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Abstract

This work focuses on the effects of the entry of global value chains on some African countries. The first
part regards the main general issues associated with the GVCs: the main trends of different world
regions and sectors, the problem of double counting in the measurement and some theoretical cues
from previous works. After that we made an analysis of the main benefits and risks for a nation involved
in GVCs and a description of different methods for an upgrading along the chains. The second part deals
specifically with the African situation looking at the general economic and social context. The author
chose for his analysis Tunisia, Namibia, Mauritania, Mozambique and South Africa, based on a
computation done to find the countries more involved in GVCs. Each country is described with general
information. In the third chapter the author does a multiple linear regression in order to understand if
the entry into global value chains of those countries has affected (positively or negatively) their
economic growth. After several regressions with different variables (and assumptions), the results can
be quite surprising. In fact, not only the participation to GVCs (measured in several ways) does not seem
correlated in a significant way to the economic growth, but even the simple trade with foreign countries
(anindex of the opening of borders) brings a negative effect on growth. These results show the difficulty
to arrive to common conclusions with other researches and the need to examine further the topic,

especially to find better solutions to enhance development.



Sommario

Questo lavoro si focalizza sugli effetti dell’ingresso nelle catene del valore globali su alcuni paesi
Africani. La prima parte riguarda le principali questioni generali associate alle CVG: le principali
tendenze di diverse regioni e settori, il problema del doppio conteggio nella misurazione e alcuni spunti
teorici da lavori precedenti. Si passa quindi ad un’analisi dei principali benefici e rischi per una nazione
coinvolta nelle CVG e ad una descrizione dei diversi metodi per la promozione lungo le catene. La
seconda parte affronta specificatamente la situazione Africana guardando al contesto economico e
sociale generale. L'autore ha scelto per la sua analisi Tunisia, Namibia, Mauritania, Mozambico e Sud
Africa, basandosi su un calcolo fatto per trovare le nazioni piu coinvolte nelle CVG, ed ogni nazione
viene descritta con informazioni di carattere generale. Nel terzo capitolo I'autore svolge una
regressione lineare multipla per capire se I'ingresso nelle catene del valore globali di queste nazioni ha
influenzato (positivamente o negativamente) la loro crescita economica. Dopo diverse regressioni con
diverse variabili (e assunzioni), i risultati possono essere abbastanza sorprendenti. Infatti, non solo la
partecipazione alle CVG (misurata in diversi modi) non sembra essere correlata in maniera significativa
alla crescita economica, ma persino il semplice commercio con paesi stranieri (un indice dell’apertura
dei confini) ha un effetto negativo sulla crescita. Questi risultati mostrano la difficolta ad arrivare a
conclusioni comuni con altri lavori e il bisogno di esaminare ulteriormente I'argomento, specialmente

per trovare soluzioni migliori per accrescere lo sviluppo.
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Introduction

This work fits in the new part of the literature that tries to analyze the implicit and explicit
characteristics of the global value chains and their effects. The simple trade between nations, which
has been a common usage since the ancient times with exports and imports, developed in much more
complex and structured ways until it reached the actual form of global value chains. This term
represents the all set of activities that a firm undertakes to produce a service or a product, from the
beginning of the process to the final sale. Firms are no more compelled to organize themselves within
the origin country borders but they deploy their chains into various nations and even various
continents, making them global. To understand and study global value chains means to understand and
study the rules and the characteristics of the current and the future world economy; the fundamental
importance of such an investigation is evident. This pattern regarding the economic globalization is not
a temporary phenomenon; since it will certain lasts at least for many years, the economists must deeply

understand the consequences of such a revolution of the world economy.

In particular, this work focuses on what were the effects of the entry of some African countries into the
global value chains mechanisms, in terms of some of their economic macro-variables. Africa is the
continent less investigated in these macroeconomic studies for several reasons. A lot of papers focus
on what are the domestic effects of firms deciding to dislocate production. Given that the majority of
these firms are headquartered in Europe or America, these works focus here. Others point out the great
rise of Asian countries of the last decades. Few works concentrate on potentiality of Africa but
fortunately the trend is changing, and this work tries to be part of this change. The analyzed countries
are Tunisia, Namibia, Mauritania, Mozambique and South Africa. Two countries from Northern Africa
and three from the Southern Africa help us to identify some common characteristics in different
geographical contests and economies. Furthermore, they are more involved in commercial

relationships with other countries as shown in the work (also because they are coastal countries).

As already said, the phenomenon is still not clear in all its aspects, being part of a revolution that took
shape entirely not many years ago. For this reason, in the first chapter the author tries to give a
comprehensive view of the main issues and open questions related to it, by dividing it in many parts.

Following a theoretical definition, the problem of the effective measure of the participation of a country
7



in the GVCs occupies the initial part of the chapter. The second part talks about the benefits and the
risks associated with the globalization of a country economy. The last part of the chapter is dedicated
to the problem of “upgrading” into the chain, participating into more “value-adding” activities. This
problematic is essential to be solved for the development of the African economies highlighted in this
work. Furthermore, this work tries to put together different views about main issues (price,

productivity, etc.) in the new asset, by comparing different papers and authors opinions about the topic.

