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Foreword

The world of trade is changing. Traditional defenders
of open markets now seem hesitant. Meanwhile, new
major players in global markets are speaking up to
defend open trade. Trade negotiations have been put
on hold in some parts of the world. In others,
integration efforts have intensified.

In this shifting context, companies will not stop doing
business; they will change the way they do business.
One response to protectionist rhetoric is to shorten
supply chains to reduce vulnerability to future trade
restrictions. This means strengthening operations in
places where the policy environment is most stable
and trade costs are lowest. As a consequence, lead
firms are likely to reinforce their regional operations
as a key coping strategy.

As an agency dedicated to the internationalization of
small and medium-sized enterprises (SMEs), we at
the International Trade Centre (ITC) have therefore
chosen ‘the region’ as the theme for this year's SME
Competitiveness Outlook. This is not done out of

a preference for regional as opposed to global
integration. ITC remains firmly convinced that a
strong, effective rules-based multilateral system is
essential for trade-led development that is
sustainable and inclusive.

Yet, the region has always been the door to global
trade for SMEs, and we expect this to be even more
so in coming years. With this report, we want to help
SMEs and policymakers to better tap the potential
offered by growing regional markets.

The potential of SMEs to connect to regional or
global markets greatly depends on the extent of
value chain activity within their geographical
proximity. As this report shows, most value chain
activity takes place within regional value chains,

with suppliers in the region serving lead firms in the
regional hub. Some regions, countries, institutions

and companies are more successful than others in
generating regional value chain activity. This report
provides insights into why this is the case.

Some regions generate more value chain activity.
Regional integration turns out to be a major success
factor. Stronger regional transport infrastructure and
regional technical institutions relevant for standards
and regulations help reduce trade costs, thus
smoothing value chain activity. These regions also
have formal trade agreements including policy areas
relevant for value chain activity — most notably
investment and services. This spurs value chain
activity, which in turn is good for SMEs, and for
inclusive development. Evidence in this report shows
that if a country covers one additional policy area
through trade agreements, its integration into value
chains increases by 2.5%, decreasing the
competitiveness gap (that is, the difference in
performance) between large and small firms by 1.25%.

Some countries are more successful than others in
connecting their companies to regional value chains
and making them work for development. These
countries typically draw the attention of foreign
investors or regional lead firms. Where countries
demonstrate relevant supply capacity, the resulting
business deals can place a sector, cluster, or region
on a growth spiral of increased investment and trade.
This report shows how a combination of export
potential assessments, value chain analysis and
benchmarking through systematic SME
competitiveness assessments can help policymakers
prioritize actions and investment to help companies
grow in value chain trade.

THE REGION: A DOOR TO GLOBAL TRADE Xl



Some business ecosystems are more conducive to
connecting companies to regional and global
markets than others. Regional networks of trade and
investment support institutions (TISIs) can play an
important role in transmitting regional policy changes
to the ecosystem that immediately surrounds firms.
This report describes how TISIs like chambers of
commerce, trade promotion organizations and
standard-setting bodies have become organized in
regional networks to strengthen their region’s
position in global trade. We highlight five areas of
collaboration: information sharing (e.g. business
databases, export and investment potential);
strategies on value chains, branding and more;
lobbying and advocacy to bring business views into
policies; trade promotion events; and capacity
building and mentoring.

Some companies operate more successfully within
international value chains than others. The ‘SME
Guide to Value Chains’ in this report provides
actionable guidance on how to get selected by
regional or global buyers; operate successfully within
international value chains; and upgrade or expand
within these chains.

It is the combination of deep integration, smart
national policies, a vibrant business ecosystem and
strong company capacity that will help SMEs to
flourish in regional — and ultimately global — markets.
This is good for SMEs. It is also good for those
working in SMEs, who represent the majority of any
country’s workforce and often the most vulnerable
parts of society.

In order for SMEs to offer their workers decent wages
and working conditions, they must be able to
negotiate decent deals with their buyers. The more
competitive SMEs are, the stronger their bargaining
power will be within international value chains.

The guidance in this report is of direct use to SMEs.
It also provides TISIs and policymakers with tools
and guidance to assist SMEs in their efforts to
strengthen their positions within value chains.

Deep integration appears to be more conducive

to SME competitiveness than shallow integration.
This report therefore invites policymakers to see

the current ‘globalization crisis’ as an opportunity for
integration. Deeper integration, rather than less
integration, is one answer to urgent public demands
for social equity and environmental sustainability. As
lead companies turn to regions, if governments and
their partners deepen regional economic integration

policies and governance, this would be good for
value chains, good for SME competitiveness and
good for their employees.

SME competitiveness may not be enough to reduce
poverty and increase the number of decent jobs; but
it is, in our view, a requirement. We are confident this
report will help you find ways to address trade’s
contribution to the United Nations Sustainable
Development Goals amidst the deep changes in
today’s political economy.

Arancha Gonzalez
Executive Director,
International Trade Centre
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About this report

Regional trade is the most common form of trade for small and medium-sized enterprises (SMEs).

SMEs typically look at neighbouring countries for their first international operation. In this context, SMEs are
likely to encounter international value chains. Most international trade takes place within such value chains

and — as shown in this report — many value chains operate mainly at a regional level. For most SMEs, value
chains represent an entry point into internationalization. The discussion of regional value chains therefore

takes a central stage in this report.

Part 1

Part II

Part | of this report describes the environment in
which SMEs are most likely to act at a regional level.
It provides guidance for SMEs on how to benefit from
value chains and for policymakers on how to shape
policies that put SMEs on a road to success.
Understanding the decision-making processes within
value chains is a prerequisite for successful SME
internationalization — and for any region to be a door
to global trade.

m Chapter 1 describes the relevance of regional value
chains for international trade, and what they can offer
to SMEs. The report finds that regional value chains are
more prevalent and easier to access than global ones.

m Chapter 2 provides insights into the policy
environments that are most conducive for value chain
activities. It assesses regional trade agreements and
other regional integration initiatives from this perspective.
In recent years, regional trade agreements have
imbedded value chain imperatives into their design.

m Chapter 3 represents a guide for SMEs on value
chains. It provides actionable guidance on how to get
selected by regional or global buyers; operate
successfully within international value chains; and
upgrade or expand within these chains. SME
capacities are key to success.

m Chapter 4 describes how different types of trade and
investment support institutions operate at the regional
level — often within regional networks — and how this
can contribute to SME integration into regional value
chains.

Part Il gives policymakers, investors, exporters and
importers key information on how to identify new
partners and market opportunities:

m Chapter 5 assesses why some regions are better
positioned to participate in regional value chains than
others. This assessment is based on ITC’'s SME
competitiveness scores.

m Chapter 6 illustrates how quantitative export potential
assessments, value chain analysis, benchmarking
against competitors and systematic SME
competitiveness assessments can support decision-
making around value chain integration. It does so
through success stories of value chain integration in
five countries: Ghana, Hungary, Indonesia, Kenya and
Morocco.

m Chapter 7 highlights five SMEs that became regional
or global leaders in their line of business. The chapter
examines the steps these companies took on their
road to success and the role played by regional
integration and policies.

m Chapter 8 presents 50 country profiles, featuring SME
competitiveness assessments and information on each
country’s export potential within and outside their
geographical region.

To address the key question of the report — the role of the
home region — this report separates value chains based on
geographic scope.

International value chain (IVC) is the broadest term,
encompassing regional, multiregional and global value
chains.

Global value chain (GVC) in this report differs from a more
generic use of the term. Here a value chain is considered
global if it covers three or more of five geographic regions.
Value chain and supply chain are used interchangeably.

THE REGION: A DOOR TO GLOBAL TRADE XV



Deep integration is good for
value chains.

Executive Summary

Regional integration, value
chains and SMEs

The world of trade is changing.
With it, companies are changing the
ways they do business

For SMEs, an increase in value chain
activity around them provides new
opportunities to enter international
markets

International value chains are mostly
regional. Very few
span the globe.

Africa is an exception. Regional value
chain activity has struggled
to take off.

The position of SMEs within a value
chain determines the benefits they
receive and their potential to scale up.

Deep integration is good for value chains. This report provides new
evidence that deep regional integration is linked to greater value chain
activity. What's more, preferential trade agreements with investment
provisions have a stronger effect on value chain integration than
stand-alone bilateral investment treaties.

As the landscape of the world of trade changes, companies are
changing their ways of doing business. One response to increased
protectionist pressures is to strengthen operations where the policy
environment is most stable, and trade costs are lowest. For many
lead firms, this may imply strengthening their regional operations.

For small and medium-sized enterprises (SMEs), this can be good
news. Greater regional value chain activity provides new opportunities
to enter international markets. Greater regional value chain activity is
also linked with a reduced competitiveness gap between small and
large firms, this report shows.

Action points for policymakers in this report can help them make their
region more attractive for value chain activity, especially by deepening
integration. The report also includes an ‘SME guide to value chains’
with insights into how SMEs can make the most of increased value
chain activity in their region. Finally, the report assesses how regional
collaboration among trade and investment support institutions can
foster SME integration into regional or global value chains.

The virtuous spiral: Deep integration
and value chain activity

Truly global firms are rare. Most international firms turn out to be
regional or multiregional. International value chains mostly function
within a single region, or across two regions, to benefit from nearby
suppliers. Limited geographic scope also helps firms get around the
cost of moving people, which remains high.

Africa appears to be the exception to the rule that value chains are
clustered around regional activities. African firms are more likely to
join production networks outside of the continent. ITC data for East
African firms in international value chains confirms that they typically
export intermediate inputs to firms in East Asia, Europe or North America.

Moreover, the firms themselves generally engage in business
functions of low complexity, suggesting that they only capture a small
share of value added in the chains. This matters because the position
of SMEs within a value chain determines the benefits they receive and
their potential to scale up in quantity, diversification or quality.

