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Introduction

This paper makes a contribution to the public policy discussion of Global Value Chains (GVCSs) in services
and explains how they can play a major role in bringing economic growth and even social benefits for
emerging economies. The paper offers a case study on Costa Rica, an emerging economy that has
transformed its industry in order to foster GVCs in both goods and services. This is an important case as it
offers a potentially replicable model for other countries. The paper shows how this small developing
country, through a sustained strategic decision towards participating in GVCs, transformed its economy
from one primarily focused on agricultural goods to being the top high-tech exporter in Latin America and
the fourth largest high-tech exporter in the world.*

The paper first explores the concept of borderless production systems for goods or services, known as
GVCs, as well as their evolution and current role in international trade and output. GVCs have transformed
international trade and production processes over the past 30 years. GVCs have also created new options
for emerging economies which can join these chains and trade within them, rather than having to invest
decades in building their own industries. GVCs can bring significant growth to emerging economies that
understand how to integrate successfully into them and, more importantly, how to climb the ladder to
higher value added products. In order to do so, it is important to understand the dynamic nature of GVCs,
how they operate and why there is a distinction between the services inputs into GVCs in goods and GVCs
in services in their own right.

Moreover, as participation in GVCs has become more widespread, there has been a big debate on how to
correctly calculate the gains from trade they create, due to the fact that one product usually crosses
different borders several times for further processing until its final purchase by a consumer. This paper
explains these difficulties, as well as the recent shift from conventional trade measurements to the use of
the new formats such as the Organisation for Economic Co-operation and Development (OECD) and
World Trade Organization (WTO) joint database to measure trade in GVCs, called Trade in value added
(TiVA), which takes into account the difference between domestic and foreign inputs (or added value),
focuses on industrial activity rather than on products and uses an international input-output table that could
clearly measure the origin and value of intermediate goods.

The paper examines the case of Costa Rica, a Central American emerging economy that is considered by
some to have found the recipe to achieve economic growth firstly through participation in GVCs in high
value added goods and secondly through a shift into GVCs in high value added services. Nevertheless,
challenges remain for Costa Rica if it is to achieve its goal and position itself as a trade and investment hub
in services. The country must invest in fostering better conditions for idea-based businesses, invest in
specialized education and improve its overall competitiveness if it wants to reproduce its previous success
in GVCs in goods and use GVCs in services as a tool to enhance trade and development.

! According to The Costa Rican Investment Promotion Agency (CINDE).
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Chapter 1 Global Value Chains

1. Definition

In recent years, fragmentation of production processes and the international dispersion of tasks and
activities within them have led to the emergence of borderless production systems for products, both goods
and services. These products might be created through sequential chains or complex networks globally,
regionally or between just two countries. These systems are commonly referred to as Global Value Chains
(GVCs).

A GVC includes the full range of activities that firms undertake to bring a product or service from its
conception to its end-use by final consumers. These activities include design, production and
manufacturing, marketing as well as pre-sale and post-sale support.

GVCs locate the production of goods and services where it is most advantageous to do so. Therefore,
every country or firm that ‘adds-value’ through intermediate inputs to a final good or service is considered
to be part of the GVC. With the offshoring of some of these production activities, coupled with trade in
intermediate inputs, production is increasingly spread over different countries, such that the value chains
become global.

Nowadays, close to 65% of global trade (which amounts to more than US$ 20 trillion) consists of trade in
intermediate goods and services that are incorporated at various stages into the production process of
goods and services for final consumption.2 This makes the global economy one of intertwined GVCs.

2. The evolution of GVCs

GVCs have transformed international trade and the world economy in general. They have created new
options for least developed countries (LDCs) and developing countries, which can now join supply chains
and trade rather than having to spend decades building their own industries. The off-shoring of labour-
intensive manufacturing stages and the heightened role of technology have spurred significant growth in
emerging economies. Fragmentation of production in different countries has seen technology and know-
how spread to all parts of GVCs, resulting in lower costs for producers, lower prices for consumers, better
quality and a greater variety of products and services.

The growth of GVCs has prompted many emerging economies to abandon old policies of protectionism
and a primary focus on agricultural production. Instead, they seek to attract offshore manufacturing jobs
and foreign direct investment (FDI) and embraced pro-business and pro-investor policies, liberalizing their
economies either unilaterally or through the conclusion of trade agreements, particularly preferential ones
and procuring the new skills and education their labour force requires.

While 20th century trade meant final goods crossing borders, 21st century trade has become radically
more complex with the inputs and assembly process of one product (that was traditionally made in one
factory) fragmented around the globe.