The second chapter focuses on Africa; it is shorter and it begins with an overall view about investments,
trade and economy, underlying the differences among different African regions and with other
continents. In fact, before looking at the specific nations, the paper looks at macroeconomic data of
different types. They regard trade flow among different regions and a sum up of the participation of a
group of countries to GVCs, measured with one possible method illustrated in the first chapter. After
that, the author concentrates on few particular countries, chosen based on some specific
characteristics, and try to analyze them. The chapter fulcrum describes the main features of each nation
and some main numbers concerning population and economy in the last years. It serves as an

introduction for the third chapter.

The third chapter is the core of the work. With the assumption of the presence of a linear relationship
between the independents and the dependent variable, the author builds a multiple linear regression
in order to understand the effect of the participation at the GVCs on the five countries. The scope is to
find the coefficients and to quantify this relationship with numbers. The dependent variable represents
what the GVCs and FDI should affect (positively or negatively). In particular, the work focuses on the
principal positive benefit in an economy, the GDP per capita growth. The independent variables
represent economical aspects of the country but there is included also population and a “control”

variable, specific for each country, which is the average GDP per capita.

The results of this regression can surprise for some aspects. They say that not only the participation in
GVCs apparently is not correlated to an improvement of average wealth, but that even the simple
opening of borders brings a negative outcome, despite economic theories say the opposite.
Unfortunately, some lack of data impeded to carry on a more specific research on other sides of this
thematic, but it restricted the analysis only to a simple multiple linear regression. Even the lack of data

is an information; it shows how the enormous and not exploited potentialities of African countries are
8



buried under layers of underdevelopment and undeclared work. Of course, wars, dictatorships and
natural disasters contribute to it but often they are the effects and not the causes of bad economic
situations. A new chapter of economics studies and researches is necessary to catch and deeply
understand the real needs and actions to be taken in order to invert the trend. Benefits of global value
chains are not achieved unconditionally, but they need a healthy economic context to emerge.

Evidently, the African economic context is still not ready or mature to catch them.
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1. A general view of global value chains: main issues

The concept of global value chains is relatively new regarding the history of economics. This new
perspective changed some of the concept of economics that were rooted for decades, revolutionizing
the patterns and structure of international trade. Nowadays, the study and the comprehension of the
dynamics underlying the trend of economies of countries and regions are strictly interconnected with
the global value chains. Reflecting this newness of the phenomenon, also the academic literature has
to update and deal with new problems and challenges, thinking about the fact that now often goods

and services are not from “somewhere” but from “everywhere”.

Several papers and studies tried in the past years to give solutions and provide empirical data in order

to better focus and analyze these themes developed below.

1.1 The problem of double counting in value-added trade

GVCs brought uncertainties in measuring the exports and imports of a country, with the highlighted
problem of the “double counting”. When country A imports intermediate goods from a country B, it
uses these goods in the assembly or production of the “final” good, which is exported to country C.
Normally, the gross value of the exports of country A is the total value of the good, but here is the
problem of “double counting”. Since a part of the value of the good comes from the imports from
country B, the value of the NET exports should be skimmed from this value, considering only the “added
value” part of the exports, otherwise we are counting two times the value of intermediate goods, one
in imports and one in exports.

Several authors focused on the problem, from a quantitative and qualitative point of view. Among the
others, in the work of Johnson (2014), he pointed out that “we need to follow goods through the global
supply chain from input producers to final consumers, allocating the value added in final goods to
producers at each stage”. Actually, this paper specifies that nowadays the double counting in trade data
is present in a larger way than in the past, since the value of value-added exports is 70% of value of
gross exports, while in ‘80s was more than 80%. However, this value is extremely various among
different countries and regions. This decline, according to Johnson, is coincident with the massive trade

liberalization and the reduction of international trade costs, which brought to a great use of foreign
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suppliers for intermediate goods instead of domestic ones. Therefore, value added trade within blocs
having agreements tend to be lower than average.

In this work, taking as example the US exports, an important statement is that “A dollar of US exports
does not generate a dollar of US value added. As a result, the ratio of exports to GDP will overstate how
much GDP falls when exports decline.” This happens because the traditional method considers the
exports as produced entirely within the exporting country, which often is not true. This method is quite
inaccurate and has important flaws: the distortion is clarified with an example: US exports inputs to
Germany that are used to produce German goods consumed in Italy. Thus, the US economy is more
exposed to changes in Italian demand than gross exports would indicate.

How to deal with this uncertainty? Johnson proposed two alternative approaches:

e First approach: write down the model entirely in value-added terms, ignoring trade in intermediate
inputs entirely. On the supply side, producers combine primary factors to produce value-added. On
the demand side, consumers directly purchase and consume value added originating from different
source countries.

e Second approach: embrace input trade, and write down the model in gross terms. In this case,
producers would combine primary factors with intermediate inputs to produce gross output, which

may be dedicated to either final or intermediate use.