XVI SME COMPETITIVENESS OUTLOOK 2017



Deepening the integration matters
for value chain activity as a whole,
and for SMEs.

Services are the glue that holds value
chains together. Services provisions in
trade agreements matter.

Dealing with trade and investment
under one legal umbrella, instead of
signing bilateral investment treaties,
has a greater effect on the level of
domestic value added in exports
through value chains.

One reason why regional value chain activity is lower in Africa then
elsewhere may be related to lack of regional integration. Regional
integration lowers transaction costs and smoothes the functioning of
regional value chains, presenting an opportunity for development.

Regional integration agreements generally build on existing
multilateral agreements by deepening multilateral commitments
further (so called ‘WTO-plus’ provisions, such as further reductions in
tariffs). Increasingly, they contain provisions that are currently not in
WTO rules (called ‘WTO-extra’ provisions, such as those related to
investment, capital movement or competition policy).

By exploiting existing databases on trade agreements, it becomes
clear that deepening integration matters for value chain activity and
for SMEs.

When a country covers an additional policy area in its relations with
partners (by signing new agreements or deepening existing ones),
there is a 2.5% increase in the country’s integration into value chain
trade. This benefits both small and large firms. Small firms benefit
even more, which leads to a 1.25% reduction in the competitiveness
gap (that is, the difference in performance) between large and small
firms.

For example, increasing Ecuador’s commitments by one policy area
would result in a reduction of the competitiveness gap between large
and small firms, with the reduced gap being similar to the
competitiveness gap of Slovakia.

Making policies more coherent

That deep integration spurs value chain activity is likely to stem from
greater policy coherence, bringing more conducive cross-border
trade and investment. Recent regional initiatives have progressed on
services, investment and infrastructure. All three are relevant to value
chain activity.

Services are the glue that holds value chains together, in both
developed and developing countries. Higher value is associated with
segments of the chain that trade services, not goods. Moving into
higher value-added goods segments, like component production,
also requires services capabilities in areas like engineering.

Both developed and developing countries aspiring to a lead role in
value chains need to emphasize services. Services are also critical to
supply labour and production capacities. Even in manufacturing value
chains, services represent a significant share of value added.
Services enable competitive manufacturing and an efficient business
environment.

Services markets are dynamic and technology changes. Effective,
efficient regulation is necessary to support productivity upgrades in
services and boost opportunities for SMEs, thus helping all firms join
and move up in regional value chains.
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Infrastructure investment is associated
with increased regional integration.

SME integration and gender
equality are important for the
distribution effects of trade.

The share of preferential trade
agreements with gender references has
tripled since the 1990s. The same holds
true for SME references.

Taxation is another relevant policy
area to address public concerns about
distribution effects of globalization.

Supply chain managers look at policies
for trade, investment and taxation as
one package; trade negotiators do not.
Tax treaties are still concluded outside
of trade agreements.

Countries aiming to increase exports through value chains do well to
consider investment provisions. Interestingly, this report finds that it
matters how countries deal with investment provisions. Separate
bilateral investment treaties have traditionally been the preferred form
of regulating cross-border investment. Thousands of bilateral treaties
are currently active.

This report shows that these treaties indeed matter to integrate
buyers, as the treaties are associated with higher imports for exports.
Including investment provisions into a preferential trade agreement,
however, boosts integration for both buyers and sellers. In other
words, the impact on domestic value added exports through value
chains is greater when investment and trade happen under one legal
umbrella.

Infrastructure is another policy area that has been affiliated with
increased regional integration efforts. Regional infrastructure approaches
have played an important role within the European Union. The
emergence of new types of intergovernmental integration frameworks,
such as China’s Belt and Road Initiative, have led to a renewed interest in
the role of hard infrastructure for regional integration.

Inclusiveness and sustainability through the
lens of integration initiatives

The new generation of regional trade agreements often includes
provisions for inclusiveness objectives, such as gender equality or
SMEs. For example, the share of preferential trade agreements
entering into force that include gender references has more than
tripled since the late 1990s. The same holds true for the share of
preferential trade agreements including references to SMEs. While
such provisions are not often legally binding, they raise awareness to
reduce the gender gap in the labour force or integrate SMEs in
international markets.

Taxation is another policy area with inclusiveness objectives. Bilateral
double taxation treaties have been on the rise in recent years. The
recently concluded ‘Multilateral Convention to Implement Tax Treaty
Related Measures to Prevent Base Erosion and Profit Shifting’
modifies the application of those double taxation treaties. The
convention is multilateral in nature, yet- like the double tax treaties

— has been concluded outside of trade agreements. While supply
chain managers look at trade policies, investment policies and tax
policies as one package, policymakers do not.

Regulation, especially related to the environment, matters for
sustainability. Multilateral trade rules under the World Trade
Organization contain relevant provisions for environmental
sustainability, notably under the Agreements for Technical Barriers to
Trade (TBT). While these provisions have been deepened within
preferential agreements, more remains to be done. The TBT
Agreement encourages international collaboration among standard-
setting or certification bodies. Such collaboration is underway in a
number of regions.
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More regional value chain
activity can ease the
internationalization of SMEs.

Market know-how and resources are
critical to enter value chains. Success
hinges on managerial and operational
capacities. Upgrading depends on a
proactive search for opportunities.

An SME'’s bargaining power in
value chains determines its benefits.
Bargaining power depends on
competitiveness and client base.

Trade and investment bodies
are merging.

Together, they can support
regional value chains and SME
internationalization.

Taking advantage of value chain activity: A
guide for SMEs

More regional value chain activity can ease the internationalization of
SMEs. While integration provides many opportunities, many raise
concerns that SMEs may remain stuck in low value added activities in
such chains, particularly those in developing countries. Captive
relationships are also a concern. Where SMEs have little room to
negotiate their contracts with lead firms, space for offering decent
working conditions is also reduced.

This report’s SME guide to value chains advises SMEs on how to
become more attractive partners for lead firms, as well as on how to
strengthen their bargaining power within value chains. The guide
contains concrete suggestions on how to:

B get selected by regional or global buyers;
B operate successfully within international value chains;
m upgrade or expand within value chains.

To plug into a value chain, SMEs require both market know-how and
access to adequate resources. Once they join, their priorities shift to
managerial and operational capacities. Successful SMEs design their
upgrades to higher-value tiers of the chain. They proactively seek
market opportunities. Any firm-level effort in this direction is more
likely to succeed if supported by national and regional systems.

Like many things in life, attaining a progressive path within a value
chain comes down to a catch-22 problem. Low profitability rates and
a stagnant position in a chain are often associated with SMEs stuck in
a hierarchal or captive governance structure. So-called modular or
relational governance structures give more leverage and bargaining
power to an SME, and are more conducive for upgrades or expansion
within the value chain. Yet, only competitive SMEs can successfully
negotiate balanced contractual arrangements with lead firms.

Supporting regional value chains and SMEs:
The role of trade and investment support
institutions

Value chains that tie investment flows to goods and services in
different regions have implications for trade and investment support
institutions (TISIs). Trade promotion organizations and investment
promotion agencies have been consolidating their operations through
mergers, particularly in high-income countries and sparsely populated
countries. The trend is logical. Connecting to value chains requires
both trade and investment promotion, often with the same partners
abroad. Merging can make them more agile in a fast-moving
environment.

TISIs have considerable scope to support regional trade and
investment policy initiatives. Regional networks of national trade and
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Collaboration among trade

and investment support institutions can
strengthen a region’s global

trade position.

Regional institutions are diverse.

Systematic assessment of a
region’s potential for value chain
activity is possible with ITC’s SME
competitiveness framework.

investment support institutions can influence regional policies and
transmit regional policy changes to the ecosystem that immediately
surrounds firms.

These five areas of collaboration among trade and investment
support institutions can strengthen a region’s position within global
trade:

m Regional information exchange (e.g. business databases, export
and investment potential analyses);

m Regional strategies (including joint value chain strategies and
regional branding strategies);

m National policies coherent with regional strategies;
m Joint capacity building at the regional level;
m Joint trade and investment promotion.

Other regional institutions — chambers of commerce, regional
standard-setting institutions, coalitions of services industries and
regional tourism associations — support SME internationalization by
providing a discussion platform and representing business interests
at the global, regional, national, sub-national and sector level.

A network is only as strong as its participating organizations. Strong
individual players are necessary. To function well, networks depend on
collaboration at all levels. Coherence among the different levels is
necessary to avoid overlapping functions, which reduces the
effectiveness of these services.

Regional roads to success

The extent to which regional value chains are present helps determine
whether SMEs connect to regional and global markets. Policies,
institutions and business activity in neighbouring countries make a
difference. They affect a region’s capacity to attract lead firms,
establish regional value chains or link suppliers to lead firms in other
regions.

Research based on trade flow data has shown that some countries are
more integrated in value chains than others. ITC’s competitiveness
framework makes it possible to explain why this is the case.

The framework explains in a systematic way why some countries are
better integrated in value chains than others, and why some regions
have been more successful in developing regional value chains than
others.

Connect, compete, change

Competitiveness is based on the capacity to connect, compete and
change. The capacity to compete is static. It centres on firm
operations and efficiency in cost, time, quality and quantity.

The capacity to change centres on the ability of firms to change in
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Assessing the capacity of firms to
compete, connect and change makes it
possible to identify weaknesses and to
design policies to address them.

Companies in Asia and Central

and Eastern Europe benefit from the
proximity of headquarter economies.
Both regions have a strong potential
to develop lead firms, as SME
competitiveness is high in several
countries.

response to, or in anticipation of, dynamic market forces, and to
innovate through investments in human and financial capital. The
capacity to connect links the static and dynamic part of
competitiveness. It centres on collecting, processing and
communicating information and knowledge, crucial for the digital
economy and for services.

