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Foreword

This volume brings together the results of analysis and policy
research undertaken within, on behalf of, or in collaboratlon
with Foreign Affairs and International Trade- Canada over the
past year. Launched in 2001 as part of the response to. the Gov—
ernment of Canada’s Policy Research Initiative, a government-
wide effort to re-create and expand its research capacity, the
Trade Policy Research series is now in its sixth edition.

Previous volumes have traced the debate in trade policy cir-
cles since the watershed developments at the 1999 WTO Minis- -
terial in Seattle, following the progress of the Doha Round,
touching on topical issues, including the surge in regional trade
agreements, and showcasing research and analysis conducted
within the Government of Canada on various aspects of trade
policy and economic globalization more generally.

This year’s volume continues in that vein. Part I provides a
report on a roundtable discussion by international trade experts
on the prospects for the Doha Round, taking into account the
geopolitical and international macroeconomic context, as well
as looming developments on the political calendar.

Part II compiles the papers presented at the conference In-
tegrative Trade between Canada and the United States—Policy
Implications, organized by Carleton University’s Centre for
Trade Policy and Law, Ottawa, December 6, 2006. The papers
in this part examine the implications of the re-shaping of inter-
national commerce through the on-going fragmentation of the
production process for our conceptual understanding of trade
and investment; the issues posed for statistical agencies in grap-
pling with the changing international industrial landscape; and
the implications of these developments for the trade policy
community.

Part III includes two papers addressmg regional trade is-
sues: an assessment of the impact of trade with Canada on US
state-level jobs and output, updating and expanding an earlier
study on this theme included in Trade Policy Research 2004,
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and an assessment of the impact of free trade agreements on
Canada’s automotive sector.

Through this volume, Foreign Affairs and International
Trade Canada seeks to continue to contribute actively to the
discussion concerning the role of international trade and in-
vestment in Canada’s economy and in the global economy more
generally, to continue to work in the spirit of the broader com-
mitment of the Government of Canada to stimulate the devel-
opment of its applied research capacity, and to further develop
links with professional and academlc researchers in the field of
international commerce.

This volume was produced under the guidance of Anthony
F. Burger, Chief Economist, Forelgn Affairs and Intematlonal
Trade Canada. -

The Editor
- Ottawa
March, 2007

i




Part I

Multilateral Trade Issues




A New Realism in the Doha Round?
A Roundtable Discussion

John M. Curtis and Dan Ciuﬁak*

On March 2-3, 2006, a group of leading observers of the inter-
national trade and investment scene gathered in Ottawa for an
informal discussion of the prospects for the Doha Development
Agenda in view of the progress in negotiations made at the
Sixth Ministerial Conference of the World Trade Organization
(WTO) at Hong Kong, China, December 2005. The roundtable
discussion was sponsored by the Centre for International Gov-
ernance Innovation at. the University of Waterloo and the Inter-
national Development Research Centre, in coordination with
the Department of Foreign Affairs and International Trade. The
talks focused on the progress of negotiations and the prospects
for an ambitious outcome, taking into account the geopolitical
and international macroeconomic context, as well as looming
developments on the political calendar. This note represents the
Chair's thematic summary of the discussions. As these were
held under Chatham House rules, no attribution is given. Re-
sponsibility for the interpretation of the discussion rests entirely
with the authors. Although the prospects for a successful con-

clusion of the. Round remain in doubt, the analysis is still rele-. /"

vant.

* John M. Curtis was at the time Chief Economist and Dan Ciuriak
Deputy Chief Economist, Foreign Affairs and International Trade Canada.
The views expressed in this Chapter reflect the discussion at the roundtable
and are not to be attributed to Foreign Affairs and International Trade Can-
ada or to the Government of Canada, to the Centre for International Govern-
ance Innovation, University of Waterloo, or to the International Develop-
ment Research Centre. .



Introduction .

With the benefit of now a half-decade's worth of perspective, it
is clear that the Doha Development Agenda was pre-destined to
delay and quite possibly to modest results.

Trade agreements have commercial Ob_]eCtIVGS but the
Doha Round was launched in good measure as an international
political response to 9/11. At the launch date of what became
known as the Doha Development Agenda in November 2001,
the commitments of the Uruguay Round had not been fully im-
plemented, let alone absorbed. The technical groundwork for a
new Round had not been laid; movement on the built-in agenda
mandated in the agreement that concluded the Uruguay Round
had been negligible. And the major looming challenges. for
world trade were to absorb the impact of the then imminent ac-
cession to the World Trade Organization (WTO) of China and
the expiry of the textiles and clothing agreement. - .

Contextually, the Doha Round was launched at a point in
time when the so-called Washington Consensus on economic
policy was unraveling in the wake of a stunning series of
emerging market crises that had begun with the Mexican finan-
cial crisis in 1994. Governance issues were literally exploding
with anti-globalization protests at one international venue after
another.

And two of the key issues in the Round were to be devel-
opment and agriculture; as one indicator of the difficulties
posed by these issues, the need to address them in the multilat-
eral trade system was first noted in a report to Members of the
General Agreement on Tariffs and Trade (GATT) back in 1958
by a panel of leading experts chaired by Gottfried Haberler.
Four rounds have been completed since then; while some disci-
plines were adopted as part of the Uruguay Round outcome, ag-
riculture and development remain major issues:

Complicating matters was the fact that some developmg
countries had come to feel that they had been, in the words of
one observer at the Roundtable, "ambushed" in the Uruguay
Round and were seeking a rebalancing of the results of that
Round (which would of course not be in the interests of con-
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stituencies in the industrialized world such as the pharmaceuti-
cals that had pushed for the Uruguay Round). Nor did it help
that the first concrete steps on agriculture after Doha had been
backward—the European Union's extension of the Common
Agricultural Policy (CAP) in 2003 and the US Farm Bill of
2002 which expanded US agricultural support quite substan-
tially.

Given the scale of the challenges, it is at least arguable that
the Round progressed, all in all, rather well through its first four
years—and indeed not out of line with what in retrospect would
have been reasonable expectations. Consistent with this ex-
pressed optimistic view, the hard slogging in Geneva and vari--
ous Ministerial meetings (plenary and mini) might well have
served to bring expectations into line with a feasible outcome,
finally allowing the Round to enter what one observer termed
an "Age of Realism" in which the final moves toward agree—
ment might be quickly and decisively taken. .

Or not. Contemporary assessment of major events is ham-
pered by the stubborn indeterminacy of the future—which in
small part at least reflects the fact that contemporary assessment
is itself part of the analytlcal feedback that plays into ultlmate
outcomes.

The following is a synthesis of the thoughts and views of
close observers of the trade scene as regards the state of the mul-
tilateral trade negotiations and more generally of the global trade
scene, as they were put forward and discussed in Ottawa shortly
following the Sixth Ministerial Conference of the World Trade
Organization (WTO) at Hong Kong, China, December-2005. -

Is the Round still ""doable"?-

At the roundtable, it was argued that the outcome of the Doha

Round negotiation turns on several inter-related questions:

* whether there is a persuasive commercial case for the round;

* whether a deal can be configured that meets the commercial
objectives, with a reasonable balance of negotiating gains
and concessions for all Members, and that is at the same time
politically feasible; and ‘



* whether such a deal can be put together in time—which for

© practical purposes means by July 1, 2007 when US Trade
Promotion  Authority (TPA) expires, or in such additional
time as might be provided by an extension of the TPA?

Is there a commercial case for the Round?

Who is interested in the Round? In response to this question, it
was noted that the lobbyists do have clients in a number of sec-
tors and that all their clients want a big result from the Round.
So there is business interest. This may be more apparent in the
United States where the trade policy process is more directly
business driven than in Europe, where it is very hard and time
consuming for interest groups to press their views; given the
layering of institutions (national governments, European Bus1-
ness Associations; and the Brussels bureaucracies).

The breadth and intensity of the interest is not clear, how-
ever. Some developing country observers, for example, see an
"interest deficit" in the OECD countries—that is, there is no in-
terest in opening up, especially in agriculture. Thus, it was
noted, the agreement at Hong Kong to limit sensitive sectors to
three percent of all tariff lines provided no assurance of market
access gains since developing countries often have exports con-
centrated in a handful of tariff categories. The three percent
carve-out could cover all areas of interest to many developmg
countries, it was suggested.

And some countries have diametrically opposed interests to
improved market access—their concern is preference erosion, a
major consideration for a large number of the poorest countries.

Accordingly, while it was argued that there is “money in
the Round”, when one tries to pull together a comprehensive
perspective on interest in the Round, the result is a rather con-
fused and not totally persuasive picture.

The political jigsaw puzzle

That being said, it was suggested that the shape of a deal that is
do-able in commercial terms is reasonably well understood. In-
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deed, one observer argued, if the trade negotiators from the top
twenty or so trading economies were to write down their view
of such a deal, there would be a high degree of convergence of
views. The question is whether we can get there politically, do-
mestically and internationally — i.e., is there a feasible solution
in political economy terms?

On the one hand, a deal that would brmg the then 149
WTO Members into the fold would, it was argued, maximize
the pain for the advanced countries, with greater agricultural
reform in the EU and the US than had been forthcoming to date.
It would also require more in the way of market access conces-
sions from the big emerging markets than has been. put on the
table so far. On the other hand, a small deal would reduce the
pain for the advanced countries but would not be saleable either
to the US Congress or to developlng countries, partlcularly the
least developed. :

Much was seen as depending on the Un1ted States and the
European Union.

The situation in the United States was seen as problematic
if the July 1, 2007 TPA expiry deadline were not met since the
case for extension was not there. The gloomy view was that,
with the Administration's approval rating in "free fall", the De-
mocrats had no incentive to bail it out. But some held out hope
that, by January 2007, with Congress re-shaped by mid-term
elections and the unfolding of political and economic events, a
case for extension might be made. “Trade votes, it was pointed
out, have not been won on economic arguments.alone: Foreign
policy and security got us into this mess and will get us out of
this mess". In support of this view, it was noted that, while the
declining polls for the Administration have stimulated protec-
tionist rhetoric in Congress, potential presidential candidates
had largely stayed "above the fray" on trade protectionism. As
well, recalling that the Uruguay Round agreement was reached
shortly after the United States brought in Robert S. Strauss, an
individual with a reputation as a "closer", to hammer out a deal,
some expressed hopes that Ambassador Portman, an individual



who vslras popular in Congress, might similarly be the man of the
hour. : :

As regards the European Union, some questioned whether
the chief EU negotiator could actually go beyond the still-
inadequate package on the table: Is the EU negotiating posture a
charade, it was rhetorically asked? If not, what does Commis-
sioner Mandelson have to do to get a change? In response, it
was pointed out that, while the EU negotiating process is indeed
cumbersome, the history of the Uruguay Round shows that
movement is possible. The 1992 reforms to the Common Agri-
cultural Policy (CAP) engineered by Commissioner McSherry
made the Uruguay Round agreement possible, as Roundtable
participants were reminded. The McSherry plan, it was ob-
served, arose as a result of international pressure placed on
Europe during the Uruguay Round (Blair House being the key
meeting that set up the EU move). Importantly, it was further
argued, the farm situation in France, which has been the key
stumbling block for CAP reform, is changing. Popular sympa-
thy for the CAP had historically been based on the notion that it
helped small farmers; in reality, the CAP funds flow mainly to
large farmers (In fact, it was indicated, the Queen of England
and the Prince of Monaco have been identified as major benefi-
ciaries). This is becoming increasingly understood,” which is
causing a shift in public opinion. The European poor are the
main losers from the CAP and consumer attitudes against high
food prices are hardening. At the same time, French farmers are
becoming aware that they can become competitive (including
through greater use of genetically modified crops). The French
support freer trade by a margin of 60-40, it was asserted, prefer-
ring the movement of goods to the movement of people. The EU
debate is thus changing and chances of a breakthrough should not
to be entirely written off. However, timing is uncertain: as is the
case with tectonic plates, pressure builds up and then there are
sudden shifts, the timing of which is hard to predict.