If we decide to use the first approach, there are some implications to consider: all countries appear as
less affected by foreign expenditure changes and, of course, the importance of some countries arise
while some other decrease their strategic importance, especially in the case of demand shocks.

In the work by Timmer e al. (2014), there is underlined the necessity to use Input-Output Database to
measure value added in global value chains. Inputs require inputs themselves in order to be produced.
The entire world economy is an input-output model divided in countries and industries. In this way, we
can calculate the percentage of domestic and foreign value added in each product. These tables are
huge, but very detailed and precise for their objective.

Baldwin and Lopez-Gonzalez (2013) used another approach to describe this topic in their work. In the
context of “globalization’s 2" unbundling” (which allowed many small countries to join existing supply

chains instead of creating new ones), many economists and policymakers are misunderstanding the
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pattern of GVCs. What is the problem? The problem is the lack of information about the usage of goods

that are inputs to other goods. The paper suggests three solutions to find trustable data (page 6):

e First: use the custom classification to address the usage problem. Many authors used it
before 2011. Nevertheless, this approach is fallacious, since some “parts” or “components”
(as CC classifies them) can be used both as intermediates and as final goods. Thus, this
approach does not solve the problem.

e Second: use Input-Output tables to keep track of usage explicitly. In this case, there would
be a lower disaggregation into product categories.

e Third: for some nations, there is a record for intermediates that are used entirely for

production of goods that will be later exported.

Furthermore, there are important concepts not to underestimate when we discuss about GVCs. Three
different paths can amplify the problem of measuring: importing to produce, importing to export and
value added trade. In particular, in I2E foreign intermediate goods are used to produce goods that will
be later exported; in this case, the concept of “double counting” is extremely pervasive given that is a
recursive concept. Country imports can contain imports from a third country and so on. It is extremely
important to unravel the chain of trade and to understand where is the “value added”. In order to
understand the sale value, we can simply sum the cost of all the intermediate inputs plus the value
added by the final seller; in another way, we can calculate the value added in each stage of the
production process. This second approach, as pointed out in this paper, has the credit of clarifyingin a

better way, to governments, which could be the best policies to implement for their countries.

Also the work of De Backer and Miroudot (2014) points out an important concept: for the current trade
statistics, which are collected in gross terms, the role of final producers is overestimated, while the
countries exporting intermediaries are overlooked. Again, the optimal framework used in these cases
is Inter-Country Input-Output (ICIO), developed by OECD, in collaboration with WTO. It analyzes 58

countries, accounting for more than 95% of world output, for 37 industries.
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1.2 How the participation to GVCs of countries is measured?
There are several indicators:

e one is “VS share”, which measures the value of imported inputs in the overall exports of a
country, and it looks backward in the value chain.

e another is “VS1 share”, the percentage of exported goods and services used as imported
inputs to produce other countries’ exports.

e the third one, which is a sort of sum up of the two, is the “participation index”, the share of
foreign inputs (or domestic inputs) used in third country exports. In this index there is

concentrated the problem of double counting, since it is not based on value-added trade.

We can understand how “long” is the value chain by computing the number of production “stages”
involved in the chain. It is called the “length index” and it takes the value of 1 if there is only one stage

in the final industry, while it increases when the number of stages increases.

Once we have understood by how many stages is composed the chain, we must clarify at which point
the countries are located in the value chain, close to the final customer or upstream. In order to do
that, it has been developed a new index, which can be called “distance index”. This index measures the

number of stages remaining to arrive to the final customer for that country.

A problem of the “participation index”, as quoted from the World Trade Report 2014, is that it has to
assume that “the production network is composed of at least three different stages or steps performed
sequentially in different countries. The participation index does not capture the involvement in GVCs of
countries that import intermediate goods that are assembled into final goods consumed domestically” .
Here comes back the problem highlighted by Baldwin and Gonzalez, the missing information about the

final usage of input goods.
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1.3 What are the global trends as regards GVCs? Which are the continents
and regions that most participate?

Although GVCs are a quite new phenomenon, along the years they have been subject to changing,

affected (and affecting) by global economy trends and facts. In Timmer e al. (2014) the authors

identified four major trends:

1.

14

2008

1995
Sorrce: Anthors” caleulations based on World InpueOutput Daabase, November 2018 Release.
Motes: Each dot represent : share of foreign value added i of a manufactures global value
chain in 1995 and 2008, Shares are plovted for 560 global val entificd by 14 manufaciuring
industries of completion in 40 countries, Squares indicate global value chains of elecirical equipment
(ISIC rev. 3 industries 3033}, and diamonds indicate peroleam refining (IS1C 23). The dashed line is

the 45-degree line.

Source: Timmer e al. (2014)

It started with a heavy concentration in three macro-regions

the strength of linkages among the several parts of the chain.

15

International fragmentation, increased since 1990s, was a constant trend that accompanied
the economy growth in the last 20 years. With the decrease of costs of coordination and
communication, it increased the profitability of a deployment of the production process
among different states. As a demonstration, looking at the Figure 1.1, which used data from
Input-Output table, it can be noticed that for 85% of the product chains, the foreign value-
added has increased, with an average of 34% foreign inputs. The fragmentation is very

consistent in petroleum products and electronic products, less in food industry.