Although the concept ‘made in the world’ was first coined in 2011 by the WTO and IDE/Japan External
Trade Organization (JETRO) to reflect the new reality of a GVC-infused global economy, such value
chains have long existed. Nevertheless, as the world became more interdependent and globalized through
intertwined flows of goods, services and FDI, there has been an unprecedented increase in the importance
of GVCs over the last thirty years. The development of GVCs has also been associated with the integration
of emerging economies in global trade. Although OECD countries still dominate global manufacturing, in a
growing number of non-OECD economies manufacturing production has increased significantly.

Drivers of the development of GVCs in each country are generally accepted to be: lower transportation
costs; improvements in - and the greater diffusion of - information and communication technologies;
technological innovation; the availability of highly skilled workers; secure and reliable political, legal and

2 UNCTAD (2013).
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social environments; enhanced intellectual property protection and geographical or cultural proximity to
sourcing and/or export markets.

An important aspect of GVCs is that every country or firm involved in them seeks to achieve what has been
defined as ‘economic upgrading’ or ‘climbing the value added ladder’, meaning they seek to move to higher
value activities in GVCs, in order to increase the benefits from participating in global production networks.
These benefits include security, profits, value added and capabilities.

Upgrading can be achieved by improving processes (where inputs are transformed into outputs more
efficiently by reorganizing the production system or introducing superior technology); products (moving into
more sophisticated product lines); functions (acquiring new functions or abandoning existing ones to
increase the overall skill content of the activities) and by general chain or inter-sectorial upgrading, where
firms move into new, but often related, industries.

However, climbing the GVC development ladder implies not only increasing GVC patrticipation but also
moving into activities that can provide more value in production and increasing participation in more
sophisticated GVCs. This involves progressing from resource-based activities (like processing and selling
commodities) to higher-tech activities (such as computer microchips), to knowledge-based activities
(services) such as design, innovation, research and development (R&D), marketing and branding. A
country that moves its production into more knowledge-intensive higher services-intensity can be
considered to be climbing up the development ladder and gaining from trade in GVCs

3. GVCs in services

Services feature in almost every activity in an economy and are therefore key determinants of
competitiveness and country-wide productivity. They have been referred to as ‘the glue that holds supply
chains together and ensures that they function in a fluid manner due to the numerous services that are
involved in the production and sale of products, whether the final product is a good or a service. Services
also play a crucial role in the transformation of international trade and investment patterns, both through
enabling the development of GVCs and through the creation of GVCs in their own right.

Currently, services form an important part of GVCs globally. According to the World Bank’'s World
Development Indicators (2012), the share of services value added in world Gross Domestic Product (GDP)
was 70% in 2010, rising fairly steadily from 53% in 1970, 57% in 1990 and 68% in 2000.*

In practice, it is not easy to identify each individual service components that make up the full value of a
product or to draw a clear distinction between GVCs in goods and GVCs in services. When it comes to the
operation of GVCs, services act as a series of linked markets for both goods and services. This is why, as
will be explained in the following section, it is sometimes difficult to understand the real role and value of
services in GVCs, since some calculations regard services only as an accessory to the production of a
good and not a production in itself. This is especially true for what are often called ‘enabling services’ or
‘producer services’, such as transport, communications, insurance, finance, distribution and business
services. Until recently, these were rarely accounted for in their own right but rather considered as local
activities involved in the production of a good.

However, beyond their roles as enablers of GVCs and in a similar way to goods, services are today
increasingly disaggregated and traded as separate tasks. The archetypal examples are back-office and
data processing services (such as call centres). This development leads to creating pure service GVCs
that offer new competitive opportunities for specialization and for the participation of emerging suppliers in
global commerce. As is often the case of goods production, the objective of many services firms is to
engage in high value-adding tasks, namely design, R&D, innovation and marketing/brand development.

®Low (2013).
*Ibid. 61.
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Chapter 2 Gains from Trade through GVCs in services

Evidence from the last 20 years shows that, as countries increase their participation in GVCs, their growth
rates tend to increase as well. A recent statistical analysis by the United Nations Conference on Trade and
Development (UNCTAD) correlating GVC participation and per capita GDP growth rates showed a
significant positive relationship between the two phenomena for both developed and emerging economies.
The 30 developing economies with the highest GVC participation growth rates in the 20 year period from
1990 to 2010 in the data set had a median rate of GDP per capita growth in the same period of 3.3%,
compared with 0.7% for the bottom 30 countries:’

Figure 1: GDP per capita growth of developing countries, 1990-2010 — by GVC
participation

1st quartile

0,
(Countries with rapidly 3.3%

growing GVC participation)

2nd quartile 2.1%

3rd quartile 1.2%

4th quartile
(Countries not increasing
their GVC participation)

0.7%

Before analysing further whether participation in GVCs can be beneficial for a country’s development
trajectory, it is important to first understand how to measure trade in GVCs.

