ce Development Project Team

The objective and scope of the Human Resources development project was to provide human resource
capacity and development in the Eastern Cape to support the vision of the Automotive Cluster, and to
ensure effectiveimplementation of thetask team action plan. Thisoverdl objectivefor the human resources
development project was aresult of the current insufficient human resource devel opment capacity to meet
the chdlenges facing the Automotive industry.  Throughout the workshops the generd sentiment was that
failure to put this necessary competency foundation in place could frugtrate the entire cluster process and
any early success achieved in the processis not likely to become sustainable. At the sametimetherewas
consensus that the project must achieve the acceptance and commitment of al the industry stakeholders
particularly that of labour, which should giveitsfull support. TheDTI funded theinitid stagesof the project
- gpproximately R360 000- and the OEM's, component suppliersand unionswould pay for their delegates
to attend training courses, which may also be assisted by supply side measures (Russdll,1998b: 3).

Three mgjor reasons motivated this project:

= it was discovered that workers skills are limited and underdevel oped due to the legacy of gpartheid
education, resulting in inadequate numeracy and literacy ahilities,

=  management lack the leadership capacity and experience to react to the new challenges,

= the protected higtory of the motor industry hasinhibited the exposure to internationd trends, methods
and techniquesin modern vehicle manufacture.
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In implementing its task, the human resource devel opment project team developed guidelines, which they
would adhereto. One such guidelinewasthat there should be co-ordination between training providersand
industry to ensure that unnecessary expenditure on inappropriate training doesnot occur. Thisprinciplewas
formulated on the bagis of a sentiment in the task team that training ingtitutions did not meet the needs of the
indugtry. Another guiddine was the integration of various initiatives that were presently under way in the
industry to ensurethat existing knowledge, processes and expenditure could be more effectively leveraged
to generate broader change within the sector. Thefina guideine is one, which seeksto avoid duplication.
Whilgt the two preceding principles go a long way to avoid duplication, it was felt that there was a
considerable amount of duplication in the activities of tertiary ingructions. Consequently, a need to
encourage specidisation within the context of a broad Human Resource Development Strategy was

identified.

Thetask team identified three specific, but interrelated areas, which will be targeted to improvethe capacity
of human resource development in the Eastern Cape Automotive Industry. These areas of target wereat a

drategic level, middle leadership leve, and operationd skillslevel (Russell, 1998b:10):

= & the strategic level, the programme would be aimed a encompassing dl the stakeholders in the
indugtry in the appreciation of the chalenge facing the South African motor industry, understanding the
internationd framework and alignment of whet it will take to become globally competitive;

= themiddleleader ship level would mean leadership development a a middle management level and
shop steward level of modern automotive techniques and manufacturing concepts;

= athisskillslevel, skillstraining and devel opment at shop floor level would cover dl the skillsrequired

in the OEM and component industries.

The dignment of the three areas discussed above was deemed essentid in ensuring that training and
development isoptimised. Therewas agreement in that before embarking on the strategic, middle leadership
and skillsleve programmes, it was necessary to conduct a needs analysis of the key stakeholdersand an
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audit of current training and development activities. The stakeholdersincluded nationa govemmant, regiond
Eagtern Cgpe government, universties, technikons, and other indtitutions, OEM's (DaimlerChryder,
VWSA, Dedta), component suppliers and organised labour. Furthermore, it was decided to develop a
competency framework & these three levels based on their needs and analysis and linked to the cluster
vison and to develop training and development programmes to support this competency framework.
Eventudly an assessment tool to assess individuas againgt the competency framework and the needs

anadysis to ensure feedback on the success of the training programme, would be devel oped.

In order to ensure that the programme is put into operation rapidly and to obtain as much leverage as
possble, it was proposed to commisson professona co-ordinators to implement the plan. A
recommendation was put forward that strategic and |leadership strategies beimplemented and co-ordinated
by the ICMD (Internationd Centre for Management Development). For skills development, it was
proposed that the East Cape Training Centre be commissioned to co-ordinate this module of the project.
The Eastern Cape Training Centre has had considerable experiencein thisarea, has adequate facilitiesand
istied into nationd training initiatives such as the "Workplace Chdllenge’. Thisis one of the supply sde
measures provided by the DTI, which is amed a promoting an improvement in competitiveness and
improved productivity performance across a number of different industrial sectors of the South African

economy.

By November 1999, the Human Resource Development project had completed an audit of the industry
competency levels and regiona education indtitutions ability to deliver internationally competitive services
(Tshefu, 2000: 1). The executive aso agreed on humanresource development prioritiesfor the next three
yearson. Theseinclude adrategic development programme; firdt tier |eadership development programme;
shop steward/union leadership devel opment programme and aprogrammeto retain displaced employeesat
al levels (Tshefu, 2000: 3). The unions arein the process of developing a proposal to establish aworker
leadership college in consultation with their European Trade Union partners. The ingtitutional capacity to
support the trade unions is an important part of the human resource model (CIMEC, 2000b: 11).
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Again a thefind cluster executive meeting in November 1999, the key challengefor this project team was
to findise a business plan in terms of what specific training is required and formally link up industry with
education ingtitutions and decide on the way forward (Tshefu, 2000: 3). At the same time funding for the
project had to be identified (sincethe DTI's Sector Partnership Fund had come to an end in November
1999) aswell as the key peoplewho will facilitate co- ordination by giving support and input from industry,
government, unions and regiona education ingtitutions.

5.5.4.3. TheLogistics Project Team

Thelogigtics project established avison to creste an internationaly competitivelogigicsddivery sysemfor
the motor industry in the Eastern Cape, which can be replicated in other regions. The logigtics team

recommended that the three OEMsin the Eastern Cape needed to formulate amission, "which resembled
an optimisation, control and co-ordination of predetermined logistics and information for the motor industry
in order to facilitate its own growth and prosperity in loca and overseas markets and in order to pave the
way for replication of smilar initiativesin other Eastern Cgpeindustries and the country asawhol€’ (Tshefu,
2000: 1).

The overdl objective of the logigtics team was to improve the globa competitive pogtion of the Eagtern
CapesOEMsand suppliers. Thisinvolved anumber of sub godsranging from realisng animprovementin
delivery accuracy and consstency; reducing lead times; reducing inventory levels, optimising logigticscodts,
improving utilisation of infrastructure and increasing revenues and volumes. Consequently, the project scope
for thelogigticsteam included ensuring that internationally competitive portsand airports are a the disposa
of the automotive industry, as well as well-developed and maintained road and rail networks. It dso
included developing a customer focused warehousing and dtribution network and customs legidation,
which ensures optima enforcement of existing processes. This project team dso had the responsibility to
ensure that adequate information technology existed to support its processes, and that it negotiated
competitive rates and service tariffs. Theteam aso undertook the responshility of realisng low cogt, high
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qudity and rdigbility of raw materids such as ded.

In 1998 the team found that though currently thethree OEM swere performing well logigticaly through ther
ownindividud efforts, they wereliteraly dedling with afew hundred suppliers, sub-contractors and service
providersat any onetime. Not only doesthisincreasethe complexity of logigtic relaionshipsintheindudtry,
it can ds0 be quite codtly. In South Africals 1998 depressed economy, a new gpproach to logistics
management was therefore needed and the DTI and business in the Eastern Cape looked at the OEMsto
provideinitiativefor economic upliftment in theregion. A combined|ogisticseffort would not beredtricted to
the OEM, its effect would be experienced throughout trade and industry. An dliance would not imply
aurviva only, but it would amount to growth and prosperity for the automotive industry and the Eastern
Cape region.

Three possible scenarios were consdered to potentidly rectify the drawbacks to logistics within the
industry. The firgt scenario was one, which maintained the status quo, in which case the OEMs would
choose to operate independently as they are curently doing. The second scenario would be on onein
which an ad hoc process would be adopted. Regular informal liaison between the three OEMs logigtics
legs would investigate and co-operate on an ad hoc basis. The final scenario incorporated

the duster, in which case a fully operation dliance of some sort would plan and co-ordinate the total

process of logigtics optimisation in the Eastern Cape.

Thelogigticsteam and the rest of the sakeholdersin the cluster initiative werein full support of the cluster
scenario because it had greater advantages compared with the other two scenarios. For example, in no
way would the cluster negatively affect or impact on the individua efforts of Delta, Volksvagen and
DamlerChryder. It should actudly result in a non-digned logistics organisation with equal or multiple
shareholding and responsible to its shareholders only. This organisation would a dl times enhance rather
than impede the logigtics efforts of the OEMs.  Staff would be gppointed by the Cluster's Executive
Committee and would be totaly non-digned to any individua shareholder. As an independent entity,
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normd rules of confidentidity would gpply. Theorganisation would function smilar to alogigtics department
of any of the three OEMs and its focus would be on logigtics optimisation for dl shareholders.

Essentidly policies, procedures and tasksto be performed and resultsto be obtained would be determined
by the shareholdersin consultation with the organisation's employees. Consequently, thelogistics project
has been formalised with the creation of a Section 21 Company, the Motor Industry Cluster Logistic
Company (MIC) tofacilitate the operations of the project (Russell, 1999: 4). Memberstothe MICinitidly
included thethree OEMsi.e. Delta, V olkswagen, DaimlerChryder, and two component manufacturersi.e.
Shatterprufe and Dorbyl Automotive Technologies. The Ford Motor Company of South Africahassince
become a member. Because the magnitude of this project has increased, there has arisen the need for a
legd entity to manage thisinitiative and creste congtant improvement programmes.

The MIC has managed to gppoint land and arfreight carriersfor participating OEMs. Care wastaken to
dat sandl, dructured with the initial focd points on locd land-freight and airfreight from Germany.
Consequently, an aliance congisting of Union Transport and Imperid Transport was appointed asthelead
logigtics supplier for the two mentioned initiatives (Tshefu, 2000: 3).  An EDI system, cagpable of tracking
goods on a part-by-part basis, is currently being introduced to the OEM's by these logistics suppliersand
will soon be extended to the mgor suppliers as well. Following the expiry of exigting land and airfreight
contracts, handovers to the cluster are being negotiated (Russell, 1999: 3). Once locd land freight and
arfreight from Europe is operating effectively, other initiatives are being consdered. These include ar
freight form the East and other destinations, sea freight from supply source to manufacturing plantsin the
Eagtern Cape and other provinces and streamlining logistics systems. At the sametime, other potentid cost
saving initiaivesin: parts and accessories, exports, warehousing; customs clearance; packaging and direct
line feed will be addressed (Russdll, 1999: 4).

Déeegations have been dispatched to Europe to sort out consolidation centres and the most profitable air
routes, whilethe most expedient and profitableland freight routes are being explored. Negatiationswiththe
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Airports Company of South Africaand the Portnet authorities are continuing for runway and infrastructura
extensonsat the Port Elizabeth Airport, dong with the privatisation and custom design of the East London
and Port Elizabeth harbours respectively. The road and rail implications for this project are dso being
addressed. The MIC's most impressive achievement to dateisa saving of R23 million, which wasrealised
for the OEMs (Tshefu, 2000: 3); whilst suppliers are now being targeted for freight rate savings.

5.5.4.4. The Supplier Development Project Team

The supplier development project's overdl objective was to develop an internationaly competitive
component industry in the Eastern Cape, in accordance with the cluster's vision. The development of the
component suppliersisvery important to ensure the future of theindustry. Each of the above projectswas
considered as being able to provide broad- based support to the component suppliers. At adomestic level
the primary support isin respect of human resource development, logistical and Strategical investment issues
(Russdll, 1999 :2).

For example, through the human resource devel opment project, the supplier development project aimed to
develop an integrated competency framework at drategic, generd management and skills level. Again
through the Human Resource Devel opment Project, it amed to ensure the most effective and quaity human
resource ddivery system and training through the gppropriate supply side support. Through the Strategic
Investment Project, the supplier devel opment project intended to have component suppliersmore effectively
integrated into the OEM's dtrategic planning process, and to ensure a trangparent common information
system o that al suppliers were made aware of component supply opportunities (Russdll, 1999: 7).

Finaly, the supplier development project intended to ensure that component supplier needs are integrated
into thelogistics project in respect of : import and export; arfreight; seafreight; warehousing and digtribution

; forwarding, clearing and services.

Essentidly, wel-structured projects supported by the key stakeholders were considered to add significant
va ueto the component suppliers desireto become more viable and internationdly competitive. Thesmdler
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suppliers in paticular, are not dways capable of deding with the complexity of forming drategic
partnerships and aliances with internationa partners, to ensure the introduction of new technology and
resources to meet internationd industry demands (Russdll, 1999: 8). To a certain extent the Strategic
investments project provided this support hence the decison in November 1999 to integrate it with the
supplier development project (Tshefu, 2000: 3).