Figure 1.1: Foreign Value-Added Shares in 560 Global Value Chains, 1995 and 2008

: European Union, North

America and Asia. Then, in the 2000s, the value chains became global with the important
entrance of developing economies. The most important factors relevant for the continuation

of this trend are the development of wages, the cost of transportation and coordination and



2. In most GVCs, there is a strong shift towards value added by capital and high skill labor,
and away from low skill labor. This is mainly driven by a change in the relative price,
although the income shares for medium and low-skilled labor dropped in many value chains.
As reported by the same work, which considered over than 560 manufacturers chains
(Figure 1.2), “the average decline was 5% with occasional declines of more than 10%” and
“the shares of value added by capital and high-skilled workers increased at this aggregate

level”. This brought to a decline of bargaining power of labor around the world.

Figure 1.2: Factor Shares in Value Added of 560 Global Value Chains of Manufactures, 1995 and 2008

A: Capital share B: High-skilled labor share
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Seree: Authors” calculations hased on World Inpue-Onpon Database, November 20018 Release.

Notes: Factor shares in value added of 560 global value chains, idenufied by 14 manufactoring
indusiries of completon in 40 couniries, in 1995 (caxis) and in 2008 (yaxds). The dashed line is the
A5-degree line.

Source: Timmer e al. (2014)

3. Advanced nations carry on activities done by high skilled labor. According to Heckscher-
Ohlin model of trade, a country specializes in activities carried on by the resources/factors
in which is abundant. Thus, the more advanced countries are abundant with high skilled
labor, the more they will use it; in fact, the capital and high-skill labor value-added share
increased in all the advanced countries, as Table 1.1 shows. Actually, even in the other

countries the trend is confirmed and the direction of investments points more to intellectual
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capital and brand names. The final effect of this trend is that there will be a decline in jobs

inside manufacturing and increase of jobs outside manufacturing.

Table 1.1: Factor Shares in Global Value Chains of Manufactures, by Region

Viehwe aeloled m value chams of manufociures 1995 20008 2008 munus 1995
In high-income countries
{billion US$) $4,863 $4,864 $1
By
1;-1||-i|5l| (%) 45.9% AR.T% 299
high-skilled labor (%) 16.8% 21.5% 5.0%
medinm-skilled labor (%) 98 9% 20.9%, 3.0%
lowweskilled labor (%) 14.00% 9.1% 4.4
In oiher couniries £1,723 £3.820 £2.007
{billion US$)
Iy
capital (%) [ hA.4% 5.90%
high-skilled Iabor (%) 5A% 1% 1.7%
medinm-skalled labor (%) 15.6% 17.0% 1.4%
Tow-skilled labor (%) 29 A% 17.5% 69%
Worldwide 6,586 8,684 $2,098
{billion US%)

Sowrve: Authors” calenlations based on World Inpu-Onepin Datahase, November 20018 Release.

Nodes: Shares of producton fcwrs inowial valoe added moa region, based on all global valoe chains
of manufaciures. Value added by a region 15 sum of value added by labor and capital on the domesiic
rerritory. Highvincome counries inclode Ansiralia, Canada, and the United Staes; Japan, South Korea,
and lawan; and all 15 countries that joined the Eoropean Union before 2004, Value added and
expendiiure is ai basic prices (hence excluding net taces, rade, and iransport margins on owipuoi). It s
comverted o 1S dollars with official exchange rates and deflated wo 1995 prices wath the US Consumer
Price Index. Figures may notadd doe w rounding,

Source: Timmer e al. (2014)

4. Emerging economies specialize in capital-intensive activities. Share of capital increasing,
low skill labor decreasing. The trend explained by Heckscher-Ohlin would seem to bring
developing countries to a massive use of low-skill labor and, consequently, to an increase of
value added by these ones. Actually, although the number of low-skills workers is huge in
those countries, their value added is still lower than average, confirming the trend above

mentioned.

The “smile curve” (Figure 1.3) is an illustrated framework that assigns to each part of the value chain a
different value added share. Normally the central part, composed by manufacturing and assembly, is

the “least important” for the share of value added and it is the entrance stage for many developing
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countries, which are entering into the GVCs for the first time. In fact, those activities are easily replicable
and the completion is higher among suppliers; instead, for the initial stage (marketing, R&D, design)
and the final part (marketing, distribution, after-sale services) the knowledge and the skills required are
higher and the value added to the final product is much more relevant. This difference, just highlighted

by the smile curve, was less relevant in the 70s, as shown by WTR 2014.

Figure 1.3: The smile curve

Vialue &
Prasent day
1970
*  Production slage
RA&L, Manulaciuring, Marketing, distribution,
dessign assembly after-sales sennces

Sovree: Daedrick and Kracemer {1 998)

Source: WTO (2014)

The trend of the last years has been a gradual bending to the center, highlighting the difference
between the central phases of the chain and the others. Why this change? The paper identified three
main causes of this change:

1. The first reason is pretty logic; the activities are offshored to these countries precisely
because their production costs can be lower. Given the low cost, for these stages also the
value-added will be low as well.