! Editor's note: These hopes were dashed shortly after the Roundtable
when Ambassador Portman was appointed Director of the Office of Man-
agement and Budget in June 2006.




The question of time

The time required to negotiate a deal must be understood as be-
ing in part a function of the effort provided. Thus, it was argued,
with an injection of some new energy and, given sufficient ef-
fort, a big deal could be put together in a short time.

However, given where the negotiations were in the imme-
diate aftermath of the Hong Kong Ministerial, some saw the un-
official deadline of TPA expiry as, for practical purposes, hav-
ing already been missed. If so, it was argued, public perceptions
and the negotiating dynamic would depend heavily on whether
the US Administration can get TPA extension. With TPA ex-
tension in hand, July 2007 would then be seen as the midpoint
of an extended but live Round; without extension, talks might
continue but July 2007 would be widely interpreted as marking
the de facto failure of the Round: in the words of one observer,
"Without the TPA deadline, things would stop."

To some observers it seemed quite extraordinary that the
whole exercise should depend. on US trade negotiating author-
ity. Amongst the developing countries, it was noted, there is

unhappiness with being in effect "blackmailed" by TPA expiry -

as a deadline for the negotiations.

But others argued that it was 1mportant to take advantage
of the deadline provided by TPA expiry for the good of the mul-
tilateral trade system. Regionalism, it was suggested, is "at the
gates".

Rounds do get done

While there was no clarity regarding the sufficiency of the
‘commercial interests, the existence of a'feasible outcome in po-
litical economy terms, or the sufficiency of time, an optimistic
note was sounded by some observers. It was pointed out that
rounds do get done. To be sure, there is a lot of posturing; but,

in the end, negotiators cut a deal on the basis of what is on the

table. For example, the last three Rounds—Kennedy, Tokyo and
Uruguay respectively—resulted in tariff cuts of about 33 per-

cent, 33 percent, and 33 percent. How hard is it to guess what
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the next number will be? . Realistically, farmers will get their
money, even after an ambitious, successful conclusion to the
Round; it is a question of which "box" the money falls into and
just how trade-distorting the support will be. Ultimately, the
Doha Round may not be a "big" result based on ex ante expec-
tations and hopes; but, it was suggested, when we look back, it
will in fact be seen as a big result. '

What was needed to move things forward was to connect
the various elements of the negotiation—services, NAMA, agri-
culture and other elements—in order-that the trade-offs could
better be framed. In this regard, the Hong Kong Ministerial had
established a useful common deadline of July 31st 2006 for
progress on agriculture and NAMA and for the first real ser-
vices offers. Further, it was noted, the plurilateral approach that
has been adopted for services is happily also a sectoral ap-
proach; this can drive a constructive dynamic and lead to a dif-
ferent kind of negotiation based on sectoral specifics.

To summarize, in response to the question “Is the Round
doable?”, the discussion yielded an -answer that might best be
characterized as “The Round is not undoable.”

Development: the Major Conundrum in the Round

Without a doubt, development has been the most contentious
and ultimately confused aspect of the Round. Some saw this as
a congenital defect in the framing of the Doha Development
Agenda (DDA); according to this view, the Round had been
misconstrued from day one.

Some of the confusion reflects the fact that 1t was, as one
observer put it, “a masterpiece of constructive ambiguity”.

However, it cannot be ignored that the choice in Dubai in
November 2001 had been to have a development round or not to
have a round at all. The Round was launched on the basis that it
would provide a response to the North-South divide that had
emerged from the outcome of the Uruguay Round—regardless
of whether the emergence of this divide was an unintended con-
sequence or a reflection of the power imbalance in the negotia-
tions, a point on which views differed. The problem lies there-
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fore not so much in the origins of the Round as in the lack of
agreement as to what the Round was to deliver with respect to
development. : ‘ .

Trade and Development: Clarifying the Link in the Doha Round

As one observer put it, the term "trade and development” is
somewhat like a Rorschach test: everyone sees something dif-
ferent. To some it means agriculture, to others it means "aid for
trade" (or capacity building), to others it is about preserving
policy space, and to others it is about market access (supported
as necessary by capacity building). That being said, observers
from both the developed and developing worlds argued that
considerable progress had been made in clarifying the ambigui-
ties papered over at Doha. As one observer put it, the use of the
development label for the Doha Round did create confusion but
we are now almost out of those woods: : ,

In this regard, it was argued that the development commu-
nity has come a long way in recognizing that development is
very complex and largely domestic. While trade liberalization is
seen as an integral part of restructuring economies to take ad-
vantage of globalization, the idea of a trade round driving de-
velopment, it was suggested, has the tail wagging the dog. The
practical problems facing the would-be exporter in a typical de-
veloping country—e.g., long delays and theft of goods in tran-
sit—are not matters that the WTO can deal with. Similarly,
WTO rights and obligations represent. only a small part of the
development function—for example, it was noted, it is not the
handful of artists in developing countries who actually have for-

eign sales who need intellectual property. protection but rather

 the thousands who work in the domestic market who do not.
Moreover, it remains difficult to bring development into the
mercantilist negotiating framework of a trade round. For exam-
ple, it was suggested that there was a fundamental lack of co-
herence in the framing of the negotiations: the development di-

mension of trade is identified with market access but market

access also means own progress on policy reforms (since a tax
On mmports is a tax on exports) and the least developed countries
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were to be given a free pass in this regard. It is an optimistic
view, it was suggested, that sound development outcomes could
nonetheless be achieved through greater cooperation between
the World Bank and the WTO processes such as the discussion
of policy frameworks supported by trade-related technical assis-
tance (TRTA) in the context of the "integrated framework". The
integrated framework, it was suggested, is not working. For
one thing, it is hard to sort out when aid is just "aid" and when it
is "aid for trade"—not to mention when it is "new" and when it
is just "re-profiled" existing money (the sense of some observ-
ers is that there is actually little if any new money). It was
pointed out that "aid for trade" would involve earmarking aid,
which goes against the last five years of World Bank policy
against such earmarking. And there is a confusion of pro-
grams—Aid for Trade, Poverty Reduction Strategy Papers
(PRSPs), and Millenium Development Goals (MDGs) are all
overlapping frameworks for disbursement of aid.

Given the current perspective, some observers found it hard
to imagine that the notion of trade ministers delivering "devel-
opment" was ever taken seriously. This would require, it was
suggested, a level of coordination of domestic agencies that is
difficult, and of international agencies that is impossible, to
achieve. A multilateral trade agreement was not going to be the
catalyst for such a coordination of effort. :

In turn, it was argued, this more realistic perspective has
brought a new-found clarity as to what development now means
in the Round. Conceptually, it was argued, the term "develop-
ment" in the Doha Round context must be recognized to mean
development as understood by trade negotiators rather than by
the development community. That is why development in the
Round is associated so closely with agricultural trade; the WTO
is the forum in which agricultural trade is best negotiated and that
is the area where the trade negotiations have the greatest leverage
on the development function—even if agriculture might have
been “oversold” as a development tool. Thus, at a minimum, de-
velopment in the Round means increased market access in agri-
culture, which is what was not obtained in the Uruguay Round
and which continues to be lacking in the Doha round.
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Further, the idea of "policy space", problematic as it may
be to those who see a major benefit to a country from the accep-
tance of trade disciplines, is now accepted. The Hong Kong
Declaration reflected agreement on buy-outs in the TRIMs
agreement for local content, performance requirements and so
forth. This provides practical policy space. It was argued that
we need to "declare victory" in the WTO on this issue and get
on with the real WTO agenda which is market access.

To be sure, it was acknowledged that market access, while
necessary, is not sufficient. A distinction needs to be drawn be-
tween what might be termed "market access" and "market en-
try". Improved market access under trade rules (i.e., through
tariff reduction) can be negotiated but this does not guarantee
market entry which also depends on the ability of an exporter to
comply with the various standards that products must meet
(SPS, TBT, ISO, Walmart specifications, etc.). And the costs of
compliance are high. Capacity to take advantage of market ac-
cess concessions obtained in negotiations is thus also necessary.

However, it was argued that capacity building is really a
sideshow for the WTO, notwithstanding the fact that it has be-
come the centerpiece of the discussion of trade and develop-
ment in the negotiations: the bottom line is that the WTO can-
not provide funds for restructuring but can deliver market ac-
cess, starting with agriculture but including non-agricultural
goods and services. In this sense, the label "deVelopment" has
become a liability for the Round, dlstractlng attention from the
central WTO agenda

Risks to the Multllateral System from A Failed Round

Parad0x1cally, the reappralsal of the role of trade llberahzatlon
in development is taking place at a time when the more dynamic
developing countries have gained a major stake in the multilat-
eral system and the least .developed countries (LDCs) have ar-
guably taken over from the United States and the European Un-
ion as the custodians of the multilateral system. There was a
time when the least developed (LDCs) feared the WTO. Now, it
was suggested, the LDCs have bought into the notion of a rules-
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based system and are happy to play the: WTO game whlle the
developed countries are avoiding engagement.

This situation highlights a problem in the pohtlcal economy
of the Round.

The great byproduct of the trade and development linkage,
it was suggested, has been to force a more sophisticated exami-
nation of the distribution of global welfare gains from liberali-
zation and of the development impacts of particular aspects of
agreements. In the course of this examination, it has become
apparent that LDCs face a real risk of no welfare gains from a
deal due to the negative effects of preference erosion and higher
food prices (the vast majority of LDCs are net food importers).
Indeed, the perverse result of this situation is that the more en-
gaged the LDC is in exports, the greater the welfare loss from
deteriorating terms of trade.

At the same time, it was suggested that the huge beneﬁc1ar—
ies of agricultural liberalization would actually be the industrial-
ized countries, where food prices would be lower. But the
ground work to prepare the case for agricultural liberalization
based on the actual nature of the benefits has not been done.?
Nor, it was suggested has adequate homework been done in the
industrialized nations to explain to farmers what agricultural
trade liberalization means and how government will support
incomes—it is possible, it was pointed out, to be generous to
farmers in non-distorting ways.