The achievements of the supplier development project by November 1999 included closer co-operation
between suppliersand OEMss, greater understanding of what generic support isrequired by suppliers, and
an appreciation of benefits that could be achieved through strategic co-operation between OEMs and
suppliersasawhole. The supplier development project still had key chalenges, which included theneed to
get the Nationa Association of Automotive Component and Allied Manufacturers (NAACAM) support on
key issues to avoid a conflicting parallel process. NAACAM could take the responsibility of acting asa
communication conduit between the Eastern Cape motor industry cluster and al component suppliersin
South Africa(CIMEC, 2000b: 4). Itsother main chalengewasto ensurethat the benefitsfrom progressin
the other projectsflow to the supplier development project. Asmentioned earlier, the Srategic investments
project had potentid to influence the suppliers positively or negetively, depending on theinvestments, it was
therefore consdered imperative that the way forward should be the integration of the two projects.

At the fina cluster meeting executive meeting in November 1999, at which point the Sector Partnership
Fund from the DTI lapsed, the cluster executive decided to discontinue the activities of the project teams
with the exception of thelogistics project team, which had made the most progressi.e. established the MIC.
Thereasonsfor discontinuing the clugter initiative could partly lie with the need to come up with new sources
to fund the whole process.  The following chapter will provide more insight into why the initiative was

discontinued.

5.6 Conclusion

This chapter has given an overview of the South African motor industry, with a particular emphasison the
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Eastern Caperegion. Moreimportantly, it has described why the motor industry cluster wasinitiated, what
has been achieved and the current Situation thereof. Three of the projects progressed as far asthe design
phase, whilst the logistics project managed to reach theindtitutionali sation stage, hence the establishment of
the MIC Logistics Company in 1999. It gppearsthat a the find cluster Executive meeting in November
1999, the chdlenge was to take three of the cluster projects into the next stage - Implementation and
Indtitutiondisation. The following chapter will provide empirica evidence on what the clugter initiative
achieved by theend of 1999 and an assessment will be onit'simpact on the performance of motor industry
in the Eastern Cape.
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CHAPTER 6
ROLE AND ANALYSISOF THE AUTOMOTIVE CLUSTER AS A
STRATEGY FOR MANUFACTURING PERFORMANCE

6.1 Introduction

In the previous chapter the primary god of the literature review on the Eastern Cape's automotive
industry, was to develop specific knowledge about the cluster's historical development, its main
gtakeholders, and the conditions governing its competitive ability. This chapter andlyses the impact the
Fish River Motor Industry Cluster Initiative and its congtituent projects has had on the performance of
the motor industry in the region. The analysisis based on the findings of a survey covering both the
component manufacturers, affiliated to the Nationd Associaion of Automobile and Allied
Manufacturers (NAACAM), together with the Ford engine plant, and the three origind equipment
manufacturers (OEMS) based in the Eastern Cape (Volkswagen of South Africa, Delta and
DamlerChryder).

A totd of 27 firms were surveyed usng a mall questionnaire (Appendix One). These included 23
component manufacturersin the Eastern Cape affiliated to NAACAM, the Ford engine plant, and the
three OEMs. Eight of the surveyed firmsexplicitly declined to participatein the survey. At least five of
these indicated that they did not form part of the cluster initiative, and three reveal ed that they were not
aware of the existence of such an initiative. Information was therefore obtained from 15 firms, which
represented 56% of the sample. Interviews dso played amgor rolein developing quditative, cluster-
specific knowledge from key playersin the cluster process, building on the general knowledge that was
gathered from the literature review. Theseinterviews were conducted with 14 leaders, most of whom
wereindustry specidistsand consultants affiliated to the four project teams (human resources, logigtics,
drategic investments, supplier development) under the cluster initiative, aswell asunion representatives
and government officialsfrom the Department of Tradeand Industry. A ligt of theintervieweesis given
in Appendix Two.

The andyss is centred on the quantitative data obtained from the questionnaire, with additiond
commentary based on the insights obtained from the interviews. For the sake of clarity, the anadlyssis
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initidly divided into two: Section 6.2 covers the motor vehicle assembly industry and 6.3 covers the
component manufacturers. Within these two sectionsagenera overview (based on questions 1 and 2
of the questionnaire- see Appendix One) coversthe background and profile of the sampled firms. This
aso indudes an interpretation of generd trends affecting the motor industry's economic performance.
Sincethe clugter initiative had beenin existencefor two years, it wasingructivetoincludethis section as
it could have had an impact on the variablesincluded. Therest of the analysisin these two sections (6.2
& 6.3) isbased on questions 8 to 9 of the questionnaire which are aimed a assessing the impact the
clugter initiative had on theindustry's operating environment and economic performance. Finaly Section
6.4 puts the empirica evidence into the pergpective of Porter's "diamond" of competitive advantage.
Together with the underlying theoretica foundations it will be used to andyse the overdl performance
and competitiveness of the Eastern Cape motor industry.

6.2 The motor vehicle assembly industry

As discussed in 5.4 there are three motor vehicle assemblers or original equipment manufacturers
(OEMS) based inthe Eastern Cape. Volkswagen South Africa(VWSA) and DeltaMator Corporation
are based in the Port Elizabeth/Uitenhage metropolitan area, while the DaimlerChryder manufacturing
plant is based in East London.

Thethree OEM s participated in the survey and reported an annual turnover of over R500 million each,
and each had alabour force of over 2000 employees. Again ashighlightedin 5.4 VWSA isasubsidiary
of Volkswagen AG, whilst Deltahasamgority loca holding of 51%, the baance (49%), being owned
by Generd Motors, and DamlerChryder isasubsidiary of DamlerChryder internationd. Thefollowing
sub-sections andyse the economic performance of the three respondent firms and their views on the

effect of the dlugter initiative on their firm performance.

6.2.1 Reationship of assembly firmswith suppliers

This pat of the survey atempted to evduate cluster rationships, in this case buyer-supplier
rel ationships, which characterise the vertica dimension of acluster. Thetheoreticd literature indicates
that strong backward linkages have positive ramificationsfor competitiveness. The spatid proximity of

suppliers facilitates the exchange of information and promotes a continuous exchange of ideas and
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innovations.

Thefirg question sought to reved thelocation of suppliersof raw materids, componentsand machinery
to the three OEMSs, given by the percentage of inputs bought locdly (i.e Eastern Cape), nationaly and
abroad. Egtablishing thelocation of suppliersgivesan indication of whether thereisapossbility for firms
to benefit from datic externa economies of scale due to proximity. These externdities would for
example exhibit themsalvesin lower trangport costs. Inquiry was also madeinto the OEMS perception
of the quaity of inputs, which they obtained from these suppliers.

Only VWSA volunteered information on the raw materias it purchased, which in thiscaseis sted. It
obtained 80% of its stedl nationally, whilst dmaost 20% came from abroad. Generdly, VWSA seemed
content with the quality requested at least 70% of the time, and the quantity at least 80% of the time.
DamlerChryder did not give an indication of the raw materidsit purchased, whilst Ddtaindicated that
1% of its inputs were raw materias, opting not to give a split in terms of where it obtained its raw
materias. 1n terms of components, (i.e. eectrica, chemica, metalic components) the three OEMs
indicated that within South Africa, they obtained most of their componentsfrom the Eastern Cape (24%)
between them, whilst only, (18%) was sourced nationdly. As Figure 6.1 illustrates, for three OEMs
combined, the vast mgority of their components are sourced abroad (58%).

This subgtantia sourcing of components from abroad could partly be aresult of the reintegration of the
OEMs (mainly German) into the globd network of their parent companies, and partly aresult of the
import rebate credit (IRC) scheme under the Motor Industry Devel opment Programme (MIDP) which,
ashoted in Section 5.3.1.2, dlowsimporters of either CBUs or componentsto claim refunds of import
duties and to sell them between participants. According to a survey by Onyango (1999:105) at least
37,5% of component suppliers in the Eastern Cape shared their duty drawback certificates with
assemblers, while 31,3% of them sold theseto the assemblers, hencethe obvious scope of gaining from
imports for the assemblers. Nevertheless, the fact that within South Africa most of the OEMS
components are obtained from the Eastern Cape sgnifies the importance of cresting sustainable
relationships between component suppliers and OEMs. When inquiry was made into the quaity of
components sourced, the OEM swere of the opinion that generdly they managed to obtain the required
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qudity and quantity of components at least 70% of thetime.

FIGURE 6.1 DISTRIBUTION OF COMPONENT MANUFACTURERS
SUPPLYING ASSEMBLY FIRMS

OEastern Cape
B Rest of South Africa
O Abroad

58%

=3

DamlerChryder indicated thet it sourced 20% of itsnew machinery nationdly, whilst the remaining 80%
was sourced from abroad. It seemed relatively satisfied with the quantity and qudity of its machinery,
saying that this was forthcoming at least 80% of the time. VWSA on the other hand, obtained al its
meachinery abroad, and like DaimlerChryder, it did not seem to make use of second-hand machinery.
Again like DamlerChryder, it was generdly satified with the quality and quantity of machinery it
purchased. Ddta, however, isthe only onethat purchases most of its machinesin South Africa, (75%)
though it could not provide asplit in terms of how much is obtained in the Eastern Cape and nationaly.
Theremaining 25% isbeing obtained from abroad. It dso indicated that overall, 98% of itsmachinery is
new, while the balance of 2% is second-hand. Again, it did not provide an indication of how much of its
second- hand machinery ispurchased nationdly or aoroad, neither did it indicate whether it was satisfied
with the qudlity of this machinery.

Inquiry was also made into the leve of interaction between the three respondent firms and their
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respective suppliers. All threefirmsreveded that their suppliers offer assstance with problemsarising
from their products, as well as to explain certain characterigtics of their products. DamlerChryder
however, indicated that its suppliers did not ask for suggestions on how to improve their products,
though it further indicated additional areas of co-operation with its suppliers in cost savings and
improving flexibility. Findly, when asked whether the dlugter initiative had improved rel ations between
OEMs and component suppliers, DamlerChryder and Delta believed that it did improve relations,
though VWSA did not seem to agree.

6.2.2 Market areafor assembly firms

This part of the survey sought to establish the market base for the respondent firms. According to the
literature on industry clusters, the relative size of loca demand and more importantly, the nature of
demand isimportant in driving competitiveness (see Section 2.3.1.1). Basicdly, themore demanding the
consumers in an economy, the greater the pressure firms face to condantly improve ther

competitiveness via innovative products and through high qudity.

DamlerChryder sold its vehicles direct to domestic and foreign dedlers, whilst Delta sold 85% of its
vehiclesthrough domestic dedlersand 15% it exported. WWSA did not volunteer information on how it
sold itsmotor vehicles. Furthermore, in order to obtain an idea of the distribution or concentration of
demand for the OEMS, the firms were asked to indicate, as a percentage of total sales, the location of
the main outlets a which their motor vehicles were sold:

0] locd areg;

(i) rest of the Eastern Cape;
(i) rest of the country;

(i)  abroad

Between thethree firms 40% of their vehiclesare sold abroad, 48% are sold in South Africa; 8%issold
in the Eagtern Cape and 4% within their localities, asillustrated in Figure 6.2. Clearly the domestic
market isstill sgnificant to the three OEM s, despite the orientation towards increased exports. Ondosr
ingoection, however, DamlerChryder sdls nearly 75% of itsvehiclesabroad, 20% in therest of South

158



Africa 3%intherest of the Eastern Cape and 2% within thelocd area. Againitsincreasing export drive
isevident from thesefigures. VWSA on other hand sells 30% of itsvehicles abroad; 40% to the rest of

South Africa; 20% to therest of the Eastern Cagpe and 10% withinitslocal area. The high percentage of
vehicles sold in South Africafor VWSA again

FIGURE 6.2 MARKET DISTRIBUTION FOR ASSEMBLY FIRMS
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gives an indication of its sgnificant market share for passenger cars (21,4%) as compared to
DamlerChryder, which has as 8,7% domestic market share. Deltadid not give adetailed breakdown
of whereitsmain outletswerelocated in the Eastern Cape. It however, appearsto mainly sl itsvehicles
inthe country (85%), and the remaining 15% abroad, atrend which a so underscoresthe sgnificance of
thedomestic market to Delta. All threefirms perceived the clugter initiative to have managed to cregtea
greater understanding of customer needs and market opportunitiesin South Africa and abroad.