The strength of each of these three pillars is assessed at three levels

of the economy: the firm, the business ecosystem and the national
environment.

Distance matters

An additional factor related to the value chain context is the distance

of countries and their competitors from headquarter economies
(home countries of lead firms that manage value chains and provide

technology and know-how).

Regional analysis: SME competitiveness

Top competitiveness performers in
Latin America are weaker than those in
Asia and Central and Eastern Europe.
They are also often further away from
headquarter economies.

An analysis of SME competitiveness scores for a sample group of

countries in four regions reveals that:

m Asia and Central and Eastern Europe sample countries appear
well-placed for regional value chain activity.

= They are close to headquarter economies such as Germany
and France in Europe, and Japan and the Republic of Korea in
Asia.

= Top performers are strong enough to be, or soon become,
headquarter economies themselves. The region is thus able to
provide the full value chain ladder. In China, many firms are
becoming lead firms. The role of a country like China in
international value chains is twofold: it supplies labour to
production networks linked to more advanced economies, and
provides know-how and technology to firms in other
developing and least developed countries, generally in Asia.

= Top performers in Asia are China, Thailand and Turkey. Top
performers in Central and Eastern Europe are Estonia, Slovakia
and Slovenia.

® n Latin America and the Caribbean, the top performers are
Barbados, Colombia and Chile. They are weaker than Asia’s and
Europe’s top performers, and thus may not be fully suited to act
as headquarter economies. The alternative headquarter economy;,
the United States, is geographically remote for many Latin
American countries. In this context, it is difficult to develop regional
value chains.
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Competitiveness is relatively high in
Northern Africa, where countries are

connected to European value chains.

Sub-Saharan Africa is missing
a lead economy:.

m Africa remains a continent split in two for its potential to integrate
into value chains.

= Some of its strongest performers (Morocco, Tunisia) are north
of the Sahara, in a position to serve headquarter economies in
the European Union. They are, however, in a tough competitive
position vis-a-vis Eastern and Central European countries.

= Sub-Saharan Africa lacks a clear headquarter economy. South
Africa leads the SME competitiveness score in Africa, but lies
significantly behind top performers in other regions.

Success factors, country stories, potential paths
to growth

Among the three pillars of competitiveness, the capacity to connect
drives cross-regional differences. Connectivity therefore deserves a
closer look to strengthen regional value chain activity, especially in
Africa. Asia’s performance is trailing due to its capacity to connect,
which is low compared to its capacity to compete and change. The
Americas’ and Europe’s strengths are connecting to markets,
customers and stakeholders.

The gap between the connectivity of large firms compared to medium-
sized or small firms is much narrower in Europe. The connectivity gap
between large and medium-sized firms is smaller in the Americas than
in Africa and Asia.

Within regional contexts, some countries integrate more into
international value chains than others. Multiple factors determine
where durable matches between lead firms and suppliers occur.

Smart entrepreneurs are typically behind the final decisions,
supported or not by policymakers. While their mix of decision-making
factors differs, these always involve:

m the strength and nature of individual firms in the deal;
m the ecosystem in which those firms operate;
m the national policy environment.

This report contains stories of value chain integration for various
sectors in five countries: Ghana, Hungary, Indonesia, Kenya, and
Morocco. The narratives illustrate how quantitative export potential
assessments, value chain analysis, competitor benchmarking and
systematic SME competitiveness assessments can be used to
enhance business-to-business matches, SME performance or
national export strategies.
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Firms in Ghana compare well to
competitors in similar value chains.

To strengthen SME competitiveness,
the focus should be on interest rates,
reliable electricity supply and adoption
of international standards.

Indonesia is active in fiercely
competitive value chains. The services
sector is proving to be dynamic. If
supported, this can give Indonesian
value chain activity the necessary
competitive edge.

Hungary has become a major supply
hub into high value added industries.

Ghana: Competitive firms in a challenging
business environment

Ghana is an integral part of the international cocoa value chain. Yet its
export potential in this sector remains underexploited. In terms of SME
competitiveness, Ghana is ahead of its regional partners. Ghanaian
firms make more use of e-mails, websites, financial auditing and
foreign technology licences than counterparts in Cote d'Ivoire, Nigeria
and Senegal. Ghanaian firms are also strong in adopting domestic
certificates and standards. Among surveyed firms, 90% reported that
they adhere to an official domestic certificate or standard — though
this dropped to about half for internationally recognized certificates or
standards. Reliable electricity supply remains a challenge for
Ghanaian firms. So does the high interest rate, which discourages
firms from seeking finance in the formal banking sector.

Services, a key to electronics from Indonesia

Indonesia participates in the complex, fiercely competitive value chain
of electronic products. The potential to increase exports exists.
However, several Asian countries are a step ahead; Indonesian firms
have room for improvement in competitiveness.

There is a mismatch between the relative strength of the national
environment and the relative weakness of firm capacity. This has not
prevented individual companies or sectors from progressing. An ITC
survey of women-owned services companies, for instance, revealed
that most firms use mobile phones, e-mails and business websites for
day-to-day business. Similarly, a large majority of women-owned
services firms have business bank accounts and a solid knowledge of
loan application procedures.

Hungary, a major automotive supplier

Hungary has established itself as an important European centre of the
automotive industry. The country’s investment in infrastructure,
research and development centres and its tailored education system
make it a prime destination for foreign direct investment.

At the firm level, the country scores highly in management experience
and international quality certification. Strong capacity to compete
comes partly from firms’ ability to deliver products and services on
time. Among surveyed firms, 90% have a business website and 98%
have a business bank account, contributing to high scores in the
capacity to connect and change.

In their business ecosystem, firms benefit from the low cost to
implement international quality certificates, facilitated by ready access
to high-quality information about standards. They also report easy
access to financial institutions. Firms, however, regard the cost of
sector associations to be too high and the level of information
exchange within clusters to be too low.
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Kenyan firms score better than

the average African firm in
competitiveness. Areas to improve:
quality certification, market
information.

Moroccan firms perform well
compared to counterparts in their home
regions, but are active in value chain
sectors with strong competition from
non-Africans.

Greater access to information on
patents and stronger linkages to
research networks could help.

Services, also a key to horticulture from Kenya

Horticulture dominates Kenya's agricultural sector, employing a large
share of the total workforce. It accounts for a staggering 80% of
SMEs, with a relatively high female labour participation rate of 35%. A
small player in a growing but competitive market, Kenyan horticulture
has unexploited export potential. Kenyan firms score better than the
average African firm in competitiveness. Compared with others in the
East African Community, Kenyan firms perform well in international
quality certification.

Areas to improve include the spread of quality certification and market
information. Stronger linkages between the horticulture sector and the
nascent but vibrant services sector could address this. An ITC survey
among women-owned services companies reveals that almost all of
the surveyed firms use mobile phones and e-mails for their business
activities, and 70% have a business website. Surveyed firms score
strongly in meeting finance and skill-related requirements — almost
90% of surveyed firms have a business bank account, and more than
80% of firms have a hiring plan.

Morocco, an automotive and aerospace
supplier

Morocco has established itself as a manufacturing exporter,
particularly in automotive and aerospace sub-assembly. Its location
and cultural, linguistic and historical links with Europe explain only
some of this success. Constant investments are required to maintain
and expand its position, notably in light of competition from countries
such as Tunisia and Turkey. At the firm level, Morocco and Tunisia
perform more strongly than their average African counterparts. Both
Morocco’s and Tunisia’s large firms, however, struggle to keep up with
counterparts in Turkey, in particular in using foreign technology
licences.

Greater access to information on domestic and foreign patents could
help Moroccan firms of all sizes to overcome innovation weaknesses.
A recent survey found that less than one in five of firms have a foreign
patent. Better labour force skills may help address this, and large firms
are making efforts in this direction. While almost all of the large firms
surveyed (93%) have staff hiring plans, only 57% of small enterprises
do. There is also scope to strengthen firms’ linkages to research hubs.
Less than a third of surveyed small firms engage in research networks,
whereas almost 60% of large firms do.
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Competitive SMEs can become regional
or global leaders in their line of
business.

While there is no single blueprint
for SME success, the region often
serves as a springboard, and deep
integration helps.

Deep regional integration spurring
value chain activity is good for SMEs.

Deep integration: Part of a blueprint for
SME success

SMEs take a variety of paths to international success. Five company
success stories in this report show how small SMEs grew to become
regional or global leaders. The company stories also examine the role
of regional integration and policies in their success.

These examples illustrate that there is no single blueprint for
success. While every success story is unique, they illustrate that a
start-up in a developing economy can become a global lead firm.
Some capitalized on their home region. Others used it as a
springboard to expand globally.

Governments’ regional policies often played a role in their success.
The five company examples are very much in line with this report’s
econometric finding: deep regional integration that spurs value chain
activity is good for SMEs.
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Regional strategies
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CHAPTER 1

Trade today: Accent on regional value chains

International trade today is dominated by international
value chains (IVCs), where the stages of the production
process take place in different countries. Up to 75% of
global trade is now comprised of intermediate inpults,
capital goods and services.'

There are numerous examples of global value chains,
which are present in all regions, but most chains operate
within a geographical region and around a regional hub.
This tendency may be reinforced in the context of
increased protectionist pressures, as refocusing on
region-based structures may represent a coping strategy
for lead firms.2

SMEs typically look at neighbouring countries for their first
international operations. They also find it easier to export
as suppliers to a value chain than as producers of a final
good. The extent to which value chains operate within the
home region of SMEs therefore matters to them, and any
strengthening of region-based value chain operations is
likely to be of interest.

Yet, the benefits for SMEs and their home region from
joining international value chains largely depend on the
position SMEs take within the chain and the nature of the
inputs they contribute.

