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INTRODUCTION

In 2015, The United Nations Economic Commission for Europe (UNECE) completed the study
fRegulatory and Procedural Barriers to Trade in Kyrgyzstang which highlighted the impact of such

barriers on t hecompetitivaness yurl segianad tegration. To address them, the
assessment recommendedt he establi shment of Atraining f
training material adapted to the local context, within relevant market support institutions in order to
familiarize traders with emerging trends in supply chain management marketing, outsourcing and

financial managemento .

This manual intends to provide an overview of available strategies to better integrate the
country into the regional and global supply chains from a trade facilitation perspective. Supply chain
management, the facilitation of import and export procedures, and single window implementation are
part of these strategies. The idea behind this is the harmonization, simplification and standardization

of procedures and information flows, which reduces the time and cost of doing trade significantly.

Drafted in collaboration with the Eurasian Economic Commission and based on United Nations
and other international organizationsérecommendations, this training manual takes into account the
new Customs Code of the Eurasian Economic Union (recently entered into force), and World Trade
Organization Trade Facilitation Agreement. In such context, it provides recommendations to the
Kyrgyz government and trading community on how to integrate its key provisions into national policies,

legislation and regulation.

The manual consists of three modules, with the first session of each module targeting
policymakers involved in policy formulation, followed by three technical sessions for project managers
and government experts involved in policy implementation, and for representatives of the private
sector for them to gain a better understanding of trade facilitation concepts and approaches. The last
part of the manual contains training methodologies that trainers can use to prepare training sessions

based on the proposed training contents.

We hope that this training manual will support the efforts to strengthen the capacity of
government agencies and the trading community of Kyrgyzstan to strengthen its competitiveness and

access to regional and global markets, in support of sustainable and inclusive economic development.


http://www.unece.org/index.php?id=40565&L=0

MODULE 1: SUPPLY CHAIN MANAGEMENT

SESSION 1
THE ROLE OF REGIONAL AND GLOBAL VALUE CHAINS IN ECONOMIC DEVELOPMENT

1. What are supply chains, what are value chains and how are they
related?

There are many similar, but slightly different definitions for both supply chains and value
chains. Here, we will focus on the main concepts. Starting with the definitions from the World Bank
(WB), below, you can begin to see the relationship between these two concepts.

Supply chain management (SCM) is the process through which a company manages the
sourcing and procurement of inputs, the processing and manufacture of products and services, and
their delivery to the consumer. The primary objective of supply chain management is to meet
consumer demand with more efficient use of resources including labour, inventory, stock, and
distribution capacity. (World Bank, 2012)

From a business organization perspective, value chains describe the sequence of productive
(value added) activities that capital and labour (or firms and workers) perform to bring a good or

C

service from its conception to end use and beyond. They are said to be figlobal ¢
steps, processes, and actors from at least two countries. (Taglioni, Winkler, 2016)
The developmentof supply chains and value chains created

previously based on countries trading only in final products. Today, production processes can be sliced into
segments that correspond to discrete tasks and can be located across multiple borders where companies in
each country add value to the final product. This complicates the collection of statistics on international trade
(the collection of which is based more on the old model of trade in final products) and has important

i mplications for trade policy. The illustration
(double counting) which has trade policy implications (discussed in depth during session 2).

bel ow

Figure 1.0 Value added trade: how it works

Domestic value
O added in exports
Value chain
A Foreign valus added
: \ g incorporated
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countries extraction . 9 demand Gross Domestic Double
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Country A
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Source: United Nations Conference on Trade and Development (UNCTAD) World Investment Report 2013



To address this statistical challenge, the Organization for Economic Cooperation and Development
(OECD) and the World Trade Organization (WTO) have developed a database on Trade in Value Added?, which
tries to measure Global Value Chain (GVC) forward linkages (value added exports of a country which are
incorporated into the exports of other countries) and backward linkages (foreign value added imports which are
incorporated into the gross exports of a country).

This database currently covers only 63 countries. For those countries, it is a useful tool in analysing and
understanding their participation in value chains and, therefore, for strategic planning in this area. Participation
in this initiative is open, so if your country is not included it may be worthwhile to review the methodology used+*
and then to contact the WTO or OECD secretariats about joining. (Questions can be sent to
tiva.contact@oecd.org.)

1.1History

Logistical supply chains have their early origins in support for military campaigns,and t he use of
chainso for gaining competitive advant #88eBC)gandehss sama c k t

Alexander the Great. Then, in the early 20th century, the invention and widespread implementation of assembly-
line manufacturing saw the creation of manufacturing supply chains where various parts of a final product could
be manufactured in different locations. After, the concept evolved based on: industrial engineering (time and
motion studies) in the early 20th century; the invention of standardized pallets in the 1940s; the development of
containerized shipping, logistics services and bar codes during the 1950s and 1960s; the exponential growth in
computing to support manufacturing and logistics which started in the early 1980s; and the Internet revolution
in communications which began in the early 1990s. (Robinson, Adam 2015)

The term fivalue chaind was invented in 1985 by
Creating and Sustaining Superior Performance. Porter developed the value-chain concept in order to help
companies identify where they could improve their competitive advantage by increasing the value added that
they offered to customers. Value-chain analysis looks at each activity along the supply chain (i.e. inbound
logistics, manufacturing operations, outbound logistics, marketing and after-sales service) as well as each
activity supporting the supply chain (i.e. purchasing, research and development, human resource development
and corporate infrastructure). It then asks questions such as: What value added does this activity provide to the
customer? Is there a way to increase this value added? Are there linkages between this activity and the value
added created by other activities (e.g. can a linkage be found between human resources training and additional
value created in a range of activities such as new product development and quality control)? (Porter, Michael
1985)

This can be contrasted with supply chain analysis which has been used primarily to reduce costs and
create more efficient processes. These, of course, also improve competitiveness and increase the value added
to customer s. At the same ti me, an analytical foc
service creation overlooks other aspects of value added for customers that could increase competitiveness such
as new functionalities, services, information, etc.

Thi s is summarized well in this statement by
integrating supplier and producer processes, improving efficiency and reducing waste, while value chains focus

Mi ¢ h

Andr

downstream, on creating value in the eyes.Aadhersumeiarg ust or

perspective is given in the text and illustration below.

8 http://lwww.oecd.org/sti/ind/measuringtradeinvalue addedanoecd-wtojointinitiative.htm

4 http://www.oecd.org/sti/ind/tiva/tivasourcesandmethods.htm
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Figure 1.1 Value and supply chain relationship
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activities with an additional focus on
improving competitiveness, and because they have larger policy implications, during the lastd ecade A Val U
Chains (VCs)0 and AGlIl obal Value Chains (GVCs)o0 have | argely
Chains (GSCs)o0 in the international discourse on these
and Inventory Control Society)c onsi der s t hat supply chains have as thei
make products and provide services to the customero (C
the rest of this module will focus on value chains, taking into account the activities in the supply chain which

support value chains.

Al most all products that are sold are part of a val
the farmer directly to the consumer). At the same time, this training is focused on regional and global value
chains. Much of the | iterature currently speaks about

referring to GVCs that are orchestrated by large, multinational corporations (MNCSs). At the same time, Regional
Value Chains are also important economic players and, although it is little recognized; today, using electronic
commerce, even Small and Medium Enterprises (SMESs) can orchestrate micro-global value chains.

When quoting other organizations and texts, this module will keep their original terminology (typically
AGVCO) but in other instances wil/l refer to value chai:i
VCs, unless discussing characteristics that are unigue to one or the other.

2. Economicdiversification and benefitsfrom regional and global value
chain participation

The opportunities provided by value chains for increased economic diversification have been summarized by
the Overseas Development Institute (ODI) and the Brookings Institute:

Economic transformation [through diversification] involves the movement of factors of

production [i.e. resources, including labour] toward higher productivity and/or value-addition firms or
sectorsé Trade can support this pompettigenessi [bycranting]lt hr ou
access to cheaper and better quality inputs, and opportunity to take advantage of economies of scale.
The literature on GVCs further suggests a new way of looking at economic transformation (which was
traditionally seen as moving from agriculture to manufacturing and services). Integration in global
production networks allows countries to unlock their comparative advantage, but rather than focusing
on producing all parts of the entire chain, it is now possible to focus on specific tasks and sub-sectors.
(ODI, 2015)
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Today, the rise of global value chains (GVCs) enables developing countries to slot themselves
into a part of the production chain without having
2017)

To give an example, rather than needing to manufacture an entire car, computer or jacket for export, as
part of a value chain, a company can manufacture and export only the seat of the car, the case for the computer
or the zipper for the jacket. In doing this, the company develops expertise that can be extended to cover more
parts that are used in the final product or similar parts in other products. For example, the manufacturer of the
case for computers may then be able to develop and market other moulded-plastic or metal cases for televisions,
telephones, tools, etc.

In a report for the G20 on value chains, the OECD has said, AGVCs are
developing countries, for which the best metaphor would not be a chain but a ladder. The disaggregation of
production into separate stages allows their firms not only to find their place on the ladder, but to move up the
rungs as their capabilities improve. GVCs encourage that upward movement by rewarding skills, learning, and
innovation. Overcoming obstacles to GVC participation can pay big dividends; developing economies with the
fastest growing GVC participation have gross domestic product (GDP) per capita growth rates 2% above
average. o0 (Kowalski, P. et al. 2015)

The following chart from UNCT A D 6 s Wa&l@ Ibvgéstment Report shows how, in a survey of 125
developing countries, those with increased VC patrticipation have also had higher per capita GDP growth rate.