6.2.3 Inter-firm competition

It isimportant to establish the location of competitors:

()] inthelocd areg;
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(D) in other parts of the country;
(i)  abroad

Loca competitors have the potentid to induce innovation and upgrading, compared to internationaly
more distant ones. The theoreticd literature further indicates that the impact of local competitors on

rivary and innovation is strengthened by geographic proximity, (2.3.1.1).

Most of the competitorsto the three OEMs seem to be located in other parts of the country, aswell as
abroad. Ddtahowever, indicated that some of its main competitors were located in the Eastern Cape.
Understandably, Deltamainly targets the medium-Szed passenger car category withits Opd Astraand
Ope Kadett range, which competefiercely with VWSA’ s Goalf IV, Polo Classic and to acertain extent
the Jettarange. At the sametimeif levels of trim and accessories are taken into account, the small car
category for Delta boasts a large variety in which its Opd Corsa competes with VWSA's Citi Golf.
DamlerChryder’s traditiona target market has been luxury passenger cars, hence its competitors
(mainly importers of luxury cars) are located in the rest of South Africa. It isinteresting to notethat in
recent years, it has made a shift to smaller cars, which have a higher volume of sales (DT, 1999:7).

Thefirmswere then asked to indicate the three main factors (in order of importance) that they focus on

in order to out-compete therr rivas:

@ price;

@ qudity;

(i) new designs,
(iv)  ddivery

In order to out-competetheir competitors DaimlerChryder’ sthree main factorsare quality, new designs
and ddivery, in order of importance, smilar to Delta. VWSA on the other hand, indicated thet price,
quality and new designs are the three main factors (in order of importance) it usesto differentiate itself
from its competitors. Its emphadgis on price is vigble in the introduction of the CitiGolf range, an

inexpensverdiable car, which quickly established anichefor itsdf in the entry-leve range. Initsyear of
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launch, the CitiGolf was billed the most affordable car in South Africaand led to aphenomend increase
in vehicle sales from 1994 to 1995 (Eastern Province Herdd, 1998: 5). The CitiGolf istill one of the
main ranges for VWSA localy aswel asinternationdly.

6.2.4 | nter-firm co-operation

An investigation was dso made into the leve of inter-firm co-operation (i.e. co-operation that depicts
horizonta, shared- resource and/or end market relationshipsin acluster) between thethree OEMs. This
particular form of co-operaionistheonethat setsapart industry clugtersfromindustrid districtsin that it
emphasises co-operation between competing end market producers, as opposed to co-operation
between end market producersand their suppliers (see Section 2.3.2.2). Thefirmswereinitialy asked
if they had any formd arrangements with other firms. The one response that was given by the OEMs
was that of thelr co-operationinlogistics under the Motor Industry Cluster Logistics Company (MIC),
whichisajoint venture between the three OEMs, Ford engine plant and some suppliers, notably Dorbyl
Automotive and Shatterprufe (see Section 5.5.4.3).

Accordingto DamlerChryder and VWSA, their informd relaionshipsusudly came about from indusiry
asociations, whilst Ddta s informal relationships were aresult of co-operation on projectsfor mutua
benfits, thejoint venture on logisticsbeing acasein point. All thethreefirmswerein consensusonthe
fact that they co-operated with each other in the transport of inputs and products. Given their co-
operdtion in logigtics, thisis unsurprisng (see Figure 6.3).
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FIGURE 6.3 AREAS OF CO-OPERATION BETWEEN ASSMEBLY FIRMS
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Ddta and DamlerChryder dso reveded they co-operated with OEMSs in the purchase of inputs.

VWSA indicated that it co-operated with other OEMsinthetraining of workers, and DamlerChryder
aso seemsto co-operatein benchmarking and exchange of information (considered under 'other areas
of co-operation in Figure 6.3). Generdly, the respondent firms gppear to regularly exchange ideas or

discuss problems and strategies with other locd automotive firnms.

6.2.5 Associations affiliated to assembly firms

Thesurvey samplewas a so asked to indicate whether they belonged to an industry association. Industry
associaionsareimportant for the creetion of advanced or specidist factorsin acluster. These arefactor
conditions such as cluster-specific research and know-how, which are difficult for competitors to

duplicate, therefore providing a foundation for sustainable competitive advantage. Sinos Valey in

Section 3.3.2 gave anillustration of how trade associgionswereingrumentd in asssting Brazilian shoe

manufacturers to break into export markets.

All the three OEMs indicated belonging to an association, namdy the Nationd Associaion of
Automobile Manufacturers of South Africa(NAAMSA). In addition, DamlerChryder chosetoinclude
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the Motor Industry Cluster Logistics Company (MIC) as another association it belonged to.  Of the
three OEM sboth VWSA and DaimlerChryder seemed to usethe association more often. VWSA often
used if for information bulletins, and occasiondly for advice in legd regulatory matters, information on
other enterprises, and for courses and seminars. DaimlerChrsyler used the associations regularly for
information on other enterprises, whilst occasondly it uses their servicesin legd regulatory metters;
courses and seminars and information bulletins. Deltaon the other hand seemed to use NAAMSA less

often, using it occasonaly for what it termed, “industry metters.”

The OEMs reveded that NAAMSA did not provide any leadership within the dudter initigtive. This
was further evidenced from the interviews conducted with industry specidists, who argued that the
intention was to include NAAMSA once the cluster’ s focus had been established. DaimlerChryder,
which had dso included the Motor industry Logistics Company (MIC) indicated that it did however,
provide leadership within the Fish River cugter initigtive. Again this was dso established from

interviews, which reveaed that (as noted in Section 5.5.4.3) the MIC Logistics Company hasitsorigin
in the logigtics project team, one of the four project teams under the clugter initiative.

6.2.6 Assembly firm’s views on Gover nment Policy

Within the theoretica literature on industry clustering, the role of government asfacilitator (see Section
2.4.1) was regarded to be critica to the success of a cluster. Consequently, it was important to
establish whether government (in this case nationd, provincid and local government) was committed,
and activdy participated in the duder initiaive. Two of the respondent firms (Deta and
DaimlerChryder) indicated that government’s participation was forthcoming in the initiative, whilst
VWSA did not share the same opinion. The respondent firms were further asked whether the cluster
initistive managed to give better information about, and access to the Department of Trade and
Industry’s (DTI) supply-side measures. There gppears to be mixed reactions about supply side
measures. DaimlerChrsyler ssemed content with supply side measuresfrom government, whilst VWSA
believesthat just as government’ s participation was inadequate in the initiative, so were its supply side
measures. Delta on the other hand, seemsto believe that the initiative partialy managed to give better

information and access to supply side measures from government.
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The respondent firms were asked which government policies could have increased the effectiveness of
the clugter initiative. The following options were presented to the respondent firms (see Figure 6.4):

0)
(i)

()
(iv)
v)

greater macro-economic stability;

export incentives,
improved regiond infrastructure;
more and better training;

improvement in basic educeation.

Between the three OEMs the most significant policies that could have contributed most to raising the

effectiveness of theinitiative are export incentives, improvement in regiona infrastructure, and moreand

better training, (as seen in Figure 6.4).

FIGURE 6.4
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On closer ingpection however, VWSA for example, considered greater macro-economic dability, as
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well asimproved regiond infrastructure to be fundamentd in raiang the effectiveness of acluger. In
contrast, DaimlerChryder considered export incentives, as well as more and better training to be of
utmost significance. Its export drive probably underpins its concern with the need for more export
incentives from government. It consdered grester macro-economic stability, improved regiond
infrastructure and improverment in basi ¢ education to be moderately significant in that particular order. In
no particular order of significance, Detaindicated that it consdered export incentives, improved regiond
infragtructure, more and better training, and improvement in basic education to be policies that could
have enhanced the effectiveness of the clugter initiative

6.2.7 Impact of cluster initiative on assembly firms
Thefind part of the survey on assembly firms sought to establish theimpact the cluster initiative had on

individud firm performance.

One of the sumbling blocks of the cluster process is the desire to keep information proprietary.
Consequently, the three firms were asked if this was a problem within the clugter initictive.

DamlerChrsyler and VWSA indicated that thiswas generaly not aproblem, though Deltabelieved that
initidly thiswas anissue, which was overcome with time asinformation wasfredy exchanged. Although
the concept of indugtry clustering endorses co-operation, one cannot underestimate the power of

competition. Understandably, for the three firms, which are competitors, they were bound to beinitialy
apprehensive about the cluster process, particularly in terms of possibly disclosing senstiveinformation
about ther respective operations. Essentidly, the cluster process requires a tremendous change in
mindsats, sinceit implies operating under such a different set of rules.

Closdly related to the issue of keeping information confidentia, was thet of the ability of the cluster
processin overcoming historica conflict and isolation within theindustry and society. Again, two of the
assembly firms, DamlerChryder and Delta believed that the cluster process managed to achieve this,
whilst VWSA indicated thet the process only partialy achieved this. Againthisisaprocessthat requires
asubstantia change in mindsets and consequent re-education and training, before it can be achieved.

Indeed one of the most important questions related to what benefits had been afforded by the cluster
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inititiveto the assembly firms. Themogt griking indicator of manufacturing performance and thereforein
competitive advantage, is the productivity of each worker in an industry. Other indicators include
turnover, profitability, employment practices and exports. These indicators were used to evauate
whether the cluster initiative has had animpact on the assembly firms manufacturing performance. None
of the OEMs indicated whether the initiative had influenced any of these variables directly (see Figure
6.5).

However, unsurprisingly, the three OEMs were in consensus that the process managed to lower inter-
firm transaction costs by diminating bottlenecks and cost drivers (see Figure 6.5). Essentidly, thalr
continued co-operation within the Motor Industry Cluster (MIC) logigtics company has resulted in a
reduction of logistics costs that account for gpproximately 15% of their tota costs. Asindicated in
Section 5.5.4.3, the three OEMs with some suppliers are part of alogigtics joint venture, which is
operated asasection 21 company. Sincethe establishment of thiscompany in 1999, thishasresultedin
asaving of R23 million rand for its stakeholders. Through the cluster process, the assembly firmsaso
seem to have been able to reach consensus on the necessary infrastructura requirements for the
continued viability of theindustry. Thisisillugtrated in Figure 6.5 as 'other’ areas in which the cluster
initiative has had an impact on the assembly firms.

FIGURE 6.5 IMPACT OF CLUSTER INITIATIVE ON ASSEMBLY FIRMS
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6.3 The component sector

A vast mgority of the respondent firms are located around Port Elizabeth (58,3%) and Uitenhage
(25%), while the remaining firms 16,6% are to be found in East London. It was noted in Section 5.2
wasthat thereisagenerd tendency for component manufacturersto belocated within close proximity to
the OEMs, in a bid to reduce transport costs, in particular costs of bulky and/or delicate parts.
Essentidly, thosefirmsin the Port Elizabeth/Uitenhage metropolitan areaare Situated around VWSA and
Déta, while thosein East London are Situated around DaimlerChryder.

Only afew of the sampled firmswere exclusvely second tier component suppliers(16,6%). Theseare
usually regarded as component producerswho supply firgt tier, sub-assembly suppliers. Themgority of
firms (66,6%) are first tier component suppliersi.e. direct suppliers to the OEMs or the component
aftermarket, which isnot surprising, snce the sampled firmsare predominantly membersof NAACAM.
At least 33,3% of the sampled firmsindicated that they were both first and second tier suppliers. This
trend compares well with component suppliers in Kwazulu-Nata where the large number of firms
categorised asbeing both first and second tier suppliersisin many ways, according to Barnes (1998:2),
indicative of: the diverse srategic orientation of the automotive component firmsin Kwazulu Natd (in
this case the Eastern Cape). It dso illustrates the short-term nature of procurement policies of South
African OEMs, which tend to source componentsfrom avast number of suppliers, many of who should
actudly be supplying components to firgt tier automotive component (or sub-assembly) firms.