This chapter offers new insights into how such chains
operate in developing countries and emerging market
economies. The analysis takes into account two main
dimensions: the countries where the value chain operates
and the complexity of business functions performed by
various suppliers. This chapter therefore sets the stage for
a subsequent discussion on how to make the best of
regional integration for SMEs.

Regional value chains dominate

It is possible to divide the modern history of globalization
into two stages. The first started with the emergence of
steamships and railroads early in the 19" century. These
improvements in transportation allowed for goods to be
produced in one place and consumed in another. The
second stage in globalization started about 40 years ago,
as technology drastically reduced transportation and
communication costs. This allowed individual production
stages to take place in different geographic locations,
leading to trade in intermediate goods and business
functions (sometimes referred to as ‘trade in tasks’) rather
than trade in final goods.® Indeed, due to the growth of
international value chains, the majority of goods trade is
now in intermediates.*

Geographically fragmented production opens significant
options to internationalize for firms and countries. Key
among these is the chance for firms to focus on one part
of the value chain rather than producing a good from start
to finish. This is particularly useful for less productive or
smaller firms, which can tap into international markets and
benefit from learning by doing, without taking on all the
business functions in the value chain. It reduces the costs
of internationalizing, such as regulatory compliance, and
the costs of searching for profitable markets and reliable
partners.®

IVCs serve as a stepping stone to more advanced modes of
internationalization, such as direct exporting or foreign direct
investment (FDI). Moreover, firms can specialize and play to
their strength more than was possible in the past. SMEs can
join an international value chain at different points and
provide a variety of inputs. More complex business
functions, such as research and development or marketing,
usually provide better opportunities to capture value added
than less complex functions, such as assembly. SMEs may
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TRADE TODAY: ACCENT ON REGIONAL VALUE CHAINS

FIGURE 1 International value chains: Who provides what
to whom?
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Note: Diamonds represent business functions executed by firms within
different types of international value chains. Any business function, such

as assembly or R&D, can take place in a regional or global value chain.

The geographic diversification of the chain depends on where the remainder
of the chain’s value is added: within or outside of the home region.

Source: ITC.

region or in chains that are active in multiple regions or
globally. They also may be part of several value chains.
Figure 1 provides an illustration of different scenarios.

Clusters around regional hubs

Despite common perceptions that value chains act at
the global level, many international value chains function
around a regional hub. This is particularly true in China
and Europe, giving rise to the terms ‘Factory Asia’ and
‘Factory Europe’.

International value chains are mostly regional, as shown in
Figure 2, where IVCs are measured by the share of trade
in parts and components in bilateral trade. According to
Figure 2, global trade in parts and components is mostly
centred around three hubs: Germany, China and the
United States. The connections of these hubs tend to be
strongest within regions, giving rise to the notion of
regional value chains.

There are many reasons for this regional dominance.

The main one is that the additional costs of doing business
abroad, such as complying with regulations, market
research, transportation and production, tend to be much

FIGURE 2 Network analysis demonstrates the regional nature of value chains
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higher when venturing further from home than when
expanding within a region. There are also political and
cultural factors. Countries that are geographically close
often share similar policies, institutions, languages and
common histories, which lowers the fixed costs of
internationalization.® In addition, regional trade agreements
can reduce the cost of internationalizing at the regional
level. Finally, the cost of moving people around is lower
within a geographical region.”

Another factor in the regional nature of IVCs is that lead
firms tend to prefer suppliers located close by.8 This is
particularly the case in industries where components and
final goods are low in value related to volume, such as the
automotive sector. As a result, such industries tend to have
regional value chains, while industries with high value per
volume, such as electronics, tend to be globally
diversified.® Furthermore, lead firms active in industries that
require products to be customized for regional or national
markets, such as in the services sector, want their
suppliers nearby to facilitate flexible product development.

Nonetheless, some value chains operate globally, as shown
by the Apple iPhone production. Some experts argue that
technological advances have reduced the cost of
fragmentation and transport to such a degree that lead firms
are now truly dispersing their production processes globally.’

Africa is an exception

While international value chains tend to be regional in
Europe, Asia and North America (Figure 2), the situation is
different in Africa. Research shows that Africa is
predominantly engaged in global value chains. Most of the
domestic value added is exported outside Africa, as
illustrated in Figure 3."

Patterns differ for services

Analysing patterns of regional and global integration is
more difficult for services than for goods, particularly in
developing countries. Many developing countries do not
maintain data on bilateral trade in services, making it hard
to draw solid conclusions about regional trade patterns.
Partial information is available, however.

In Africa, for example, research shows that cross-border
sourcing is relatively limited, with most firms preferring to
supply services in-house.'? One reason for this may be that
firms are small in scale; another could be the cost of getting
information on foreign providers and linking up with them.

Regional sourcing is not more prevalent than global
sourcing in Africa, with the exception of countries in the
Southern African Customs Union (SACU). The situation in

SACU likely reflects the role played by the South African
economy. As it is by far the largest and most developed
market, many firms in neighbouring countries have
substantial trade and investment links with South Africa.'

Another source of information on services within value
chains is the OECD-WTO Trade in Value Added database.
By using this database to track the origin of value added in
gross exports, it is possible to look specifically at the
contribution of services to exports of manufactured goods
(as shown in Figure 4 for selected emerging markets).

The sourcing strategies vary markedly. Brazilian
manufacturers tend to source services inputs from global
suppliers rather than regional ones. In China and
Indonesia, however, the role of regional suppliers is much
more significant. A shared characteristic of all three
markets is the key role played by domestic services
suppliers. This underlines the importance of international
trade costs in determining services trade. Yet, it may also
reflect the imperfect way in which the statistics capture
trade in services. For example, services exported under
GATS Mode 3 (commercial presence) are recorded as
domestic origin value added.

FIGURE 3 International value chains tend to be regional,
except in Africa
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Note: Import-to-export, also known as vertical specialization (VS), can be
seen as a buyer measure for value chain integration because it measures the
amount of foreign value added that is exported. Export-to-re-export measures
domestic value added that is exported for further processing before being
re-exported, and is referred to as VS1. It can measure value chain integration
as a seller. Data refers to 2013.

Source: Boffa, Jansen and Solleder (2017a).
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FIGURE 4 Regional and global integration in services varies
by country
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Note: The contribution of services to exports of manufactured goods, broken
down by origin (2011 data).

Source: ITC calculations, based on OECD-WTO Trade in Value Added
Database.

Easier to access for SMEs

The regional nature of international business is well
documented by academic research and publications.'™
The main reason why businesses often look to their region
when they internationalize is that regional integration
entails lower costs than global integration. Specifically:

B Regional value chains tend to demand less rigorous
certification(s) and are more accessible.

m Regional value chains allowing for a large number of
suppliers to participate tend to be less consolidated.

m Regional trade agreements reduce trade costs.'

m The region can be used as a learning platform for
further internationalization.

Apparel value chain suppliers in sub-Saharan Africa
demonstrate the link between certification and
consolidation in value chains.'® Suppliers in the region face
two main value chains: a global one, driven by final
demand from the United States, with FDI from

BOX 1: SMEs and the next technological revolution

This report has many references to the impact of technological advances on international business. Such changes

provide numerous opportunities for firms to internationalize.

Examples include:

m Breaking supply chains into individual business functions that can be separated geographically

(the focus of this chapter);

m The advent of digital trading platforms.

These platforms allow firms of all sizes to internationalize early and can help to overcome gender barriers to trade

(Box 4: Women exporters — regional or global traders?).

Such developments have contributed to ‘the retreat of the global company’ in favour of companies with region-based
structures. Furthermore, a growing number of small firms use e-commerce to sell on a global scale, competing directly

with the largest multinationals.

While the effects of automation and digitization are still being felt, the next wave of technical developments is already
being anticipated. What some refer to as the fourth industrial revolution (after the steam engine; the ICT revolution; and
the automation of production and digitalization of trade), will affect entire systems of production, management and

governance.

Intelligent robots will soon be able to execute not only routine manufacturing jobs, but also more complex business
functions. In addition, 3D printers have the potential to compress supply chains completely, with production executed

at the place of consumption.

While this fourth industrial revolution is sure to have wide-ranging economic impact, its precise consequences for

countries and sectors are not yet clear.

Source: James Manyika et al., (2016), and Economist (2017).
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Minister of Foreign Affairs of
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Internationalization of
MSMEs creates benefits
beyond economic
gains, with the prospect
of larger revenues from
expanded markets
encouraging investment
in technology and
innovation.

Developing country
participation in global
value chains tends to
be low, particularly in
Latin America.

4 |k ~ -

*

Promoting strategies to ensure
MSMESs gain more from value chains

Micro, small and medium-sized enterprises (MSMESs) play a key role in economic
growth that is socially inclusive, as they are main sources of employment and
income. This puts them at the core of strategies to fulfill the United Nations 2030
Agenda on Sustainable Development.

Argentina has sought to promote MSMEs across the board. It has championed
their cause at the United Nations, leading to the designation of 27 June as the
International Day of MSMEs. It has also promoted several initiatives at
MERCOSUR to enhance MSME internationalization and has passed a new
national law improving MSME regulatory framework.

Value chains can boost productivity

Analytically and practically, MSMEs should be viewed from the perspective of
their contribution to integrating a country into regional and global value chains.
While internationalization traditionally has been a strategic way for MSMEs to
expand, the development of international value chains has created a new
scenario for these companies. Participation in international production networks
can boost their productivity — by transferring knowledge, expanding and
exploiting economies of scale and reinforcing growth and employment.

MSME internationalization creates benefits beyond economic gains, with the
prospect of larger revenues from expanded markets encouraging investment in
technology and innovation. Interconnections between companies of different
sizes also can ensure technological knowledge is disseminated, leading to
productive innovation.