Figure 1.2 GDP per capita growth rates for countries with high/low growth in GVC participation, and
high/low growth in domestic value added share, 1990 to 2010

( - : median GOF per
+nn% j = capita growth rates

High +3.4%

GVC participation
growth rate

Low "fy +0.7% ) ’/’—\1- 1.2% )

Laow High

Growth of the domestic :;lalue added
share of exporis

Source: UNCTAD World Investment Report 2013, page 170

This chart includes data from 125 developing countries, ranked by growth in GVC participation and domestic value added share;
high includes the top two quartiles of both rankings, low includes the bottom two; GDP per capita growth rates reported are
median values for each quadrant.

Val ue Chains (VCs) are wuswually organized or forche
designs and/or markets the final product (be it to companies or individual consumers). An example is Apple
which designs and markets its iPhones (and other products), as well as orchestrating the underlying value chain.
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Most often, the VC organizer is a large global or regional multinational enterprise (MNE), although it
may also be a domestic company or even a SME. Today, using electronic commerce, an SME can also
orchestrate a micro-global value chain (mGVC), purchasing a wide range of parts and services from around the
world, to which it adds value (i.e. through assembly, packaging and sales) and then sells both domestically and
internationally. Being the organizer of an mGVC allows an SME to diversify by creating competitively priced
products even when they do not have all the expertise required to create the product alone.

As this illustrates, there are a wide variety of ways that companies can participate directly and indirectly
in value chains. This is, in part, because value chains are not actually organized as linear sequences of
transactions, as their name might imply, but rather as complex networks of hubs and spokes.

Each VC hub is in direct communication with the VC organizer and thus is a major link along the relatively
sequential value chain that leads to the creation of a final product. At the same time, they are the centre of a

net work of AVC spokesodo (which, together, we wi || ref el
supplying the AVC hubo wiyt hpupbalritcsa tainodn ss, e rWwG cheusb.s lanr emarn
however, we prefer the term AVC hubo as it emphasizes |

confusing the hubs with the principal GVC organizer/orchestrator firm.

One example of a VC hub could be a manufacturer of car seats in Indonesia which exports finished
seats to a car assembly plant in Europe. At the same time, this VC hub also supports a network of companies
who participate by supplying the hub. Such suppliers could include companies in China (for the metal tubing
used in the frame, and special heavy-duty thread),as wel | as domestic companies (f
equipment, services such as training for their welders, and information technology for their website and
accounting needs). Much of the employment created by VCs comes not from the VC hub itself, but rather from
the participation of domestic companies in the hubds s

Il ndeed, it is within the fspokeso0 ged oppoiunites pratentme st i |
themselves for Micro, Small and Medium-Sized Enterprises (MSMES) to participate in regional and global VCs
of all sizes.

The illustration below shows the different ways that VC participation can transmit value into the domestic
economy.

12



Figure 1.3 Transmission channels from global value-chain participation to the domestic economy

Technaology Diffusion
spillovers . effect
Demonstration Availability
effect and quality "~
effect
Pro-
. Backward
competitive and forward
market links
restructuring
Pro-competition Demand
effect effect
Demonstration Assistance
- effect effect

¥
Amplification of

- - . Demand effect
Minimum pro-competition Domestic

scale effect impact of GVC Training effect Labor
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achievemeants Sustainability participation s
effect

Source: AGl obal value chain report 2017, Measuri ng a(WdoO, WorldBapks i ng t h
IDE-JETRO, OECD, UIBE, 2017).

Developing the participation of a country in value chains depends, first, on creating an environment that
supports the establishment of VC hubs (including through foreign direct investment) and their business activities.
Foreign direct investment is important for supporting participation in regional and global value chains because
the subsidiaries of foreign firms tend to participate more often in multinational value chains than domestic firms,
and when they are VC patrticipants they are most frequently also VC hubs.

At the same time, increased economic benefits can be gained by strengthening and supporting the
ability of | ocal enterprises to participate in AVC hub
(and thus their ability to continue participating in a VC). In addition, industrial policy may want to promote
participation in VCs where the hubs can procure proportionally more inputs from domestic sources.

For example, if there is an existing workforce and enterprise network with expertise in metalworking, it
may create more domestic employment to encourage participation in VCs where products created by the hubs
require metalworking, rather than plastic moulding or wood work (which, lacking locally competitive suppliers,
the VC hub might need to import). This encourages diversification based on existing competitive advantages.

In todaydéds world, services play an increasingly i mg
For example,theaverage fservices contento of exports from G20 c
50% (Kowalski, P. et al. 2015). These services include activities ranging from financing to design, information
technology to packaging, transportation and many others. Participating in VCs also helps countries to diversify
and strengthen their services sectors which, in turn, will make them a more attractive destination for further VC
investment.

As an example, in agricultural exports, services can add value during various stages of the value chain.
Such services can include: agriculture extension services, rental of harvesting or processing equipment,
packaging, refrigeration, warehousing, marketing and transportation (Page 16, Kowalski, P. et al., 2015). Once
available, many of these services can provide support to different agricultural value chains.
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Another study, by the OECD, notes how participation in VCs has supported diversification into
more advanced operations (i.e. services). i Some devel opi ng ciedinottjustirensheh av e
foreign investments in the production of goods and services, but increasingly in more advanced
operations such as research, design, and innovation. These higher value added investments have
mostly benefited countries with a certain degree of local knowledge capacities and large domestic
markets (e.g. China and India). These countries are highly attractive as both platforms and markets,
where the growing skills of an emerging middle class coincide with the rising incomes of those same
producers and consumers. Some small economies have also managed to benefit from the new forms
of organization of production, thanks to strong framework conditions, sometimes combined with
attractive incentive packages and a good skills base. That is the case in Costa Rica, for example, which
has gradually gained ground as a location for high-end manufacturing in small-scale, high value added
production (e.g. medical devices). This growing integration of some developing countries into GVCs has
been the result of a concurrence of factors, including new business strategies in the home and in the
hosting countries, targeted policies to promote integration and internationalization and new forms of
public-private partnerships. (OECD, 2013)

Another way to look at a value chain is to see it as a process with linked activities that move from the
producer (downstream) toward the consumer (upstream). Research has shown that the activities at the ends of
this chain, i.e. before production (research and development, design and brand-building) and post production
(marketing and after-sales service) tend to create the most value added and tend to be undertaken in developed
countries. In contrast, the production stage activities in the middle tend to be concentrated in developing
countries and tend to have a lower value added. (Page 54, WTO, WB, IDE-JETRO, OECD, UIBE, 2017) This is
illustrated in the two diagrams below. As a result, policymakers in developing countries need to look both at
strategies for developing partici pati on in value chains (to get their
out from the centre of the chain towards the ends to capture more of the value added.

=13

In the same country, different sectors may be in different positions, with different capabilities, thus
requiring different strategies. For example, in the textile sector there may be companies that are already
participating in value chains, while in another sector such as agriculture, there may be very little participation.
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Figure 1.4 The distribution of value added along value chains
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Figure 1.5 Example of a smiling curve
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Source: Grimes & Sun, “China’s evolving role in Apples GVC,” Area Development & Policy, 2016.

A sizable percentage of all trade tends to be with regional trading partners. Therefore, regional value

chains can make avaluablec ont r i buti on both to increasing overall

so that they can | ater move fiupd to participation in

regional value chain supports:

1 An acceleration in the sophistication and diversification of an economy;
1 The development of new dynamic comparative advantages and
9 Participation in higher added-value segments of global value chains. (UNECA 2014)

Il ndeed, a 2015 OECD Pattidpdtipn op Repeping Gountrieshire Gldbal Value
Chai ns o s fingeneral, stirvialtrates [of exporting companies] seem to be linked to higher
levels of intra-regional trade, which suggests that regional integration can be a way of learning by doing

and as preparationforc omp et i t i on i n(KowalskhR etaln2@16)k et s . 0

At the same time, the presence of international competition for participation in GVCs plays a significant
role in stimulating and generating high-quality firms domestically. An excellent table summarizing the
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benefits of VC participation for developing countries can be found in Annex 1. Session 2 will look in more
depth at the domestic policy aspects of supporting a
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Annex 1 (Module 1: Session 1)
Development impact of global value chains: highlights and findings

Impact Areas Highlights of findings

Local value 1 GVC participation can generate value added in domestic economies and
can contribute to faster GDP growth.

capture

I Concerns exist that the value added contribution of GVCs is often limited
where imported contents of exports are high and where GVC participation is
limited to a small or lower value part of the overall GVC or end-product.

9  Transnational corporations (TNCs) and their affiliates can provide
opportunities for local firms to participate in GVCs, generating additional
value added through local sourcing, often through non-equity relationships.

1 Alarge part of GVC value added in developing economies is generated by
affiliates of TNCs. This raises concerns that value can be leaked (e.g.
through transfer price manipulation). Also, part of the earnings of affiliates
will be repatriated, with possible effects on the balance of payments,
although evidence shows that these effects are limited in most cases.

Job creation, income 1 GVC participation tends to lead to job creation in developing countries and
to higher employment growth, even if GVC patrticipation depends on
generation and imported contents in exports; GVC participation tends to have, with
variations by country and industry, a positive effect on the employment of
employment ETE,

oLty 1 GVC participation can lead to increases in both skilled and unskilled

employment; skill levels vary with the value added of activities.