1. How to define gains from trade in GVC in general

There has been a recent debate on how best to calculate the gains obtained from each country’s trade
within GVCs. Conventional trade statistics measure trade flows on a gross basis, without taking into
account that the value of products that cross borders several times for further processing are counted
multiple times.

UNCTAD (2013) documented this problem of double counting through a very common example on GVCs:
‘raw material extracted in one country may be exported first to an affiliate in a second country for
processing, then exported again to a manufacturing plant in a third country, which may then export the
manufactured product to a fourth [country] for final consumption. The value of the raw material counts only
once as a GDP contribution in the original country but is counted several times in world exports’.6

® UNCTAD (2013), op cit.: 151. Figure IV.20: GDP per capita growth rates by quartile of growth in GVC participation, developing
economies only, 1990-2010.
® UNCTAD (2013a), op.cit.
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In addition, it is difficult to measure some exports that may only contribute marginally to domestic value
added if imported intermediate inputs are taken into account and not those imports necessary for domestic
firm productivity.

According to recent UNCTAD statistics, at global level, the average foreign value added in exports is
approximately 28%. This means that about US$ 5 trillion of the US$ 19 trillion in world exports of goods
and services in 2010 was contributed by foreign countries for further exports and was thus ‘double
counted’ in global trade figures.7

In May 2013, the OECD and the WTO launched a joint database to measure trade in GVCs called Trade in
value added (TiVA), which takes into account the difference between domestic and foreign inputs (or
added value); focuses on industrial activity rather than on products and uses an international input-output
table that could clearly measure the origin and value of intermediate goods. This OECD-WTO database
currently reports data from 57 economies: the OECD countries, the BRICS, Argentina, Brunei Darussalam,
Bulgaria, Cambodia, Chinese Taipei, Cyprus, Hong Kong SAR, China, Indonesia, Latvia, Lithuania,
Malaysia, Malta, the Philippines, Romania, Saudi Arabia, Singapore, Thailand and Viet Nam. Although it is
not a universal database, it allows us to better understand how trade is currently conducted around the
world.

For example, gross trade statistics show that China’s share of global exports was 9.4% in 2009, higher
than Germany (8.4%), lower than the United States of America (10.6%) and significantly up on its share in
1995 (2.5%). However when measured in terms of value added, China’s share in global exports, whilst still
strong, stood at 8.3%, marginally higher than Germany (8.0%) but 3.5% behind the United States (11.8%).
In value added terms, the United Kingdom was the world’s fifth largest exporter in 2009 with an aggregate
share of 4.5%, displacing France (4.2%), whilst the Republic of Korea fell from eighth in gross terms to 11"
in value added terms.®

Understanding a country’s share of global trade makes it possible to identify other associated factors, such
as higher GDP growth or improvements in national productivity levels. This assertion holds true especially
for countries performing higher value tasks. According to the International Monetary Fund (IMF) data, GDP
seems to exhibit faster growth as the country moves up the value chain.’ Increased trade can also lead to
increased productivity gains because it comes with FDI that embodies technical improvements and creates
knowledge spillovers, both from exporting (e.g. learning-by-exporting) and from importing (e.g. import
competition driving out less productive firms/activities).

This new tool is of major importance for policy makers since, by obtaining real numbers on each country’s
gains from trade under GVCs, it could now be possible to adjust local policies in order to redirect
production where it effectively achieves more gains. Participation in higher value added chains could lead
to economic upgrading, enhance growth and development.

2. How to define gains from trade in GVCs in services

Measuring gains from GVCs for trade in services is especially difficult. Not only does it pose the same
difficulties explained above for every GVC, it also entails the additional dilemma of determining which
services must be accounted for ‘by themselves’ and distinguish these from services that relate to the
production of a good.

Typically services are found within the GVC when they are bundled with goods. However, until recently,
there was no agreed methodology to measure the real impact of services in a country’s economy when the
service was considered merely as an accessory to the production of a good.

Some authors such as Drake-Brockman and Stephenson (2012) use the notion of ‘embodied’ and
‘embedded’ services to try to identify the value of services in GVCs of goods. Under such an approach,
‘embodied’ services are those contained in products generated by the mining, agricultural and
manufacturing sectors and input during the production process, for example energy, transport,

7 Ibid.
8 OECD (2013).
° IMF (2013).
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communications, insurance, accountancy, design, software and other technical expertise; whereas
‘embedded’ services are those that are readily identifiable at the point of merchandise sale, for example
financing, training, maintenance, repair and other after-sales service."