Meanwhile it was argued, the major emerging markets—
China, India and Brazil—have not been making the contribution
commensurate with the benefits that they have been getting
from the system. : '

This combination of interests and engagement it was felt
by many at the Roundtable, did not augur a successful conclu-
sion to the Round. The EU and the US will not provide the

2Asa footnote to this discussion, it was noted that thls is not a new
situation: the Uruguay Round launch effort included a visit to Japan to dem-
onstrate the benefit of low food prices. But it didn't work — however, this
effort met with an argument that meat prices in Japan were hlgh because
Japanese consumed so little meat!
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leadership to shore up the multilateral system but the emerging
markets and the LDCs are not ready to take over leadership.
This is problematic since, in the consensus view, there
seems to be no alternative to the multilateral system to address
many key and still unresolved issues that continue to disturb the
smooth functioning of the global trade system. . o
First, an agreement could help clarify systemic questions
raised by the present lack of a coherent view of where the multi-
lateral system is going. The consensus on embedded liberalism
has collapsed. The old multilateral framework based on the
GATT has evolved into something more than just a trade Sys-
tem; as one observer put it, it is at present a strange and unbal-
anced amalgam with the "rights" of one factor of production—
intellectual property—being protected but not others. There is
no consensus on this "system". It is driven by ad hoc, episodic
liberalization, mingling foreign policy with economics—
"episodic ad hocery" one might call it. At the same time, it was
argued. that the broader systemic issues could not be handled
within the WTO negotiations alone. The ability to achieve con-
sensus within a group of 149 Members® is-limited; this con-
strains the areas on which the WTO will be able to move.
Hence labour, investment, etc. cannot be built into the multilat-
eral framework in any significant fashion. Other mechanisms
are needed for these areas. R
Second, without an agreement, the WTO would be weak-
ened as an institution—it would be a ship without a rudder. The
momentum for reform would be dissipated and the WTO’s on-
going role as “overseer” of the multilateral system would be
weakened. ' ‘ : : ;
Third, the dispute settlement mechanism in particular needs
an agreement. Without the "legislative" guidance provided by a
broad agreement amongst the Members, the evolution of the
System would increasingly be based on decisions by the judicial
arm through settlement of disputes. This raises new issues
since, with the expiry of the "Peace Clause" in the Agreement-

3_Edit0r’s note: the number of WTO Members has since increased to
150 with the accession of Vietnam on January 11, 2007.
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on Agriculture, the subsidies agreement also applies to agricul-
ture. The proliferation of RTAs is also affecting the scene for
dispute resolution by providing, in some instances, for a choice
of forum in which to pursue dispute settlement.

Fourth, if the Doha Round were not successful, the scene of
action would shift increasingly to the arena of regional trade
agreements (RTAs).. However, it was noted, RTAs themselves
are embedded in the multilateral system. The WTO is needed to
provide some discipline over the formation and operation of
RTAs, especially in respect of rules of origin (ROOs). Multilat-
eral tariff elimination would of course clean up the ROOs mess.
Moreover, some things cannot be done in bilateral agreements,
in part because of free rider problems and in part because the
big players cannot deal with each other in a bilateral context.
For example, it was noted, the EU and Mercosur have found it
difficult to deal with sugar because of the nature of that market.
This drives RTAs towards small deals. Further, RTAs are not
uniformly successful in leveraging greater trade (south-south
RTAs appear to have had a weak track record) for those that can
conclude agreements while raising a problem of exclusion and
preference erosion for those that cannot. Finally, it was re-
marked that, if trade is about integration.into global supply
chains, RTAs are not helpful, they in fact are the opposite—
they can restrict access. sl G

In short, there is no perfect substitute for the WTO; some
things will get done in the WTO or not at all. The cost of failure
of the Round would be damage to the WTO's credibility which
would represent an important system failure. The resulting drift |
would expose the system to developments, which could include
disruptive change—including protectionist action against China,
significant currency realignments and so forth.

Conclusion
With the window of opportunity for a timely successful conclu-
sion to the Doha Round rapidly narrowing following the Hong

Kong WTO Ministerial, close observers of the international
trade scene underscored the need for a comprehensive agree-
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ment to shore up the multilateral system, identified necessary
next steps to bring about such an agreement and, notwithstand-
ing numerous obstacles, pointed to reasons to believe that such
an agreement could in fact be achieved. At the same time, the
political economy of the Round was not seen as especially pro-
pitious for a successful conclusion; expectations were accord-
ingly being trimmed (e.g., to a “Doha lite” outcome) and an ex-
tended hiatus was seen as a very real possibility, exposing the
system to additional pressures and risks. Any optimism about a
successful conclusion to the Round was thus qualified.

Events over the course of 2006 initially tended to validate
the more pessimistic assessments of prospects for the Round but
subsequently started to reflect the more hopeful views.

It’s never over till its over.
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Part 11

A Conference on Integrative Trade




Integrative Trade: Issues for Trade
Analysis, Statistics and Policy

Christopher Maule*

On December 6, 2006, the Centre for Trade Policy and Law at
Carleton University organized a conference on the theme "Inte-
grative Trade between Canada and the United States—Policy
Implications". The discussion was structured around three main
papers, which constitute the next three chapters of this volume:

= Timothy Sturgeon, "Conceptuahzmg Integrative Trade:
The Global Value Chains Framework", which provides an
overview of the state of development of multi-disciplinary
" research on the evolution of global value chains; )

* Art Ridgeway, "Data Issues on Integrative Trade between
Canada and the US: Measurement Issues for Supply
Chains”, which examines the issues posed for statistical
agencies in grappling with the changzng international in-
dustrial landscape; and :

* Michael Hart and William Dymond, "Trade Theory,

- Trade Policy, and Cross-Border Integration”, which exam-
ined the implications of these developments for the trade
policy community.

This note sets out the background which motivated the organi-
zation of the conference and describes some of the concepts
which shaped the discussions. -

" Professor Emeritus, Department of Economics; c.maule@rogers.com.
The views expressed in this note reflect the views of the author and are not
to be attributed to Foreign Affairs and International Trade Canada or to the
Government of Canada.
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Introduction

International commerce is being re-shaped by the fragmentation
of the production process—the splitting up of the stages of pro-
duction and locating them in different places in the global econ-
omy—and the resulting expansion of trade in intermediate
goods and services and inward and outward investment. Glen
Hodgson refers to this as integrative trade !

In discussing integrative trade, new terms have entered the
lexicon of industry studies, such as outsourcing, offshoring and
supply chain management. Previously, the concepts of just-in-
time production and total quality management were introduced
to the analysis of industries. Do these new terms point to new
phenomena or do they simply represent new labels for familiar
activities? What 1mphcat10ns does mtegratwe trade have for the
statistical agencies charged with measuring international com-
merce? And what issues do these developments raise for the
conduct of trade policy?

To set up the discussion of these issues in the next three
Chapters, this note describes some. of the terms which have
come into increasingly general use in discussing modern inter-
national commerce, looks at how different disciplines address
the ways in which industries are organized to see if they throw
light on policy issues, and notes some of the issues associated
with data sources and what further research might be needed.

Some Terminology
OQutsourcing and Oﬂs*horing

In public discussion, outsourcing refers to situations where
firms purchase inputs from other firms as opposed to producing
the inputs themselves. It is further refined to distinguish be-
tween outsourcing that takes place at home and abroad. Foreign

! Glen Hodgson, “Trade in Evolution: the Emergence of Integrative
Trade,” EDC Economics, March 2004, p. 5. See also Hodgson, “Integrative
Trade and the Canadian Experience,” EDC Economics, May 2004, both
accessed at www.edc.ca. Other references to concepts surrounding integra-
tive trade are found in the conference papers. :
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outsourcing is referred to as offshoring. A further distinction is
made between outsourcing from a plant owned by the firm mak-
ing the purchase or from an independent firm. Thus there are
four possible cases: - : -
1. Firm in Country A purchases from one of its plants in A
2. Firm in A purchases from an independent firm in A

3. Firm in A purchases from one of its plants in COuntry B
4. Firm in A purchases from an independent firm in B

All four cases involve some degree of outsourcing but only
Cases 3 and 4 are offshoring. Cases 1 and 3 involve intra-firm
transactions and transfer pricing but only in Case 3 does transfer
pricing involve international trade: Case 4 involves trade but not
transfer pricing since the transaction is arms-length between
buyer and seller. : : S

In business terms, outsourcing is part of the ongoing
evaluation that a firm’s management makes about whether to
make or buy inputs when determining the most cost efficient
way to organise production. As conditions change in different
markets including changes in technology the make-versus-buy
decision is reviewed. ; _

As examples, offshoring in manufacturing takes place when
a Canadian shoe retailer purchases shoes made either by its sub-
sidiary plant in India, or by an Indian owned manufacturer. In
the resource sector, Alcan supplies its Canadian smelters with
bauxite and alumina from abroad, either from its own plants or
from independent suppliers. It has no option to offshoring for
these inputs as_there are no commercial deposits of bauxite in
Canada, but what Canada has is the energy needed to convert
alumina into ingot. , : « o

Offshoring in the service sector has received much of the
public attention to date, in part because information technology
has made it easier for firms to contract out for service activities
abroad that were previously performed at home. Thus North
American firms locate call centres, software programming . ac-
tivities and finance and accounting functions in countries such
as India and the Caribbean. Technology has made it possible for
many service activities to be much more footloose.
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Public debate has focused on the employment impact of off-
shoring which represents only a part of the economic impact.
There is nothing new about the general process of offshoring
except that technological change now means that it affects a dif-
ferent and wider set of firm functions. In the past textile jobs mi-
grated from North America to Asia due to lower costs in Asia,
today accounting and programming jobs are migrating out due to
lower costs made possible by technological change. In resource-
based activities, such as agriculture and minerals, the extent of
outsourcing depends on where the raw material and its final mar-
ket are geographically located. The statement by Greg Mankiw
that “services offshoring is just another form of trade,” reflects
the situation that technology now allows offshoring for a new set
of activities affecting different occupations than was previously
the case for offshoring manufacturing and resource activities.

Supply Chains

Supply chains describe the stages of production organized by
firms to manage its operations. Managers purchase inputs which
are then converted through value-added stages of the production
process into outputs for sale to other firms as intermediate
goods or to final consumers as end products. For example, steel
firms have a supply chain of inputs that leads to the production
of steel for salé as intermediate goods to automotive and other
firms. Automotive firms purchase steel and other inputs for
manufacture and assembly of cars for sale to final consumers.
Part of manufacturing production involves tangible goods but
production also requires service activities such as R and D, de-
sign, planning, finance, advertising, labour relations, transporta-
tion, and storage. Each of the required inputs of goods and ser-
vices can be subjected to the make-versus-buy supply chain
decision that can influence whether or not it is outsourced and if
outsourced whether it is off-shored. The stages of a typical
firm’s organization are shown in Diagram 1 (below) in terms of
a firm’s primary and support activities, ‘each of which has the

potential to be located in a particular place.
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Diagram 1:
Value Chaln of Firm’s Prlmary and Support Act1v1t1es

I g Strategic Management \
‘ Technology Development
Support (Basic Research, Development, Clinical Testing)
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) Business Services
(Finance, HRM, Purchasing, Marketing)
Resource
Extraction —.Fab-
rication Sub
& Dist-
Final  labytion
Assembly | g After-
s Sales | sales |
i Service
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Source: L. Eden. Strategies Of North American Multinationals In The New
Regionalism. At http://www.carleton.ca/ctpl/conferences/index.html#itradeinvest

The supply chain or the successive stages of production for
a firm will vary by firm and industry. The stages are sometimes
referred to as the value chain and thus use is made of such terms
as supply chain management or value (sometimes value-added)
chain management. In economic literature on industrial organi-
zation the term vertical integration is used to describe the sup-
ply chain. Vertical integration refers to the extent to which
stages of the production process are contained within a firm.
Thus supply chain and vertical integration refer to similar as-
pects of a firm and industry. In economics there is an extensive
literature that discusses aspects of vertical integration, while

supply chain management is often used in discussions of busi-
ness policy. :
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Just-in-Time and Total Quality Management

Two other terms used in management literature, just-in-time
(JIT) production and total quality management (TQM), relate to
aspects of the supply chain. JIT refers to the way in which

‘goods move from one stage to another in the production proc-

ess. If the item produced at Stage 1 is required as an input at
Stage 2 of the production process, then Stage 1 output can be
produced and stored ready for use at Stage 2 in which case there
are inventory costs between the stages Alternatively, the out-
put at Stage 1 can be produced just in time for use at Stage 2,
thereby reducing inventory costs. But organizing production in
this way may give rise to other costs. Suppose there is an inter-
ruption in the supply of Stage 1 output, then, with JIT produc-
tion, Stage 2 has to cease operating as there is no inventory to
call on. The reduced costs of holding inventory can be offset by
the risk and costs associated with production stoppages. Inter-
ruption can occur for numerous reasons such as defective parts,
the breakdown of machinery or the failure of deliveries to ar-
rive. If these deliveries involve cross-border shipments then
customs clearance must occur.