Developing country participation in global value chains tends to be low,
particularly in Latin America. This is especially true for developing country
MSMEs, although their involvement in such chains has expanded greatly in the
past 20 years. Participation is mainly in the agricultural sector and labour-
intensive, low value-added manufacturing and services activities. MSMEs that do
take part in international value chains usually contribute indirectly to exports, by
acting as domestic suppliers to exporters. Direct export participation is limited,
especially in the goods sector. Internet-enabled MSMEs are an exception, with
very high exporting rates.
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THOUGHT LEADER

When given the chance
to enter new markets,
smaller firms are likely
to respond in a more
rapid and flexible

way than large ones,
playing a key part in
the creation of new
exports.

In Argentina, 30.5% of exports are linked to global value chains. This is mainly
driven by downstream links, with other countries using Argentine agricultural and
mining resources as intermediate products in their exports. Although MSMEs
account for 99% of total firms and 64% of employment, only about 20% of
industrial MSMEs are engaged in international trade.

Moreover, while exporting MSMEs represent 88% of all exporters, they account for
only 9% of Argentina’s exports. Even though there is evidence that industrial
SMEs are strongly integrated in local value chains, just 6% have their principal
supplier abroad and 2% have their key customer overseas. Consequently,
enhancing MSME internationalization is a main aim for our country.

MSMEs face obstacles

Access of MSMEs to global value chains depends on factors at a micro level, such
as productivity, compliance with standards and lack of skills and technology, and at
a national level, such as infrastructure, connectivity, business environment and
taxes. Logistics and access to finance and knowledge often represent obstacles for
MSMEs. It is a challenge to develop strategies for moving from less qualified and
lower production integration stages to segments that are more knowledge-intensive
and promote greater integration with internal production chains.

There are important initiatives at the regional level, such as MERCOSUR projects aimed
at strengthening competitiveness and improving export performance of MSMEs in
regional production chains, which include auto parts, software, and gas and petroleum.
These initiatives facilitate access to business opportunities through technological
training, and incorporating professional marketing instruments. In addition, the
MERCOSUR-Pacific Alliance Dialogue has included MSMEs among the issues for joint
work, alongside considerations on regional value chains and regional accumulation.

Despite the many challenges MSMEs are facing, there are opportunities to create a
dynamic and competitive sector. MSMEs that succeed in joining global value chains
tend to be more productive and innovative than those that do not. When given the
chance to enter new markets, smaller firms are likely to respond in a more rapid and
flexible way than large ones, playing a key part in the creation of new exports.

Eftforts needed to remove barriers

It is necessary to intensify efforts to remove barriers to MSME internationalization,
specifically lack of access to credit and related financial tools, international
contacts and relevant managerial knowledge. Strategies to improve human
resource training and access to technology and knowledge are needed.
Emphasis on quality and standards certification, as well as technical assistance,
may also be important for upgrading.

In this vein, the new Argentine Law on SMEs provides smaller firms with a
simplified regulatory framework that includes incentives for investment, assistance
for productive recovery, productivity promotion and better access to finance.

In particular, e-commerce offers huge potential benefits for MSMEs and can help
ensure developing countries gain more from trade, economic growth and
development. Such benefits depend on a supportive, transparent and predictable
environment. The role the World Trade Organization (WTO) is to play to outline the
parameters governing electronic commerce is essential. The WTO Ministerial
Conference in Buenos Aires in December 2017 is an opportunity to address
issues related to MSMEs and e-commerce as new topics for further work.
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transnational producers in Chinese Taipei; and a regional
one driven by final demand, and FDI from South Africa. A
key finding is that SMEs are better able to enter regional
than global value chains because regional ones tend to
demand less rigorous certification and are not as
consolidated.

Certification

ITC data from firms in Ethiopia, Kenya, the United Republic
of Tanzania and Uganda provide further evidence that
certification and standards within the chain are significant
factors. Figure 5 shows that geographically diversified
firms have greater awareness, understanding of, and
compliance with international quality standards.

This implies that firms that want to connect to
internationally diversified value chains need to increase
their awareness and understanding of, and ultimately their
compliance with, international quality standards.

Standards also affect value chains indirectly, by providing
lead firms with an incentive to consolidate power along the
value chain to ensure the standards are met.

Competition less fierce

Some international buyers set their own private standards
to increase their governing power over the value chain. In
doing so, these international buyers tend to rely on an

FIGURE 5 Global markets require more international quality
standards than regional markets

ever-smaller base of suppliers, which must demonstrate a
strong capacity to supply high-quality products
consistently, based on established product and process
specifications, on schedule and at a competitive cost."”

Competition is fierce for these limited positions. To retain
their place in the chain, suppliers must show that they
consistently meet the requirements set by lead firms. This
generates significant barriers to enter these value chains.
As regional lead firms are less likely to set private
standards, regional chains are usually easier to enter than
global value chains.'®

Buyer-led value chains tend to be more consolidated than
producer-led value chains. These chains, which tend to be
found in retail or consumer products, involve large
international firms that subcontract production. The lead
firms focus on high value added such as design and
marketing. Because buyer-led IVCs tend to rely less on
individual suppliers, they are more likely than producer-led
IVCs to reduce the number of suppliers to save costs. As a
result, it is harder for local suppliers, including SMEs, to
connect to buyer-led IVCs than to producer-led ones.

In contrast, producer-led value chains usually are in high-
tech manufacturing industries, such as the automobile,
aircraft or electronics sectors. Lead firms often own their
suppliers, either through long-term contracts or FDI.

FIGURE 6 Information on regional markets is of higher
quality than for global markets
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Trade is more open

Regional trade agreements (RTAs) make it easier for
international value chains to spread within the region
covered by the agreement.’® RTAs can be particularly
useful in alleviating problems linked to rules of origin.
For example, the pan-Euro-Mediterranean system of
cumulation of origin aims to replace a network of about
60 bilateral protocols on rules of origin with a single
document.2’ Doing so enlarges the area available for
sourcing of components without having to consider local
content requirements of the European Union.

Learning platform

Finally, the region can serve as a learning platform for
further internationalization, acting as an extension of the
domestic market. Firms in developing countries that lack
the ability to integrate into global value chains can focus
on engaging with regional value chains first.?' Such firms
can upgrade their processes via regional cooperation, with
the potential to attain internationally acceptable
productivity and quality standards that subsequently allow
them to participate in global value chains.?

Research for the United Nations in Africa recognizes this
stepping stone function. The Economic Report on Africa®
emphasizes the role played by strong regional value
chains in preparing for participation in global chains given
that regional value chains offer a learning platform and are
easier to penetrate.

Export market information from ITC surveys regarding
buyers, trends, prices and requirements support these
findings (Figure 6). The surveys of a set of East African
firms show that firms connected to regional value chains
tend to have access to foreign market information that is of
higher quality than firms connected to multiregional or
global markets. This implies that foreign market
information is typically superior for regional value chains,
which lowers the entry barrier for firms wishing to connect
with these chains. Once connected to these regional value
chains, firms can gain additional information about other
export markets, opening the door to further geographic
diversification.

This role of regional value chains as a platform for entering
global chains underlines that the two types of value chains
can coexist. Both provide diversification opportunities for
firms. To that end, it is useful to look more closely at the
differences between regional and global value chains.

South-South value chains present
opportunities

This report identifies three levels of geographic
diversification, with multiregional diversification being the
intermediate layer between the regional and global levels.
Like regional value chains, multiregional value chains are
typically easier to enter than global ones. This is partly
because the second region often shares common features
with the home region, related to history, culture, language
and development status.

One example is East Africa and India. While they are
located in different geographic regions, they share
common values that can lower the entry barriers to trading.
In addition to a common history, as evidenced by the
Indian diaspora, these regions are at a similar level of
economic development. Trade among such developing
countries or regions is often called South-South trade.

South-South trade has increased in recent years, due in
part to the emergence of ‘southern’ end markets.?* Such
trade can be key to strengthening the technological and
innovative capacity of developing countries, and offers
SMEs numerous benefits. SMEs can learn from each other
by sharing technology that tends to be less complex, more
affordable and more adaptable than that of more
developed nations. Developing country SMEs also have
expertise and knowledge in building new technologies,
increasing productive capacities and achieving value
addition that is relevant for other countries pursuing a
similar development path.®

South-South value chains are easier to enter. They tend to
emphasize competitive prices rather than standards, and
may have lower requirements on product quality.?® For
example, regional manufacturing chains in Asia, combined
with the regional near-shoring models of Indian service
providers,?” have helped many developing countries
participate in the global market.

Nonetheless, companies in developing and least
developed countries, particularly SMEs, may not benefit
fully from South-South trade, investment and technology
transfer. South-South value chains are still
underdeveloped, while value added trade remains
limited.?® On the one hand, it is necessary to reduce the
barriers to entering South-South markets that SME
suppliers continue to face. On the other hand, a firm’s
main focus should be on improving its capacity to absorb
new technologies that improve productivity and add value.
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CASE STUDY

South-South cooperation: Indian spice company
grows new chilli varieties in Rwanda

Rwanda’s fertile soil and weather conditions are ideal
for growing the most pungent chillies in the world.
This is attractive to Indian companies seeking to
diversify sourcing to satisfy the Indian market’s
fast-growing demand. Akay Flavours & Aromatics is
among such companies.

In July 2016, the company distributed premium
quality chilli seeds to eight selected Rwandan spice
cooperatives, which were seeking to expand their
chilli production. This introduced six new chilli
varieties in Rwanda.

SME COMPETITIVENESS OUTLOOK 2017

Shibu Anandarajan, Vice President at Akay Flavours,
says: ‘The performance of the crop is satisfactory.
The availability of fertile land, water for irrigation and
the young farming community are major strengths of
our chilli cultivation project.’