Aswith the other criteriaexplained thusfar, there was consderable variance amongst sampled firmsin

terms of their sze, in both employment and turnover terms. Whilst the average
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FIGURE 6.6 NATURE OF OWNERSHIP OF COMPONENT FIRMS
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employment figure amongst the sampled firmswas, for example 350, certain firmsemployed over 2000
people, while others employed fewer than 500. There was aso consderable variance in turnover.
Whilgt the average turnover figure for the sample was R150 million, there were firms with turnover in
excess of R500 million. While there was clearly alarge number of subsidiaries of local companies (see
Figure 6.6), which together with wholly owned locd firms represent a huge base of local ownership,
there appearsto be an insurgence of subsdiaries of foreign multinational corporations (MNCs). This
appears to be consigtent with the genera trend observed by Barnes (1999:7-8) in Kwazulu-Natal
whereby the number of loca firmswith loca technology israpidly diminishingin favour of wholly owned
subsdiariesof MNCs. Thistrend could mitigate the exorbitant royatieswhich locd firms haveto pay
theforeign MNCs, and increase the scope for technology transferswhich for localy owned firmswould
otherwise be limited and restricted to the design specifications by the MNCs (Barnes, 1998: 7).

It should aso be noted thet thistrend isin line with the fact that OEMs are demanding different equity
relations for component suppliers. As mentioned in Section 5.4.5.7, OEMs increasingly want their
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domestic suppliers to have an equity relationship with the owner of their designs. As discussed in

5.45.7, thisisaresult of arapid re-orientation of the presence of the OEMsin the Eastern Capein the
globd industry, and implicitly their postion within globd vaue chains. Multinationd control of
international marketing networks makesindependent exporting extremely difficult, except in theexportof
stable technology-independent aftermarket products. Consequently closer relaionships with firgt tier
MNC component suppliers and/or use of domestic OEMs as conduits for exports is essentid if

component manufacturers are to penetrate the export market. The former option can be cited as a
possiblereason for theincreasein subsdiariesof MNCsand joint venturesin the Eastern Cape, many of

which have German connections.

The clugter initiative could have ass sted component manufacturersto establish contact in order toform
joint ventures with MNCs.  Consequently, in the latter part of the questionnaire (question 9.3 - see
Appendix One), the component manufacturers were asked if the initiative had enabled them to redise
further technology transfers (refer to Section 6.3.7 for responses).

6.3.1 Rdationship of component firmswith suppliers

In smilar fashion to the assembly firms (see Section 6.2.2), the component suppliers were asked to
indicate the location of their suppliers, given by the percentage of inputs (raw materias, components,
meachinery) bought locdly (i.e. Eastern Cape), nationdly and abroad. Raw materiad inthiscontext refers
tovinyl, lead, plagtic, glass and castings used by component manufecturers. Asillusratedin Figure 6.7,
avast mgority of firms (42%) obtain their rawv materids nationdly, followed by 33% of firms who
purchased most of their raw materia abroad. A smdl proportion of the respondent firms acquired their
raw materias locdly in the Eastern Cape.

Although nearly 70% of the surveyed firms acknowledged that the rawv materidswere generdly avalable
in the required quantities, 36% of the firms believed that on the whole these raw materids lacked in
quality. Thistrend is consstent with evidence from interviews, aswell asthe literature on the Srategic
invesiments project under the cluster initiative. One of the main objectives of the Strategic investments

project was to improve sources of raw materidsin terms
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FIGURE 6.7 DISTRIBUTION OF RAW MATERIAL-SUPPLIERS TO
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of qudity, priceand supply, and in turn create globally competitive incentivesfor regiond investment. It
isnot surprising that this was one of its objectives, given this generd dissatisfaction with the quaity of
raw materias, which is compounded by the smal percentage of raw materias readily available in the
Eastern Cape. Consequently, one of the opportunitiesidentified by the strategicinvestment project team
was for investmentsin new companiesin theregion specidising in metasand plastics, which could so
benefit non-automotive sectors. At the sametime, given the fact that avast mgority of firms obtained
their raw materiads nationdly, it was essentid that the Strategic investment project did not limit its scope
to the Eastern Cape.

This explains its involvement in attempting to address the generd dissatisfaction of component
manufacturers with the quaity and high cost of sted available in South Africafor example.

Components in this context refer to such sub-components as separators and foam. Unlike raw
materids, a substantial number of firms confirmed obtaining their components in the Eastern Cape
(33,3%), whilst 41,6% purchased them abroad, and 25% nationally. Nearly hdf of the firms were
generdly satisfied with the quality of components, which they obtained, aswell asthe quantity. On the
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other hand a vast mgority of firms (66,6%) obtained their machinery abroad, followed by 25%
nationaly. Only 8,3% sourced their machinery in the Eastern Cape. Such atrend could be consstent
with the need to access more technol ogically advanced equipment which isnot reedily available, not only
inthe Eastern Cape, but inthe rest of South Africa Most of the respondent firmswere content with the
qudity of the new machinery they purchased aswell asthe quantity available, whereasthefew firmsthat
used second hand machinery were not, unsurprisingly, satisfied with the quality.

In order to obtain a better understanding of the relations between the component manufacturersand their
suppliers, the respondent firmswere asked whether their suppliers approached them to offer assstance
with problems arisng from their products. At least 66,6% of the firms confirmed that this was
forthcoming, and 58,3% confirmed that their suppliers approached them to explain characteristics of
their products. Rather disgppointing was the low percentage of suppliers (33,3%) that asked for
suggestions on how to improve their products, aprocessthat could lead to the development of greater
cgpabilitiesfor both partiesthrough learning-by-interaction. At thesametime, aminority of firms (25%)
for example, interacted with their suppliersin pricing and logigtics.

6.3.2 Market area for component firms

Firms were aso asked to indicate the dedtination for most of their output. This seemed to vary,

depending on what products the firms produced. Some firms output was amed primarily at the
domestic OEMs and/or the aftermarket, and other firms targeted ather the foreign OEMs and/or the
aftermarket. The surveyed sample reveded that 25% of the respondents produced mogt of their

products for the domestic OEMs, while 41,6% was destined for the foreign OEMs (see Figure 6.8).
Thedomestic aftermarket had 16,6% of the firms supplying most of their output, while 33,3% indicated
theforeign aftermarket astheir main customer-base. Notably, 58,3% of the respondents serviced both
domestic OEMs and the aftermarket, with only 8,3% of the firmswho produced most of their products

for al markets.

Theseresultsare generaly consistent with aprevious survey conducted by Oyango (1999:112). Clearly
the customer-basefor asignificant proportion of component suppliersisthe domestic OEMs, hencethe
need to improve and form sustainable relationships between the two entities. Of growing importance

171



however, isthe potentia market-base in both the foreign aftermarket and

FIGURE 6.8 PRIMARY MARKET FOR COMPONENT FIRMS
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foreign OEMs. Again, in the survey by Onyango (1999:112), the destination for most exportsis the
European Union and North American markets. He suggeststhat thisispossbly duetothefact thatina
bid to ensure continued surviva intheface of internationa competition, most component manufacturers
have entered into agreements with overseas (mainly German) assembly firms to supply their globd
chains. However, theinterviews with industry specidists and motor manufacturers conducted for this
research, reveded that North American and European markets are becoming saturated in terms of
vehidlegrowth. Some potentia now existsin emerging marketsin the Southern Hemisphere (i.e. Africa,
South America and China) where there is massive growth potentid.

The survey dso tried to establish the concentration of demand for the components in South Africa

Generdly, Figure 6.9illugtratesthat the greatest concentration of demand for components produced by
the respondent firms (58%) wasin the Eastern Cape. Thisisnot surprising, giventhat after Gauteng, the
Eastern Cape has a substantia concentration of OEMs and motor related firms. At least 25% of

demand concentration seemsto be in the rest of the country, whilst 17%is
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FIGURE 6.9 MARKET DISTRIBUTION FOR COMPONENT FIRMS:
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abroad. When asked whether the clugter initiative had managed to create a greater understanding of
customer needs and marketsin South Africaand abroad, the response was generaly positive withneay
50% of the respondents confirming this. Aswill be seenlater in this chapter, one of thefunctionswhich
a number of respondents, (both OEM and component suppliers), thought the cluster initiative had
managed to achieve to a certain extent, was creeting visbility for the motor indugtry.

6.3.3 I nter-firm competition

This part of the survey sought to ascertain the level of inter-firm competition. Firmswere asked where
their main competitors were located. At least 33,3% of the firmsindicated that their main competitors
arelocated in the Eastern Cape, whilst 41,6% indicated that their main competitorsarein other parts of
South Africa A dgnificant proportion of firms (58,3%) reveded that their main competitors were
abroad, asituationthat probably sgnifiesan increaseinimports, aswel anincreasein tradeliberdisation
(see Figure 6.10). This particular finding broadly concurs with
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FIGURE 6.10 LOCATION OF COMPETITORSTO COMPONENT

MANUFACTURERS

Abroad
2

% Rest of South Africa
&

Eastern Cape

0 10 20 30 40 50 60 70
Percentage (%) of firms

n=12

that of Bell (1993); IDC (1997); Black (1998) and Onyango (1999), who argued that the immediate
impact of tradeliberdisation islikely to be anincreaseinimports, with any simulatory effect on exports
being delayed and possibly weak.

When asked to indicate the size of their main competitors, 66,6% of the respondent firmsindicated thet
they were large enterprises (characterigtic of most foreign component manufacturers), whilst 16,6%
indicated that their main competitors were smal enterprises, and

10% were medium enterprises. Inorder to out-competether rivas, thethree most important factorsfor
amgority of firmswerequality, ddivery and price. Not surprising, delivery isoneof thefactorsated by
amgority of the component manufacturers due to the upper hand they have (in terms of geographic
proximity to their markets) againg their large, mainly foreign competitors.

6.3.4 I nter-firm co-operation:
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Aninquiry intotheleve of inter-firmhorizontal co-operation wasaso made. Thisrefersto co-operaion
between firms producing smilar or the same products, consequently sharing either a common end
market, or sharing common technol ogy/resourcesin production. When asked if any of them had formd
arrangements with other firms, 45% of the respondents affirmed this. On closer ingpection however,
most of these arrangementswere not with local, geographicdly proximate component manufacturers, but
with foreign- based component manufacturers. The respondentswere further asked how their informal
relaionships developed. Nearly 66,6% of the respondents cited industry associations. Given the fact
that nearly dl the respondents belonged to the industry association NAACAM, thisis not a startling
revelation. Other firms (25%) cited friends and colleagues from courses offered in the industry asgood
ways to form informd relationships, whilst 8,3% cited neighbours or patid proximity as important
factors.

The respondents were then asked if they co-operated with loca component suppliersin the following

ways:

()  lending mechinery;

(D) product development;

(i) marketing;

(iv)  training workers,

) purchase of inputs,

(vi)  trangport of inputs and products;

(vii)  other

Thefindings are presented in figure 6.11
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FIGURE 6.11 AREAS OF CO-OPERATION BETWEEN COMPONENT
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These categories are by no means exclusive since a single firm could co-operate in one or more
processes. Asillustrated in Figure 6.11 the survey established that nearly 50% of the respondents co-
operated with other component suppliersin purchasing inputs. For 33,3% of the respondents, training
workers was their main area of co-operation, while asmilar percentage co-operated in transporting
inputs and products. 25% of the respondents co-operated in lending machinery, and 8,3% in product
development. Clearly thereisevidence of some co-operation between component suppliers. Moreover,
the fact that at least 66,6% of the firms indicated that they occasiondly exchanged ideas or discussed
problemswith other producers givesfurther indication of co- operation among the component suppliers.

6.3.5 Associations affiliated to assembly firms

All the component firms belonged to some industry association, the main one being NACAAM. Other
firmsindicated additiona associations such as the South African Battery Manufacturers Association
(SABMA), the South African Tyre Manufacturers Association (SATMA), and MIC. Thesurvey sought
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to establish the extent to whi ch the respondents used these associ ationsfor such issuesasadviceinlegd

regulatory matters, courses and seminars, and information bulletins.

Generdly there is evidence of congstent use of associations, Snce hdf of the firmsindicated thet they
often used the services of the industry associations. The predominantly used service is that of
information bulletins, a service that nearly dl of the component suppliers mentioned as using often,
followed by coursesand seminars. A mgority of thefirmsalso occasiondly used these associationsfor
advice in legd and regulatory matters. According to the respondent firms, none of the industry
associations, except for MIC (asnoted earlier inthis chapter), provided any leadership withinthedudter

intidive

6.3.6 Component firms' views on Government Policy

Most of the respondents (66,6%0) were satisfied with the participation of government. However, of

these 66,6% some respondents (3,2%) made qudifications to their responses. For example, some
indicated that government’ s partici pation was evident, but itstota commitment was questionable, while
others maintained that government’ s participation and commitment only eventually surfaced when the
currently operational MIC was established. In addition to the inquiry on government participation, the
respondents were asked whether the cluster initiative managed to give better information about, and
accessto DTI supply-sde measureswhich generdly fdl under theambit of the M I DP. The respondents
indicated that the cluster initiative partidly achieved this. Understandably this partia success could be
attributed to the identification, (by the Strategic investment project team), of the top five supply sde
measures required by the motor industry to secure invesments. These included logigtics, human

resource development, investment promotion, cash grants and tax holidays (Tsehfu, 2000: 1).