TQM refers to the idea that if there is 100% checkmg of in-
puts for quality in production processes then the stages of pro-
duction will flow more smoothly, reducmg or eliminating the
need for inventories of parts at each stage in the process. TQM
supports the functioning of JIT and reduces costs of operating
and managing the supply chain. TQM may involve higher costs
of monitoring product quality but can reduce inventory costs.

Technology and the Supply Chain

Along with economic and population growth, technology has
had an impact on the worldwide growth of international trade in
a number of ways especially relating to transportation and
communications. Lower transportation costs have occurred in
maritime shipping through containerization, in railways with the
use of high speed and unit trains, in pipelines used for liquids
and solids, and in air transportation with jumbo jets and Fedex-
type overnight delivery services.
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In communications, digitization means that information of
all types (print, audio and video) can be coded as digital signals
and shipped by wired and wireless means. Activities that were
previously undertaken within or close to a manufacturing plant
can now be done more cheaply at a distance. Call centres are
located in India and the Caribbean for companies located in
North America and Europe; clerical services for insurance and
financial companies are dispersed around the world; software
programming, consulting, accounting and other service activi-
ties are now more easily traded. The services segment of the
labour force that previously was partly protected from foreign
competition now, because of technology, faces competition
from cheaper labour in other countries. | ,

Activities that were once considered as being non-tradable
are now traded. Examples of non-tradable activities include
services like haircuts, restaurant meals and funeral parlours
where the supplier and customer have to be in the same place,
but even in these cases a customer in one country can travel to
the supplier in another to receive the service. The supply of
medical tourism is precisely this with the patient traveling to
medical facilities in another country and is reflected in the
GATS Mode 2 form of service supply. While some service
items may be difficult to trade, most can be subject to some
form of trade and technology increases the likelihood of trade.

Supply chain changes over time

The term Fordist production refers to the early organization of
vertically integrated automotive firms, a format initially copied
by Toyota and other Asian car manufacturers. With Fordism, the
design of an automobile, manufacture of parts, assembly, sales,
financing and promotion were all conducted by the same firm. It
might have many departments and divisions by functions and
products for its primary and support activities but these were
coordinated domestically and internationally by a head office.
Such a firm could become multinational with some functions and ‘
products undertaken abroad. Many firms in natural resource and
manufacturing developed in this way.

23



The same Fordist vertical integration was the case initially
for firms in many service industries such as banking, advertis-
ing and management consulting.. Over time, as a result of
changing costs conditions including the effects of trade barriers
and policies affecting the ownership of foreign direct invest-
ment, the cross-border movement of persons and the licensing
of technology, these vertically related structures became modi-
fied and the supply chain altered as ways were found to reduce
costs.

At the other end of the Fordist spectrum are companies that
own few assets. They design products, arrange for their manu-
facture by others and organize delivery of the products to cus-
tomers who also receive post-sales service arranged by the
company. Dell Computer is one example—see Box 1 below. It
designs computers based on parts such as Intel manufactured
processors, hard disk drives and flat screens produced and as-
sembled elsewhere. Dell receives orders from customers that it
transmits to its manufacturers who in turn order the components
needed to assemble the computers. It then arranges for shipment
and for the provision of call centres to support customers and
provide for warranty service. Production and inventory man-
agement are activities that tie up capital and expose the com-
pany to financial risk as sales fluctuate. By performing only a
few of the vertically related functions and merely coordinating
the others, Dell reduces but does not eliminate its exposure to
risk. Tt has few of the direct costs of production but it depends
on the reliability of suppliers for the quality and timely delivery
of their products. While some costs are reduced there exists the
potential for others to increase. WalMart and Ikea are other ex-
amples of firms that follow this model for some of the products
they sell to consumers. Kenney and Florida (2004) provide
other industry examples of firm locational decisions.

Box 1: In 2005, a Dell laptop was designed in Texas and assembled in
China. It had its keyboard made in China, the motherboard in Malaysia, the
flat screen in South Korea, and the software was compiled in the US, India,
Sweden and Russia. The product label stated “Made in China,” although
establishing nationality seems to be an arbitrary process (Gave, 2005:10)
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In order for a more vertically disintegrated or fragmented ap-
proach to industrial organization to work, an efficient commu-
nications and transportation infrastructure is needed as well as

~ the absence of government policies that impede the cross-border

movement of trade in goods and services. There also has to be a
level of trust between buyer and seller and confidence in the
judicial system to settle fairly any disputes that arise.

These examples illustrate how technology permits different
ways of producing, distributing and coordinating industrial ac-
tivity, that is different ways of organizing an industry’s supply
chain. As change occurs, some goods and services disappear or
diminish in importance such as the typewriter, black and white
television set, and postal services, while others increase such as
email communications and the transfer of digital files of audio,
video and print materials. For example, copies of print encyclo-
paedias still exist but new ones are hard to buy, while online ver-
sions such as Wikipedia are competing with print versions. Each
firm examines it supply chain to see how technology can be in-
troduced to reduce costs and make the firm more competitive.

Offshoring and supply chain management is also related to
policies affecting the movement of labour. If North American
firms outsource clothing manufacture to Latin America and
China because of lower labour costs, one alternative would be
to import labour to North America to do the work. This happens
and is reflected in the temporary work visas given to migrant
workers in North America as well as the inflow of illegal work-
ers; the estimated number of illegal workers in the US is cur-
rently 11 million. In some instances the configuration of the in-
dustry supply chain allows work to be sent to the workers as in
the case of call centres, while in others the workers have to come
to the work as in the case of harvesting agricultural products
where mechanization may not provide as efficient an alternative.

Disciplinary Approaches to Industry Studies

Literature that examines changes in industrial organization can
be found in economics, business administration, geography and
sociology as well as in discussions of trade policy. Each disci-
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pline has its reasons for making such a study and a particular
framework and terminology for its analysis. Students of eco-
nomics, business administration, geography, and sociology study
industries, but through different lenses and for different reasons.
Each examines a series of issues some of which are overlapping
and some unique to the discipline’s focus. One common denomi-
nator is industrial organization, but that term is used for different
purposes. For example, economics stresses issues of competi-
tiveness and efficiency, business administration the overall per-
formance of firms, geography the location of production, and
sociology issues such as industrial development and poverty alle-
viation. Before exploring these disciplinary differences, we out-
line what is meant by some frequently used terms.

Economics

The field of microeconomics contains the subfield of industrial
organization that examines the way in which firms can be
grouped into industries in order to assess the extent of competi-
tion and the consequences for society of competitive conditions,
for example when markets exhibit different degrees of monop-
oly power with the ability to influence pricesz. A main concern
of economics is the efficiency of resource use. Its focus on mar-
ket power is because less competitive markets are likely to result
in a waste of resources from the viewpoint of society as a whole.
Among the main factors considered in industry studies are:
= The importance of economies of scale influencing the ex-
tent of horizontal integration.
= The extent to which firms are vertically integrated thereby
owning stages in the production process, for example in
the oil industry the stages of exploration, production,

2 Industrial organization in economics has two dimensions, the organi-
zation of firms within industries and markets which leads to a focus on com-
petition, and the organization of the firms themselves by functions, by divi-
sions and departments and as domestic and multinational firms. The two are
related in that the efficiency with which a firm is organized will affect its
ability to compete in a market.
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transportation, refining and distribution of refined prod-
ucts for sale to final consumers.

* The degree of product differentiation examines whether a
firm produces one type of product, such as small cars, or a
range of products, such as small, medium and large cars,
trucks and buses. The extent of competition with other
producers can vary depending on the range of products
produced by each producer. This dimension is also re-
ferred to as diversification, but diversification can be both
by product and by regional location. Note, vertical inte-
gration can also be considered a form of diversification by
stage of production as opposed to by end product. The
concept of scope economies is used to help explain the
extent of diversification within a firm.

* The ease with which new firms can enter a market where
the firms may be either newly established or firms in an-
other industry that diversify into a new industry; and the
ease with which failing and other firms can leave the in-
dustry. | ’

Industrial organization is not especially concerned with where a
firm locates the various stages of its production process, an in-
terest that falls more within the economic fields of international
trade and investment. A combination of cost factors associated
with the above four sets of economic conditions and the effect
of political boundaries will be major influences on where activi-
ties are located geographically.

Note that economics distinguishes between an industry and
a market—see Box 2. The cement industry in Canada may be
represented in all regions of the country but it consists of sepa-
rate markets. For example, for reasons of transportation costs,
cement producers in Atlantic Canada and British Columbia will
find it difficult to compete in each other’s markets. This is an
example where scale economies in production may be offset by
freight costs of reaching consumers leading to more and smaller
Plants than might exist in a market with higher population den-

Sity. Distance becomes an important factor in how a firm organ-
1zes 1ts activities. ‘ '
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Box 2 : A market refers to a situation where producers of like products
(goods and services) compete for sales to a common group of buyers. An
industry includes all producers of like products regardless of whether they
sell to the same customers. The restaurant and hairdressing industries have
numerous producers nationally and internationally but each is made up of
many markets where a supplier competes for customers with a limited num-
ber of other suppliers in a geographic space. At the other extreme, the seg-
ment of the software industry that provides operating systems for computers
has only a few producers, Microsoft being the principal one, that supply
customers in all parts of the world. Here the industry tends to coincide more
closely with the market unless government policy creates some barrier to
trade. With the imposition of tariffs, producers tend to locate production
behind the barrier thereby fragmenting the organization of production that
would occur in the absence of a tariff. :

In industrial organization studies, the concept of the miniature replica
effect refers to situations where one or more stages in the production proc-
ess, for example manufacture and assembly in the case of automobiles, is
divided between geographic locations because barriers such as tariffs may
prevent concentrating production in one place and the attainment of scale
economies. With the lowering of tariffs assembly can often occur in fewer
places with trade as opposed to foreign investment servicing different mar-
kets. Trade associated with outsourcing focuses on production of each stage
of the industry’s supply chain with each concentrated in a certain location
(for example shirt manufacture in China) and then shipment to the next
stage. Outsourcing may permit scale economies in the production of each
stage of the supply chain but depends on domestic and/or international trade
to connect with the other stages. Outsourcing is a way of overcoming the
inefficiencies due to the miniature replica effect but can only occur if there
are no artificial barriers to trade.

Business Studies

Faculties of business share many interests with economics but
business studies focus more on factors concerned with manag-
ing the firm, thus they offer courses on topics such as produc-
tion, finance, marketing, strategic plarining, organizational be-
haviour, and advertising and promotion. Their interest is in the
factors leading to firm success measured in terms of return on
investment regardless of whether this is associated with com-
petitive or monopolistic market conditions.
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Discussion of strategic and tactical decision-making and
planning is an important concern of business studies and leads
to examination of the organizational structure of the firm in
terms of factors such as make-versus-buy, outsourcing, offshor-
ing and the extent of vertical integration and diversification. All
these terms relate to the idea of supply management.

Geography

In contrast with the concerns of economics on questions of effi-
ciency and competitiveness, and of business studies with rea-
sons for firm performance, geographers are often more inter-
ested in explaining the location of industrial activities. They
look at the same set of activities but with a different focus. The
economics of agglomeration is used to explain why particular
industries cluster in certain areas, for example film and televi-
sion production in Hollywood and Mumbai, financial services
in London, New York and Tokyo, hard disk drive assembly in
Singapore, semiconductors in Silicon Valley, and the manufac-
ture of clothing in China and Mexico.