2. Relative market power: the increase of competition and the increase of efficiency by those
countries keep value added low

3. International mobile technology: the cost savings related to coordination costs, lowered

value added even more
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Regarding the difference between developed and developing countries, WTR 2014 identifies different

Figure 1.4: Share in imports of parts and components | trends inside the phenomenon of global value chains,
by country group, 1996-2012 (per cent)
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observable in this kind of analysis. Among the G-20 economies, China is the main driver of this increase.
The other developing countries share remained flat, showing the great difficulty of poor countries to
enter and participate in GVCs. Another way to measure the involvement of a country into the GVCs is

to measure the amount of FDI inward and outward.

Looking at Figure 1.5, which represents the share of outflows and inflows of FDI, the conclusion traces
the one from the previous table: the share of developed economies is decreasing over time especially
for the inward FDI. This is understandable: developing economies (especially the G-20) are growing and
they must attract FDI if they want to develop. Also for the outward FDI, the share of FDI of developed
countries is decreasing (even if in a lighter way) in favor of developing countries. What does it mean? It
means that the purchasing and economic power of G-20 has increased over time; not only, but the
poorest countries (the “other developing countries” of the table) are impressively pushing for the FDI

and their share is over the G-20 one.
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Figure 1.5: Share of outflows and inflows of FDI, 1988-2012 (percentage of total world)
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A different but equally interesting analysis compares the regional intensity of trade with the global one,
according to different sectors in Figure 1.6. The important conclusion from this analysis is that, in all
four regions object of the analysis, manufacturing trade is more regionalized than overall trade

(especially in North and South America), while services tend to be traded more in a global perspective.
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Figure 1.6: Regional intensity of exports by aggregate industries for selected regions, 2008 (ratio of shares)
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The global value chains are present in almost all industrial sectors, with different characteristics and
countries involved. De Backer and Mirodout (2014) conducted an analysis in which they tried to
extrapolate the basic characteristics, trends and the differences of some specific industries. The results
and the suggestions will be different because the point of view changes from the previous kind of

investigation. This work allows us to investigate the world of GVCs from a different perspective.
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1.4 Global value chains in different sectors

1.4.1 Agriculture industry

The agriculture and food industry structures its organization around GVCs led by food processors and
retailers. Customers, nowadays more than ever, want safety and quality for food, and this is reflected
on the high quality standards that distributors and supermarkets put on their suppliers among all the
global value chains. In this chain the number of emerging economies involved is higher and the chain is
relatively long (Figure 1.7 and Figure 1.8). An important take-away from the analysis of this chain is
that countries are not confined in specific roles based on their level of development. For example, China
and Sweden are upstream in the agriculture value chain (Figure 1.9), while Germany and Viet Nam are
both downstream in the food products value chain (Figure 1.10), despite their level of development is
completely different. South Africa is the only African country present in this analysis with a distance
from the final demand quite low in the domestic chain and almost null in the international one,

regarding agriculture chain. It is the other way round for food products.

Figure 1.7: Length Index — Agriculture — By country (2009)

3.0
2.8
2.6
2.4
2.2
2.0
1.8
1.6
1.4
1.2
1.0

de
Franc
My Zealana

u
Czech Republic

darm | ———

Brazi| |—————

Sweden
India _js——

Italy

Grepce | ——

Russig |—e——

Karea
pore
aipei

Poland
Viet Nam
Israel
Japan
Lithuania
Spain
exico
Thailand _|e——
Ar
gru.lrkn':'n..'
Philippines

Belgium
Luxermbo
garia
Denmark
Austria
United States
Latvia
Canada
Hungary
Estonia
South Africa
China
Slovak Republic
Finland
Australia
entina

Netherlan
Norwa

E.?'

Chinese

Romania |e—

Cambodia
Indonesia _|—

Ireland
Mala'rgsia
Chile
Portugal

Sinm
Switzerland
Germany

United Hi&g

m Domestic W International

Source: Authors’ caleulations using the OECD ICIO model, hlany 2013 relaase.
Source: De Backer and Mirodout (2014)

22



Figure 1.8: Length Index — Food products — By country (2009)
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Figure 1.9: Participation and distance to final demand — Agriculture — By country (2009)
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Figure 1.10: Participation and distance to final demand — Food products — By country (2009)
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1.4.2 Motor vehicles industry

In this industry, completely different from the previous one, outsourcing by companies have pushed
the international fragmentation of production quite far. The structure is mainly hierarchical; the leading
firms are responsible for design and branding and they rely on global suppliers, since the more complex
needs of lead firms require the global presence. However, regional production and sourcing are still
very important in the motor vehicles industry within the three main regional blocs (Asia, Europe and
NAFTA), because of high costs of transportation, especially in downstream activities, and the political
risks. The average “length” of the GVC is over 2.5, meaning a quite long chain fragmented
internationally (Figure 1.11). As depicted in Figure 1.12, South Africa relies on Europe for most of its
chain but a considerable part is taken from the “rest of the world”, which includes African countries.