While the above differentiation allows for a finer understanding of the value of services in GVCs, it does not
help us measure the real value of services in trade, since the full export value of embodied services was
measured by countries and organizations as manufactured exports, with no export value attributed to the
services input.

Currently, services comprise some 70% of GDP in most advanced economies. However, when measured
in gross terms, trade in services accounts on average for just over 20% of total global trade in goods and
services. By using the new data produced with the TiVA methodology, it can be shown that the service
sector contributes over 50% of total exports in the United States, the United Kingdom, France, Germany
and ltaly and nearly one-third in China, with a significant contribution (typically one-third in 2009) across all
manufactured goods."" The difference between previous measurements and the new TiVA findings offer a
starkly different picture of the true impact services have in a country’s economy (see Figure 2 below).

Figure 2: Services share of exports for selected economies in 2009
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Source: OECD-WTO Database on Trade in Value added (2013).

As with goods, the shift to producing higher value added services generates greater gains for a country’s
economy. In one typical pattern called the “smiley face” curve (see Figure 3), the most value (and
knowledge) intensive activities are usually found at the beginning and the end of the chain where
intellectual property is created, this is where services dominate the manufacturing process and where they
have more value. Value added becomes high in upstream processes such as R&D, technology and
design, is reduced in midstream manufacturing processes centering on assembly and then rises again in
downstream processes such as branding, sales and after-sales services.

'° Drake-Brockman and Stephenson (2012).
' OECD (2013), op cit.
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Figure 3: “Smiley Face” curve of value added in GVCs
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Source: The Smiling Curve of Stan Shih by the McGill University and the Conference Board of Canada.12

This economics of the “smiley face” curve suggests that the fabrication stages in manufacturing may not be
the development panacea they were once thought to be. It is important to note that the pre- and post-
fabrication stages consist primarily of services rather than goods. This is why this paper contends that by
shifting its participation in GVCs from manufacturing goods to services a country will probably climb the
development ladder, gaining from trade and ultimately achieve more development gains for its country.

An interesting example of a small emerging economy that is basing its economic model on the
aforementioned premise is Costa Rica, which is achieving higher growth and development for its citizens
through the successful transformation of its economy from one focused mainly on agriculture exports to

one that participates in GVCs in higher value added goods and services.

2 McGill University and the Conference Board of Canada (2012).
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Chapter 3 Case Study - Costa Rica

1. Overview of the Costa Rican economy

Costa Rica is a small Central American nation considered by both the IMF and the World Bank as an
‘upper-middle-income country'.13 While it has categorized itself as a developing country at the WTO, it has

recently taken steps towards its eventual admission in the OECD.

Costa Rica has a population of about 4.8 million, a GDP of around US$ 45.10 billion in 2012 and a Gross
National Income (GNI) per capita of US$ 13,070 in the same year.** During the past three decades and
through its participation in GVCs in goods and services, Costa Rica has emerged as one of the more
stable and faster growing economies in Latin America. The country’s per capita income has grown at an
average of 1.2% since 1980, compared to 0.8% for Latin America as a whole and only about 10% of the
country’s population lives on less than US$ 2 a day, compared to a poverty rate of about 25% across the
region. Moreover, its economy is about 20% less volatile than the rest of the region. Costa Rica is
considered to be an economic and political leader in Latin America.™

Until the early 1960s, Costa Rica’'s economy was heavily dependent on the agricultural sector (mainly
coffee, sugar and bananas), which was crucial in terms of output, employment, exports and fiscal
revenues.”® The concentration on a limited set of primary agricultural commodities made the economy
vulnerable to external price and demand shocks and, due to the small size of its territory, imposed a
binding constraint on the country’s growth prospects. The government therefore started a state-led
industrialization programme aimed at reducing its dependence on primary products, which provoked an
average growth spurt in GDP of 6% 1960-1980, making the country one of the fastest growing economies

in the region.’

In the late 1980s, Costa Rica launched a trade and investment liberalization process through its accession
to the WTO and the ratification of more than ten preferential trade agreements, accounting for over 80% of
the country’s trade.™® This process allowed the country to progressively shift its export mix from reliance on
primary products towards ever higher shares of high-tech manufacturing and services, through the
establishment of Free Trade Zones (FTZ) and the attraction of significant FDI, notably by Intel, the United
States micro-chip manufacturer.