The location of natural resource and agricultural productlon
are strongly influenced by resource endowment and climate, but
manufacturing and service activities often require a different
explanation. Any country (location) could have a film industry,
and many do, but production tends to be concentrated in certain
places. The US, India, Egypt, Hong Kong and Nigeria are ex-
amples of locations where a significant amount of film produc-
tion occurs, but the technology required to-make films is widely
available.

Geographers look at the process of agglomeration or the
benefits of grouping similar or related activities in the same
location. Film production requires a wide range of support ac-
tivities such as sets, props, carpenters, technicians, costumes,
hair dressers and makeup persons, stunt performers, animals,
Scenery, composers, and musicians, in addition to producers,
directors and performers. Once production in a location reaches
a critical size these inputs are attracted to the production site
and become available for a number of film companies. The
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benefits of locating in one place provide reasons for the struc-
ture of industry organization that occurs. The contribution of
geography to explaining industry organization is similar and
complementary to the approach taken by economics.

Like other disciplines, geographers focus on the supply
chain or the vertically related stages of an industry’s production
process but with emphasis on where each of these stages is lo-
cated, as opposed to the economist’s concern, for example, with
efficiency and competitiveness. The concepts of vertical integra-
tion and supply chain are similar if not identical although they
tend to be used for different purposes by the different disciplines.

Sociology

Work by Garry Gereffi and others have focused on the organi-
zation of industries (Gereffi, 2005:79)

«__the starting point for understanding the changing na-
ture of international trade and industrial organization is
contained in the notion of a value chain, as developed by
international business scholars who have focused on the
strategies of both firms and countries in the global econ-
omy. In its most basic form, a value-added chain is ‘the
process by which technology is combined with material
and labour inputs, and then processed inputs are assem-
bled, marketed, and distributed. A single firm may consist
of only one link in this process, or it may be extensively
vertically integrated...’(Kogut, 1985:1 5).

Concepts used in this analysis that overlap with other disci-
plines are the significance of transaction costs, the vertical dis-
integration of multinational corporations, core competencies of
firms, the growing international trade in components and inter-
mediate products as opposed to final goods and services, infor-
mation flows and the variation in value chain governance from
markets to hierarchies.

In contrast to the efficiency concerns of economists and the
locational interests of geographers, sociologists have empha-
sized factors that affect ... not only the fortunes of firms and
the structure of industries, but also how and why countries ad-
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vance—or fail to advance—in the global economy.” Their in-
terest is in crafting “...effective policy tools related to industrial
upgrading, economic development, employment creation, and
poverty alleviation. (Gereffi, 2005: 79). The aim is to explain
how particular industries can assist in a country’s economic
development. The extent to which stages in a production proc-
ess can be located regionally provide opportunities for the dis-
persion of production in different parts of the world and to
countries at different stages of economic development.

Other Disciplines

Disciplines such as law and political science also have an inter-
est in industrial organization. Corporations are the principal
form of organization for industrial activities. Corporate and
contract law are vital to an understanding of how firms operate
and do business with each other as are the branches of law deal-
ing with bankruptcy, taxation, labour, the environment, trade,
investment and intellectual property. Politics is concerned with
the concept of power. Corporations are able to exercise power
in numerous ways thereby affecting the sovereignty of states, a
topic examined by political scientists.

Outsourcing, Offshoring and Supply Chains: Data Issues

Public discussion of outsourcing stems mainly from its em-
ployment impact that now, due to technological change, affects
services as well as goods. Debate is reinforced by statements
that industrialized economies are primarily service economies
with around 70% of employment being services related, while
declining employment shares are associated with the manufac-
turing and resource sectors. What does this mean and how is it
measured?

The distinction between goods and services is enthroned in
public debate, in data on production, employment and trade and
In the WTO with the GATT disciplines for goods and GATS for
services. Underlying the distinction are some difficulties. The
production of a good, such as an automobile or a pair of shoes,
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involves the production of tangible objects, while production
involving financial, medical and engineering advice involves an
intangible output. The production of music illustrates a combi-
nation of good and service. When transmitted over the air, a
song is a service; when embodied in a disk, it becomes a good.
Should music then be considered the production of a good or
service or both?

It is not clear that the automobile and shoe examples are
pure goods. If finance, advertising, transportation and ware-
housing are service activities, all are associated with and can
take place within a goods producing firm. If the firm is classi-
fied as goods producing it is because most of its value added
activity is associated with the tangible side of the product and
not with the intangible service inputs. Assume that the firm de-
cides to contract out for some or all of its financial, advertising,
transportation and warehousing requirements thereby reducing
its work force, the final output of the firm may remain the same
but the configuration of inputs used to produce the output has
changed. The firm now out-sources for these services which
when counted separately make it appear that the service sector
has expanded at least in terms of employment.

What has actually happened is that the services once per-
formed within the manufacturing firm are now contracted out
with a contraction of manufacturing employment and an expan-
sion of services employment. Management is continually en-
gaged in reconfiguring the firm’s supply chain in order to re-
duce costs and remain competitive. In so doing the national
economy may appear to become more service oriented when in
fact little has changed. Data on employment by occupations
should provide more accurate information of what has actually
changed. It may well be the case that developments in informa-
tion technology have led to the need for more persons to be en-
gaged in the provision of programming services, the operation of
call centres and the supply of repair services, in which case the
occupational structure of an economy’s labour force may change
with a greater emphasis on services. Some combination of the
needs of new service industries and the reconfiguration of pro-
duction within existing goods producing industries probably ac-
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counts for the larger percentage of persons employed in services,
and the finding that economies are becoming more service ori-
ented. Data should be able to provide a more precise description
and explanation of these. What do the data show?

The answer is not clear but the work needed to prov1de an
answer is set out in a recent report published by the Industrial
Performance Centre at MIT.? It concludes that in the case of the
US, there is an absence of adequate data on services traded in-
ternationally; a similar absence of data on domestic trade in
services; and a lack of adequate data on employment by occupa-
tion and industry. Until such data become available, it will be
difficult to assess accurately the extent of outsourcing and off-
shoring by industry and the trade and employment impacts. The
MIT study notes that the classification system for traded items
includes 16,000 categories for goods versus only 17 for ser-
vices. Similar discrepancies exist for goods and services traded
domestically within the US and for the occupations associated
with goods and services production. Goods trade has always
been easier to measure because a tangible object is involved for
which customs paperwork is required before it can cross a bor-
der to its destination as an import. Exports usually have no such
requirement and their record may depend on surveys taken in
the seller’s country or import data supplied by the buyer’s coun-
try. For example, for goods exports to each other, the US and
Canada rely mainly on import data from the other country.
Measurement of services trade depends largely on surveys con-
ducted in each country with all the problems associated with
ensuring that the surveys are completed”.

The under-reporting of the service sector is tied up in part
with the underground or informal economy whose size varies by
country but even in the case of a developed economy such as
Greece is large. A recent report in the Financial Times (Sept.

* “Services Offshormg Working Group, Final Report,” lead Author T.
J. Sturgeon, September 10, 2006, MIT Industrial Performance Center

http: //Web mit. edu/lpc/pubhcatlons/pdf/IPC Offshoring_Report.pdf.

*In the US the threshold for collecting services trade data has been
$6m per annum for i imports and $8m per annum for exports.
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29, 2006) noted that “Greece suddenly found itself 25 per cent
richer on Thursday after a surprise upward revision of its gross
domestic product, the fruit of a change to national accounts de-
signed to capture better a fast-growing service sector including
parts of the black economy such as prostitution and money
laundering.”

With services, there is considerable domestic and interna-
tional trade conducted for no charge or trade that may be under-
reported. Users of Skype make telephone calls in Canada and
abroad for no charge. Foreign published newspapers and jour-
nals are read for free on the Internet. International calls are
made by using a phone card whose value is probably not cap-
tured in services trade data. These are examples where border
policies have little or no impact on trade. For trade in goods,
borders are a much more significant issue.

Conclusions

A new and complex international commercial landscape is
emerging, which is spawning new concepts and new terminol-
ogy, creating new demand for improved statistical measure-
ment, and raising questions for traditional trade policy and prac-
tice. Itis timely that these issues be aired in Ottawa, as Canada
seeks to consolidate its place in the North American production
platform and enhance its role in the global division of labour.
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Conceptualizing Integrative Trade:
The Global Value Chains Framework

'Timothy J. Sturgeon”

Introduction

The global economy has entered a new phase of deeper, more
immediate integration that is exposing national and local
economies to the winds of global competition as never before.
These winds can fill the sails of our domestic firms and indus-
tries, or blow them away. Peter Dicken (1992: 5) has argued
that an earlier era of ‘internationalization,” characterized by the
simple geographic spread of economic activities across national
boundaries, is giving way to an era of ‘globalization,” which
involves the functional integration of these internationally dis-
persed activities. It is this functional integration that drives our
growing interest in ‘integrative trade.’ _
What is it that enables greater functional integration in the
global economy? Two key differences with the past are rapidly
increasing industrial capabilities in developing countries, capa-
bilities that reside both in local firms and the affiliates of multi-
national firms, and new computer-mediated approaches to real-
time integration of distant activities. These new features facili-
tate international trade in many intermediate goods and services
that have not previously been sent across borders. As a result,
opportunities have opened up for firms to engage with the

" Senior Research Affiliate, Industrial Performance Center, Massachu-
setts Institute of Technology, and COE Research Fellow, Institute for Tech-
nology, Enterprise, and Competitiveness, Doshisha School of Management,
Kyoto, Japan. This paper was prepared for the conference, Integrative Trade
between Canada and the United States — Policy Implications, organized by
the Centre for Trade Policy and Law, Ottawa, December 6, 2006. The views
CXpressed are those of the author and not to be attributed to the Department
of Foreign Affairs and International Trade. ‘
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global economy—as buyers, suppliers, sellers, distributors, con-
tractors, and service providers—in ways that were impossible
even a few years ago. However, recent changes have created
new challenges and risks, as well as opportunities. The growth
of integrative trade has served to expand the arena of competi-
tion beyond final products to the vertical segments and business
functions within and across industries, raising the performance
requirements for firms that may have been more insulated from
global competition in the past.

The implications for policy are profound. How can work-
ers, firms, and industries be provided with the best environment
for engaging with the global economy? How can we be sure that
enough wealth, employment, and innovative capacity are gener-
ated at home? These are open questions. Even if policy-makers
seek no interventions in the areas of trade or industrial policy,
global integration can make the process of economic adjustment
more difficult because it accelerates the pace of change. Trade
adjustment, education, taxation, innovation, and infrastructure
are all policy areas in which we need to consider the effects of
integrative trade. The problem lies in our shallow understanding
of the process and of its specific effects.

In this paper 1 argue that global integration signals an ur-
gent need to develop new conceptual tools. Effective policy re-
sponses require a clear, detailed, and timely view of global inte-
gration and related economic changes based on solid economic
data. Good economic data also provide appropriate market sig-
nals for companies, workers, students, and educational institu-
tions. Current economic statistics, at both the level of countries
and globally, are clearly not up to the job (see Sturgeon et al.,
2006). But we need more than more and better economic data.
We need to restructure our thinking about mechanisms and out-
comes in the global economy. .