Figure 1.13 shows the participation and the distance to the final demand of the analyzed countries. As

can be seen, China upstream position is similar to its agriculture chain and also South Africa is quite

distant to the final demand.
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Figure 1.11: Length index — Motor vehicles industry — By country (2009)

ELIE
BlURNWR
EREENL)

BIUBLUOY

2140

BlU0]s3

BlssNY
eiSIUOPU|
yJewuag
wopdury pajun

W)
_._a_upf ]
=R IE ST
Aaydng
ginogquiaxny
|1zeag
euljuasy
EpEUED)
pue|ad|
sajels pajun
Bl|RIISNY
13|A
Adedun
2Ipu|
puejieyl
BIU3ADIS
puBIZNME
wns|ag
puE[od
BISAR|EN
ajodedulg
eled|ng
BIAJET
,__.__ﬂm_
ujeds
puejuI4
AJURS
sauddi|iyd
1adie] 352UIYD
sSpueaylaN
BILYY YInos
uapams
BlYshY
AURLWIS)
puUB|ERZ Map
Jgnday yezo
Jjgnday yeso|s
ueder
|edniiog
e3u0y
BUIYD

W International

W Domestic

Source: Authors caleulations basad on OECD ICTO model, hiay 2013 release

Source: De Backer and Mirodout (2014)

Figure 1.12: Import content of exports by country of origin, motor vehicles industry (2009)
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Figure 1.13: Participation and distance to final demand — Motor vehicles industry — By country (2009)
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1.4.3 Services industry

There are two ways of services trade, according to WTR 2014: traded directly across borders or
embodied in goods and traded “indirectly” trough them.
The supply of services is less dependent by GVCs, and in particular by foreign inputs, since this sector is
abundant of small companies providing directly their domestic consumers. However, the process of
focusing more on their core competencies brought many firms to outsource and offshore an increasing
number of business services previously supplied internally. Although they are a very particular industry,
services are what tie together the different parts of the global value chains. There are several kinds of
business services:

e Horizontal: they are activities that every company needs: IT services, knowledge process

outsourcing, business process outsourcing.

e Vertical: they are services corresponding to specific value chains in the manufacturing sector.

Normally, the firm’s headquarters (where all the activities are coordinated in a global perspective in

order to reach economies of scale) are in developed countries, but the recent trend moved part of these
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services in emerging economies where human skills can be found at lower price. This is the “global

III

delivery model”. Pervading all the chain, there are other horizontal supporting activities, as human
resource management, accounting and IT. The authors divided the services in two categories:
“computer services” and “other business services”. The first ones refer to information technology
outsourcing, software and infrastructure services. The second ones correspond to all the rest of the
horizontal activities.

Looking at other business services, as shown in Figures 1.14 and 1.15, value chains can be quite long in
the industry and the distance to final demand tends to be high. This is not surprising, since many
business services are provided at the beginning of the value chain. Different nations in terms of

participation can have a very different positioning. For example, South Africa has high domestic

distance but almost null international distance, while Malaysia has almost opposite values.

Figure 1.14: Length index — Other business services — By country (2009)
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Figure 1.15: Participation and distance to final demand — Other business services — By country (2009)
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1.5 A view on regions involved into GVCs

After having analyzed the major trends and characteristics of the GVCs, we will focus on what are the
countries and regions that are most involved in the GVCs phenomenon.

Using some of the indexes analyzed before to track the participation of countries to GVCs, it is possible
to observe the evolution of the economies more involved in this phenomenon. The participation index

applied analysis, brilliantly done by WTO (2014), gave the results of Figure 1.16.

Figure 1.16: Participation Index in GVCs, 1995 and 2008 (percentage of participation)
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For almost all the countries of the study the participation increased, which is a logical consequence of
the world globalization process that assumed huge proportion in the 90’s and first years of 00’s. China,
South Korea and Chinese Taipei almost doubled their percentage of participation, confirming the trend
well expressed before. A curious exception is South Africa (again the only African country present in the
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analysis). The Figure 1.17 shows the position index analysis applied to the countries from all over the
world, with an overall “score” for the European Union. Here the general results are less predictable,
since many countries changed their position passing from being upstream to downstream or vice versa.
It is impressive the change of China, Hong Kong, Malaysia and South Africa, which changed their

economic structure radically.

Figure 1.17: GVC position index for selected economies, 1995 and 2008
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The Figure 1.18 offers an interesting point of view, computing the regional intensity of exports by
aggregate industries for some selected regions. It is interesting to notice that for agriculture and
manufacturing the intraregional trade is far more important and significant than the global trade;

instead services tend to be traded more globally, i.e. exported to countries outside the region.

Figure 1.18: Regional intensity of exports by aggregate industries for selected regions, 2008 (ratio of shares)
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1.6 Theoretical views about global value chains

Since the first evidences of the changes in the structure of world economy into the GVCs, there was the
need of some theoretical frameworks and models that could explain the effects, benefits and risks of
adopting this economic structure. In particular, there are some commons points addressed by several

models, which could be interesting to adopt in order to analyze later the benefits and risks of GVCs.