1  Pressures on costs from global buyers mean that GVC-related employment
can be insecure and involve poor working conditions.

9  Stability of employment in GVCs can be relatively low as oscillations in
demand are reinforced along value chains, although firm relationships in
GVCs can also enhance continuity of demand and employment.

Technology 1 Knowledge transfer from TNCs to local firms operating in GVCs depends on
_ - knowledge complexity and codifiability, on the nature of inter-firm

dissemination and relationships and value chain governance, and on absorptive capacities.

skills building 1  GVCs can also act as barriers to learning for local firms, or limit learning

opportunities to a few firms. Local firms may also remain locked into low-
technology (and low value added) activities.

Social and 1 GVCs can serve as a mechanism for transferring international best practices
_ in social and environmental efforts, e.g. through corporate social
environmental responsibility (CSR) standards. Implementation of standards below the first

tier of the supply chain remains a challenge.

impacts

1  Working conditions and compliance with applicable standards in firms
supplying to GVCs have been a source of concern where they are based on
low-cost labour in countries with relatively weak regulatory environments.
Impacts on working conditions can be positive within TNCs or their key
contractors, where they operate harmonized human resource practices, use
regular workers, comply with applicable CSR standards and mitigate risks
associated with cyclical changes in demand.
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Upgrading and
building long term

productive

capabilities

GVCs cause environmental impacts (such as greenhouse gas emissions) of
demand in one country to be distributed across many other countries. Lead
firms in GVCs are making efforts to help supplier firms reduce
environmental impacts.

GVCs can offer longer-term development opportunities if local firms manage
to increase productivity and upgrade to activities with higher value added in
GVCs.

Some forms of GVC participation can cause long-term dependency on a
narrow technology base and on access to TNC-governed value chains for
activities with limited value added.

The capacity of local firms to avoid such dependency and the potential for
them to upgrade depends on the value chain in which they are engaged, the
nature of inter-firm relationships, absorptive capacities and framework
conditions in the local business environment.

At the country level, successful GVC upgrading paths involve not only
growing participation in GVCs but also the creation of higher domestic value
added and the gradual expansion of participation in GVCs of increasing
technological sophistication.

Source: UNCTAD 2013 WORLD INVESTMENT REPORT, PAGE 149
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SESSION 2
PUBLIC POLICIES THAT SUPPORT NATIONAL PARTICIPATION IN GLOBAL VALUE
CHAINS i AN OVERVIEW

Introduction

Intermediate goods are goods that are used in final products, such as the brakes for a car or the
hard disk for a computer. These goods are, by their nature, part of a value chain. Today over 70 per cent
of trade is in intermediate goods and services or capital goods (such as manufacturing equipment) and
are therefore part of regional and global value chains (VCs).

I n addition, an increasing percentage of the worl c

include foreign, imported content (see figure 1) and, therefore, are part of a VC. The numbers shown are
even more impressive when you consider that exports of primary goods (such as oil, gas and copper) are
included, and these goods do not usually contain imported content. These figures reflect an increasing
specialization in manufacturing and services. Because no country can be the most efficient and cost-
effective producer of everything when there is competition at every step in the process, this increased
specialization makes it extremely difficult to develop vertically integrated industries which are competitive
-- and the more complex a product is (such as electronics or autos) the more this is true.

Figure 1.6 Import content of exports
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Source: OECD (2017), Import content of exports (indicator). (Accessed on 10 April 2018), https://data.oecd.org/trade/import-content-of-exports.htm

As a result, if countries wish to use trade as a tool for economic development, and especially if
they wish to increase the national value added in exports (rather than exporting commaodities with little or
no value added) participation in regional or global VCs has become a necessity.

Supporting a countryo6s paaholistic apprpaaht YalmerChains and s r eq u i
lead businesses that orchestrate them are focused on results, and end results depend upon many factors.
The degree to which each these factors exist in a country will impact the level of VC investment and the
success of companies attempting to participate in VCs. As an example, take just two factors: how easy it
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is to set up and run a business and the ability to import needed manufacturing inputs. If it is easy to set
up and run a business but not possible to import necessary product parts in a predictable and cost-effective
manner, there will be very little VC investment. Likewise, there will be little investment if it is difficult to set
up and run a business but easy to import needed parts.

As this example illustrates, public policy can either support or undermine the ability of the private
sector to successfully participate in VCs. In addition, active public policy input is needed in order to create
the greatest level of economic benefit to citizens from VCs and to prevent possible negative impacts on
the social and environmental development of a country (for example, due to competitive pressures on
wages and operating costs).

For a variety of reasons, not all countries are equally involved in regional or global VCs. Some
reasons are linked to factors that cannot be changed, such as geographic location and resource
endowment. Others can be influenced by public policy, such as the business environment, human
resources, infrastructure, etc. This session will focus on these last factors and the vital role that public
policy has in creating positive outcomes and supporting sustainable development through participation in
VCs.

Policies to support participation in VCs can also have other, positive impacts. For example,
improving the business environment also supports the healthy functioning of domestic firms, even if they
do not participate in value chains or international trade. Another example is reducing non-tariff barriers to
trade, which can help domestic manufacturers with the timely and cost-efficient procurement of imported
inputs (thus making them more competitive on domestic markets) as well as with the reliable shipment
and competitive pricing of their exports.

These two policy examples are also important for encouraging foreign direct investment (FDI) and
FDI often plays a key role in value chain participation. FDI is normally attracted to a country for one of two
reasons: 1) to take advantage of large domestic markets (or large regional common markets) and 2) to
participate in regional or global VCs, building upon local competitive advantages in one or more VC
activities. This second kind of investment can
firms. Companies supported by FDI often act as the focal points for VC hubs (see the previous session)
and, therefore, play an important role in densification (i.e. the increased participation of domestic firms in
regional and global VCs).

The role of public policy in encouraging FDI and maximizing economic spillovers is important.
Therefore, it i s i mportant t hat the work of
coordinated with government policies for supporting increased value-chain participation. This is
particularly true in the area of economic spillovers from FDI, which can be directly encouraged by the
incentives offered to prospective investors.

Public policy can also support and encourage the participation of Micro, Small and Medium-Sized
Enterprises (MSMES) in VC hubs. For example, in many countries the process for obtaining VAT refunds
is so complex and/or expensive that it is only available to large companies, so simplifying these processes
can help MSMEs be more competitive. Complex business procedures and processes, and especially
those for exporting goods and importing components, disproportionately affect the competitiveness of
MSMEs in VCs. So public policy can play a key role in reducing these barriers to MSME patrticipation.
Insisting that foreign investors transfer know-how through supplier training programmes for MSMESs in
order to benefit from tax and other investment advantages is another way that public policy can support
MSMEs. Note: this does not obligate a foreign investor to use local suppliers, because that could
discourage them from investing and is anti-competitive, but it does mean that investors must transfer
know-how and become familiar with the capabilities of local companies.

Each country is unique and has different endowments in terms of its economic development,
natural resources, human resources and its existing participation in regional and global value chains. A
countryo6s pol i ci echainiparticipation peed td be taflored ta maich these specificities.
This means i dent iclriernt pogitioring withio regional ang gobal VCs; its potential for
expanding existing participation and moving into new VCs; and the feasibility/practicality of proposed

24

form

countr

t



policies. As part of this effort, it is important to undertake extensive consultations with the private sector,
including companies which already participate in VCs, export, or provide export services (such as
international transportation and logistical support) as well as chambers of commerce and business
associati ons . tornaldradeacilitationyonmmittdeda body required under the WTO Trade
Facilitation Agreement) can be an important source of inputs on non-tariff barriers to trade. In addition,
some countries have also established competitiveness or innovation councils with significant private sector
participation.

Workt o create a fiwinning countryo not a

Given the very poor record of governments in ident
i mportant to focus a creating & pogitives generallenvicopmest fof \UCs. tAtsthe o n
same time, governments can give priority to policies that will improve those aspects of the general
environment that are most problematic for industries where they believe the country might have a
competitive advantage. For example, if a country feels that they could further develop their software
industry or services exports (such as call centres), then upgrading the telecommunications network and
language skills in the workforce may be a priority. If there is a wish to develop an industry for time-sensitive
goods | ike fl owers, Aimade to measuredo wedding dresseé
improving air freight services and improving the quality control skills in the workforce may be a priority.
These priorities support the industries in question, and at the same time they provide benefits to a wide
range of other VCs and export businesses. | n t hi s way, the country al ways i
industries do notrgarn out to be Awinne

Entering value chains Which VC tasks present a possible competitive

advantage?

A starting point for identifying possible competitive advantages is to look at existing domestic
industries and exports to identify where there is existing expertise and experience which could be
expanded or fAsoldd to similar VCs. I n addition, | 0ok
having export potential (see Trade Map below) since this can help to identify areas of competitive
advantage based on existing expertise and/or natural resource endowments.