FTZs facilitated both FDI and trade for Costa Rica. In 2010, there were 256 firms operating under the
country’'s FTZ regime, accounting for 54% of FDI in the country. Also, between 2006 and 2010, FTZ-
established firms accounted for 54% of the country’s exports. The regime features corporate tax holidays
for twelve years, with a reinvestment option to extend the holiday for eight more.™

By 2012, the country exported around 4.300 different types of goods to 150 different countries with a total
value of US$ 11.34 billion and US$ 5.48 billion in services.”® Meanwhile, FDI net inflows reached
US$ 2.1 billion in 2011, up from US$ 400 million in 2000.”" This increase in trade activity and the
consistent rise in FDI inflows contributed to an increase of Costa Rica's GDP from US$ 4.7 billion in 1985
to US$ 45 billion in 20127 (see Figure 4).

2 IMF (2013).

* The World Bank (2014).

*World Bank (2006).

®* OECD, Development Centre (2012).

"ECLAC (2004).

' COMEX

!9 Gereffi, Bamber, Frederick and Fernandez-Stark (2013).
© COMEX (2013).

“The World Bank, Costa Rica: Data. Op. cit.

2 Trading Economics (2014).
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Figure 4: Costa Rica: GDP, 1985-2013
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Source: www.tradingeconomics.com from the World Bank.

The trends depicted above occurred in tandem with a ma;or drop in poverty levels. The share of the Costa
Rican population living in poverty fell from 48% in 1982%° to 20.3% in 2012.* Income inequality, on the
other hand, worsened significantly during these years, with the Gini index moving up from 45.3 in 1990 to
50.3 in 2009.

Together with Costa Rica’s strategy to open its borders to trade and FDI, the country started participating
in GVCs for high tech and knowledge sectors. These have contributed significantly to economic
development and job creation. Ironically, some experts contend that the rise in inequality in the country can
be directly attributed to the success in job creation and salary increases that came with GVCs and new
FDI. When a large number of job positions were created under the new economy, the gap between the
new, better-paid jobs and those that previously existed under the old economic regime increased
dramatically. To consolidate its economic achievements, the government has sought opportunities to
continue upgrading in GVCs and multiply job creation in order to close the inequality gap, identifying
industries of key importance for the country and focusing on services.

2. Shifting from agricultural exports to high value added GVCs

Costa Rica’'s membership in GVCs is anchored in its commitment to foreign trade expansion and FDI
attraction. According to the former Foreign Trade Minister of Costa Rica, Anabel Gonzalez, there were five
key determinants to her country’s success in GVCs: (i) design of a long-term strategic vision on how to
attract FDI; (ii) creation of a sound business environment; (iii) building a strong export platform, including
WTO agreements and other bilateral and regional free trade agreements; (iv) producing an educated work
force; and (v) focusing on logistical and supply management, including investments in infrastructure.?

The arrival of Intel in the late 1990s, as a major information and communication technology company
helped Costa Rica forge a reputation as an attractive place for investment in Latin America. After Intel, the
country managed to attract several world-class companies specialized in high value added tasks. First-
mover companies have been upgrading their business activities by adding to basic business services more
knowledge-intensive activities, including software design and R&D.

This economic activity has been accompanied by the government's strategic vision to foster close
cooperation and coordination between the three organizations responsible for trade and FDI attraction: the

% The World Bank (1997).

> Ibid.

% UNDP. Gini index measures the extent to which the distribution of income or consumption expenditure among individuals or
households within an economy deviates from a perfectly equal distribution.

% Gonzalez (2012).
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Ministry of Foreign Trade (COMEX), the Foreign Trade Promotion Agency (PROCOMER) and the Costa
Rican Investment Promotion Agency (CINDE). In May 2010 at the start of former President Laura
Chinchilla’s term, this coordinating role was institutionalized with the establishment of the Presidential
Council for Competitiveness and Innovation, which is responsible for providing guidance on strategy of
how to attract FDI and monitor its progress. Furthermore, in January 2011, a formal cooperation
agreement between COMEX, CINDE and PROCOMER to attract FDI went into effect.?’

The country has the further advantage of a good geographical location. It has worked hard to enhance
other conditions conducive to the development of GVCs irrespective of the specific value segment, such as
a stable economic, political and social environment, an FDI-friendly climate and robust commercial law and
contract regimes. The government has adopted a progressively more selective approach towards FDI
attraction, focusing on companies operating in more knowledge-intensive sectors or innovation-rich
activities. These two trends have fostered incipient industrial clusters in offshore business services,
medical devices and high tech manufacturing.