The respondentsfurther indicated government policiesthat could have contributed the mos inrasngthe
effectiveness of the clugter initiative. The need for greater export incentives and greater macro-econamic
stability werethetwo most important policiescited by avast mgority of the respondentsasillustrated in
Figure 6.12. Animprovement in regiond infrastructure was aso cited by 58,3% of the repondentsas
being an important government policy that could have enhanced the cluster’ s effectiveness, while 50%
cited improvement in basic education. It gppearsthat both component manufacturersand OEMs (see
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Section 6.2.6) consider greater export incentives a pertinent issue in terms of necessary government
policy. Again this clearly indicates the industry's focus on exports.

FIGURE 6.12 GOVERNMENT POLICIES THAT COULD HAVE INCREASED
CLUSTER EFFECTIVENESS
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6.3.7 Impact of cluster initiative on component firms

Similar tothe survey on assembly firms, thispart of the survey on component firms attempted to evauate
the effects the cluster initiative had on the component firmsin the sample. When asked whether the
desireto keegp information proprietary redtricted information flow withinthe clugter initiative, most of the
respondents indicated that this was a problem initidly, though with time information was fredy

exchanged. Furthermore, haf of the respondents indicated that the process managed to partidly

overcome higorica conflict and isolation within the industry. This seemsto concur with the fact thet a
substantid amount of the respondent firms were of the opinion that the process had managed to

somewhat improve relations between OEMs and component suppliers. The mere fact that the two
parties managed to creete ajoint vison for the motor industry in the Eastern Cape, gives credence to
this.
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Nevertheless, there seemed to be mixed perceptions on the economic benefits that the cluster initiative
had on individud firm performance. These varied from firmswhich indicated that the initiative did not
have any effect on their economic performance (41,6%) to firms which indicated that it had reduced
inter-firm transactions costs by diminating bottlenecks and cost drivers (33,3%). At least 25% of the
firms maintained that the initiative had increased turnover, whileasimilar percentage cited other factors

uchas

0] it had improved the logitic supply chan;

(D) it had helped highlight problem areas inhibiting the supply industry;

(i) it enhanced collective bargaining;

(iv)  itdlowed across-pallination of best practices and synergiesof obtaining acritica mass of
knowledge within the indudtry.

At least 16,6% of thefirmsindicated thet theinitiative had led to an increasein their exports, whilst 8,3%
indicated that thishad resulted in anincreasein labour productivity, the same percentage being cited for

resulting in an increase in employment and profits (see Figure 6.13).

FIGURE 6.13 IMPACT OF CLUSTER INITIATIVE ON COMPONENT FIRMS
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Asillugrated by Figure 6.13, the clugter initiative gppearsto have had minima impact on the variables
that underpin manufacturing performance as cited in Section 6.2.7 i.e. [abour productivity, profits,

exports, increase in employment. The only exception gppearsto beturnover. At least 25% of thefirms
indicated that they had achieved anincreasein turnover dueto the clugter initiative. It wasasonotedin
Section 6.3 that thereis an insurgence of subsidiaries of foreign multinationa corporations (MNCs) in
the region, amove that should facilitate the transfer of technology. In this respect, the clugter initigtive
does not seem to have influenced thisincrease in subsidiaries of MNCs, Snce none of the respondent
firms(asillustrated in Figure 6.13) indicated that they had realised an increaseintechnology trandfer asa
result of the clugter inititive. It is safe to therefore conclude that overdl, the initiative did not have a
sgnificant impact on component manufacturers performance judging from the 41,6% of respondents
who indicated this.

6.4 Analysis of the surveys

The purpose of this section isto andyse the findings of the surveysfor the Eastern Cape motor vehicle
assemblers and component manufacturers, in thelight of thetheoretica impact of clustering on industry
performance and economic development. Notably, use of Porter’s “diamond” framework and
underlying theoretical conceptswill be madein order to assessthe competitive state of the Eastern Cape
motor industry.

Throughout the theoreticd literature (see Chapter 2), aswdl asthe case sudieshighlighting internationd
experience with clusters (see Chapter 3), the fundamenta redlity of clugters is that of business
partnershipsfor mutua benefit i.e. the sum of thetota isgreeter that theindividua. Whatever form these
clugters take (i.e. whether it is dong a supply vaue chain or between firms sharing a common end
market, or whether it comes about “naturdly” or through direct intervention) it basically requires a
tremendous changein the mindsets of the respective stakehol derswho should establish acomplete buy-
ininto the process. This should result in the necessary broad-based support essential for asuccessful,
dynamic cluster. Taking cognisance of the notion of “co-operative competition” isimportant in changing
sakeholder mindsets. The underlying implication is that competitive firms should find ways to work
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together, even asthey go head to head in the devel opment of new productsand in the battle for markets.
At the sametime, while the characterigtics of acluster may be present (i.e. geographic concentretion), it
does not necessarily represent an effective clugter. An effective cluster must also include anetwork of
relationships based on trust and a shared vision (i.e. “socia capital”) in order to create the dynamic

nature of acluser.

The basic philosophy behind the Fish River Clugter Initiative was to devel op the Eastern Cape motor
industry to a more efficient base through interaction. In order to do o, it was understood that some
jobs were going to be lost because in order to become globaly competitive meant a massve

rationaisation of models in order to achieve grester volumes and benefit from economies of scae.

Ultimately, a viable and vibrant motor industry would result in a more hedthy, sustainable basisfor the
Eastern Cape economy which would lead to anet displacement of jobsi.e. those people unableto find
employment in the motor industry would be employed in the other vibrant sectors in the region, eg.

tourism. It was dso envisaged that the motor industry cluster would start in the Eastern Cape, theidea
being that there was a better chance of developing atemplate, implementing it and then validating it to
see whether it should berolled out a anationd level.

Thefact that the cluster has extended to anationa level probably indicatesthat the stakeholderswere at
least correct in identifying the key areas or enabling critical success factors (logistics, human resource
development, Strategic investments, and supplier development) inthemotor industry. Nevertheless, the
most important consderation is the impact the cluster initiative had on the performance of the motor
industry in the region. Thiswill be anaysed in the following sections.

6.4.1 Factor Conditions

Section 2.3.1.1 indicated that factor conditions include both basic (raw materias, literate, numerate
labour force; trangport; communication infrastructure) and advanced (cluster-specific knowledge and
know-how) factors. Again it has been highlighted that smply having a genera workforce that is high
school or even college educated represents no competitive advantage in modern internationa
competition. More speciadised factors that meet an industry’ s particular needs are essential and these
are ‘man-made , implying the need for specidised ‘factor-creation’ mechanisms and indtitutions.
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The stakeholdersin the cluster initiative clearly identified thet the region had an education crissthat has
lead to apoor skillsbase. Lack of skillsnot only compoundsthe problem of poor productivity, but aso
meansinability to cope with the demands of transformation critical to the survival of themotor industry.
At the same time, the codts of skilling the workforce is high due to low numeracy and literacy leves.
Hence only 8,3% of firmsindicated that the initiative had resulted in an increase in productivity and
employment in theindustry. Although levels of productivity are not solely dependent on any one given
factor, poor skills prevailing in the industry are certainly part of the reason why the increase in
productivity iscongrained. Thefact that 50% of the component firmsindicated that animprovement in
education was one of the policies that could have enhanced the effectiveness of the cluster is further
evidence of the poor skills base in the motor industry.

Not only are basic education requirements in the region lacking, but also so are the industry- specific
factors. In Section 5.5.4.2, it was noted that the general sentiment throughout the cluster workshops
was that the training or tertiary indtitutions in the region did not meet the needs of the indusgtry. This
sentiment was aso prevaent from interviews conducted within the industry for this research, and this
was dso confirmed by the audit conducted by the HRD project team under the cluster initiative.
Moreover, it gopearsthat theingditutionsin the region are actualy competing againgt each other, withno
coherent approach to meet the requirements of the motor industry (HRD Audit Report, 1999: 4).

There are obvioudy a host of problems with the human resource capabilities in the industry (specid
attention was given to this issue in Section 5.5.4.2). No tangible results emanating from the HRD
project team are vishble in the industry, judging form the responses to the survey as wel as from
interviews for this research. This is due in part to the fact that the HRD project team, which had
commendably completed an audit of the skills needs of theindustry, had not managed to fully implement
or inditutionaise its findings. This is despite the fact that as highlighted in Section 55.4.2, a
recommendation was put forward that Strategic and leaderships strategies under the HRD project be
implemented and co-ordinated by the Internationa Centre for Manegement Development (ICMD).
Furthermore, the Eastern Cape Training Centre had been commissioned to co-ordinate a skills

development module owing to its experience and fadilitiesin this area, aswell asitslinksinto nationa
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training initiatives such as the Workplace Challenge®. Another obvious reason why the results of the
HRD project are not visble in the indugtry is that the nature of the project only alows results to be
redlised in the medium to long term.

Inthefina anadydshowever, the HRD was one areathat emerged as having potentia for co-operation,
an areain which traditionaly the stakeholdersin the motor industry had not co-operated. It can aso be
considered to be one of the areasin which the stakehol dersfound the greatest synergy, but judging from
the survey for this research, it proved to be the most difficult to implement. Hence by the time of the
find clugter executive meeting in November 1999, the project till had to findliseabusnessplaninterms
of what specific training is required and formally link up industry with education ingtitutions.

Agglomeration economies, in this case those associated with access to alarge pool of skilled labour,
withindustry specific skills, areweek in the Eastern Cape’ smotor industry. Thiscreatesadrawback for
theregion; given that employersare generdly bound to resort to any placewherethey arelikely tofinda
good choice of workerswith the specid skills, which they require. At the sametime, workers seeking
employment naturdly go to placeswhere they are likely to find good jobs. Thereisaclear mismatch,
which seemsto exist between skillsoffered and the requirements of industry. Thisprobably explainsthe
tendency of migration to other parts of the country to obtain employment, in addition to the fact that
unemployment in the Eastern Cape is high (40%) and wages are generdly lower than e.g. Gauteng.

Ancther drawback in factor conditions established in this research was that of raw materias in the
region. The respondent component firmsindicated that they obtained only 25% of their raw materias
form the Eastern Cape, whilst one of the assembly firms reveded that it did not obtain any of itsraw
materidsin the Eastern Cape. At thesametime, raw materiasin therest of the country were costly and
lacked in quality. Attemptsweretherefore made by the strategic investment project team to remedy this
stuation. Again, like the HRD project team, the strategic investments project had made considerable
drides eg. idertifying generic investments required for the motor industry (see Section 5.5.4.1).

6 DTI together with NEDLAC initiated a Workplace Challenge in 1996. It's main objective is to enhance
the competitive capability of local firms and sectors to compete in the global market and ensure high
investment and employment security, with economic growth (DTI, 1997: 1). One of the principa
elements of the Workplace Challenge at the sectoral level is to facilitate the creation of HRD training
programmes.
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However, by thetime of thefind duster executive meeting in November 1999, one of theremaining key
chalenges was to develop aregiond drategy that would enhance and co-ordinate efforts of attracting
investments to the region. This was exacerbated by uncertainty at the time as to which inditution,
Invesment South Africa (ISA) or the Centre for Invesment and Marketing in the Eastern Cape
(CIMEC) should indtitutiondise the findings. It appears, however, that CIMEC has been given the
respongibility of co-ordinating investment activity for the region and therefore for the motor industry.

Not only was there a disconcerted effort in attracting investment by these two associations, but the
survey aso reveded that there was no leadership from the two main motor-industry associations
(NACAAM and NAAMSA), withintheclugter initiative. Thetheoreticd literature highlighted thet trade
or industry associationsin successful dugtersfocuson innovation, upgrading and future devel opment by
developing cluster specific knowledge and expertise. Attempts to reved why the two main industry

associations were not involved in the cluster process produced a mixture of results.