31



o Effect on prices
In Grossman and Rossi-Hansberg (2006) there is the relative-price effect. However, the model
focuses on the effects on the headquarter country, where the improvement of technology for
offshoring will induce a fall in the relative price of the labor-intensive good, bringing a
disadvantage to low-skilled labor. This does not influence the high-skilled labor tasks. In
Feenstra and Hanson (1996), the change in factor prices brings to a rise of price index of
Northern inputs compared to the South ones.

e Effect on salaries
This is one of the biggest issues talking about globalization and GVCs. What are the effect of the
change of this kind of economic model on salaries and wages? The classic Heckscher-Ohlin said
that trade in goods raises income inequality in rich countries but lowers it in poor ones. Feenstra
and Hanson (1996) supposed a movement of capital between the North (which is the “rich”
country) and the South (the poorer country, which we can assume to be Africa in our case). This
movement can be considered as an approximation of investment for establishing a GVC. In this
case, they demonstrated that there is a rise in the relative wages of skilled workers and an
increase of the gap with the unskilled workers in both countries. This does not mean necessarily
that they are worse off in real terms. This is negative in the short term, because large part of
the African workforce is composed by low value-added labor; however, this could bring in the
future a shift towards more high value-added activities.

e Effect on productivity
In Grossman and Rossi-Hansberg (2006), the productivity effect is an important part of the
model. “As the technology for offshoring improves the cost of performing the set of L-tasks
declines in both industries”. The rise of productivity brings to an increase of demand for low-
skilled labor and to a consequent boost of their wages. Again, this is referred to the home
country.

e Change in composition of workforce
Feenstra and Hanson (1996) (p.28), in the case of a capital increase in the South, affirm: “the
ratio of skilled/unskilled labor used in total production in each country is unchanged or
increases”. If we consider South as an African nation this could be positive for the economy,

bringing to an increase of more high value added activities and developing the economy, moving
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to higher stages of the chain. This is confirmed also by the rise of non-production/production

workers ratio. Non-productive workers are normally associated with higher value-added jobs.

When offshoring is possible, optimal policy should target tasks, not goods. This suggests that trade taxes
should be levied on imported and exported value added, not on the full value of traded goods.
Moreover, the non-physical nature of much of this trade raises enforcement problems for the tax

authorities).

From a theoretical point of view, there are different schools of thought and it’s difficult to find common
starting points and results. However, despite the increasing complexity in doing such an analysis, it is
crucial to verify, from a qualitative and quantitative point of view, the relation between GVCs
expansion, as economic model, into nations and regions and the GDP growth of the above-mentioned
economies. More important, if the growth is actually proved, is it a healthy growth, with benefits for
the entire economy or the positive effects are concentrated on a small percentage of population or is
not sustainable?

Taking the cue from the old theories and looking at newer data and views, in particular to the World

Economic Report 2014, we provide a general explanation of benefits and risks of participation in GVCs.

1.7 Benefits

Generally, the GVCs are a big opportunity for developing economies to enter the world economy and
try to cover a path towards the reaching of economic development; however, what are the precise
benefits of entering into GVCs? First, the opening to international trade can be an important driver of
growth and productivity, given by access to foreign knowledge, technology and economies of scale. In
addition, there is an easier access to cheaper and higher-quality inputs, which allows a more efficient

allocation of resources. This happens for three reasons:

e Price effect: a stronger competition between inputs producers lowers the price
e Supply effect: there is an increase of variability
e Productivity effect: new inputs can fit better the final good technology and can spur the

innovation
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About employment, GVCs participation does not affect the total employment level (which is more
affected by macroeconomic variables and dedicated institutions) but it affects its composition. The
offshoring of certain activities can bring to a correspondent decline of its employment. At the same
time, it raises the productivity and the competitiveness of the remaining ones. This effect can
counterbalance the job losses of the offshoring but the new composition will be different. Another
positive effect is the better working conditions of employees; even if the bargaining power of workers
decrease (given by competitiveness and pressure on wages), the working conditions improve thanks to
minimum standards required by MNEs and to the improvement of technology and knowledge of the
production processes.

When a country manages to respect the quality, technology and efficiency standards required by MNEs,
it could overcome the thresholds. When it reaches the later stages of development, an upgrading to
high value added activities can further drive the development. In fact, countries with favorable business
environment and low tariffs participate largely in GVCs. For other nations, whose level of development
is still too low, there are external sources of help. For example, Aid For Trade, an assistance provided
by The European Union through the European Commission, helps to reduce the lack of infrastructures
and custom barriers in emerging countries. Its budget in 2013 was 11,7 bn€.