With technical support from India and a buy-back
guarantee arrangement with Akay Flavours, the trial
plot produced the first batch of chillies in March
2017. The companies are considering expanding
chilli production, and Akay plans to introduce more
varieties. It is also considering setting up primary
processing facilities in Rwanda.

Promoting South-South trade and investment
through SITA

Akay Flavours linked up with Rwandan farmers
through ‘Supporting Indian Trade and Investment for
Africa’ (SITA), an ITC project funded by the United
Kingdom’s Department for International Development
(DFID). SITA is fostering South-South businesses ties
such as this one by promoting trade, investment and
technology transfer among developing countries.

In recent years, countries such as India, China, Brazil
and Turkey have emerged as important actors in
South-South cooperation. They encompass fast-
growing markets for trade, are sources of new foreign




investment, and often have unique expertise in
appropriate technologies and know-how. They play
an important role in strengthening the technological
and productive capacity of other developing
countries, as their technology is often more
affordable or more suited to challenges faced in
other developing countries.

However, many SMEs in developing and least
developed countries are unable to benefit from
South-South trade, investment and technology
transfer. This is often due to lack of export market
information, or the ability to identify the relevant
business or knowledge partner. ITC can offer
assistance by acting as a bridge builder between
regional players.

In its first years of implementation, SITA’s results

have been promising, with achievements in a number

of sectors across the project’s five beneficiary
countries — Ethiopia, Kenya, Rwanda, Uganda, and
the United Republic of Tanzania. Within the spices
sector alone, three leading Indian spice exporters
that participated in a business networking event
indicated that about $3 million in business was
discussed, and by December 2015, orders for more
than $2.5 million had been placed.

Source: ITC SITA Programme.
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Complex business functions:
The key to value

Within international value chains, less competitive firms
tend to engage in the low complexity business functions,
while more competitive firms specialize in more complex
functions. Firms performing more complex business
functions usually capture a higher share of the value
addition and have greater negotiating power within the
chain.

Complexity depends on the extent to which business
functions can be standardized, computerized and
codified.?® The more a firm can standardize a particular
business function, e.g. through use of computer
programmes, the less complex it becomes. Therefore, a
lead firm faces less risk when outsourcing or offshoring
these functions to a third party. The electronics industry
provides a good example of how business functions
amenable to standardization have allowed the global
diversification of value chains. Standardized business
functions are usually outsourced to contract
manufacturers, which produce parts, components and
final products that they provide to the lead firm, which has
the brand name.

Standardizing frees the brand name or lead firm to focus

TABLE 1 Business functions in apparel value chains

on more complex activities such as product R&D and form
design. The lead firm outsources, and often offshores,
lower value-added activities such as manufacturing,
testing and packaging. There is a link between the extent
to which a function can be standardized (codified) and
value added, with more codifiable business functions
having the lowest value added. This relationship is
apparent in Table 1, which ranks business functions
according to complexity. This same ranking was used for
the horizontal axis of Figure 1, shown earlier in this
chapter.

The most common way to look at the relationship between
complexity and value added is using the so-called smiling
curve of international value chains.® This curve represents
the relationship between upstream, midstream and
downstream value chain activities and their value added
(Figure 7). Here, upstream and downstream activities tend
to be of high value-added services.

Services are critical to value chains, either as the glue that
holds chains together or as direct inputs for production.
For example, professional services such as engineering
contribute directly to the production of goods; transport
services allow firms to move intermediates and final goods
within an IVC. Case study evidence from Asia and the
Pacific suggests that services account for, on average,

Business function | Functional capabilities Skills required Supplier tier Country/region examples
Assembly: cut, Suppliers focus on production Understand foreign buyers’ Marginal Cambodia, Viet Nam,
make, trim alone; suppliers assemble preferences and requirements, suppliers sub-Saharan Africa and
imported inputs following buyers’ including international standards the Caribbean
specifications. for price, quality, and delivery.
Original Suppliers take on a broader range Production expertise on different Preferred Bangladesh and
equipment of tangible, manufacturing-related activities. Understand the upstream | suppliers Indonesia
manufacturer functions, such as sourcing inputs, and downstream segments of the
packaging and inbound logistics, chain from buyers.
in addition to production.
Original design Suppliers carry out part of the full Innovative skills in new product Strategic European Union, Turkey,
manufacturer production package, including development. suppliers India and China

pre-production processes, design
or R&D.

Original brand
manufacturer or
lead firm

Suppliers acquire post-production
capabilities and are able to
develop products under their own
brand names.

Innovative skills in marketing and
consumer research.

Chain coordinator

Service providers

Firms no longer rely on buyers for
any functions and establish their
own distribution channels.

Foreign investor

Hong Kong SAR,
Chinese Taipei,
Singapore, Malaysia,
Republic of Korea

Source: ITC, adapted from: Gereffi, G. and Frederick S. (2010).
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about half of total costs in manufacturing value chains,
although the exact figure varies considerably across
firms.®!

Services activities are often key to the ability of firms to
upgrade along the value chain. A regulatory stance that
favours services activities can help reduce economic
isolation, by boosting transport and communications
connectivity, in particular for landlocked countries.®

IVCs that only provide services, however, do not follow a
linear chain in which the output of one stage is the input of
the next one. Moreover, it is not possible to generalize
about where services are located in the chain based on
their value added.

Human capital inputs, such as skills and experience,
mainly determine value creation in services, as do
institutions, such as a legal system to enforce contracts.®
The higher the educational requirements or human capital
needed, to carry out business functions, and the greater
the number of contracts that must be executed to
complete it, the higher the value added by that function
and the salary earned by employees performing it.

Midstream activities, such as manufacturing and
standardized services, tend to be lower value added. This

FIGURE 7 The smiling curve of international value chains

is partly because they can be easily codified and
standardized. Advances in information and
communications technology (ICT) have made midstream
activities ever more standardized and therefore lower value
added, deepening the smiling curve (Figure 7).%* On the
other hand, upstream and downstream activities continue
to be specialized and must be customized per region. This
explains why the three lines in Figure 7 converge at the
midstream activities, but diverge upstream and
downstream.

Given that business functions related to goods and those
related to services are interlinked in value chains, countries
have the scope to move away from the middle of the
smiling curve by developing service sector activities. In
Viet Nam, for example, while the ICT sector is booming,
most employment growth has been in low value-added
assembly activities.*® At the same time, the country has
started developing very successful activities in software
services and business process outsourcing, primarily for
export. The government has provided a supportive
environment for this kind of growth and cross-pollination,
but more work is needed. A top priority in improving the
business environment is fostering a dynamic start-up
ecosystem, with effective links among universities, the
private sector, and technology-intensive foreign firms.2¢

Basic and applied R&D,
design, commercialization

Value added

Standardized services
Low complex manufacturing,
e.g. assembly

Marketing, advertising and brand
management, specialized logistics,
after-sales services

By
Q€

Upstream activities, high value added,
specialized tasks

Source: ITC, adapted from Stan Shih (1992).

Midstream activities, low value added,
standardized tasks

v

Downstream activities,
high value added, specialized tasks
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The case of East African firms

Based on a dataset on 515 East African firms connected
to international value chains, it is possible to map out their
activities in a way that illustrates value chain dynamics.
Figure 8 is based on information from the dataset on the
complexity of business functions and on the nature of the
firms and value chains.

Figure 8 provides a snapshot of the engagement of East
African firms in regional and global value chains in three
sectors, namely cotton, textiles and apparel; pulses; and
sunflower oil. It plots separately the share of firms engaged
in business functions of low, medium or high complexity.”

The complexity of business functions ranges from
codifiable operations, such as contract manufacturing, to
more specialized higher value-added functions. For
example, in the pulses value chain, low complexity
business functions include cleaning, peeling or colour
sorting the pulses, while higher complexity business
functions involve complex processing stages, such as
retail packaging and branding.

FIGURE 8 East African firms’ engagement in international
value chains, per industry
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lengths show the share of firms engaged in business functions of low, medium or
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Source: ITC calculations based on ITC SITA firm-level surveys.

Figure 8 shows that the surveyed East African firms are
mostly supplying to global value chains and are less
integrated in regional value chains. The situation is
opposite to that of all other regions of the world, where
regional value chain trade is prevalent. In addition, the
Figure indicates that these firms provide business
functions of low complexity. Products and services of low
complexity are generally associated with low value added
and low bargaining power of SME suppliers. Both results
suggest that African firms can better capitalize on their
home region: regional value chains present opportunities
for SMEs to expand and upgrade by supplying more
complex business functions

International value chains make it easier for firms to sell
their outputs abroad as they no longer have to produce a
full product from start to finish. Regional, as opposed to
global value chains, have lower entry barriers, as the
regional market shares many commonalities with the home
market. In addition, regional value chains tend to have
lower certification requirements and are less consolidated
than global value chains, making it easier for firms to
connect to them.

For these reasons, international value chains tend to form
regional clusters. This is true in Europe, Asia and North
America. African firms typically export outside their region,
but perform low complexity functions of the value chain.
These findings suggest that there is scope for African firms
to reap the benefits that the region can bring in their
internationalization process.
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CHAPTER 2

Regional integration, value chains and SMEs

The landscape of international trade has changed in the
past three decades. In addition to the rise of international
value chains (IVCs), the world has seen a new wave of
trade integration initiatives. While trade negotiations at the
multilateral level have slowed down, there has been a
proliferation of trade agreements at the regional level as
well as a new generation of integration initiatives with
wider and deeper policy coverage. Two phenomena — the
growth of international value chains and deeper regional

FIGURE 9 Trade agreements become deeper

integration — are the defining elements of contemporary
trade policy. They are also likely to have been mutually
reinforcing.