Some industry stakeholders contended that it was a political issue, whilst others maintained that
NACAAM isnationd and therefore not truly reflective of an Eastern Capeinitiative. Other stakeholders
indicated that a the outset adecision had been madefor theduder inititiveto initidly runindependently
of forma gructures. It aso gopears that higtoricaly there has been a wide gulf between the two
associaions. NACAAM for exampleisthe biggest countrywide platform of component manufacturers,
with extensive communication systemsin place, aswell asacentrd secretariat. Furthermore, the survey
reveded that nearly 66,6% of component firmsmade regular use of thisindustry association, smilarly the
three OEM s seem to make extensive use of NAAMSA. Soidedlly, thedudter initiative should havehed
arepresentative from the two associations. It, however seems, that asthe cluster process progressed,
the stakeholdersin the motor industry recognised the need for more co-operation, especidly intermsof
including the two associationsinto the process that could avoid aduplication of effort between thetwo

associations and the initiative.

As mentioned in Section 6.3.4, one of the functions, which a number of respondents, (OEMs and
component suppliers) thought the cluster had partidly achieved was cregting visihility for the motor
industry. The supplier development project team met with trade del egations from the United Kingdom
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and Sweden for example, and this provided a possibility to establish contacts and potential markets.
The potentid ability of the cluster to stand out and visibly provide information about what the Eastern
Cape offersinterms of the motor industry was clearly demonstrated. Most respondents, especialy the
component suppliers, believed that dthough the clugter initiative played asignificant role thisrepect, this
could have been expanded further, possibly through such ingtitutions as NACAAM/NAAMSA, or
CIMEC.

A lessobvious, though an increasingly important role the cluster initiative could have played, isasssting
component suppliers in quality systems such as ISO 9000. These are qudlity standards in the
automotiveindustry thet are certified by way of the SABS1SO 9000 Regigtration Scheme, which clearly
demonstrates their capability to conggtently meet the internationd requirements as far as qudity is
concerned (DTI, 2000: 8). To comply with these means the &bility to manufacture reputable, qudity
components. Other important quality ratings are 1SO 14000 ratings, which are related to the
environment. Having these ratings means that a firm has a well-documented and managed systemin
place to reduce any environmental impact that a product might have. Interviews for this research
reveded that very few South African component companies have got these ratings in place. It is
essentid to havetheseratingsif component companies are exporting to European and North American
markets. Given thetrend towards huge export contracts by component suppliersto these markets, this
iscertainly of tremendous strategic importance. Although the cluster, (through its supplier development
project team), attempted to create awareness and training, more could have been done in this area

together with industry associations.

In the case sudies on Silicon Valey inthe USA and Sinos Valey in Brazil, industry associations were
essentid in the development of successful clusters. For example, in the analyss on the Brazilian shoe
cluster, (see Section 3.3.3) mention was made of the extensve role played by industry associationsin
enhancing the capacity of loca industry to respond to new export opportunities. These indtitutions
played amgor role in the development of Sinos Vdley; especidly in the period the cluster broke into
new markets, a tuation which has pardlesto the context in which the South African motor industry is
currently operating. It however seems that the two main industry associations have become more

involved with the currently operationa MIC Logigtics Company.
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Finaly, the survey reveded that nearly 41,6% of the respondent component firms, and nearly al the
three assembly firms considered that an improvement in regiona infrastructure (roads, rail, ports) could
have enhanced the effectiveness of the cluster initiative. There are however current attempts by
government to remedy the Stuation through its Spatial Development Initiatives. Ashighlightedin Section
4.2.1 one of the main objectives of these initiatives isto crowd-in invesment by restructuring regiona
infrastructure, hence the Coega and East London IDZs.

6.4.2 Related and supporting industries

Section 2.3.1.1 highlighted that these related and supporting industries can be industries within the
production chain (i.e. customersand suppliers) or those with shared locationa requirements. Oneof the
potential advantages of the geographical proximity of world-class suppliers is thet it facilitates the
exchange of information and promotes a continuous exchange of ideas and innovations. Although, as
aready mentioned, both component suppliers and OEMs obtain a smdl percentage of their raw

materids in the Eastern Cape, they however seem to obtain a relaively greater percentage of thelr
components and sub-components from the region. At the same time, there appears to be an

improvement in defined backward and forward linkagesjudging from the responsesto the survey onthe
level of interaction between suppliersand their customers. For example, 58,3% of component suppliers
indicated that they had suppliersoffering assistance with problemsarising from their productsaswell as
explaining characteristics of their products, dthough only 33,3% of these firms indicated that their
suppliersasked them for suggestionson how to improvetheir products Smilaly, theleve of interaction
between suppliers and OEMs seems encouraging, judging form the latters  response, athough once
again few of the suppliers asked for suggestions on improving their products. The latter does not bear
well for fostering research and development (R&D), which is very low in the component industry

(Onyango 1999:105). According to Duncan (1997:171), whatever little R&D that takes place in the
automotive industry revolves around adapting componentsto suit theloca terrain, or changing partsto
suit the needs of the local assemblers.

Another potential advantage of having proximate suppliersisthat of easier accessto chegper inputs(in
terms of trangport costs). To acertain extent this advantage cannot be entirely attributed to the cluster
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initiative since the component supplierswere dready located in close proximity to their suppliersat the
time of itslaunch. Whét theinitiative could have been able to impact on, isafurther reduction, through
mutua co-operation, in the codts of these inputs by further lowering inter-firm transaction costs by
eliminating bottlenecks or cogt drivers which are an example of static externa economies of scale. Its
impact inthisarea however, scemsto have been somewhat limited judging from the 33,3% of surveyed
component firms which confirmed this (probably those currently involved with the MIC). It seemsto
have had a greater impact on the OEMs, who as mentioned earlier, have benefited tremendoudy from
an R23million savingsin logistics that account for 15% of their total costs. In this particular context, the
geographic concentration (as highlighted in the theoreticd literature in Section 2.3.2.1) of the motor
indugtry in the region enabled the industry to achieve acertain critical massthat is necessary to support
such clugter-specific factor conditions as logigtics.

The MIC Logigtics Company therefore substantiatesthe notion of “co-operative competition” and the
resultant collective efficiency espoused in the theoretica literature. It is an example of the rationa
interests of economic actors co-operating among each other, producing co-operation effects and
increasing the collective efficiency of the sysem. Under the MIC logistics company, the three OEMSs,
together with Ford and two mgor suppliers, committed themselvesto ajoint profit-maximisng levd of
logistics development in a* precompetitive stage’, remaining fierce competitors in the product market.
In essence the MIC Logistics Company depicts a research joint venture (RV) (analysed in Section
2.3.2.2). Inthiscasefirms share ther information, eiminate duplication of effort, internaise spillover
effects and co-ordinate their logistics expenditure S0 as to maximise the sum of their joint profits at the
levd of output where the industry margind cost (MC) and margind revenue (MR) are equdl.
Essentidly, in the product market the OEM sface kinked average revenue curves, sncethe amount they
sell depends, to a certain extent on the prices charged by other producers, that is, they cannot know
what demand for their product will be. At the same time the OEMs are currently trading a relatively

depressed market synonymous with a kinked average revenue curve.

Not only has the co-operation in logistics led to cost-savings, it has o led to the development of a
cluster- specific logigtics cgpability. For example, adedicated information technology (1T) sysem—EDI
tracking system+ has been put in place by the MIC logistics company together with the appointed
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service providers (Union Transport and Imperid). Consequently Nissan and BMW in Gauteng are
congdering joining the MIC, not only because of cost savings but also because of the IT link. At the
sametime, other stakeholdersin theindustry have realised that withinthe MIC, problems can be solved
in amutudly beneficid manner, i.e. thereis now aforum where component suppliers and OEMs can
openly talk, since they have been able to establish some form of relationship. There has been agradua
increase in the number of suppliers consdering joining the MIC once ther individua contracts with
sarvice providers lgpse. 1t should aso be noted that the MIC had initidly invited the component

suppliersto join en masse, but it was faced with two main problems:

=  some suppliers (as dready mentioned) had individua contracts with service providers,

= when shipping companies discovered the intention of the MIC, they began to form cartdlson various
routes and increased their rates, or they approached suppliers and gave them dternative fixed,
reasonabl e contracts which were difficult to rescind and which were sometimesexactly thesameas

those offered by the MIC.

Neverthdess, there is hope that the MIC will eventudly incorporate 180 suppliers nation-wide to the
logigtics clugter. It is currently servicing the Supplier Council, the Export Council, NACAAM and
NAAMSA. Theintention isnot only for the development of anationa logigtics capatility, but for the
MIC sactivitiesto go beyond the motor industry in the Eastern Capefor example, to thewool, mohair,
and tourismindustry. The MIC has since approached theseindustries, but like the component suppliers,
they are currently bound by their own individua contracts. Furthermore, given the nature of logidics the
MIC isworking closely with Portnet, Spoornet as well as Coega and the East London IDZ in trying to
upgrade the region’ sinfrastructure, in particular its ports, airports and roads.

TheMIC Logistics Company aso dearly illustrates how the dugter focuses onthe manner inwhich end-
market indugtries (in this case the OEM ) drive the vaue chains of which they are aleading part. As
highlighted in the theoretica literature, (see Section 2.3.2.2) this facet in clustering, which is consstert
with the notion that propulsive industries are dominant economic actors, forms part of the growth pole
andyss(Bergman & Feser 1999:6). Theseend-market indudtries which usudly haveinternationd links,
can play animportant role as diffusers of processand product innovation. At the sametime, depending
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on the degree of their market power to influence technology upgrades and improve manufacturing
drategies to their suppliers, these end-market indudtries can, a least in part, drive overdl cluster
competitiveness. The OEMsinthe MIC closdy resemblethis particular argument within thetheoretica
literature. They are encouraging globd partnerships between loca component suppliersgloba suppliers,
and are even identifying these forelgn partnersfor component suppliersinabid to assst with technology
upgrades.

6.4.3 Demand conditions

Section 2.3.1.1 again highlighted that the nature of demand is more important than the sze of loca

demand. At the same time, successful clusters need to serve globa markets, though this can only be
achieved when sophigticated locad customers work with suppliers to promote innovation. Demand
conditions in South Africa have been relaively weak, which is one of the outcomes of the import
subgtitution paolicies, which created uncompetitive firms and undiscerning customers. According to
Monitor (1995: 18), wesk machinery, industrid and supporting functions in South Africa created little
world leading demand.

The surveyed component firmsindicated that their main customer baseisthe domestic OEMsand the
domedtic aftermarket, 55% of which is concentrated in the Eastern Cape. With the advent of trade
liberdisation, the OEM s have gradudly improved theleve of sophigtication and qudity of components
they requirein order to produce goods not only for the domestic market, but aso for the growing foreign
market. However, instead of working closdy with loca suppliersto promote innovation in components,
it has been noted that the OEM s prefer foreign sources of components as evidenced by the percentage
of components obtained abroad. Moreover, interaction between OEMs and suppliers appearsto be
moreat armslength (to assst with problems arising from products supplied or to explain characterigtics
of products). Few firms, both component and OEMs indicated that their interaction was centred on

generaing ideas on how to improve their products or differentiate them (even atificialy), a process
which not only encourages learning-by-interacting but one which can generate a degree of

competitiveness.

Except for DamlerChryder, VWSA and Ddta s main customer base isin South Africa, though for al

threg, an inggnificant amount is sold in the Eastern Cagpe. The domestic market for passenger carsis
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however smdl, (being shared between 13 OEMS) and is Stratified into the lower income and upper
income. The former is characterised by wesak, relatively pent-up demand, whilst the latter has strong
purchasing power but ill lagsin terms of world trends (Monitor, 1995: 18). Nevertheless, thereisan
impending massive growth potentia from the middle class (mainly black) developing in South Africa, a
development that is fudled by internet-enabled customers. There are 1,8million South Africanswith
access to the web (Cartoday, 2000b: 4), hence customers are becoming equipped with quality
information and are aso becoming very discriminating in their purchases. This bears well for demand
conditions (i.e. improvement in innovation driven by sophisticated customers) in themator indudry, more
s0 for the Eastern Cgpe motor industry, which has two OEMs (VWSA and Deta) with substantia
domestic market share. At the sametime, thereispotentia to creste amiddle class (through investment
and hencejob creation) in Chinaand India, which currently have very smal wedlthy upper classes. This
could add to South Africa’s current export drive, (mainly led by DamlerChryder and VWSA), thus
possibly leading to upgrading of demand conditionsin the industry.

6.4.4 Firm structure, strategy and rivalry

I ntense competition among local companiesisone of the characteristics of asuccessful clugter and thisis
generdly heightened by geographic proximity. Competitionisaso moreeffectivewhenitinvolvesnont
price competition with loca competitorsand rivasrather than internationally more distant onessincethe

former encourages innovation and upgrading.