This paper is organized as follows. First, I outline five
trends that are working to accelerate the pace of global integra-
tion. Then, I argue that an understanding of the core ‘dynamics
of global integration requires deep qualitative knowledge of the
details of specific industries. Nevertheless, the results of such
industry-specific qualitative research will remain of limited util-
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ity unless they can be generalized in a way that renders the in-
sights they provide industry-independent. As a way to begin to
fill this gap, I offer the “Global Value Chains (GVC) Frame-
work,” an industry-independent conceptual model that high-
lights two critical aspects of integrative trade that are not cap-
tured by current economic statistics: power and coordination in
the global economy. After presenting the features of the GVC
framework, I go on to focus in more detail on the newest and
most dynamic form of GVC governance: value chain modularity.

Five Trends Driving the Pace of Global Integration

Global integration has a variety of indicators. First and foremost
is a boom in international trade. For example, in 1985 the value
of China’s exports to the United States stood at about US$6.5
billion, less than one percent of total U.S. imports, and trade
between the two countries was roughly balanced. In 2005 the
United States had a trade deficit with China of more than
US$185 billion, and China’s share of total imports had in-
creased to more than eleven percent. Intermediate goods trade is
rising faster than final goods trade, a trend that indicates that
increasing specialization and value chain fragmentation are key
features of global integration (Yeats, 2001; Feenstra, 1998;
Hummels et al., 2001). Another indicator of deepening integra-
tion in the global economy is rising anxiety about the loss of
white-collar jobs in North America and Europe, triggered in
part by India's dramatic and very recent successes in exporting
software and business services (Sturgeon et al., 2006). Even in
fresh food, patterris of production and trade are geographically
extensive, complex, and dynamic. Fruit, vegetables, meat, and
fish are grown and processed around the world and delivered
daily to supermarket shelves in Europe and North America (Do-
lan and Humphrey, 2000, 2001).

These quick examples suggest that change in the global
cconomy is broad-based, and is proceeding with great rapidity.
What are the drivers? There are five trends that are combining

with increasing trade liberalization to accelerate the pace of
global integration: '
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1. The “great doubling” of the global workforce. The end of

the cold war and abandonment of autarkic “import substitut-
ing” development policies in places like India, Russia, and
China have quite suddenly increased the size of the global

“workforce from approximately 1.5 billion to 2.9 billion

(Freeman, 2005). If the energy and talent of these workers
can indeed be effectively tapped (see below), this increase
could prove large and sudden enough to place downward
pressure on wages in both advanced industrial economies
such as the United States and Canada as well as developing
places that have long been part of the global system such as
Latin America and South East Asia.

. Lower costs and greater capacity in global communications

networks. The overbuilding of international data transmis-
sion networks during the “dot.com” boom, as well as ag-
gressive efforts by countries such as India and China to im-
prove their international links and domestic infrastructure,
have contributed to a radical and sudden lowering of the
costs of tapping the workers and industrial capabilities that
reside in developing countries. This has improved access to
the huge pools of low cost but adequately skilled labour that
have recently become available in the global economy.

The standardization, formalization, and digitization of work.
There has been broad application of information technology
to a wide variety of work tasks and business processes (e.g.,
word processing, call routing, inventory management, fac-
tory production). Information technology facilitates both the
fragmentation and relocation of work and the reintegration
of those fragments once tasks are completed (Bardhan and
Kroll, 2003; Berger at al, 2005). As more firms have
adopted information technology it has become more stan-
dardized to facilitate system inter-operation and information
sharing (Levy and Murnane, 2004). The encapsulation of
work tasks into standardized modules (Baldwin and Clark,
2000) eases the movement of work because it reduces the
need for exchanging tacit knowledge and the amount of
training or new capital investment required. Such “modular-
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ity” is now quite common in manufacturing, but advance-
ments are proceeding with great speed in services, in part
because of what has been learned in the realm of manufac-
turing (Gereffi et al., 2005; Berger et al., 2005).

The new, global supply-base. Standardization has also
helped to create new business opportunities for ‘global sup-
plier’ firms that pool capacity for a range of customers (see

" Sturgeon (2002) for examples from electronics manufactur-

ing and Batt et al. (2005) for call centers) Some of these
suppliers are located offshore (e.g., in India, Canada, and

: Ireland), and others have become global in scope, with fa-
~ cilities in both advanced and developing countries. Such

global suppliers specialize in collecting work from other

firms and moving it to its “optimal” location on the globe.

They make it easier for medium-sized and even small firms
to engage in global sourcmg and to locate parts of their
business offshore. -

The rise of the global’ start-up. Because of the above four
trends, it has become possible for start-up firms to set up
global operations from the first day of operation (Breznitz,
forthcoming). Venture capitalists, in fact, are encouraging
this practice (Wilson, 2003; Mieszcowski, 2003; and
Grimes, 2004). Not only does th1s raise the possibility that a

larger share of employment creation from new firm and in-

dustry formation will occur offshore, it also raises questions
about the continued innovative leadership in advanced
economies, since parts of the innovation process itself are
being moved. to developing countries. In industries such as

‘electronic hardware, for example, firms based in North

America have been able to retain (and in some cases regain)
control over the innovative trajectory of some product cate-
gories while moving high volume, labour-intensive, and

~ price- sensitive segments of the value chain to low-cost geo-

graphical locations. The question'is how sustainable this is,
and if a similar pattern can or will emerge in industries that
are just begmmng to become globally integrated, such as
services? ‘
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The pace of change has emerged as a critical factor in the
recent debate over the effects of global integration on advanced
economies (Bardhan and Kroll, 2003; Blinder, 2005). There are
three basic positions regarding how deepening integrative trade
will affect developed economies such as the United States and
Canada. These are spelled out in very rough terms as follows:
(1) Specialization and innovative leadership will continue to
make developed economies rich, so no policy interventions will
be required (Bhagwati, 2004). (2) Policy-makers only need to
worry if developed economies hive off parts of industries in
which they have comparative advantages, but these negative
effects will likely be small, so all that policy should aim to do is
to compensate losers (Samuelson, 2004). (3) It is entirely possi-
ble for developed economies to lose comparative advantages
over time, so policy-makers should take steps in some instances
to assist existing industries and bolster innovative capabilities
(Gomory and Baumol, 2000). ~

All of these positions suggest that time is required for suc-
cessful adjustment to global integration. Innovation and new
market creation take time to occur, compensating losers is only
possible if there are not too many coming on stream too
quickly, and the erosion of established comparative advantages
might be staunched through policy interventions as long as it
happens gradually. If change occurs with extreme rapidity, it
will be difficult to innovate fast enough, to compensate the
flood of losers quickly enough, or to craft and implement effec-
tive policy measures in time to make a difference. '

The debate over the newest feature of global integration, ser-
vices offshoring, is a case in point. Dossani and Kenney (2004,
32) argue that, in the realm of services, low capital intensity and
the purely electronic form in which many services can be deliv-
ered will drive global integration faster than has been the case in
manufacturing. And because service occupations are widely dis-
tributed throughout the economy, the negative effects of services
offshoring could be more broadly based than has been the case
with the offshoring of manufacturing work (Bardhan and Kroll,
2003). It may be that the flow of work offshore will be suffi-
ciently large and rapid to make adjustment extremely difficult. In
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this view, it is not that the theory of comparative  advantage is
wrong, but “...sometimes quantitative change is so large that it
brings about qualitative change” (Blinder, 2005, p. 2).

" The Importance of Qualitative Industry Case Studies

Because the stakes are so high, we must take global integration
seriously and develop ways of thinking that place the new and
emergent features of the global economy in the foreground. The
venerable intellectual approaches to such questions focus on the
roles of comparative advantage and transnational corporations in
motivating and structuring international trade and investment.
While these concepts have proved to be extremely robust and are
still- valuable, they do not emphasize the fragmentation of the
value chain or the fluid, real-time integration of capabilities in
advanced economies with capabilities in places that were all but
outside of the global economy only two decades ago, such as
China, India, Russia, and Vietnam. In fact, they emphasize the
opposite: national export specialization in final products and the
extension of national advantage, via multinational affiliates, to
places without the domestic capabilities to effectively compete.
We should be concerned that the assumptions embedded in
theories of comparative advantage may blind us to the truer na-
ture of global integration: that industries are becoming globally
distributed and are co-evolving in elaborate and ever shifting
ecosystems that make it unclear where advantage truly lies. If
we are to begin with a fresh sheet of paper, where should we
start? One way is to move beyond aggregate statistics to work
with microeconomic data ("micro-data") collected by govern-
ment agencies. Over the past decade there has been a burgeoning
body of research that relies on government-collected micro-data.
Some of these resources have only recently become available.
There is a host of government programs that collect de-
tailed economic data. Some of these programs, such as the Eco-
nomic Census, use surveys to collect data for publication. Typi-
cally there are more detailed micro-data that underlie the pub-
lished data. The mailing lists for these surveys can also contain
valuable data on the basic characteristics of individual firms and

41



establishments. Other programs collect data for the purpose of
administering government programs such as tax collection,
compliance with environmental protection laws, and the like.
For this reason such data are typlcally referred to as adminis-
trative data.” :

One example of how admmlstratlve micro- data have been
made useful for researchers is the US Census Bureau’s Business
Register, which is essentially the sampling frame for the Eco-
nomic Census. Data included are business name, address, a
unique establishment-level identifier, industry, employment,
and the identity of the firm that owns the enterprise. Data about
ownership allow the enterprises in the Business Register to be
aggregated to the firm level. Jarmin and Miranda (2002) have
assembled the Business Register into a time-series for 1976-
2002, referred to as the Longitudinal Business Database (LBD).
The potential of the LBD has just begun to be tapped. For ex-
ample, Bernard, Jensen, and Schott (2005b) link the LBD to the
universe of import and export transactions for 1993-2000, re-
vealing a detailed picture of the characteristics of firms that do
and do not trade and offering a wealth of research possibilities
on how US firms’ tradmg activities and domestlc operatlons are
related.

'Another example from the United States is the Longltudmal
Research Database (LRD), which contains data on all manufac-
turing establishments that were in at least one US Census of
Manufactures since 1963 or one annual survey of manufactures
since 1972. For 1992, the LRD incorporated data for over
378,000 manufacturing establishments (in non-census years the

total is about one-sixth that amount). The LRD contains data

that identify individual establishments, and a high level of detail
on the manufactured inputs and products (outputs) of those es-
tablishments. Identification data include permanent plant and
establishment numbers, industry codes, location, current status,
and legal form of organization. Input data include total em-
ployment, number of production workers, hours worked, labour
costs, materials costs, materials consumed, services and energy
consumed, inventory levels, depreciable assets, and capital ex-
penditures. Product data include receipts (value of shipments,
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value added, value of re-sales); production details (5- or 7-digit
SIC product codes, quantities of production, value and quantity
of products shipped, value and quantity of interplant transfers,
and internal consumption); and exports. Research using the
LRD and other micro-data resources has explored a number of
issues related to global integration, including establishment dy-
namics, job turnover, the effects of international trade, and pro-
ductivity growth. While very valuable, these studies typically
study the entire manufacturing sector and have not yet delved
into the dynamics present in particular industries. :
Researchers have also creatively used micro-data from
more limited data sets to explore specific questions related to
global integration. Harrison and McMillian (2006) and others
have used the parent and foreign affiliate micro-data from the
Bureau of Economic Analysis surveys on multinational firms to
examine the relationship between affiliate activity and US em-
ployment. Swenson (2005) has examined the permanency of
offshore assembly arrangements using extremely detailed data
from United States International Trade Commission (USITC)
reports. Kletzer (2002) has used micro-data from the Displaced
Worker Survey to explore the experiences of workers displaced
from manufacturing industries associated with increased foreign
competition, and has made policy recommendations based on
her findings. These studies are examples of leading-edge quanti-
tative research on the employment effects of globalization. Be-
cause of the paucity of data collected on international trade in
services, however, it is problematic to extend the methods used
by these researchers to services. ' : '
But even micro-data are not enough. The rise in intermedi-
ate goods trade strongly suggests that we have moved beyond a
situation where countries use domestic resources to develop and
export products to the rest of the world. Countries and regions
within countries are not responsible for making products and
Fielivering services in their entirety, but have come to specialize
In particular elements within the larger chain of value-added
activities. As a result industrial output and export statistics pro-
vide a very partial view of where in the global economy value is
created and where it is captured. Specifically, they provide very
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little, if any, insight into the critical questions of how much con-
trol firms and industries in specific places exert over the activi-
ties they and others carry out in the global economy and how
this control is translated into the distribution of gains among
firms, countries, and communities. Because the picture of
global integration provided by trade and investment data is so
incomplete, the causal links to welfare indicators such as em-
ployment and wages derived from macro statistics can be weak
and unconvincing. ‘ '

What is required is deep knowledge of the forces driving
change in specific industries, occupations, and geographic loca-
tions. Even with better quantitative information coming from
analysis of micro-data, the impact of global integration on ad-
vanced economies will be extremely difficult to fully compre-
hend or respond to without a detailed view of how global inte-
gration is intertwined with other aspects of economic change,
especially the automation and computerization of work and the
prevailing characteristics of labour markets and corporate strate-
gies in specific service industries and occupations. The best way
to learn about the interaction of these complex elements of eco-
nomic change is though qualitative research on the trade-offs that
managers of individual firms and establishments in specific in-
dustries face and the choices they make. Ralph Gomory has re-
ferred to industry studies of this kind as “observational science.”!