There are a wide variety of sources where information on the above can be found, starting with
national statistical offices® Other sources include the following:

T United Nati ons 6 Co nstwelsitt ehict afferalinks to a rarge af toadls for data
visualization https://comtrade.un.org/

I Trade Map of the International Trade Centre (ITC) http://www.trademap.org/Index.aspx

I Trade Competitiveness Map of the International Trade Centre
http://tradecompetitivenessmap.intracen.org/TP_TP_ Cl.aspx?RP=051&YR=2016

1 Observatory of Economic Complexity (OEC)
https://atlas.media.mit.edu/en/visualize/tree _map/hs92/export/kgz/all/show/2016/

Itis also importantto identfyac ount ryds current participation in reg
relatively new and important source for such information is the OECD, WTO Trade in Value Added (TiVA)
database which covers 68 countries and 34 industrial (manufacturing and services) sectors. In addition,

5 For Kyrgyzstan see: http:/stat.kg/en/publications/sbornik-mezhotraslevoj-balans-proizvodstva-i-ispolzovaniya-tovarov-i-
uslug-kyrgyzskoj-respubliki-za-2011g-zataraty-vypuska/
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the WTO has taken the data for these countries and developed very useful country profiles for value added
trade.

If your country is not yet participating in the TiVA initiative, you may want to encourage the relevant
statistical authorities to do so. In addition, on the TiVA website there is a link to information on the sources
and methods used for TiVA data i at least some of which could be implemented independently by a
national statistical agency.

1 OECD and WTO Trade in Value Added (TiVA) Database and Related publications
http://www.oecd.org/sti/ind/measuringtradeinvalue addedanoecd-wtojointinitiative.htm

1 WTO Trade in Value Added Country Profiles
https://www.wto.org/english/res e/statis _e/miwi_e/countryprofiles e.htm

Breaking economic activities down into their component tasks and then identifying other VCs where
similar activities are undertaken can help to identify opportunities for either expanding into new tasks in
the same VCs or ficr os s i ng inthis session dontain® examples ofWCs whichnne x 1
have been broken down into component tasks. These are taken from a variety of sources, so the level of
the tasks listed varies (i.e. some of them could be broken down into even more discrete components). At
the same time, they provide examples of howtolookat VCs from the fitask perspecH

Activities or fitaskso are i mportant because one key
tasks. Where similar tasks exist across industries (e.g. plastic case moulding, woodworking, welding,
customer warranty service, etc.) specialization in one task in one value chain can sometimes be used to
expand into new value chains.

Based upon the above data and consultations with the private sector, countries can identify those
value chains or activities within value chains where a country has or could develop competitive advantages
and where there are opportunities to expand participation.

Policymakers should then look at the next three questions (discussed below) on the overall business
environment , letellokconnextivity with intéraational markets and workforce skills. These are
key areas which can significantly support or diminish competitiveness within regional and international
VCs.

1. Creating a world-class business environment

1.1 How doesour business environment compare?

A countryds competi ti v einrlationtectlercompetitioy (i.ebothereourtriess at e d
participating in VCs). Therefore, having identified VC tasks in which their country might have (or could
develop) a competitive advantage, policymakers should first compare their country to those who are
undertaking the same or similar tasks in VCs, no matter where they are in the world. In addition, and in
the context of regional VCs, it is useful to look at countries located in the same region.

The most useful tools for making these comparisons are the various indices and reports published by
international organizations. These reports are not always accurate in all the details, but they do present a
good overall picture of how well a country compares to others. They are also important because investors
and donors | ook at them. In addition, while the Atotal
of competitiveness, these scores are a weighted compilation of a range of other indicators. Therefore, for
most indices it is possible also to see how a country compares with others on each of these lower level
indicators. This can provide a wealth of information, because these indicators are based on significant
research into what is important for business and for economic development. As a result, on a national
level they also provide an excellent basis for further study on how to improve the business environment.
Some of the most well-known of these indices are listed below.

1 World Bank Doing Business Report http://www.doingbusiness.org/
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1 World Economic Forum Competitiveness Index https://www.weforum.org/reports/the-global-
competitiveness-report-2017-2018

9 Transparency International (an index of perceived corruption levels)
https://www.transparency.org/country

1 The OECD Services Trade Restrictiveness Index (STRI), http://www.oecd.org/tad/services-
trade/services-trade-restrictiveness-index.htm

1 United Nations Development Programme (UNDP) Human Development Reports (for information
on achievements in health, education, pensions, etc.) http://hdr.undp.org/

1.21s the business services sector waleveloped?

Another essential part of business infrastructure, partially covered by the indices mentioned above,
is business services. Many companies participate indirectly in international trade by providing services to
exporters and this is a major channel for the participation of MSMEs in VCs. This indirect VC participation
covers a wide range of services from office cleaning to information technology. This sector is also
interesting because the development of services for companies with a domestic presence may eventually
lead to a country being able to export those same services.

Recognition of the importance of these services for exporters is a relatively recent phenomenon.
Not long ago the measurement of trade in services was limited to the direct export/import of services as a
tradeable. Then, in the last 10 to 15 years, analysis of trade in value added has shown that this dramatically
underestimates trade in services because many services are incorporated into physical goods. A few
examples include product design, marketing, after-sales service, and activities throughout the production
cycle to improve quality and reduce costs.

The following graph (Figure 2) provides an interesting picture of the percentage of services
incorporated in the value of exports of selected countries. More detail on trade in services, its impact and
how to measure restrictions on trade in services can be found on the OECD website®.

Figure 1.7 Services value added in gross exports (%)
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6 http://www.oecd.org/tad/services-trade/services-trade-restrictiveness-index.htm
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Source: OECD, WTO and World Bank Group (2014) Data Source: OECD/WTO TiVA database, May 2013 release.

As a countrybs principal NOIBgica scpl® (frons beingopvireariyu p t h e
resource-based through different levels of manufacturing technology to knowledge-based services) the
percentage of value added increases, particularly in the form of services that a country exports as part of
its products.

Asaresult,i t i s important t o dev e lbahgorenteringandmoviggys ser vi
the global value chain to levels of higher value added, and especially those services catering to businesses
in the sectors where the country already has export experience and some competitive advantages.

The use of |l ocal service providers is an important
As a result, in additi on eseotordismportanttdlaolgat leowto enconragey 6 s s e
foreign-owned FDI funded companies (often key VC hub focal points) to use local service suppliers. This
guestion is addressed further in the section on strengthening domestic firms participation.

It is very important to ensure that businesses have access to the services they need to be
competitive. Since it impossible to develop cost-effective business services in all areas (regardless of a
countrydés | evel alfonmmbanyperinittipgreadcperhaps iricrieasisg (at least temporarily)
imports of services.

1.3 ldentifying areas for the development of business services

The most important source of information on business services that need to be developed (and
the quality of existing services) is the private sector. They are the undisputed experts on the quality and
use of existing services as well as the private secto
may be useful.

1 Example 1 in Annex 1, which shows the business services value chain and is a good beginning
framework for identifying business services that are both needed by VC chain participants and
have the potential to be later developed into exports themselves.

9 If your country is included in their dataset, the OECD site mentioned above includes country
profiles with information on trade in services r
enterprises to services they may need to be competitive. If your country is not included this list,
national statistical or trade authorities could undertake their own study, using the indicators
measured by the OECD and described in detail in the methodology paper (Geloso Grosso, M. et
al. (2015). Because the OECD indicators are organized according to the service being evaluated,
countries can also use this methodology to evaluate selected service areas to which they give a
priority (e.g. telecommunications, road transport, insurance, etc.).

1 Another useful tool for seeing the status of trade-related services is the World Bank Logistics
Performance Index (LPI) website: https:/Ipi.worldbank.org/domestic/environment institutions.
While the LPI report’ itself does not contain individual country details on services, this information
is on the website where you can enter the name of
Quality of Serviceso.

2. Improving connectivity

7 https://wb-Ipi-media.s3.amazonaws.com/LPI_Report 2016.pdf
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Key connectivity opportunities

The key driving factors behind the fAexplosionbo

decades have been increased global connectivity and large, associated decreases in trade costs. Crucial
factors contributing to this connectivity include: reduced tariffs and non-tariff barriers to trade, improved
physical infrastructure (for energy, roads and ports in particular); containerized, multi-modal transport as
well as related developments (such as highly mechanized loading and unloading of ships); improved
telecommunications; advanced information technology; the interface between these last two on the
Internet; and increased use of international standards.

Taking advantage of lower trade costs, regional and global VCs have fragmented production into
distinct stages with the outputs from each stage being transported between locations, and often between
countries. As a result, any increased connectivity costs or problems are compounded at each stage of
production. Because the competitiveness of their products depends upon minimizing these costs, VC lead
firms and local VC hub focal points are very conscious of the connectivity factors discussed in this section
whenselectingsuppl i ers and fipartner countrieso.

The connectivity factors discussed below include: electrical and information and communications
technology (ICT) infrastructure, transportation and border-crossing facilities, non-tariff barriers to trade
(trade procedures, licensing requirements, foreign exchange controls, etc.) and the implementation of
international standards.

The importance of different kinds of connectivity and physical infrastructure varies depending on
which types of VCs are of most strategic interest. For example, telecommunications are most essential for
the export of services; roads and ports are more important for extractive industries; and airports for time-
sensitive and high-value goods.

Since developing countries (and developed countries as well) never have the funds needed for
financing all needed infrastructure, governments should look for possible partnerships with the private
sector and invest strategically, keeping in mind the kinds of VCs where they believe their country has the
greatest competitive advantage.

Infrastructure (Electricity, ICT, Transportation)
Electrical Infrastructure

Reliable and affordable energy is a prerequisite for participation in regional and global value
chains. Energy drives cost competitiveness in capital-intensive assembly and processing segments of
the chain. (OECD, WTO and World Bank Group, 2014).