High-tech or advanced manufacturing is one of the most visible examples of how the country’s strategic
decision to participate in GVCs impacted FDI in the country. Some subsectors, such as electric and
electronic goods assembly, invested in Costa Rica as early as the 1960s and 1970s. However, this
subsector only began to grow after 1987, when the country shifted towards a more open economy. Nearly
90% of all advanced manufacturing companies that have invested in the country have done so only since
1987, with nearly 63% arriving during the past 15 years

Government estimates show that industrial sectors operating in a GVC context now represent 42.8% of
total exports by value, around US$ 3.5 billion.?® As with most GVCs, a series of services related to the
manufacturing activities are involved. However, for the past fifteen years, Costa Rica has seen the
emergence of GVC in services in their own right; first through the attraction of entry-level activity in the
industry (call centres) and then by slowly moving towards more value added offshore business services.

3. Progressive shift into GVCs in services

Costa Rica began to get investment in GVCs in services around 1995. The country’s low labour-costs, its
workforce with some basic English language skills, its strong telecommunications infrastructure and its
adequate data protection laws, made it an attractive investment for entry-level activity in the industry (call
centres). The first company to invest was Equifax, one of the US’s largest credit reporting agencies, which
established a contact centre in the country. It operated as a back office offering a data entry service in
English to many of the biggest retail vendors in the US and Canada.

The success of contact centres was followed by a number of investments in shared services, software
support, ‘back office’ services, medical tourism and publicity services. The major growth in GVCs in
services in the country started in 2005 and peaked in 2008 when the global financial crisis hit. Some
scholars saw in this external shock one of the main forces responsible for the delocalization of services
coming mostly from the United States (80% on this period), Europe and Asia into Costa Rica, seeking
lower operational and labour costs during the economic crisis.

In 2005, there were 33 multinational corporations in Costa Rica employing 10,802 people and exporting
around US$ 387 million worth of services. Today, these figures have mostly tripled; by 2011, there were
close to 100 offshore services Corporat|0ns operating in the Costa Rica, employing an estimated 33,170
workers and exporting US$ 1,390 million®" worth of serwces In 2012 alone, services represented 62% of
the total employment generated, with 5,099 new direct ]obs According to PROCOMER using data from
the Costa Rican Central Bank, offshore services today accounts for 5.8% of GDP.* This delocalization
towards Costa Rica could only succeed if the combination of adequate local conditions and policies to

" CINDE (2012).

% OECD, Development Centre (2012). op cit.: 45.
% Grau Tanner (2012).

% Flores Saenz (2012).

% Gereffi, Gary et al. op cit.:13.

% CINDE (2013).

* Gereffi et al. op cit.:13.
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foster international companies conducting trade in services in all modes was present in the country.
According to the Services Trade Restrictions Database of the World Bank 2012, Costa Rica is considered
‘virtually open but with minor restrictions,” with an overall grade of 29.3.% For comparison, its neighbouring
country Panama is considered to have ‘major restrictions’ and was granted a grade of 47.8.

Costa Rica’s international reputation as a centre for high-value added services continues to grow. A
number of new investors have already announced their intention to move their service operations to the
country in the coming years. It continues to receive international recognition. In 2013, Tholons Global
Consultants business specialists ranked Costa Rica as the best country in Latin America for outsourcing
services and the 13" best in the world.*®

The efforts to kick-start the service industry have proven to be justified and vital for the Costa Rican
economy. Despite the country’s successes in GVCs in high-value goods, Costa Rica has seen its overall
share in world trade decrease over the past decade, mostly as a result of a decline in traditional exports.
However, exports of services have grown on average 9.6% annually. Such growth reached 11.8% in 2011-
2012 and by 2013 services contributed 33% of total Costa Rican exports, a good 10 points above the
global average.® Thanks to its bet on services, Costa Rica has seen a steady increase in the net surplus
on the services account that has increasingly offset the country’s overall current account deficit.

Another important gain for Costa Rica has been in knowledge spillovers from companies that invest in
services. There is empirical evidence showing that multinationals have generated knowledge transfers and
spillovers to the Costa Rican economy, notably labour turnover spillovers. For example, studies have
shown that 32% of ex-workers of FTZ multinationals (where most of the industry in GVCs in services is
located) were hired by local companies. This amounts to 15,139 out of 46,864 workers between 2001 and
2007; just under half were absorbed by large local companies and the other half by SMEs.¥

Another study found that a significant number of workers have moved from foreign firms located in the
country either to work in a domestic Information and Communication Technology (ICT) firm or to start an
ICT business of their own. According to the study, 47% of the domestic ICT firms examined have at least
one owner who previously worked for a foreign firm in Costa Rica. Also, more than half of domestic ICT
firms have multinationals as clients in Costa Rica and 27.6% of local suppliers of multinationals have at
least one owner who previously worked for a multinational company.38