The surveyed firmsreveded that their main competitors arelocated abroad 58,3%, whilst 41,6% were
in other parts of South Africaand 33,3% inthe Eastern Cape. Theintensity of regiona, geographically
proximate compstition is therefore compromised, judging from the low percentage of competitors
located in the region. Nevertheless, when regional competition and competition from other parts of
South Africa is combined (74,9%), the impression is that the pressure of domestic competition is
sgnificant in the industry. On closer ingpection, however, thisis not the case. The concentration of
ownership and broad level of contral in the indudtry, mitigete this competition, which has led to low
rivary (Monitor, 1995: 18). Moreover, many firms are battling to survive under the current pressure
frominternationa competition; hencefor example, 16 NACAAM members (some of which wereinthe
Eastern Cape) ceased operation between 1997 and 1998 (Barnes, 1998: 3). Although one could argue
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that thistherefore represents siff competitionin theindudtry, it iscompetition from internationdly based
firms (i.e imports) as opposed to locd firms.

In terms of the theoretical literature (see Section 2.3.2.1), this does not bear well for local rivalry and
competition Snce innovation and therefore competitiveness is strongly influenced by locd, preferably
proximate competitors whaose vishility induceintenserivary. Furthermore, aflow of new entrants (i.e.
new firm formation) isessentid to maintain competition. At the sametime, the motor industry has been
dominated by low cost Strategies, driven by a commodities heritage, which has consequently reduced
customer focus and rivary (Monitor, 1995: 18). Hence a the Auto Africa Conference in October
2000, one of the prevailing sentiments was for the industry to become totally customer driven by
essentidly creeting lifetime partnerships and customers (Cartoday, 2000b: 4).

The surveyed firms aso indicated that their main competitors were large enterprises (66,6%), and
16,6% indicated that they were medium enterprises. This is consgtent with Barnes (1997: 3)
observation that the automotiveindustry’ shigh leve of technologica sophigtication, itsglobdised neture,
and the high barriers to entry that are generdly evident, mitigate the proliferation of smal owner-
managed operations. At the same time, the ingtitutiona support structuresfor smal and medium szed
enterprisesin South Africagtill need to be fully developed. Another possible reason why the surveyed
firms could haveindicated thet their main competitors arelargeto medium enterprises, is(asdiscussed in
Section 6.3) the fact that they are either facing increasing competition from imports produced by large
enterprises, or those exporting component firms are facing competition from large enterprises in their
respective markets. However, as the theoretica literature reveaed, the success of ‘overseass
competitors can be discounted as ‘unfair’ competition (e.g. the vaue of their currency, government
protection or subsidies) leading to lobbying for government support rather than a positive response
(Porter, 1998; 152).

Intermsof firm Strategy, heavy protection has crested government rather customer orientation, leading
to poor drategy skills in the motor industry (Monitor, 1995: 18). There has also been a generd
unwillingness to use externad sources of advice for drategy, a trend that has limited the strategic
cgpability of theindustry. Asmentioned in the preceding section, dominant strategies have been those of
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maintaining low codts a the expense of drategies, which continualy improve productivity through
innovation and adding vauethat are characterigtic of asuccessful cluster. Thelatter strategies however,
cannot work in an environment characterised by conflictua labour/management relaionships (such as
thosein themotor industry) that tend to exclude strategies such like Total Quaity Management, Just-in-
time and radica restructuring. These conflictud labour relations in the industry were evident from the
survey interviews conducted with labour and employers in the Eastern Cape.

For example, not only did labour view the cluster initiative as possbly compromising its postionin the
industry sSinceit wasacollaborative process, it dso thought the clugter initiative would eventually evolve
into a provincid bargaining forum for such issues as working conditions for example. 1ssues such as
working conditions and wages should be decided a anationd level, however |abour thought that within
the cluster initiative employerswanted to draw up a charter where labour would agreeto sability inthe
industry and limit strike action. Labour maintained thet their rights embodied in the labour legidation
were being compromised within the initiative and at the same time there was insufficient focus on job
creation and retention in the cluster’ svison. Employerson the other hand considered |abour to be one
of the main challenges facing the motor industry, maintaining thet investment would be reduced because
of labour unrest, inflexibility, cost and rdatively low productivity.

But, what about the earlier mentioned increasing trends towards high expenditure by both OEMs and
component supplierson skills devel opment, coupled with the rdaiveincreasein labour productivity? As
Barnes (1998: 30) putsiit, the red problem with HRD in the motor industry in the Eastern Cape and
nationaly, escapes Satidicd andysis. These problemsarerooted inlow levels of trust that exist in the
industry between management and labour, asentiment thet prevailed in theinterviews conducted for this
research. Reationsare dtill antagonistic, and in many casesracidly defined, with workers being given
limited levelsof repongibility. Internationd trends seem to point towardsincreasingly multi-tasked and
muiti-Skilled workers; atrend brought on by the generation of cdllular production systems. At the same
time, mogt internationa firms are developing an orientation towards team-working, self directed work
teams, green aress, suggestion schemes, initiaives which require high levels of both worker and

management commitment to the success of the firm (Monitor, 1995: 18). Thereislittle indication of

these necessary levelsof commitment within not only the Eastern Cgpe motor industry but aso the maotor
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industry in South Africaas awhole.

Findly, the theoreticd literature dsoindicatesthat improving productivity, innovation and vaue- adding
Srategies dso require aloca environment, which encourages long-term commitment and investment.
Clearly such an environment is deficient in the motor industry, hence the incdluson of a drategic
investments project team as one of the enabling critical success factors under the clugter initiative. As
highlighted in Section 5.5.4.1 the drategic invesment team emphasised the need for supply sde
measures from government that encouraged investment. 1t emphasised thefact thet long term investors
are not only focussng on financid issues, but are dso seeking assurances from government in aress,

which are not directly rdated to financid input (crime, politica ingahility).

6.5 Social Capital in the Eastern Cape motor industry as a means to economic
development

Both Silicon Vdley inthe USA and Sinos Vdley in Brazil are recognised as testimony to the notion of

“socid capital” in clugters as an essentid eement in economic development (see Section 3.2/3.3). The

two case sudies reved that though socia capita can emerge from socio-culturd identities (i.e. Sinos

Vadley), it can dso emerge from purdy commercid and business rdations in a clugter (i.e. Slicon

Valley).

The preceding andysis of theimpact of the clugter initiative on the Eastern Cgpe motor industry and the
date of the industry’ s “diamond” thereof, does not seem to provide evidence of “socia capitd.” The
overdl impressonisthat the cluster processfailed to have animpact on the motor industry. An attempt
to develop public private partnerships appears to have been circumscribed by the reatively weak

“diamond” eementsof the motor industry. One of the key reasonsfor the demise of such collaborative
endeavours lieswith a culture of conflict and blame. On this basis, the Eastern Cagpe motor indugtry is
not agood example of what Harrison (1993) ascited in Norton (1999: 4) cals, "post-neoclassica trust
and harmony,” in which regiona growth is based on proximity, which leads to experience and trugt,

factors deemed to ultimately enhance regiona growth.

The shortcomings of business and labour have aready been cited, those of government on the other
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hand, centred around, not so much alack of participation, but weak co-ordination between nationd,
regiona and loca government. Thislimited government’ srole asfadilitetor, despite providing funding for
theinitiative through the Sector Partnership Fund. There gppearsto have been a gap within government
about the support and understanding of the cluster process. This led to a tremendous amount of
frugtration within the cluster initiative, which was dready showing no sgnsof ddivery in the short term.
All these factors did not bear wdll for the crestion of sustainable relationships characterigtic of “socid
capitd”, particularly in an industry dready characterised by high levels of mistrust.

It would do more harm than good however, to entirdy dismisstheimpact of the cluster processon the
industry. The establishment of the MIC, typifies the operation of “socia capitd” in that relaionships
have been derived purdly from commercia and businessrelations. Despite the fact that logigticsis one
area which was able to show tangible results in the short term, the fact that traditionally competing

stakeholders were able to organise regiond assetsto build “collaborative advantage” through strong

working relationships, holds potentia for attemptsto foster regiona development (i.e. theintentionisto
include other non-automotive industries such as wool and mohair, tourism). As mentioned earlier

(Section 6.4), such an undertaking obvioudy required atremendous changein mindsst, inthiscase, ina
relatively short space of time.

Indeed in the short term the MIC' s activities have not had much impact on the motor industry in the
region. The important issue to redise, however, is the potentia long-term advantages of creating a
logistics capability for theindustry and theregion. At the sametime, government’ scurrent restructuring
and rationdisation could mean a stronger facilitation role to be played by government in any further
cluster process in the future, a trend aready evident in its continued role in the MIC and the
establishment of a Nationa Automotive Cluster. Essentially, the potentiad to create “socid capitd” to
foster regiond economic development in the region ill exigts.

6.6 Conclusion

Thischapter set out to anaysetheimpact of the cluster process, through the Fish River Clugter Initietive,
on the Eagtern Cape's automotive industry. The overdl impresson is that, by and large, the cluster
process had limited impact on theindustry’ s performance, especialy on the performance of component
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suppliers.

Indeed the process was riddled with numerous problems. It is important to redlise though that an
initiative such asacluster isnormally dow to get off theground. It doesrequire energy and driveto get
maximum benefits in the shortest possble time. Given the various positive factors developed by the
clugter it has made notable contributions to the industry, especidly in terms of creating industry

capability.

195



CHAPTER 7
CONCLUSION
7.1 Introduction

The competitiveness of the automotive indudry in the Eastern Cape is circumscribed
by the legacy of import subgtituting (ISl) policies. This is currently exacerbated by
the rgpid liberdisation of the domestic market. Not only did the high leves of
protection for the sector lead to poor manufacturing performance, high cost structures
and low volumes, but atempts to remedy the dtuation under the new economic
dispensation of export promotion, face incressed pressure from internationd
competition. This does not bear well for competitive advantage.

Indeed it is well known and documented that export growth is the way to secure a
future for the automotive industry nationdly and in the Eastern Cape (Barnes, 1998;
Onyango, 1999; DTI, 2000). At the same time there is a need to rationdise models as
wdl as mantaning labour dability in order to atract foreign direct invesment (FDI)
to the indudry. In trying to achieve these objectives which ultimately improve
competitiveness, it is important to redise that the competitive ability of individud
firms is increesingly governed by factors extend to the firm.  Essentidly, the
relaionships between suppliers and sophisticated, demanding customers, and shared
indituions such as trade associations or educationd ingtitutions, dl contribute to the
overal competitiveness and distinct competitive advantage of an industry.

7.2 Overview of arguments

As noted in Section 4.2, to complement the shift to export promotion under trade
policy, current industrial policy has assumed a sectord and spatiad dimenson. There
has been increesng recognition of the need to improve industry performance and
competitiveness in order to successfully implement export growth.  Consequently, as
noted in Section 4.2 the DTI has facilitated a series of cluster initiatives snce 1997.

Since the lale 1980s development drategists have given increasng dtention to
industry clusters.  Consequently, there has been a shift in policies from those that are
centred on individud firms, to those tha acknowledge the fact tha firms ae
interrdlated both directly and indirectly. It is indructive to note that this change in
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policy is broadly influenced by authors such as Porter (1990, 1998) and his "diamond"
framework. The main thrust of the "diamond" is its dynamic nature and the manner in
which its four attributes generate competencies beneficid to competitiveness.
Moreover, as noted in Section 2.3.1.1, nations are leaders in those industries located
in dugers characterised by effective networks. However, as noted in Section 2.3.2, in
order to fully undergand the concept of clusters, thelr origins dynamic nature and
usefulness as the basis of regiond policy, one has to enrich Porter's "diamond™” with a
wide range of more developed ideas. Consequently, it was important to andyse in
Section 232 the theories of externd economies, agglomeration economies and
location. Section 24 focused on the fadlitation role that government can play in
dugers. This was noted as requiring a shift from the traditionad role of government
(i.e. maintaining macroeconomic dability) to one of facilitation and providing duger-
gpecific policies. These cluster specific policies were extensvely discussed in Section
25 in which clugers were described as holding potentid to foster economic
development.

To further vaidate the vdue of clusters, Sections 3.2; 3.3 and 3.4 provided examples
of where the concept has led to increased competitiveness in various indudiries, which
resulted in economic development. South Africa appears to have recognised the
benefits derived from the cluster concept, judging from the case studies andysed in
Section 4.4. It was noted however, that it is perhaps premature to consder them a
resounding success, dthough they Hill provide vauable lessons.