Although often overlooked, access to reliable and affordable energy is a key element in the
devel opment of trade. fiGetting Electricityo 1is
Doing Business Index, for an excellent reason. This is explained very clearly in an OECD 2011 report on
the main constraints to trade for developing countries. (See Annex 2 for the OECD chart on the main
constraints to trade).

Electricity reliability appears to be a more significant binding constraint [for trade] than
road or air infrastructure. The impact of electricity is large and statistically significant at the 99%
confidence level: improving the reliability of electricity by 10% increases openness by almost 2
percentage points. The impact is larger on exports (2.4 percentage points) than on imports (1.7
percentage points). This large effect supports the claim of firms in developing countries that
electricity is the main problem not only for business in general but also exports. According to the
Enterprise Surveys (World Bank, 2010) firms in 29% of partner countries rank electricity problems
as their main business problem and in 68% of the partner countries, electricity is listed in the top
three constraints. A s prablenh is the maan buesidessécpnbtraiht fombloth
exporters and importers, and that it is slightly larger for exporters than non-exporters. Reliability is
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more of an issue than availability.

€ Indeed, producers can address the lack of electricity by using generators. Generators
are required for exporters in many countries, e.g. for textile exporters in the Special Economic
Zones of Madagascar. Hoekman (2010) reports that, in Nigeria, over 90% of firms with more than
20 employees have generators. The use of generators has a cost: the marginal cost of electricity
produced by generators is about two and [a] half times higher than electricity from the grid, and
the capital cost of a generator is about 20% of the total cost of machinery and equipment. This
shows that lack of electricity can dramatically affect production costs and thus reduce exports
competitiveness and, thus, trade performance. But the cost of unreliable electricity can be even
greater. Unreliable electricity not only requires the purchase of generators but can damage
machineries and equipment used in production due to fluctuation in power intensities. (Hallaert,
J., R. Cavazos Cepeda and G. Kang, 2011)



Figure 1.8 Surveys of business constraints in developing countries
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Given the large variation in energy endowments between countries, increased and reliable access
to electricity can often be supported through regional trade and energy agreements. This was the case in
Soviet-era Central Asia when there was a unified regional grid drawing on a range of power sources
including oil from Kazakhstan and Uzbekistan; gas from Turkmenistan; hydropower from Kyrgyzstan and
Tajikistan; and coal from all but Turkmenistan. As a result, for example, southern Kazakhstan received
gas from Uzbekistan. Since then the situation has changed dramatically, beginning with the withdrawal of
Turkmenistan from the grid in 2003, followed in 2009 by Uzbekistan, which caused severe power
shortages in Kyrgyzstan and Tajikistan. Recently it appears that there may be some movement in the
other direction with the signing of an agreement (in May 2017) between Turkmenistan and Uzbekistan, for
the export of Turkman electricity to Kazakhstan and to Kyrgyzstan via Uzbekistan's territory. (Pannier,
2017)

ICT Infrastructure

As already mentioned, one of the driving factors behind the recent, extraordinary growth in VCs
has been the substantial reduction in VC coordination costs created by reliable communications beginning
with the fax, and magnified 1000 times by the Internet. Therefore, easily available and good quality Internet
access is almost a pre-requisite for participating in VCs and affordable access is a key factor in supporting
the participation of micro, small and medium-sized enterprises (MSMEs).

Devel opi

il CT facilitates the transmission of codibadseded desi

chains and is the main medium for participationincross-b or der s er v (OEGD, VETO @aral Workl .

Bank Group, 2014)
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For an overview of global and regional
trends in ICT access and of where your country
stands, as well as potential areas for
improvement, the International
Tel ecommuni cat i @) abhoal
publications on i Meas
S o c i ®are » good place to start. Volume 2 of
this publication contains individual profiles for
over 170 countries. For example, on page 98 of
the 2017 edition, the country indicators in the
profile for Kyrgyzstan show that there is a need
for improvement, while the accompanying text
outlines the significant efforts that the
government is making to improve ICT access.

Transportation and Border-Crossing
Infrastructure

Physical transportation infrastructure (i.e.
roads, railways and ports), is crucial for moving
goods from production sites to ports, border
crossings and final destinations. This means it is
also crucial for ensuring that poorer rural and
secondary urban areas can benefit from
investment and economic development.

At a regional level, it is also important to
have quality transportation links, which cross the
region, connecting countries and connecting the
region to the world. This requires regional
cooperation on both physical infrastructure,
regulatory questions and information sharing.
Countries should investigate the agreements
existing in their region and consider becoming
signatories. Some resources in this area are:

Figure 1.9

Key indicators for Kyrgyzstan
(2016)

Data in italics are ITU estimates.
Source: ITU (as of June 2017).

Fixed-telephone sub. per 100 inhab.

Mobile-cellular sub. per 100 inhab.

Fixed-broadband sub. per 100 inhab.

Active mobile-broadband sub. per 100 inhab.

3G coverage (% of population)

LTE/WIMAX coverage (% of population)

Mobile-cellular prices (% GNI pc)

Fixed-broadband prices (% GNI pc)

Mobile-broadband prices 500 MB (% GNI pc)

Mobile-broadband prices 1 GB (% GNI pc)

Percentage of households with computer

Percentage of households with Internet access

Percentage of individuals using the Internet

Int. Internet bandwidth per Internet user (kbit/s)

1 The list of United Nations transportation conventions and agreements
http://www.unece.org/trans/conventn/intro.html
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1 Regional agreements on physical infrastructure for road, rail and inland waterways under the
United Nations Economic Commission for Europe (UNECE)
(https://www.unece.org/trans/theme infrastructure.html)

1 The ongoing project on Euro-Asian Transport Links developed jointly by the UNECE and the
United Nations Social and Economic Commission for the Asia and the Pacific (ESCAP)
(https://www.unece.org/trans/main/eatl.html ).

Non-existent roads mean no trade. Bad-quality roads mean less and more expensive trade, as
they can damage both trucks and the goods being transportedd resulting in goods of an unsuitable quality

8 ITUs Measuring the Information Society Report 2017. Found at: https://www.itu.int/en/ITU-

D/Statistics/Pages/publications/mis2017.aspX.
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for sale (demand is low for bruised apples which spoil quickly). Where there are no refrigerated containers
or vehicles or storage available, shipments suffer high-levels of spoilage and the transport of some goods
(particularly agricultural products and pharmaceuticals) becomes difficult or impossible.

A lack of container handling equipment at seaports, river ports and railway stations can limit the
volume of trade and raise costs. A lack of traffic lanes and parking areas can result in traffic jams, increased
pollution and decreased trade volume. As an example, if there is expedited processing for trucks who
have submitted advanced consignment iinformation
cancelled if there is no separate traffic lane for expedited truck shipments, forcing them to wait in line with
all the other trucks for hours or days before they reach the customs officer and receive their expedited
handling.

, t he

Infrastructure problems at borders can also be aggravated by other factors such as:

i.  Transportation-related regulations and procedures (for example, truck inspections, restrictions on
drivers, requirements to transfer goods between rail equipment, etc.). Some of these can be eased
through the adoption of international standards; agreements for mutual recognition; and regional or
international harmonizationd others through technology (for example the use of GPS to track
vehicles in transit)

ii. Other organizational factors causing excessive border delays. Some of these can be addressed by
increased opening hours, increased use of risk management, joint inspections by customs and other
authorities such as phytosanitary inspectors, and even joint-border crossings. Lastly, the importing
and exporting countries could perform inspections and clearance simultaneously, instead of the
transporter having to stop and go through procedures twiced once on each side of the border.

1 A useful guide for the organization of border crossing points and their physical design is the
Handbook of Best Practices at Border Crossings (OSCE, UNECE 2012). Found at:
http://www.unece.org/fileadmin/DAM/trans/bcf/publications/OSCE-UNECE Handbook.pdf

Trade procedures,licensingrequirements, and other nontariff barriers to
trade

Non-tariff barriers to trade, such as excessive licensing requirements and procedures, can be even
more damaging to a companyo6s c panipipate intwvalug éans thanhighn d t h e i
tariffs. They add costs and are more unpredictable (than tariffs). Unpredictability results in the need for
parties downstream in the VC to keep expensive inventories or, if client companies are using just-in-time
manufacturing techniques, late deliveries can cause entire assembly lines to shut downd with

unacceptable fAripple effectsd across the rest of the

In a global environment, consignees require a high degree of certainty on when and how
deliveries will take place. This is much more important than the speed of the delivery. Predictability
also carries a premium, which many shippers are willing to pay. In other words, supply chain
predictability is a matter not merely of time and cost, but also of shipment quality. (World Bank
2016)

Import-export procedures are closely linked to border transit times and predictability, even if there
are additional factors, beyond procedures, that figure into border transit such as physical infrastructure
and the internal organization of border services.

The Brookings Institute, in a study on the opportunities provided by GVCs to developing countries,
highlights the importance of trade costs, many of which are linked to export-import procedures and
processes.

One of the most important impediments for developing countries is trade costs. Non-tariff trade
costs i n tdofeighy, dvsurange and dther cross-border related feesd tend to be much
larger than any remaining import tariffs as products travel through the various stages of production.
Those trade costs have a monetary dimension (for example, transportation, insurance, and other
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fees), but also a more intangible dimension: information costs, nonmonetary barriers (regulation,
licensing, and so on), and weak trade governance leading to uncertainty.