The number of preferential trade agreements (PTAs) has
increased steadily since the 1990s (Figure 9), with a
coverage that is mostly regional. Nowadays, they are the
dominant expression of international governance in trade
policy for many WTO members.
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The new generation of regional trade agreements (RTAs)
has a coverage that has no equivalent at the multilateral
level. These ‘deep’ trade agreements go beyond market
access provisions and tariff commitments. Their provisions
aim to deepen commitments covered by WTO rules, such
as on technical barriers to trade and sanitary and
phytosanitary measures. They include behind-the-border
policies, covering policy areas such as public
procurement, SMEs and gender equality, and go beyond
the existing WTO mandate to areas such as visa and
asylum and labour market regulations.

These treaties cover substantially more provisions than
traditional (or shallow) RTAs, which focused mostly on tariff
reduction, as shown in Figure 10. The number of policy
areas covered by legally enforceable provisions included
in PTAs went from an average of about nine in the 1990s
to more than 17 in the past five years.*® Figure 10 loosely
maps the relation between the geographic scope of trade
agreements and their depth.

Another development is renewed interest in the role of soft
and hard infrastructure for trade. To reap greater benefits
from trade and investment, regional integration initiatives
increasingly seek to capitalize on the complementarity
between soft and hard infrastructure. Examples of this are
the Belt and Road Initiative launched by China and the
initiative for the Integration of Regional Infrastructure in
South America.

Spurring sustainable value chain activity

The national policy environment is critical in determining
the extent to which a country participates in international
value chains. Supportive policies span multiple fronts,
from trade and investment to areas such as social policy,
taxation and infrastructure. The type and scope of
adjustments needed in these policies are linked to a
country’s position in international production networks. For
developing economies, a central concern is ensuring that
involvement in value chains works for the overall
development of the country, from jobs to sustained growth.

Although the list of policy actions that can be conducive to
value chain activity is long, it is most likely to include the
following:

m Leverage trade with investment, and infrastructure.

m Attract value chains and make them work for
development.

m Capitalize on the home region’s value chains,
institutions and innovation capacity.

Leveraging trade

Past regional economic integration focused almost
exclusively on trade. This is no longer the case. Investment
and infrastructure are growing in importance, in part
because of the way in which regional integration is
entwined with the expansion of international value chains.

To integrate successfully into value chains, countries need
to score well in a variety of areas. Sharing in international
production places bigger demands on trade policies and
infrastructure than traditional trade in final goods.

As global investment sees a modest recovery, and
projections for 2018 are close to $1.8 trillion, developing
countries will have more opportunities to attract foreign
investment.®

For developing economies, attracting value chains often
means ensuring that lead firms invest in the country. The
investment climate is a key factor in decisions by such
firms about whether to produce or sell in a country.

This puts the spotlight on investment protection.

In the world of fragmented production networks, the level
of investment necessary to start production is lower than
to build an entire product or sector, but guarantees to
investors are ever more important. Furthermore, for many
developing countries, foreign investment is the primary
source for financing soft and hard infrastructure.

FIGURE 10 Geographic scope and depth of different types
of agreements

Regional Multilateral

Level of multilateralism

Bilateral

At the border

Behind the border
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Note: GATS: General Agreement on Trade in Services; GATT: General
Agreement on Tariffs and Trade; SPS: WTO Agreement on the Application of
Sanitary and Phytosanitary Measures; TBT. WTO Agreement on Technical
Barriers to Trade; BIT: bilateral investment Treaty; BTA: bilateral trade
agreement, CU: Customs Union; DTT: Double Taxation Treaty; RTA: regional
trade agreement.

Source: ITC.
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Investment in soft and hard infrastructure is critical
because of its impact on the cost of production and
transport. Research shows that each additional day goods
are in transit is equivalent to facing an ad-valorem tariff of
between 0.6% and 2.3%.%° Moreover, each additional day
of shipping decreases trade potentials by 1%.*' Given the
importance of parts and components in value chains, it is
of concern that they are the goods most affected by time
delays. In addition, delays affect South-South trade
relations.*? Timely delivery of goods is essential in
international value chains. Delays can multiply through the
entire production network, jeopardizing customer orders
and increasing production costs. Coordinating production
networks on a global scale requires world-class connectivity.

Connectivity needs to involve soft and hard infrastructure.
Examples of soft infrastructure are efficient customs
clearance procedures, simple investment laws, clear
standards and human capital. Soft infrastructure is
especially critical for services providers. For example,
choices on locations for offshoring are likely to be driven
by considerations related to the education and language
abilities of the workforce.

Hard infrastructure requirements are usually linked to
transport, including efficient air and naval ports, as well as
the ability to circulate with ease inside the country.
Investments in hard infrastructure, however, are unlikely to
bring full benefits unless deficiencies in services markets
are addressed simultaneously.

Upgrading services such as transport, which can be
achieved through greater competition, supports
productivity upgrading in goods markets. Other services,
including engineering and research and development,
produce knowledge that can benefit the wider economy.
Existing growth models suggest that supporting such
activity can be important in promoting medium to long-
term economic growth.

Making value chains work for development

While attracting value chains provides opportunities for
economic gains, these are not automatic. A recent World
Bank report provides an insightful policy framework for
entering value chains, expanding and strengthening such
participation and ensuring that it contributes to sustainable
development. The report also offers strategic questions
and specific policy options.*

Entering IVCs hinges on the capacity of a country to attract
foreign investors and the capability of domestic firms to
join IVCs. Expanding IVC participation requires promoting
economic upgrading and densification, and strengthening
firm-level capabilities.

If the benefits of value chains are to be harnessed for
economic development, there must be transfer of
technology and know-how across borders. Moreover,
SMEs in developing economies must be competitive, able
to join IVCs, operate successfully, and upgrade or expand
their operations.

A services agenda

Upgrading within value chains depends on access to
high-quality, reasonably priced services inputs. This
underlines the significance of servicification of production,
even in goods markets. For example, a goods manufacturer
moving from assembly into component production requires
substantial engineering services. Some of the high value-
added activities of value chains, such as research and
development or marketing, are services.

Upgrading to higher value-added activities is therefore in
part a services agenda. It is difficult or even impossible if
services markets are not performing well. To promote
upgrading, governments need to provide a supportive
business environment and investment climate. Above all,
though, the private sector itself is responsible for this agenda.

Human capital and regulation are also important in
stimulating upgrading. Inefficient regulation increases costs
and decreases variety and quality, ultimately holding back
goods exports. The most significant step governments can
take in regulating services markets is to reduce
discrimination favouring incumbent firms over new ones,
whether domestic or foreign.

In addition to cutting formal costs of entering the market, it
is vital to address other barriers. While these may serve
useful purposes, they can restrict competition in some
circumstances. Standards are one such example.
Although they are necessary for regulating the market,
large incumbents can use standards to prevent the entry
of new firms with alternative technologies.

Governments need to establish a broad-based pro-
competitive regulatory stance in services, including by
restricting the anticompetitive use of instruments such as
standards or intellectual property. This is particularly
important for SMEs, which can be blocked from entering
markets. A dynamic start-up ecosystem, that includes
technology and services, helps SMEs get into the market,
grow and develop into larger firms.

South-South partnerships

When attracting value chains, developing economies can
aim to harness South-South opportunities. With a growing
middle class, high demand for resources, updated
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technology and know-how, large emerging economies
host suitable lead partner firms for enterprises in most
developing economies.

For example, the technology of emerging economies is
more relevant to the specific needs of other developing
countries. It is easier to adapt, less complex and usually
more affordable. Emerging countries can share their
experience with countries that follow a similar development
path, and benefit from a lead role in value chains.

Durable value chain relationships

Another factor in determining whether value chains bring
economic development is the degree to which lead firms
develop ties with suppliers that lead to upgrading and
competitiveness. Governments and other bodies can help
to ensure that lead firms do not operate as islands, but
rather form durable relationships with domestic suppliers
of both goods and services.

One area for government action involves institutions and
contract enforcement. Lead firms will only develop a local
supplier base if they can be sure that the local firms will
stick to their commitments, so it is crucial that there is a
reliable and cost-effective enforcement of contractual
obligations. Business support institutions, meanwhile,

can facilitate information flow between lead firms and local
suppliers. In many cases, it is necessary to coordinate
firms of different sizes, from large tier one suppliers to
SMEs in tiers two or three.

Moreover, governments can work in partnership with the
private sector to help local firms, particularly SMEs, to
establish a reputation for quality and reliable supply. When
local firms are competitive, their proximity gives them an
advantage over foreign suppliers, producing an incentive
for lead firms to invest in local relationships.

The overall investment climate also helps to nurture the
relationship between lead firms and local suppliers.

A strong investment climate provides firms with an
incentive to invest in local capacity development over the
medium term; a weak one makes lead firms reluctant to do
so. Instead they are likely to focus on making use of a
single resource, such as low-cost labour. Improving the
investment climate is therefore crucial as part of the drive
to develop and upgrade suppliers.

Turning IVC participation into sustainable development
requires promoting social upgrading and cohesion as well
as environmental sustainability.** Complementary policies
are important for upgrading in services and goods value
chains, and for joining them. Among such related policies,
social policies take precedence. The impact of

globalization is ‘more sudden, more selective, more
unpredictable, and more uncontrollable’ and tends to be
caused by a fast-paced technological change and the
fragmentation of production.* As such, ensuring social
safety is a necessary precaution to take when expanding
regional integration and the country’s presence in IVCs.

Capitalizing on the home region

This report’s regional analysis (Chapters 5 and 6) indicates
that unrealized export potential frequently lies in the home
region, presenting opportunities for trade expansion. The
home region is a safer testing ground for domestic
companies aspiring to sell abroad. Joining regional value
chains is easier and acts as a stepping stone to
internationalization.