Over the past 20 years, grounded, qualitative, field-based
research on specific industries has led investigators to a com-
mon set of questions and concerns. As industry after industry
has developed deep connections beyond local and national ju-
risdictions, the practitioners of such “industry studies” have
gravitated toward questions about how the global-scale division
of labour is evolving, what specific roles firms based in differ-
ent societies play in global-scale production networks, and what
the implications of these differences are for the welfare and

! Ralph Gomory is President of the Alfred P. Sloan Foundation. This
comment was made in the course of remarks given at the Industry Studies
Annual Conference in Cambridge, Massachusetts on Dec. 15, 2005.
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economic performance of nations, workers, and communities,
whose prospects and experiences are inherently more territori-
ally bounded. In the 1960s through the 1980s, the multinational
firm embodied the growing disjuncture between the motives of
‘large firms and local communities. The concern was that the
rise of “stateless” multinationals meant the demise of national
industries and a loss of local control. But close observation
shows. us that even the largest firms remain rooted in their home
economies in important ways even as their operations become
global in scope. We are in the midst of a profound transition
nonetheless. Multinational firms have arisen in many countries,
resulting in a deep interpenetration of the global economy,
driven by both outward and inward investment. But it is the ex-
pansion of non-equity ties, often referred to as ‘global sourc-
ing,” that generates the most novel and complex aspects of
global integration. A

Decisions about global sourcing and relocating business ac-
tivities are inevitably made in the context of broader company
strategies related to the development of new products, the pur-
suit of new customers and markets, the adoption of new tech-
nologies and production techniques, and the like. Distinguish-
ing economic changes due to offshoring that displaces domestic
employment from offshoring that does not—for example, when
a firm establishes a presence to gain access to a foreign market
that cannot be accessed through exports—is therefore extremely
difficult to do without speaking directly with the managers
making the key decisions. Even when examining the operations
of a single firm, with full cooperation from management, it can
be extremely difficult, if not impossible, to precisely measure
the employment effects of global integration.

For example, Dossani and Kenney (2005), in their case
study of Company X, an electronic equipment and services firm
with approximately 30,000 employees worldwide, showed that
the geographic consolidation of service-related activities in In-
dia was accompanied by simultaneous consolidation of business
functions and information technology platforms (see Table 1).
In the words of Rafiq Dossani:
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Company X took the opportunity of preparing to outsource to
India to completely re-engineer the way they did their back of-
fice work. In the process of doing this they created new job de-
scriptions and new jobs in-house, new jobs for their:local out-
sourcing partners, and new jobs for their offshore affiliates and
partners. We tried to take a very granular view, to look at job
descriptions, and follow where the work was being done, but
found that this was impossible to do. So, even though we had an
insider to work with and full cooperation, we were unable to
actually look at job content and where that content was moved.
For example, if a job consists of making an entry into a com-
puter, and now it is made on a different platform, routed differ-
ently, supervised differently, it is not the ‘same activity any
1onger.2

Table 1. Thé Context for Offshoring at Company X:

Functional, Technological, and Geographic Consolidation

1) The consolidation of shared services across geographies and depart-
ments, particularly human resources, finance, engineering services and
procurement, into a limited number of global hubs. :

2) The consolidation of ‘enterprise resource planning and customer rela-
tionship management [IT] systems into common platforms using off-
the-shelf technologies and minimizing the usage of legacy applica-
tions. ‘

3) The consolidation of geographical footprints.

Source: Dossani and Kenney, 2005, p. 25.

These methodological challenges should not lead us to
abandon our efforts to gauge the employment effects of global
integration, only to temper our confidence in estimates based on
aggregate data or in the insights gained through qualitative re-
search. Nevertheless, in specific industries and occupations,
qualitative research can provide valuable insights into the real

‘and potential job effects of global integration.

For example, Levy and Goelman (2005) use qualitative
methods to show that only a tiny number of US radiology im-

2 Author interview with Rafig Dossani, February 2, 2005, Stanford,
CA.
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ages are currently read outside of the United States; they con-
vincingly argue that:it is highly unlikely that this number will
increase substantially in the future. The shift from analog to
digital radiology imaging has certainly made the remote analy-
sis of radiology images technically feasible, a fact that has
spurred much hand wringing in the media about radiology jobs
“moving” offshore. Tight labour markets and high salaries for
radiologists, in part due to a cap on federal funding for hospital
residencies, also suggest high potential for the offshore interpre-
tation of radiology images. But because there is a need, in many
cases, for close consultation between radiologist and doctors,
almost all radiology images are read at or very near the.site
where they are taken. Moreover, the high cost of radiology im-
aging equipment relative to the cost of interpretation, the re-
striction of US malpractice insurance to doctors who have done
US residencies and passed US medical board exams, the group
power of US doctors to restrict competition, and Medicare re-
imbursement regulations all work to keep the remote interpreta-
tion of radiology images on shore. ~

Because of these “institutional” factors, Levy. and Goelman
found that virtually all of the very small number of radiology
images that are read offshore are read by radiologists who com-
pleted their residency and passed their board certification in the
United States. For example, a US board certified radiologist in
Sydney, Australia, can work days reading images generated at
night in the United States. An'understanding of such industry-
specific factors, and their interaction, requires deep knowledge
of specific industries and occupations that can only be gained
through qualitative research methods.

As these examples show, industry case studies have the po-
tential to reveal some of the deeper dynamics, and limits, of
global integration. One core finding from this research is that
firms from advanced industrial countries have played a central
role in driving and shaplng global integration. In India, firms
that provide IT services interact with clients from around the
world on a daily or even hourly basis to provide them with the
Packages of services they need (Dossani and Kenney, 2003). In
horticulture, large retailers have worked closely with exporting
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companies in Africa and Central America to obtain products
that meet.their ever-increasing demands for variety, food safety
and speedy delivery (Dolan and Humphrey, 2001). In autos, ad-
vanced country suppliers such as Magna, Bosch, Lear, and Ya-
zaki have set up global operations to support the network of fi-
nal assembly plants that automakers have established to- serve
local markets (Sturgeon and Florida, 1999; Sutton, 2005). In
electronics, lead firms such as Alcatel, Nortel, and Hewlett
Packard have outsourced production to a set of huge, globally
operating contract manufacturers including Celestica, Flextron-
ics, Hon-hai, and Solectron (Sturgeon, 2002). In consumer
goods and apparel, foreign companies do not merely buy what
China produces and then resell it to North American consumers
__Wal-Mart alone imported $15 billion worth of goods to North
America from China in 2003—they actively shape the industrial
transformation that has made the rise of China possible (Gereffi,
1994; Feenstra and Hamilton, 2006). The vast majority of ex-
porting factories in Mainland China are run by firms from other
economies such as Taiwan, Korea, Australia, Europe, Japan,
and the United States; and most make products according to the
detailed specifications set by non-Chinese firms such as Wal-
Mart, Costco, Dell, and Nike. Clearly we need to look beyond
trade and investment statistics to find out where the power in
these global-scale production arrangements lie, and how these
arrangements are changing. :

Julia Lane of the National Science Foundation has likened
the current state of qualitative industry research to the study of
the natural world in the 16" and 17" centuries.” Curious re-
searchers made detailed notes and drawings of what they could
see of the vastness and variety around them, but there were few
mechanisms for compiling the findings of individual research-
ers into larger pools of knowledge that could reveal broad pat-
terns. Comparison of results came haphazardly with personal

3 These remarks were made at the MIT Working Group on Services
Offshoring Workshop, held in Cambridge, Massachusetts on October 28,
2005. ' .
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communication between scholars and in the few forums, such as
the British Royal Society, where researchers could present and
debate their results. In this way classification systems gradually
came into being and some of the mechanisms at work in nature

“were revealed.

Similarly, industry researchers have now had several dec-
ades to present, publish, and debate their research results, and
more effort is now shifting to the construction of classification
systems and to a search for the mechanisms that work to create
the variety observed in the field.

The findings show that global integration is expressed dif-
ferently in different industries and places. The precise patterns
and effects of global integration, therefore, depend in large part
on the technical and business characteristics that prevail in spe-
cific industries, and upon social and institutional characteristics
of the places in which the nodes of global industries are embed-
ded. For example, some industries, or parts of 1ndustrles are
easier to fragment and globalize than are others.

What is needed now is a generic theory to explain the dif-
ferent patterns and to predict the outcomes associated with
them.

From Global Commodity Chains to Global Value Chains

A pioneering step toward the development of- an industry-
independent, firm-level theory of global governance was taken
in a chapter that Gary Gereffi wrote for the 1994 book he edited
with Miguel Korzeniewicz, Commodity Chains and Global
Capitalism, entitled ‘The Organization of Buyer-driven Global
Commodity Chains: How U.S. Retailers Shape Overseas Pro-
duction Networks.’ Building on the work of Hopkins and
Wallerstein (1977, 1986), who highlighted the power of the
state in shaping global production systems, or ‘global commod-
ity chains’ (GCCs), exercised in large part in the form of tariffs
and local content rules at the point where goods and investment
crossed borders, Gereffi broadened the focus of the GCC
framework to include the strategies and actions of firms. Ger-
effi’s framework laid out four key structures that characterize
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and shape GCCs (input-output, geographic, governance, and
institutional) but one, governance, received the most attention,
both from Gereffi and his immediate co-authors and from the
many others that have made use of the GCC framework.*

One reason for the shift of focus to firm-level governance
was the restricted ability of states to set tariffs and local content
rules because of trade liberalization. However, Gereffi was-one
of the first scholars to argue convincingly that trade openness
alone cannot explain the creation of industrial capabilities in
developing countries. The best example of this is export-
oriented industrialization in East Asia. It is commonly observed
that the rapid growth of exports from developing countries has
come with increased trade openness in the West. This is indeed
a necessary condition for the export-oriented development that
has been characteristic of the world’s fastest growing econo-
mies, such as Taiwan, Korea, and China. But this development
path has also been influenced and enabled by the competitive
strategies of American, European, and Japanese firms, which
established local operations, identified local firms as suppliers,
transferred skills and technologies to them, invested in them,
sold advanced equipment and services to them, and consistently
ordered from them in a manner that pressured them to increase
their industrial, technological, and logistical capabilities. As a