These various impediments to trade can be expressed as equivalent to an ad valorem tariff of a
certain rate. Trade costs vary by country and by sector and are generally much higher than tariffs
as impediments to trade. In sectors with complex value chains, such as motor vehicles, computers,
and machinery, trade costs are more than four times higher than tariffs. Trade costs tend to be less
of an impediment in traditional traded goods [i.e. commodities with short value chains], such as
agricultural products, minerals, and wood. (Dollar, D., 2017)

A wide range of tools and resources are available to help countries facilitate trade and minimize non-tariff
barriers to trade:

T An excellent Ainventoryo of these resources
United Nations Trade Facilitation Implementation Guide (http://tfig.unece.org/).

1 Session 3 of this module looks more in-depth at the buy-ship-pay model (which covers those
areas where non-tariff barriers are found), and session 4 looks at Business Process Analysis
which is one of the most important tools for identifying bottlenecks within individual value chains.

1 Module 2 looks in depth at how import and export procedures can be made more effective and
efficient.

It is also important, in the context of VCs, to look at facilitating imports and especially those which

are used as manufacturing inputs. As pointed out in the quotes below, protectionist taxes and non-tariff
barriers for imports are no longer an effective strategy for economic development in a world where more
and more trade takes place within regional and global value chains.

GVCs reinforce the arguments against the already discredited mercantilist conception of trade,
especially a zero-sum obsession with minimizing imports and expanding export opportunities.
Imports are essential for exports, especially in complex value chains such as transport and
electronics. Tariffs and non-tariff barriers [on imports] in the presence of GVCs are effectively a tax
on exports, and the negative effects of trade protection are compounded in GVCs when parts and
components cross borders many times. GVCs thus make policymakers recalculate the costs that
they impose on their own economies through protectionism. (OECD, World Bank, WTO, 2014)

In general, reducing trade costs (be they created by a lack of infrastructure or an excess of regulatory

and procedural costs) should be a priority area when developing strategies for promoting increased
participation in VCs.

Countries with very high trade costs will not be able to participate in GVCs, and any exports are
thus likely to be traditional goods, often primary products. Developing countries try to address this
problem through export processing zones (EPZs) that have superior logistics and customs clearance
(as well as duty drawbacks on import tariffs that remain). The problem with this second-best
approach is that it limits participation in GVCs to the small number of firms in the EPZs, while other
domestic firms, especially small ones that might become parts suppliers, are left in a high-
transactions cost world. It is preferable to improve trade facilitation for all the firms in the economy.
(Dollar, D., 2017)

The following are some key international resources, which evaluate the performance of countries in the
areas of trade facilitation and non-tariff barriers to trade.
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1 World Bank Logistics Performance Index, https://Ipi.worldbank.org/

1 World Bank Doing Business Report (Trading Across Borders Indicators)
http://www.doingbusiness.org/ and
http://www.doingbusiness.org/~/media/WBG/DoingBusiness/Documents/Annual-
Reports/English/DB2018-Full-Report. pdf

9 OECD trade facilitation indicators, http://www.oecd.org/trade/facilitation/indicators.htm
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1

ITC Market Access Map, http://www.macmap.ora/

Figure 1.10 Logistics Performance Index and a centrality measure of involvement in GVCs
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Further evidence of the importance of
reducing transactions costs comes from the

Worl d Bankédés Logi sti
(LPI),  which  captures how  well
infrastructure and bureaucracy work
together to move goods through the

production process and to consumers. A
centrality indicator
GVCs plotted against the LPI shows a clear
relationship between better logistics
performance and deeper involvement in
GVCs (see figure[below]). The link is not
that tight (R2 = 0.29), indicating that other
factors are at work as well. But it is
interesting that the lower-right quadrant has
no observations at all: No countries with
poor logistics performance are central to

GVCs. For countries that want to get more involved in GVCs, trade facilitation and infrastructure are
obvious places to start. (Dollar, 2017)

International standards

Another critical capacity required for VC participation is the ability of enterprises to implement

international standards. Final products must meet the standards required in the country where they will be
soldd so all their components must meet these standards as well. As a result, suppliers who cannot show
their ability to meet the required standards in an affordable, consistent and reliable manner are not even
considered. Each sector has different standards that are commonly required. An example of common
standards in the horticultural sector can be found below.
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Figure 1.11 Prominent Standards in the Horticulture Industry (Updated by Fernandez-Stark, K., P.
Bamber, and G. Gereffi, 2011)

Public Priva
te
Mandatory Voluntary Individual Collective
National - National -Hazard -Nat ur eds Choi c| -British Retail Consortium
legislation Analysis Critical (UK)
(pesticide use, Control Point -Field-to-Fork (M&S)
labour regulations, (HACCP) -Assured Foods Standards
sanitary -Terre et Saveur (Casino) (UK)
inspections etc) -USDA .
National -Conad Percorso Qualita (ltaly)
- U.S. Department organic B
of Agriculture program - Albert Heijn BV: AH Excellent
(USDA) standards (Netherlands)
Regional - EU Regulations - Filieres Qualite (Carrefour) -EurepGap1t
-Dutch HACCP
-Qualitat Sicherhiet (QS
i Belgium, Holland,
Austria)
-International Food
Standard (German,
French, Italian)
International -World Trade -ISO 9000 -SQF 1000/2000/3000 (U.S.) |- GlobalGap
Organization
SPS -1ISO 22000 - Global Food Safety
Agreement Initiative
-UNECE - SA 8000
Commercial
Quality - International Federation
Standards of
- CODEX Organic Agriculture
Alimentarius Movements (IFOAM)
standards Standard

Sources: Gereffi & Lee, 2009; Henson & Humphrey, 2009; Jaffee & Masakure, 2005.

Standards requirements can present a considerable barrier to participation in VCs for some sectors
and some countries. Meeting these requirements requires a knowledge and technical know-how for which
training is not always available. In addition, even suppliers who do meet the quality requirements may lack
a timely and cost-effective way to meet the mandatory testing and certification requirements to prove their
compliance.

Services that help companies and suppliers to meet standards are important (such as agricultural
extension services, vocational training schools and business/manufacturing consultants) as well as
services to prove that products meet required standards (testing and certification bodies). Policies to
support the creation of a world-class workforce (as discussed in the next section) are also important for
supporting the implementation of standards.

Public policy has a role to play in promoting and ensuring the provision of these services, in particular
testing and certification services. Because testing and certification for selected imported and exported
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products is required in all countries, such services are usually provided either by government agencies or
private sector parties who are accredited by a government. Some countries, and laboratories, have mutual
recognition agreements allowing them to recognize testing and certificates issued in other countries. Such
agreements significantly reduce costs for exporters and should be actively pursued, especially with major
trading partners.

The Competence and Quality of Services indicator in the World Bank Logistics Performance Index
includes information on quality/standards inspection agencies and health/SPS agencies and is a good
place to start. In addition, information on best practices related to standards policy is available on the
UNECE website (see below). Nonetheless, the most important source of information on needs in this area
is the private sector.

1 World Bank Logistics Performance Index,
https://Ipi.worldbank.org/domestic/environment _institutions (enter the name of the country for
which information is desired and then select @ Comg

1 UNECE Working Party on Regulatory Cooperation and Standardization Policies,
http://www.unece.org/trade/wp6/welcome.html

3. Creating a World-Class Workforce

Developing worker skills and a world-class workforce is a cross-cutting policy area and is key to VC
participation, i ncr easi ng a ¢ o u nValueyailded vatleinr s, ratd auging VGs fto support
sustainable development.i The cost and avail abi l i t-yaluelabour-iaténsiue r
functions. As cheaper locations join value chains, those already participating must increase their
capabilities or specialize in particular market segments. Upgrading worker skills becomes essential to
remaining c(OBCDENTO aind Werld Bank, 2014)

n
D

The ability to increasethevalueadded that a countrybs economic actor
by the knowledge and skills of the human resources which are available. Thus, when looking to support
existing VCs or to identify new areas for VC participation, policymakers should work with the private sector
to identify the required jobs and the skill sets which job holders need, and to plan how to fill in the gaps
between the skills in the current workforce and what will be needed in the future. This plan should include
the following.®

1) Definitions of the differentvalueadded st ages as a company moves fdup t
workforce implications at each stage, including required skills (see table 1, Annex 3);

2) For each value added stage, profiles for the required jobs with possible sources for obtaining these
skills, which pay attention to the different stages of skill development so that training can be properly
sequenced (see table 2, Annex 3);

3) The identification of programmes and initiatives to support skills development for each value added
stage that a country is prepared to support (see country examples for Chile, Kenya and Morocco, in
tables 3 to 5, Annex 3).

It is also important to provide incentives to both companies (to provide training) and to workers (to
acquire skills) in addition to looking at how appropriate skills can be developed within traditional
educational frameworks (i.e. through internships, in-class workshops, etc.). Chile has developed a very
advanced programme for labour skills certification, which is described in the box below. While the

9 Annex 3 contains examples for the horticultural industry, but provides a framework that can be applied to other
industries.

37


https://lpi.worldbank.org/domestic/environment_institutions
http://www.unece.org/trade/wp6/welcome.html

description is focused on horticulture, similar certification programmes have been developed in Chile for a
range of other sectors including, fish farming, forestry, healthcare, information technology, mining,
recycling and more. As an incentive to workers and employers, for each category there is a register of all
those who have received certificates so that companies can verify the skills of potential employees before
hiring them.