By pooling resources and undertaking coherent joint
policies, developing countries can become more attractive
to value chain players, drawing and developing larger

TABLE 2 Cross-border innovation policy instruments

Strategy Analytical exercises and mappings

and policy
development

Benchmarking and policy learning

Joint branding of the cross-border area

Cross-border innovation advisory services

Technology
transfer and ) . .
innovation A(tjwsqry siarvtlces to spin off and knowledge-
support intensive start-ups
Other technology transfer centres and
extension programmes
Science and Cross-border science and technology parks

technology parks
and innovation
networks

Cluster or network initiatives

R&D Support Joint public research programmes

Joint research infrastructure, shared access to
research facilities

Cross-border private R&D funding
programmes (generic and thematic)

Educated and Scholarships/student exchanges

skilled workers
Joint university or other higher education
programmes

Talent attraction and retention or mobility
schemes

Cross-border labour market measures

Other instruments | Financing

Public procurement/border as a source
of innovation/ innovation awards

Source: OECD (2013).
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segments of value chains. Regional institutions play a key
role in such a scenario. If TISIs view integration as making
sense economically, they may seek to work with other TISIs
in a number of domains. This type of collaboration may
mean giving up a degree of competitive advantage for
individual businesses in return for improved effectiveness
and efficiency, and overall economic gains in the long run.*

Becoming an innovation hub requires that the host country
has world class research infrastructure and skilled labour,
as well as a high degree of interaction between firms and
organizations that produce and diffuse knowledge, such as
universities, research centres and industrial organizations.*
Other important factors include the presence of other
multinational enterprises active in research and
development, public incentives to encourage research and
development, and the enforcement of intellectual property
rights. Market size can also be a significant element.

These requirements can be hard to obtain for a single
country, especially a developing one. Well integrated
regions can work towards becoming a regional know-how
hub. Innovation ties can span regional borders. An OECD
report provides practical guidance on innovation-driven
economic development, types of governance and policy
tools to facilitate cross-border collaboration for innovation
(Table 2).4

Working across borders can complement other regional
interactions. Innovating with a cross-border partner
requires a degree of openness, which can be a first step
towards internationalization. This is especially relevant for
SMEs, which often lack capacity to engage in innovation
and knowledge sourcing activities on a global scale.

From shallow to deep integration

For over 70 years, GATT/WTO, facilitated gradual trade
opening through eight rounds of multilateral trade
negotiations, reducing the average ad-valorem tariff on
industrial goods from about 40% in the late 1940s to below
4% currently and expanding membership in the multilateral
trading system from 23 to 164 economies.*

While the elimination of import tariffs is at the core of the
GATT/WTO mandate, efforts to reduce trade barriers have
also focused on non-tariff measures (NTMs). Despite
difficulties in measuring the trade consequences of NTMs,
these are estimated to be large, with some studies
suggesting double the impact of tariffs.*® SMEs are likely
to be hit particularly hard. A 10% increase in burdensome
regulations is associated with a 3.2% decrease in the
export value of small firms and 1.6% decrease in the
export value of large firms.®’

While member governments did not negotiate directly over
the level of NTMs as they did over tariffs, the GATT
contains several provisions to prevent countries from
substituting alternative forms of import protection for tariffs.
There are also several provisions to protect the erosion of
negotiated market access agreements through behind-
the-border NTMs.5?

A number of separate WTO agreements have specific
rules affecting NTMs. The WTO Agreements on Technical
Barriers to Trade and Sanitary and Phytosanitary Measures
strengthen obligations on non-discrimination and national
treatment regarding certain domestic regulations. In
addition, the WTO Agreement on Subsidies and
Countervailing measures goes beyond the scope of the
GATT on domestic subsidies.

The WTO Agreement on Trade-Related Aspects of
Intellectual Property Rights outlines new commitments for
the treatment of intellectual property, and is viewed as the
most constraining of WTO deep integration initiatives. The
WTQO'’s General Agreement on Trade in Services extends
the market access focus of GATT to trade in services and
goes ‘behind the border’, notably in members’ schedules.
The Agreement on Trade-Related Investment Measures is
an effort to establish rules on the treatment of foreign
investment.®

In spite of progress through multilateral negotiations, for
many countries the WTO has not moved fast enough. In
the context of IVCs, countries may wish to deepen their
commitments so that crossing borders for international
shared production is seamless. This has contributed to the
new generation of deep PTAs.

The scope of trade agreements now goes beyond tariff
commitments. In current bilateral, regional and multilateral
negotiations, the focus is on intellectual property rights,
services, public procurement, sanitary and phytosanitary
regulations, competition policy and investment. Regional
integration in such areas is being promoted by PTAs that
have become known as deep agreements because of their
large scope.

Main elements in these PTAs correspond closely with
policies that are conducive to spurring value chain activity.
Indeed, the design of the newest generation of integration
agreements appears to be geared towards facilitating
value chain integration. According to IMF, ‘the pattern of
deep agreements is shaping and is shaped by global
value chains’.*

Deep PTAs are likely to stimulate the creation of IVCs, and
countries already involved in IVCs may be more likely to
sign deep PTAs. Some analysts find that the emergence of
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production networks in Asia has encouraged and shaped
the region’s trade agreements.% Recent empirical studies
show that higher levels in production network trade
between member countries increase the probability of
signing deeper agreements, especially for countries with
different income levels.*

The spreading of production across multiple borders
creates pressure for governance relating to behind-the-
border policies, not just low tariffs. Supply chain trade
involves ‘the whole trade-investment-service-intellectual
property nexus’ and requires smooth two-way flow of
goods, services, people, ideas and investments.®” Deep
bilateral and regional trade agreements seem to be
narrowing the gap in supply chain governance by including
disciplines and commitments that often go substantially
further those of the multilateral trading system.

PTAs have emerged as negotiating forums to discipline
IVCs and help capture this increasing demand for deeper
integration.®®

Trade and investment under one roof

Over past decades, multinational companies have
expanded their value chains through intra-firm trade,
greenfield investments and mergers and acquisitions. As a
consequence, fragmentation of production has created a
strong trade and investment nexus. Figure 11 shows, for
instance, a close complementarity between FDI and trade
in China and Viet Nam through production sharing. This
relationship also holds across countries within a given year
(Figure 12).

Given that trade and investment are increasingly
intertwined, whether a country is included in IVCs hinges
on regulations regarding FDI as well as trade policy.
The surge in bilateral investment treaties, or BITs,

(also referred to as international investment agreements
and investment guarantee agreements) in the 1990s
appears to have helped emerging markets to attract
offshored manufacturing jobs and factories, contributing
to the spread of international production networks.>®

More recently, countries have increasingly incorporated
investment into their PTAs. Following the trend set by the
North American Free Trade Agreement (NAFTA) in 1994,
most PTAs now combine provisions on protecting and
promoting investment, as traditionally found in BITs, with
provisions on investment and comprehensive trade in
services coverage.®

This inclusion of investment provisions in PTAs has led to a
new type of trade agreement that has no equivalent at the
multilateral level.8' The WTO covers investment only
partially, with rules limited to those in the GATS on the
supply of services following an investment (commercial
presence, Mode 3), and in the Trade-Related Investment
Measures Agreement. By adding market access and
regrouping trade and investment provisions under the
same agreement signed for an indeterminate period,
some experts contend that PTAs with investment
provisions offer a better package of disciplines for
investors than BITs.®?

FIGURE 11 Linkages between foreign direct investment and value chains — China and Viet Nam
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FIGURE 12 FDI and value chains go together
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Since the turn of the century the number of newly concluded
BITs has been falling, while the inclusion of investment
chapters in PTAs has maintained momentum (Figure 13).
Of course, one reason behind the slowdown in concluding
new BITs is that nearly 3,000 BITs are already signed, and
most bilateral relationships are already covered.

Coherence when integrating trade and investment is a
key to attracting value chains

Bilateral investment treaties are making a difference.®

In a 2007 survey of 602 multinationals, 67% said that these
treaties influence their investment decisions in developing
and transition economies.®

These FDI flows have an impact on value chains. ITC
research shows that both bilateral investment treaties and
regional trade agreements with investment provisions
attract value chains.® BITs encourage lead firms to
outsource business operations and contract services from
suppliers in the countries where the treaties are signed.
Thanks to the legal guarantees these treaties offer to
investors, they tend to set up foreign affiliates and work
with local suppliers.

Deep regional trade agreements with investment
provisions go even further — in addition to the benefits of
BITs, they allow local firms to join value chains by exporting
their business operations to firms abroad, which are
engaged in value chains.

FIGURE 13 Evolution of the framework of investment rules
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Taxation kept outside

Double Taxation Treaties (DTTs), which prevent excessive
or double taxation of multinational companies, also affect
trade flows. For countries hosting transnational
corporations or participating in IVCs, tax coordination is a
key concern. DTTs have emerged as international legal
instruments concluded between two or more countries
primarily to relieve juridical double taxation, considered
one of the most visible obstacles to FDI.%¢

Double taxation is when two or more countries levy tax on
the same declared income, placing a considerable
financial burden on firms with a cross-border presence
and hindering the regional movement of capital. In such
cases, a multinational company pays tax on the same
corporate income twice, in two different countries — once
to the tax authorities of the foreign country that is host to
the economic activity, and once to the tax authorities of the
home country, where the parent company is
headquartered.

Bilateral DTTs, now totalling more than 3,000 worldwide,
have remained outside of the network of PTAs and mega-
regional trade pacts.®” Only half of DTT relationships are
also covered by a BIT.% Mirroring the spread of BITs
around the world,®® DTTs first grew quickly between
developed countries and then expanded in the 1980s and
1990s to accords between developing and developed
countries. By 2008, these accounted for more than 50% of
DTTs signed.”

Most bilateral DTTs are based on either United Nations or
OECD Model Tax Conventions. While the OECD model
treaty favours residence taxation that benefits countries
with net posi