4 The first two structures mentioned by Gereffi, input-output and
geographic, are largely descriptive. Firms, and the larger networks and in-
dustries to which they contribute, can be described as an amalgam of value-
added activities. Through simple, if painstaking, observational research, each

of these activities can be located, both organizationally and geographically, \

yielding the first two of Gereffi’s four structures. Governance and institu-
tional structures are causal of the first two, and so require theoretical expla-
nation. Institutional influences on the organizational and geographic struc-
tures in global chains remain to be adequately theorized, though literature
from the field of political science on varieties within capitalism provide
some guidance at the level of national-level institutions (e.g., Hall and
Soskice, 2001). But clearly, supra-national institutions, such as the trade
rules set in the context of the World Trade Organization, can have strong
effects on the geographic and organizational patterns observed in global
chains. .
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result, developing countries, especially in East Asia, were able
to establish and upgrade a critical set of domestic technological
and industrial capabilities with great rapidity. Liberalization has
enabled the growth of international trade, but without the push
from advanced economy firms seeking to tap capabilities in de-
veloping countries, the cross-border flows of goods and services
would surely be more modest,.in terms of both total volume and
technological content, than they are today. Because firms from
advanced economies.have done so much to create capabilities in
developing countries, they continue to control and guide many
of the key industrial resources in the global economy, even
those that they do not own. S

Clearly, some firms exercise a greater degree control over
the shape and extent of global production networks than others.
The shift in focus was from the state to the actors in the chain,
and their interrelationships, especially the relative power that
“lead firms,” the firms that place orders in global production
networks, are able to exert to influence the actions of their af-
filiates and trading partners. Specifically, the GCC framework
as adapted by Gereffi developed a key distinction between
global chains that are “driven” by two kinds of lead firms: buy-
ers and producers. The GCC framework usefully focused atten-
tion on the powerful role that large retailers, such as Wal-Mart,
and highly successful branded merchandisers, such as Nike,
have come to play in the governance of global production and
distribution. Although “global buyers” typically own few, if
any, of their own factories, the volume of their purchasing pro-
vides them with a huge amount of clout among their suppliers,
power they have wielded: to specify in great detail what, how,
when, where, and by whom the goods they sell are produced.
Extreme market power has also allowed global buyers to extract
price concessions from their main suppliers. Supplier firms
have responded by locating more of their factories in:low-cost
locations and working hard to extract price concessions from
their own, upstream suppliers. . o

The GCC framework contrasted such “buyer-driven” .
chains with “producer-driven” chains, dominated by large
manufacturing firms such as General Motors and IBM. Put sim-
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ply, producer-driven chains have more linkages between affili-
ates of multinational firms, while buyer-driven chains have
more linkages between legally independent firms. Underlying
this distinction is the notion that buyer-driven chains turned out
relatively simple products, such as apparel, house wares, and
toys. Because innovation lies more in product design and mar-
keting rather than in manufacturing know-how, it was relatively
easy for lead firms to outsource production. In the more tech-
nology- and capital-intensive items made in producer-driven
chains, such as autos and complex electronics, technology and
production expertise were core competencies that needed to be
developed and deployed in-house, or in tightly affiliated “cap-
tive” suppliers that could be blocked from sharmg them with
competitors.

Since Gereffi’s seminal work was pubhshed in 1994 trans-
national giants have changed quite dramatically, outsourcing
many activities and developing strategic alliances with competi-
tors. In short, they have become less vertically integrated and
more network-oriented. Better global standards in the realms of
business processes and product characteristics, and the heavy
application of information technology in areas such-as design,
manufacturing, service provision, supply-chain coordination,
and materials management, have enabled increased outsourcing
in producer-driven chains and made it possible, and more com-
pelling, for firms to use these systems to streamline the linkages
between buyers and suppliers in both producer- and buyer-
driven chains. The result has been broad and rapid shifts in
chain governance, where producers have become more buyer-
like through outsourcing, and where the capabilities required to
serve global buyers have been escalating rapidly. Today, global-
scale networks of legally independent firms no longer make
only simple items, but technology- and capltal intensive goods
and services as well.

Because of these changes, there was a need to move beyond
the GCC framework. Field research in a range of global indus-
tries revealed convergence in global value chain structure toward
external networks, but not all of these industries were labour in-
tensive, and this demanded more network types than buyer-
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driven. Specifically, there are four new features in the govern-
ance of global-scale production networks that stimulated us to re-
conceptualize the key variables in global chain governance:

* Improvements in information technology and industry-level
standards were enabling the codification of complex infor-
mation, which in turn was easing the way for network forms
of organization in technology-intensive industries.

® Flexible capital equipment was enabling the pooling of tech-
nology- and capital-intensive production in the same way
that labour-intensive production could be pooled, again eas-
ing the way for network forms of organization in technology-
intensive industries. ' -
® Sophisticated supply-chain management tools were pushing
labour-intensive industries up the technology curve.
® Increased outsourcing by manufacturing firms, and increased
involvement in product definition by retailers (private label)
were blurring the distinction between buyers and producers.
So work began to develop a new theory for understanding,
explaining, and predicting firm-level governance pattérns in the
global economy. The result was the Global Value Chains
(GVC) framework, developed by a network of scholars, practi-
tioners, policy-makers, and NGO activists over a period of sev-
eral years.” The central questions we asked were: How are spe-
cific industries coordinated at a global scale? What are the key
variables that contribute to these governance patterns? What
patterns of global value chain governance can be expected when
these variables change? It is our attempt to answer this last
question that set the GVC framework apart. Instead of a static
typology, we sought to develop an operational - conceptual
model. In other words, changing the value of the variables
should yield distinct and predictable patterns of global value
chain governance. ‘ .

. See http://www.globalvaluechains.org for a summary of the GVC
Initiative as well as a list of related researchers and publications. :

53




To sum up, the GCC framework was extremely ‘valuable
‘because it shed light on the new and powerful role that retailers
and branded merchandisers were playing in global production
networks. But the producer/buyer-driven typology was static. It
provided no mechanisms to account for shifts in barriers to net-
work entry brought on by technological change or firm- and in-
dustry-level learning. As empirical changes forced us to take a
more dynamic view of the governance patterns in global pro-
duction network, two things became clear: )

1) there was a convergence of chain governance away from the
producer-driven variant toward external, non-equity net-
works, and ' o , j

2) the buyer-driven type could not characterize all of the net-
work types being observed in the field. '

The Global Value Chéins Framework -

The GVC framework was first published in an article entitled
“The Governance of Global Value Chains’ in the journal Review
of International Political Economy (Gereffi, Humphrey, and
Sturgeon, 2005). The article sought to both account for the re-
cent observed changes in the organization of the global econ-
omy and to build a more theoretically-grounded approach to
explaining and predicting firm-level governance patterns in
geographically separate economic activities. As such, we were
consciously extending and refining the GCC framework. -

The GVC framework is a tool kit for understanding how
activities are linked across great distances in the global econ-
omy. The main object of inquiry is the nature and content of the
link between value-added activities. For simplicity’s sake, we
began with two kinds of firms, lead firms, or order makers, and
suppliers, or order takers. Much of the literature that seeks to
create governance categories by examining the linkages be-
tween buyers and sellers in the global (or local) economy iden-
tify only two options: market or hierarchy (Williamson, 1975).
Firms either invest offshore directly or buy goods and services
from foreign firms. A smaller body of literature has noted the
prevalence of network forms of organization where there is
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some form of “explicit coordination” beyond simple market
transactions but which fall short of vertical integration (Powell,
1990; Adler, 2001) While the insights from this “network” lit-
erature are useful, our field research convinced us that not all

- networks are the same. We identified four kinds of transactional

linkages between lead firms and suppliers, market, modular,
relational, and captive, and summarized all manner of intra-firm
linkages as hierarchical. This yields five types of linkages,
which, assuming that all linkages in a given chain of activities
are governed similarly, aggregate into five ideal types of GVC
governance. In essence, the GVC framework specifies three
types of network governance (modular, relational, and captive)
along with the two traditional modes of economic governance
(markets and hierarchies). The characteristics of the five GVC
governance types are summarized in Table 2.

6 Obviously, in the real world, a given value chain will display a mix of
governance forms. To complicate matters further, in-house linkages can also
take a variety of forms.
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Table 2. Five Forms of Global Value Chain Governance

1. Markets. Markets are the simplest form of GVC governance. GVCs gov-
erned by markets contain firms and individuals with little interaction beyond
exchanging goods and services for money. The central governance mecha-
nism is price. The linkages between value chain activities are not very
“thick” because the information that needs to be exchanged and knowledge
that needs to be shared are relatively straightforward. ‘

2. Modular value chains. This is the most market-like of the three network-
style GVC governance patterns. Typically, suppliers in modular value chains
make products or provide services to a customer's specifications. Suppliers in
modular value chains tend to take full responsibility for process technology
and often use generic machinery that spreads investments across a wide cus-
tomer base. This keeps switching costs low and limits transaction-specific in-
vestments, even though buyer-supplier interactions can be very complex.
Linkages are necessarily thicker than in simple markets because of the high
volume of information flowing across the inter-firm link, but at the same time
codification schemes and the internalization of coherent realms of knowledge
in value chain “modules,” such as design or production, can keep interactions
between value chain partners from becoming highly dense and idiosyncratic.

3. Relational value chains. In this network-style GVC governance pattern
we see mutual dependence regulated through reputation, social and spatial
proximity, family and ethnic ties, and the like. The most obvious examples
of such networks are in specific communities, or “industrial districts,” but
trust and reputational effects can operate in spatially dispersed networks as
well. Since trust and mutual dependence in relational GVCs take a long time
to build up, and since the effects of spatial and social proximity are, by defi-
nition, limited to a relatively small set of co-located firms, the costs of
switching to new partners tends to be high. Dense interactions and knowl-
edge sharing are supported by the deep understanding value chain partners
have of one another, but unlike the codification schemes that enable modular
networks, these “short-cuts” tend to be idiosyncratic and thus difficult and
time-consuming to re-establish with new value chain partners.

4. Captive value chains. In this network-style GVC governance pattemn,
small suppliers tend to be dependent on larger, dominant buyers. Depending
on a dominant lead firm raises switching costs for suppliers, which are “cap-
tive.” Such networks are frequently characterized by a high degree of moni-
toring and control by the lead firm. The asymmetric power relationships in
captive networks force suppliers to link to their customer in ways that are
specified by, and often specific to a particular customer, leading to thick,
jdiosyncratic linkages and high switching costs all round.

5. Hierarchy. This governance pattern is characterized by vertical integra-

tion (i.e., “transactions” take place inside a single firm). The dominant form
of governance is managerial control.




6. The exclusion of suppliers from the chain. If there is low complexity and
a high possibility for codification, and suppliers still do not have the capa-
bilities to meet the-requirements of buyers, then it is likely that they will be
excluded from the chain. While this does not generate a global value chain
type, per se, it is a situation that is quite common, and with requirements for
suppliers increasing, perhaps increasingly likely to occur (Sturgeon and Les-
ter, 2004).”

When would we expect each of these five governance
forms to occur? From our field research, reading, and discus-
sions, we have identified three key variables:

1) the complexity of the information exchange required to com-
plete the transaction;

2) the degree to which the information can be expressed for-
mally, or its codifiability; and

3) the level of competence in the supplier relative to the trans-
action.

The three variables are summarized in Table 3.

J—

7 1t is the exclusion of developing country suppliers that has moti-

vated us, more than any other factor, to construct this theory of globa