Chile National Labour Skills Certification System

This program was created in 1998 by Fundacién Chile. This system aims to provide a framework for the
recognition of competencies, regardless of how these were acquired, with the goal to improve industry
competitiveness. The program involves both public and private stakeholders from 15 different industries. In these
15 industries, more than 500 occupational standards have been established, and 40,000 workers have been
certified. Skills standards have been transferred to vocational training institutions to refine their curricula. At the
same time, the workers that have not passed the evaluation are offered training courses to fill the skills gaps and
later receive the certification of skills diploma. Certification is carried out by ChileValora, a joint initiative of the
government, unions and the private sector.

This system has identified the skill profiles required for jobs performed in the horticulture production, packing, cold
storage, and processing stages of the fruit and vegetables value chain. For example, in the production stage a
diploma is granted to a person who manages the GAP program in the farm; in the packing plant, a person who
has the skills to pack the fruit in a box will receive a certificate, and in the processing stage there is a certification
of skills for the workers that pit the fruit or operate the machine to seal cans. To date, more than 9,000 workers in
these segments have been certified.

The main advantages of this system are to facilitate the portability of skills, decrease uncertainty in the hiring
process, fully accredit the workersd abilities, an
workers to establish a culture of lifelong learning and development.

Updated from Fernandez-Stark, K., P. Bamber, and G. Gereffi (2011).

Sources: Araneda, 2010; Chilevalora, 2017; Kis & Field, 2009.

Strengthening the participation of domestic enterprises and MSMEs

Why do countries want to become part of value chains? Economic development and benefits coming
from increased employment and technology transfer are among the primary reasons. To maximize these
benefits, it is important that domestic enterprises as well as those created through foreign direct investment
(FDI) participate both directly and indirectly in VCs including Micro, Small and Medium-Sized Enterprises
(MSMEsS).

A wide range of studies have shown that MSMEs are essential sources of employment and economic
growth around the globe, especially in developing countries. A study by the International Labour
Organization (ILO) has shown that SMEs provide two thirds of all formal jobs in developing countries and
80 per cent in low income countries. In addition, and even more importantly, A SMEs make a ke
contribution to the net <creati on o(fle Kpkples, Veldhdspvarci al |y
Essen, 2013).
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Figure 1.12 Share of total employment creation by enterprise size, by

region (for countries with a net increase in employment) HORIZONAL: ECA= Eastern Europe and
Central Asia; EAP= East Asia and the
Pacific; LAC=Latin America and the
Caribbean; AFR=Africa Region; SAR=
Southern Asia Region. Due to lack of
data, MNA (Middle East and North Africa)
is not included,

VERTICAL: % of employment creation

BARS: employment creation by size of
enterprise within each income group, the
median employment creation shares for
different size classes may refer to
different countries; hence, the median
employment creation share for the three
size classes may not add up to 100%.

Notes: the data refers to employment in
the formal, non-agricultural private
economy; firm size is based on the
number of full-time employees; micro
Source: Is Small Still Beautiful? Literature Review of Recent Empirical Evidence on the enterprises are excluded; based on data
Contribution of SMEs to Employment Creation (Kok, Deijl, Veldhuis-Van Essen, 2013). from 81 countries; employment creation
by size class is calculated according to
classification by average size over a two-
year period.

'5-19 ¥ 20-99 1 100 or more

The contribution of VCs in maximizing the contribution of domestic enterprises to employment is
further illustrated by figure 8 (on the effect of firm and owner characteristics on the employment growth
rates of enterprises of all sizes). This shows that innovation, export orientation, worker knowledge and
skills and foreign investment all contribute to increased employment growth. Coincidentally, these are also
characteristics that are created or supported by f

Figure 1.13 The effect of firm and owner characteristics on the employment growth rates of enterprises

Factor Description Effect on employment
growth rate of individual
enterprise

Firm size Size of the firm (employees) i

Firm strategies:

The introduction of new products or

Innovation
production processes

1 Export orientationofthe Bei ng active and se +
firm in international markets

Capital intensity The level of capital and/or fixed assets
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Other firm characteristics:

Location Whether the firm is located in a

densely populated area (i.e. a big city)

1 Human capital Knowledge and skills of the workers, +
acquired through formal training

1 Export orientation of the  The share of production of a sector +
sector that is exported

Owner characteristics:

1 Owner age Age of the firm owner (years) +

Human capital Knowledge and skills of the owner,

acquired through schooling, training

and/or previous business experience

Source: de Kok, Deijl, Veldhuis-Van Essen, 2013.

Note:thefi +signrefersto a positive effect on SME employment growth rates, while a fi fiimplies that the respective factor has an
adverse impact on SME employment growth rates. i Ondeans that there is no statistically significant effect, according to the recent
empirical literature. iMixeddimplies that there is mixed evidence on the effects on the respective factor.

As discussed earlier, a poor business environment not only discourages Foreign Direct Investment
(FDI), it also weakens domestic enterprises, thus making them less competitive in VCs. As a result, one
of the most important ways that policymakers can strengthen domestic enterprises is by improving the
overall business environment. The rankings for the individual indicators used by the World Bank for its
Doing Business Report (see Resources at the end of this session) and by the World Economic Forum for
its Global Competitiveness Report (World Bank, 2017) are excellent starting points for identifying priorities
for this improvement.

FDI can open many doors for domestic firmsoé partici
made by a lead firm which is orchestrating an overall VC and encouraging or actively undertaking the
establishment of VC hub focal points.

At the same time, the policies for attracting FDI and the advantages given to foreign investors
sometimes fail to create links with domestic industry or can even put domestic companies at a
disadvantage when they want to be suppliers to VC chain participants. For example, when Special
Economic Zones (SEZ) (or other economic advantages) are restricted to companies with foreign investors,
this makes it cheaper for a company in the SEZ to purchase from another foreign company also located
in the SEZ than to purchase from a domestic company that does not have their advantages (and thus
cannot compete). One way to address this issue is to make special efforts to encourage domestic
investment through the provision of the same or similar advantages to local companies that export as are
given to companies established with foreign direct investment.

Another strategy, to encourage knowledge transfer and the development of links, while not
discouraging competition, is to require foreign firms to train local companies (in return for whatever
advantages they are receiving). This helps local companies to gain the knowledge and skills they need to
compete for supplier contracts and gets the foreign firm acquainted with the capacities of local firms.
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Value chains, like all business processes, are competitive. As a result, it is important to make a
countrybés value chain fof f eostier fonothee valuenchainwaerticipahthtos mak i
change suppliers. This is referred to as increasing ¢t
in value chains. Some ways to increase this fAstickine

A |l arger percent agevaloefaddad, pr oduct 6s overall
Value added that is harder to replace (requiring more qualified staff, more investment, etc.)

An active high-quality network of domestic second and third-tier suppliers and service providers
Other inputs or advantages such as cheaper, physically closer natural resources, better
transportation networks, etc.

= -4 A -4

As a result, countries and companies should be

participation by increasing the percentage of value added that they contribute (and thus increasing the

percentage of revenue they are able to fAcaptureo). How f a
on a countryb6s Ainnovation systemo which is its overa
investments in skills (as discussed in the previous section), technology dissemination and
entrepreneurshipd including in services which form an increasing percentage of the value added in most

goods. Innovation is often associated with, and is more prevalent in, higher tech sectors. At the same time,

the impact on productivity is higher for innovation in lower tech sectors, so there is still much un-tapped

potential for research and development in products, processes and services that do not require enormous

R&D investments.

From a practical standpoint, the public and private sectors in a country need to identify their
priorities for VC participation (as described at the beginning of this session), and at the same time define
a fApatho for eventual upgrading. Upgr ases pediapsreever be don
upgrading while others may upgrade once, and others four or five times.

Three examples of upgrading paths can be found in: the first table in Annex 3 (with possible
upgrades for the horticultural sector); Annex 4 (with recommendations for apparel sector upgrading); and
below (with the description of types of upgrading in the electronics industry VCs).

Figure 1.14 Types of Upgrading in Electronics GVC

Upgrading Type Description

Final product manufacturers acquire responsibility for more value-adding activities; a switch from
manufacturer to service provider often occurs over time:

Categories: AssemblyY EMSY ODMY Lead Firm

IActivities: AssemblyY Sourcing/DistributionY Development/DesignY Marketing

Functional (Moving
into Services)

Supply Chain Establish backward (or forward) manufacturing linkages within the supply chain; related to vertical
Linkages integration: Inputs Y ComponentsY SubassembliesY Final Products
This can also be extended all the way back to production equipment.

Market diversification: serving new buyers or markets often in emerging domestic or regional
markets (new geographic destinations or distribution/market channels) Geographic: exporting

End Market only to the US and now to Mexico as well

Market Sector: consumer electronics to medical

Shift to customized products, use of higher quality inputs, or other additions that increase the value
Product . . .

of the product or otherwise provide a competitive edge

Reduce cost, increase productivity and improve flexibility by investing in new or better machinery
Process or logistics technology. Specific steps within a stage (for example, components): AssemblyY

Metal FabricationY StampingY FinishingY Testing

Source: Frederick Stacey, Joonkoo Lee (2017)
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The patrticipation of Micro, Small and Medium-Sized Enterprises (MSMES) in value chains requires
special attention from governments. It is particularly important to support a well-developed private-sector
fleesgstemod of busi ness suppo plés ofssaeach servicessinclfde: ntrainilBgy E s . E x
accounting, logistics, information technology support (for web sites, company computers and software,
etc.), product and packaging design, customs clearance, etc. Governments can support the provision of
such services through subsidies and other incentives. For example, service companies supporting MSMEs
tend to be MSMEs themselves, so possible types of subsidies could range from reduced taxes or fees for
MSMEs, to vouchers for clients, to subsidized infrastructure (for example for Internet connections), to
subsidized training programmes. In addition, government procurement (including at regional and local
levels) that encourages/promotes the participation of service-industry MSMEs can support the
development of this eco-system.