Findly, the cluster in the Eagtern Cape's automotive industry was described in Section
54, as wdl as the conditions governing its compstitive ability. It was noted that
geographic concentration is a srong defining feature of this cluser. However, as
noted in Section 2.2, this does not necessarily imply the exisence of a viable clugter.
Although geographic proximity is a crucid enabling factor of clusers it does not
guarantee the existence of an effective, competitive cluster. More important are strong
relationships built on trust and business transactions. Consequently, the Fish River
Motor Industry Clugter Initigtive was formed in April 1998 as noted in Section 5.5.
Its overdl objective was to creste an internationaly competitive automotive industry
in the region, which amongst other things would lead to job cregtion.
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The findings in Sections 6.2 - 6.4, based on a survey and interviews conducted for this
research, reveded tha the dude initiive has had a minima impact on the
manufacturing performance of the indudry, especidly on the peformance of the
component manufecturers.  On the other hand, the initistive notably led to the
development of industry-specific cgpability in the form of a dedicated logidtics
network run by the MIC Logistics Company. This has resulted in substantial cost
savings for the stakeholders in the MIC Logistics Company. Consequently, motor
indugtry players in the rest of South Africa are consdering joining the MIC in order to
benefit, not only from logistics savings, but dso to obtain an IT link. It was dso
indicated in Section 5.4 that the template developed in the Fish River Cluger initiative
has been extended to a nationa level. Despite its shortcomings in generding tangible
reults on manufacturing peformance in a short period of time, the initictive
obvioudy has provided vauable lessons for the automotive industry.

7.3 Futurerole of cluster initiativesin the motor industry

As noted in Section 7.2, exports have been identified as the way to secure a future for
the automotive industry. The Eastern Cape's motor industry seems to have redised
the need for exporting activity in order to reman viable. This is reflected in the huge
export contracts granted to the OEMs and to a lessr extent, the component
manufacturers (see Section 5.4.4).

The survey for this research reveded, however, that this increase in export activity is
not a direct result of the clugter initigtive. Internationd experience with industry
cduders (i.e. Brazil) indicated that grest potentid exiss for clusering to strengthen
export activity (Section 3.4). In South Africas case there is therefore a need to find
ways in which duger activity can further improve export competitiveness, especidly
through industry associations, parastatdls, and the DTI. CIMEC in the Eastern Cape,
a paadatd and dakeholder in the nationad automotive cluster initiative, seems to be
promoting export activity in the region. More importantly, there is a need to
continually develop the entire value chan within the indudry, with particular

emphasis on component suppliers.
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Bariers to entry for component suppliers are very high (Barnes, 1997: 5). Coupled
with the tendency towards integration of locd OEMSs into their globa networks, this
makes it increesngly difficult for loca component suppliers to upgrade their
technological capabilities to international standards.  Government  policy  should
therefore encourage domestic suppliers to upgrade their technologica capabilities.
This however, needs to be complemented by efforts from the private sector through
cluser initiatives. It is encouraging to note that the combined automotive cluster
initiative a nationd Evel has supplier development as one of its core objectives. One
of the main goas under supplier development is to provide support to ensure the
introduction of new technology and resources to meet internationd industry demands
(DTI, 2000: 2). This is imperative, given that for example, the clugter initiative in the
Eagtern Cgpe has not resulted in any dgnificant technology trandfer, especidly in the
component industry (see Section 6.3.7).

Egablishing joint ventures is one way of achieving technology transfers. It is
therefore encouraging to note that the nationd automotive clugter initiative has
redised the need to fadlitate this, especidly for smdl component manufacturers.
This is because smdl suppliers are readily capable of deding with the complexity of
forming draegic dliances with internationd patne's. The nationd automotive
cluser initistive aso appears to be trying to fecilitate close cooperation between
OEMs, suppliers and technica providers. It is dso attempting to assst second tier
suppliers into the globd market and encouraging the development of third tier or
small, medium enterprises, (DTI, 2000: 3).

To complement these efforts, there is dso need to attract foreign direct investment
(FDI). Indeed FDI will result in additiond employment effects, but more importantly,
foregn invesment in a cuser may contribute to the deveopment of the locd
production system (Altenburg & Meyer-Stamer, 1999: 1706). This is because new
entrants in a cduder can inves in complementary activities, which therefore increase
the divison of labour dong the vadue chan, drengthening podtive externdities for
dready edtablished firms. It is important to redise that strong interfirm cooperation
will make the dude less vulnerable to, "the volatility of footloose investment,”
(Altenburg & Meyer-Stamer, 1999: 1706). The IDZ and SDI programmes initiated by
the government should be able to play a mgor role in attracting FDI. However, it is
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important in some cases to avoid emphass on subddies in atracting investment.
Instead, policy makers should strengthen the attractiveness of the cluster by enhancing
interdependencies. It is adso important to invest in dynamic locationd advantages
such as a specidised workforce or R&D fadiliies.  Furthermore it is crucid to
promote a given location abroad; hence CIMEC for example is actively undertaking
thisdrive (DTI, 2000: 3).

Findly, it is important to develop cluster policy as a broader and dynamic view of
competition based on the growth of productivity (see Section 24.2). The man tenet
of such policy is bias towards attention being given to dl dugers in an economy, as
opposed to targeting particular industries and placing emphasis on subsdies  To
effectivdy implement this requires the repodtioning of locad and provincid
government in order to become more involved in regiond development issues. This
implies that various levels of government need to be encouraged to incorporate
competitive drategies into ther policies. At the same time, it is important the cluster
initigtives do not become a series of initiatives, which are government driven i.e. a
top-down-gpproach (TUA), given that the DTI gppears to have facilitated a series on
initiatives in various indudries  In addition, it is important that government does not
atempt to deveop clugers from "scratch, dthough attention should be given to
small and emerging clusters (see Section 2.4.2).

203



APPENDIX 1
QUESTIONNAIRE ON THE FISH RIVER MOTOR INDUSTRY CLUSTER

1. GENERAL BACKGROUND
1.1 In what part of the Eastern Cape are your operations principaly located?
[i] Port Elizabeth
[ii] Uitenhage
[i1i] East London
[iv] Other (Please specify)

1.2 Into which category in the automoative vaue chain would your firm fal?
[i] Origind Equipment Manufacturer (OEM)
[ii] Frd tier manufacturer
[iii] Second tier manufacturer
[iv] After market producer
[v] All or some of the above (please specify)

1.3 What isthe size of your labour force? Please tick one:
[i] 0-500
[ii] 500- 1000
[iii] 2000 - 1500
[iv] 1500 - 2000
[v] over 2000

1.4 What isyour firnes annua turnover?
[i] O- 200 million
[ii] 100- 200 million
[iii] 200 - 300 million
[iv] 300 - 400 million
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[V] 400 - 500 million

[vi] over 500 million

1.5 What is the ownership structure of your firm? (Please tick one)

[i] Wholly locally owned

[ii] Subgdiary of locd company

[iii] Joint venture with foreign multinationa corporation

[iv] Subsidiary of foreign multinationa corporation

2. RELATIONSHIPSWITH SUPPLIERS

2.1 Location of suppliers. What per centage of inputs do you buy from the following?

LOCATION AVAILABILITY

Typeof Input L ocal National Abroad in quantity in quality
requested requested
Yes No Yes No

Raw materias

a

b]

Components:

c]

d]

€]

Machines:

f] new

g] second-hand

2.2 Have your suppliers approached you to:
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[i] offer assstance with problems arising from their products?
Yes No

[ii] ask for suggestions on how to improve their products?
Yes No

[iii] explain the characteridtic of thelr products?
Yes No

[iv] other purposes ? (specify)
Yes No

2.3 Did the motor industry clugter initiative improve relations between OEMs and
component suppliers?
Yes No

3. MARKET
3.1 Specify to whom you sdll your products as a % of total sales
[i] direct to domestic OEM
[ii] direct to foregn OEM deder
[iii] domestic aftermarket
[iv] foreign aftermarket

[v] through a consortium with other manufacturers

[vi] other (specify)

3.2 Where are the outlets at which your products can be bought? Give answer as % of
total sdes

[i] locd area

[ii] rest of the province

[iii] rest of the country

[iv] abroad
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3.3 Did the motor industry clugter initiative manage to creete a greater understanding
of customer needs and market opportunitiesin South Africa and abroad?
Yes No

4. INTER-FIRM COMPETITION
4.1 Where are your main competitors located?
[i] inthelocd area
[ii] inother parts of the country
[iii] abroad

4.2 Are your main competitors?
[i] large enterprises
[ii] medium enterprises
[iii] small enterprises

4.3 In order to out-compete your rivas, what are the three main factors (in order of
importance) ?

[i] Price

[ii] Quality

[iii] New designs

[iv] Ddivery

5. INTER-FIRM COOPERATION
5.1 Do you have any forma arrangements with other firms?
Yes No

If yes, specify

5.2 How do your informd relationships usudly come about?
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[i] family ties
[ii] neighbours or spatid proximity

[iii] friends or former colleagues from courses or work
[iv] indusiry associgtions

[v] other (specify)

5.3 Do you cooperate with other loca producersin your industry in the following
ways:
[i] lending machinery
[ii] product devel opment
[iii] marketing
[iv] training workers
[v] purchase of inputs
[vi] transport of inputs and products
[vii] other (specify)

5.4 Do you exchange ideas or discuss problems/strategies with other loca automotive
firms?
[i] never [ii] occasiondly [iii] often

6. ASSOCIATIONS
6.1 Does your firm belong to an industry association?

Yes No
If yes, specify

6.2 Do you use the association for?

Service used Often Occasionally Never

Advicein legal regulatory matters

208




Information on other enterprises

Courses and seminars

Information Bulletins

Other (specify)

6.3 Did any of the industry association\s provide leadership within the Fish River
cluster?
Yes No

7. GOVERNMENT POLICY
7.1 Was government's active participation and commitment forthcoming in the
duder initiative?
Yes No

7.2 Did the cluster initiative manage to give better information about and accessto
DTI supply-side measures?
Yes No

7.3 What government policies would have contributed most to raising the
effectiveness of the cluster initigtive?

i] Greater macro-economic stability

ii] Export incentives

iii] Improved regiond infrastructure

iv] More and better training

v] Improvement in basic education
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8. VIEWS ON CLUSTERING
8.1 Did the desire to keep informetion proprietary restrict information flow within the
cluster?
Yes No

8.2 Did the process manage to overcome historica conflict and isolation within the
industry and society ?
Yes No

8.3 What isyour perception of the benefits of the cluster initiative that have accrued to
your firm?

[i] It has resulted in technology trandfer

[ii] It hasled to increased exports

[iii] It has resulted in an increase in turnover

[iv] It has led to an increase in labour productivity

[V] It has resulted in increased employment

[vi] It lowered inter-firm transaction costs by diminating bottlenecks and cost

drivers?

[vii] Other (specify)

8.4 Any other comments which you fed might be of vaue to the research?

THANK YOU FOR HAVING TAKEN THE TIME TO FILL OUT THE QUESTIONNAIRE
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APPENDIX 2

LIST OF INTERVIEWEES FOR THE RESEARCH

NAME

Benedix Claasen

Bill Davies

Chipfupa Tumdo

Eddie Kitching

lan RusHl|

Johan Kruger

Louis Laubscher

Malibongwe Y okwe

Rodney Skelton

ORGANISATION/ROLE IN CLUSTER
INITIATIVE

Machinery & Allied Indudtries Clugter Initiative:
Department of Trade and Industry

Department of Economic Affars, Environment &

Tourism

Department of Trade and Industry

Consultant to Logistics Project team: Motor Industry
Clugter Logigtics Company

Principa Consultant to the clugter initiative:
Transformation Africa

Consultant to Logistics Project team: Motor Industry
Cluster Logistics Company

Supplier Development Project Leader: Managing
Director, First National Battery

South African Clugter Initiatives Resource Person:
Centre for Investment and Marketing in the Eagtern

Cape (CIMEC)

Manager - Logigtics, Ford Motor Company of South

Africa
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Roger Pitot

Silumko Nondwangu

Sewart Jennings

Suren Singh

ZolaTshefu

Consultant to Strategic Investments Project team:
National Association of Allied Component
Manufacturers (NAACAM).

Nationa Union of Metal Workers South Africa
(NUMSA)

Human Resource Development Project Leader:
Managing Director, Shatterprufe

Director: Specid Projects. Department of Trade and
Industry

Auto Sector Manager: Centre for Investment and
Marketing in the Eastern Cape (CIMEC)
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