4. Facing the future: challenges to moving towards more value added
services

Costa Rica started shifting to GVCs in services approximately fifteen years ago, with entry-level activity in
the industry (call-centres) through the attraction of FDI. Today, it is slowly pursuing a shift towards more
value added (and knowledge-intensive) tasks, such as business process outsourcing, which requires more
specific and higher skills and a concerted policy effort to improve training and better business conditions
for specialized companies. However, in effecting this qualitative upgrading, Costa Rica has to first solve a
series of local problems that might undermine the country’s competitiveness relative to its neighbours.
These involve working on its population’s technical education and language skills; improving physical
infrastructure; strengthening intellectual property protection; and lowering the price of electricity.

Costa Rican universities have played an important role in developing the engineering and management
talent that facilitated the growth of the high-tech sectors in the country. However, the proportion of Costa
Rica’s labour force with tertiary education remains low, less than 20%. This represents a major challenge
to achieving the country’s goal of developing more knowledge-intensive services. To tackle this situation,
the government has launched a US$ 200 million project with the support of the World Bank to improve
education in high demand sectors at four leading public universities.

% Borchert, Batshur and Aaditya (2012).
% COMEX (2013).

% Rodriguez (2013).

" World Economic Forum (2011).

* Ibid.
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Moreover, according to the World Economic Forum, Costa Rica still confronts a number of competitiveness
challenges that it must tackle if it wants to continue being a focal point for FDI and GVCs. Although it ranks
among the top 10 countries in Latin America on the World Economic Forum’s global competitiveness
index, it is still at number 54 out of 148 countries.* Costa Rica ranks especially low because of inefficient
government bureaucracy; poor transport infrastructure; difficulty in accessing finance (either through equity
or loans) and from a limited capacity to innovate, which will be crucial for the country’s economy to move to
higher value added activities.

Costa Rica also needs to improve its infrastructure to conduct trade (customs, logistics and physical
infrastructure). According to the World Bank’s 2012 Logistics Performance Index, which measures a
country’s ‘trade logistics friendliness’, Costa Rica ranked 82 out of 155 countries, earning an overall grade
of 2.75 out of 5 points, far behind the region’s number one country Chile, with a grade of 3.17.% Costa
Rica’s energy industry also needs to become more competitive. While the country prides itself on its
renewable energy sources, which account for 78% of energy supply, its industrial electricity prices in 2010
were US$ 129.5 per MWh, 30% higher than Mexico and double the cost in the United States.**

These shortcomings are reflected in low positions in the World Bank’s Ease Of Doing Business Index,
where the country ranked 102™ out of 189 countries,*” and in the Intellectual Property Rights Index, where
it ranks 50th among 130 countries.*? Many scholars have stressed the importance of a business-friendly
environment and higher patent protection to attract and maintain FDI. This is confirmed by research that
has established direct connections between technology transfers to developing economies by investors
located in home country markets and the strengthening of patent rights in host countries. One study found
that there was an associated 0.45% increase in the stock of investment comindg from the United States for
every 1% increase in the degree of patent protection in a developing country. * Additionally, if Costa Rica
wants to climb the ladder towards higher-value services, such as R&D, it has to take into account research
that shows that a strict enforcement of intellectual property rights is a prerequisite for multinationals to shift
some of their R&D activities towards developing nations. One study found that as a country’s intellectual
property protection level increases, foreign-based firms focus more of their operations within that country
on the development of intangible assets, with significant positive effects on the country’s GDP grovvth.45

The Costa Rican economy could benefit if these problems were swiftly addressed. One recent study by the
World Economic Forum demonstrated that reducing supply chain barriers to trade could increase
worldwide GDP by nearly 5% and trade by 15%.*° If every country improved just two key supply chain
barriers (like border administration, transport, communications infrastructure and related services) to even
half the level of the world’s best practices, global GDP could increase by US$ 2.6 trillion (4.7%) and
exports by US$ 1.6 trillion (14.5%). These associated gains in GDP would take place in all regions,
although they would be concentrated in the areas with the greatest improvements. Therefore,
improvements in competitiveness and infrastructure could bring direct benefits to GDP growth and trade in
countries highly embedded in GVCs like Costa Rica.