Another area of importance to all enterprises, and particularly MSMEs, is access to financing. This
depends on the policies of financial institutions and the availability of trustworthy credit registries. At the
same time, public policy has an important role to play in encouraging the development of innovative
financing methods, financial education for MSMESs, export insurance, and legislation in areas such as
collateral and bankruptcy. The Association of Chartered Certified Accountants in a substantive 2014 paper
on financing for SMEs noted the following:

fBoth innovative and traditional approaches to providing finance to SMEs depend on
access to effective financial infrastructure i from credit databases to payment systems. The
experience of Chi na after the PBoCbs [ Peopl eds Bank of
registries for receivables and leases shows very clearly how vital these developments have
been. Equally, the record of financial innovators in developing new sources of data to aid in
assessing credit risk where traditional public credit databases are not available demonstrates
the key role that basic financial infrastructure plays in enabling the flow of funds to SMEs. A
keener focus by policymakers on ensuring improved access to financial information and
encouraging the creation of basic infrastructure such as asset registries, credit bureaux or
credit risk databases, such as the International Chamber of Commerce (ICC) Trade Register,
is vital in enabling credit to flow.0 Association of Chartered Certified Accountants, 2014).

Exporting usually requires companies to have larger amounts of working capital because of longer
times between when the goods are ordered and when they are paid for. Without access to financing, many
companies will simply stay out of export markets and VCs.

Another, often overlooked, area that can also have an important impact on the competitiveness of
domestic companies, and especially SMEs, is value added tax (VAT) refund policies and procedures.
While VAT refund systems often work reasonably well for large companies, MSMEs often find the process
excessively time consuming and expensive. As a result, they often do not even request VAT refunds,
which makes their products more expensive and less competitive. A 2005 International Monetary Fund
(IMF) Working Paper (Harrison and Krelove, 2005) that reviews VAT experience in a range of developed,
developing and transition economy countries, recommends some best practices including the immediate
refund of VAT to exporters, and preferential treatment for companies with good compliance records.
Automated systems and technology can also support better and faster VAT refund processesd as noted
in the Price Water House Cooper report VAT Compliance: The impact on business and how technology
can help, based on their Paying Taxes 2017 study of 142 countries (including from Central Asia). (Price
Waterhouse Cooper, 2017)

Strengthening the participation of domestic enterprises and MSMEs in VCs presents a range of
challenges. At the same time, working in a strategic manner to achieve this objective can significantly
increase the impact and benefits which FDI and VCs can bring to the domestic economy.

4. Ensuring that Value Chains support sustainable development
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In September 2015, the member States of the United Nations approved an ambitious agenda for
2030 for all countries and for the world with 17 economic, environmental and social goals for sustainable
development. These goals aim to create a world of peace where human dignity is respected, extreme
poverty and hunger are ended, and our planet is preserved for future generations (United Nations, 2015).

Government policy can help to ensure that Value Chains realize their full potential for contributing to
the United Nations Sustainable Development Goals (SDGs). Depending upon government policy and the
value chain in question, VCs could make contributions to most, if not all the SDGs. At the same time, the
following are goals where there is often greater potential:

1 Goal 1. End poverty in all its forms everywhere

1 Goal 4. Ensure inclusive and equitable quality education and promote lifelong
learning opportunities for all

1 Goal 5. Achieve gender equality and empower all women and girls

1 Goal 8. Promote sustained, inclusive and sustainable economic growth, full and
productive employment and decent work for all

1 Goal 9. Build resilient infrastructure, promote inclusive and sustainable
industrialization and foster innovation

1 Goal 12. Ensure sustainable consumption and production patterns

1 Goal 17. Strengthen the means of implementation and revitalize the Global
Partnership for Sustainable Development

At the same time, participation in global and regional value chains is a two-sided coin and it can also
create risks for the SDGs. For example, without government intervention (through regulation), the
pressure within VCs to reduce costs can result in poor environmental, occupational health, safety and
labour standards. On the other hand, with appropriate government regulation (i.e. regulations that focus
on outcomes and not on how to achieve an outcome) and enforcement, VCs can lead in innovation and
good practice for achieving the SDGs. This is particularly true, for SDGs 9, 12 and 17. In addition, as
economies specialize or seek to move up the value chain, some workers may be displaced. Government
supported training programmes, rldacsl adsiss cwosrskefdo rucnedoe ra bioCur
reduce related sectoral unemployment and support moving the economy towards higher value added
activities (contributing to SDG 8 and often, indirectly, to SDG 1).

While companies participating in a value chain may feel immediate pressure to reduce costs at any
cost, this is no longer a successful survival strategy. Social and environmental standards are becoming
more important. Originally, this trend began with corporate social responsibility (CSR) campaigns and
advocacy groups. Now, environmental compliance requirements and green initiatives are moving to the
forefront as a result of both government policy and, increasingly, the purchasing policies of multinationals
and |l arge cConmsymers are e@eamandinfg that lead firms become more responsible and
transparent about their practices. The success of ethical clothing brands (for example, Patagonia) is a
testament to the power of consumer demand and green credentials. &attneo, Gereffi, Staritz, 2010)

i Su r v suppliensgwill be companies that choose to compete on their environmental
credentials in addition to cost, quality, and other traditional factors. Whetherlegally enforceable
orii v otaryagreement to make adjustments to have a greener and more transparent firm and
supply chain will be mandatory to compete in the future. Countries that develop policies that
facilitate the transition to more sustainable practices will bethew i n n e(Castan@o, Gereffi,
Staritz, 2010)

Government regulations and policies can support the SDGs and help companies to resist immediate
pressures by defining minimum environmental, safety and labour standards. At the same time, these
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policies and regulations (and implementing measures) should be established in consultation with the
private sector and VC participants to ensure that they are effective (focused on results) and efficient, so
as not to damage the overall competitiveness of the national economy and its enterprises.

Prioritization and Measuring Progress

Resources everywhere are limited and (as mentioned earlier) each country has its own specific needs.
As a result, once policy actions have been identified, they need to be prioritized. This must be done while
keeping in mind the steps that need to be taken to ensure that VC participation supports sustainable
development (i.e. ensuring positive social, environmental and economic outcomes).

Regardless of the framewor k us ed jvepoditien (andthelanalysisi on o f
of how its value chain participation could be improved) should be an ongoing process. There are new
developments every year in technologies, infrastructure, the economy and the political environmentd so
itisnotwisetoblindl y accept that | ast yeardés priorities should

In addition, because value chains are ultimately about business, it is important that these evaluations
and the choice of policy options and priorities be undertaken in partnership between the private sector and
those government agencies responsible for trade, export promotion and foreign direct investment (FDI)
promotion.

Two possible prioritization strategies which provide different perspectives for decision-making (while
not being mutually exclusive) are described below:

1) Prioritize based on a countryédés current participatic
to either

a) Entering VCs (for those countries with limited current VC participation), or

b) Expanding and strengthening VC participation (for countries already actively participating in
VCs).

2) Use the Global Competitiveness Index Framework developed by the World Economic Forum. This
identifies three basic types of economies (factors driven, efficiency driven and innovation driven). The

Aipillarso for each type of economy | ay the foundat
framework, a country would identify the principal driver of its current economy and then prioritize the
actions that would improveits fpi | | ar s 60, t h utse both@nprpve itsgurrenhezonanyu nt r vy

and to move forward into more advanced economic activities.
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Figure 1.15 The Global Competitiveness Index Framework

Source: World Economic Forum (2017)

The importance of Key Performance Indicators (KPI)

Once actions to support Value Chain participation have been identified and priorities established, it is
extremely important to identify key performance indicators (KPIs). These will allow a country to identify
where it is now, and to measure progress. Improving the ability of domestic enterprises and the national
economy to participate in VCs will require investment. Without KPlIs it is very difficult, if not impossible, to
measure progress and to evaluate the results from investments. They also provide an important motivation
for participants by allowing them to measure their accomplishments and the impact of their work. Many
KPl's can be taken from international indices such as

Performance Indices, and other KPI resources, includet he Wor |l d Economic Forumbds
and Global Competitiveness Indices or information regularly published by the International Trade Centre
(ITC), the International Telecommunications Union (ITU), OECD, the WTO and others. In addition,
countries can undertake their own studies to establish benchmarks and measure progress. Examples of
such studies are Business Process Analyses studies (as described in session 4 of this module),
Assessments of Tradeand Transport Facilitation bag%WTOdime t he Wo
Release Studies (measuring the time between arrival and clearance of goods)'?, etc.

10 hitps://gfptt.org/sites/default/files/refread/43bcb2bc-67ef-460b-965b-a31a594f3073.pdf

11 hitp://www.wcoomd.org/en/topics/facilitation/instrument-and-tools/tools/time-release-study.aspx
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