Costa Rica’s success in GVCs relies heavily on FDI. Policymakers should take this into account when
choosing long-term development strategies. As noted earlier, Costa Rica’s industry is mostly based on
efficiency-seeking foreign firms that moved into the country seeking to locate discrete parts of their
production processes in lower-cost locations, as opposed to local innovation processes or local industries.
This makes the economy vulnerable to shocks on the international market and dependent on third
countries for continued trade growth and FDI inflows. As part of the country’s industrial policy, the
government should consider giving further attention to enable local companies to emerge, be competitive
and take advantage of Costa Rica’s participation in GVCs. Sustained action may improve the likelihood of
multinationals seeking partnerships with local firms, as opposed to investing directly in the country and
creating their own clusters.

¥ World Economic Forum (2013).
“°The World Bank (2012).

“* Gereffi et al. op cit.: 15.

2 The World Bank (2013).

“*The World Bank (2013).

* Hassett and Shapiro (2011).

** Ibid.

“World Economic Forum (2013).
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Conclusion

This paper demonstrates that participation in GVCs in services enhances trade and economic growth for
emerging economies. By focusing on the example of Costa Rica, the paper shows how a small developing
economy has transformed its industry and become one of the main actors in 21% century trade and
investment patterns. Costa Rica’s determined bet on services seems likely to help the country continue its
recent growth trajectory, so long as it tackles some of the challenges undermining its competitiveness.

The conclusions drawn from this paper are potentially relevant to many small developing countries, for
which GVCs have redefined trade and enabled the identification of possibilities to attract investment and
create their own specialized industry within value chains. Large firms that used to be predominantly located
in developed countries are increasingly offshoring part of their production and import intermediate inputs,
spreading production over different countries and in so doing have made value chains global.

Countries that accept this reality can achieve ‘economic upgrading’ or ‘climb the value added ladder.’
Climbing the GVC development ladder can be done by improving current processes, increasing the
services content of domestic value added in exports and also by diversifying into activities that can involve
more sophisticated production processes. This means going firstly from resource-based activities (like
processing and selling commodities) to high-tech activities (such as computer microchips) and secondly to
knowledge-based activities such as design, innovation, R&D, marketing and branding.

Experience over the past 20 years shows that, as countries increase their participation in GVCs, their
growth rates tend to increase too. However, correctly measuring gains from trade in GVCs has come with
some controversy. For the past 15 years, there has been an important debate on how to correctly calculate
each country’s gains within a GVC. This paper considered this challenge and elaborated on the new
database to measure trade in GVCs by the OECD and WTO. The TiVA takes into account the difference
between domestic and foreign inputs (or added value) and uses an international input-output table that
clearly measures the origin and value of intermediate goods. Although this tool does not yet include every
country, it demonstrates how gains can be obtained from trade in GVCs and enables reshaping of local
policies for countries that wish to develop activities that can bring larger economic gains.

An interesting characteristic of GVCs in services is that not only do higher value added services bring
higher trade gains for a country’s economy, but also that shifting from manufacturing goods to producing
services can be beneficial to a country’s growth. The ‘smiley face curve’ demonstrates that the most value
(and knowledge) intensive activities are usually found at the beginning and the end of the chain where
intellectual property is created, this is, where services dominate over manufacturing and where they have
more value. As a result, a country that shifts its production into services will tend to secure higher gains
from trade in GVCs, such as in the case of Costa Rica.

Costa Rica has clearly benefited from the relationship between trade in GVC's and economic growth since
the early 1980s. Slowly and steadily it began a state-led transformation of its economy. In the light of such
results, Costa Rica has focused on services in order to continue climbing the value added ladder, which
has proved to be vital for its economy. In the aftermath of the financial crisis of 2008 and in spite of the
country’s success in positioning itself into GVCs in high-value goods, Costa Rica has experienced a
significant decrease in traditional exports. However, thanks to its bet on services (which now contribute a
third of the country’s export receipts), Costa Rica’s economy largely avoided the impact of the crisis and
the continued growth of its service exports has cushioned the deterioration of its external accounts.

Especially in light of Intel's recent departure, there remains alot of work to be done to improve Costa Rica’s
competitiveness in services GVCs. The country could also seek ways to lower its reliance on FDI-financed
GVCs. Enhancing access of SMEs to finance should also be a major priority. Costa Rica’'s new
government took office in May 2014. It bears a big responsibility in pursuing efforts to further trade, FDI
attraction and development through encouraging local and foreign firms to participate in GVCs in services.
It is important that policy makers draw useful lessons from the past and focus greater attention on enabling
local companies to maximise the opportunities that GVCs provide. Policy makers must also address the
issues of Costa Rica's competitive weaknesses. Such sustained steps will improve the likelihood of
multinationals entering into partnerships with local firms, in addition to investing directly in the country.
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