For developing economies, the importance of GVCs is still higher. As said in the report from OECD, WTO
and World Bank Group (2014), the disaggregation of productive chain allows their firms to find a place
in the “ladder” (another way of representing the value chain) and to move up when their knowledge
and skills improve. GVCs reward this improvement; in fact, nations that are able to overcome obstacles
to GVCs grow 2% more than average. Not only have they received investments in production of goods
and services but also in the research and development, design and innovation. Big economies, like China
and India, have a certain degree of local knowledge capabilities and they are large domestic markets,
where the growing skills of an emerging middle class coincide with the rising incomes of those same
producers and consumers. Also small economies can obtain several benefits from the participation,
given the strong framework conditions, sometimes combined with attractive incentive packages and a
good skills base. It is the case of Costa Rica, which is a favorable location for manufacturing in small
scale and high value-added production (for example medical devices). The continuous relocation offers
the opportunity to low-wages countries to participate and create new opportunities of growth and

learning. For example, the textiles industry moved from China (that has upgraded in the value chain) to
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Viet Nam. Some developing countries have benefited from the increasing participation in international
production networks through, among others, movement of new technologies and know-how; others

have ramped up the density of their production structure, and some have done both.

1.8 Risks

Nevertheless, there are some considerations to do.

First, not all the countries manage to integrate into the world economies through GVCs. The big MNEs,
which are responsible for relocation, often require high quality standards and a minimum set of
competences and knowledge in order to proceed with an FDI. This can exclude some countries, whose
development is still too low to be competitive, even in low value-added stage of the value chain. This
has been, and is still now, the problem of many African countries.

Second, the participation to GVCs does not imply automatically an improvement for the country
economy. It can provide a shift from an agriculture economy to an industrial one, with manufacturing

and services, that takes an important share of the GDP but there are some risks to consider.

Inthe WTR 2014, there is a study that analyses 6 risks in particular, which are considerable for countries

participating in GVCs.

1. Increasing vulnerability to global business cycles: by opening its economy to GVCs, a nation
becomes vulnerable to the global economic cycles especially considering the recent global crisis.
The solution can be a sort of “diversification”, in order to decrease the exposition to
uncertainties and to local recessions.

2. Vulnerability to supply disruption: disruptions can happen for several reasons, even the most
unpredictable. For example, earthquakes or floods/tsunami that can hit a particular region
where the production of a particular component is concentrated; it has effects on production
or on final demand and in all the value chain involving that region.

3. Relocation and investments risks: when a country bases its economy on GVCs, it also accepts

the risk of relocation, given the higher level of competition and the trade-off between
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production costs and transaction costs. In particular, the countries that are more “at the base”
of the value chain, are more in risk of a relocation, given the low level of specialization and
knowledge required. If a country is not able to attract investors and to build a solid structure for
investments, the relocation risk is high and the investments themselves can be risky (especially
the public ones).

4. Risks related to labor and environment: the developed and developing countries has several
differences concerning the labor requirements, standards and rules. Normally, the leading firm
of a developed country requires higher standards (example: an ISO certification). This can be a
problem when a supplier from a developing country does not comply with these standards. In
the last years the public opinion and the sensitivity regarding environmental issues and
workforce rights has increased dramatically, obliging MNEs to adopt stricter regulations. Often,
the respect for these rules requires a certain amount of costs and a developed technology
(especially for environmental issues). Developing countries, whose aim is to enter quickly in the
GVCs, prefer to use cheaper methods, which sometimes are not compliant with these rules. This
misalignment can cause some problems.

5. Risks related to income inequality within countries: the inequality among countries, in terms
of bargaining power and economic conditions, brings to unequal distribution of gains of GVCs.
Together with the progressive industrialization of the country in those sectors, there is an
impact towards the wages and, inevitably, the country needs an improvement of tertiary
services and education.

6. Narrow learning: when the skills involved in the activities performed by a country are very
particular, they cannot be transferred to other activities and the region becomes “dependent”
from this set of tasks, impeding the creation of economies of scale and an “upgrading” into the
value chain. The learning for these countries is narrow, thus the participation to GVCs does not
guarantee the upgrading. This can be caused by MNEs, which are not willing to integrate the

suppliers, in order to avoid the risk of knowledge spillovers.

For this reason, entering the GVCs is a process that requires time and right policies by the governments.

Nevertheless, at the same time, a “mercantilism” policy would be ineffective, since it would oblige
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domestic firms to find more expensive or qualitatively inferior inputs, causing them to be uncompetitive

in the world market.

There are some examples of countries that successfully entered into GVCs and developed their

economies in a huge way: China, Japan and South Korea. They started learning and this process brought

to a stable industrialization and growth of the country.

Having considered also some collateral effects caused by the entrance into GVCs, evidences seem to

show this conclusion: GVC participation does not automatically cause a higher growth, but is associated

with it. Countries with high-participation index are generally richer than countries with low-

participation index but the gains are not immediate and they can be associated with collateral effects

(Figure 1.19).

Figure 1.19: Distribution of GDP per capita by high and low

participation in GVCs, 2012
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What is the fundamental requirement to enter
into a GVC? A country needs to be competitive
in the activity it wants to perform. The entry
into the GVCs can stimulate the country to
improve its capabilities as a broad concept
(organizational methods, managerial quality,
international standards, etc.). The country
starts moving its labor and capital into
manufacturing or services; normally the first
activities made in initial stages of development
are related to the apparel sector, because they
have a low degree of -capabilities and
knowledge required; in fact, the huge economic

growth of East Asia started from this point.



The gains distribution among partners is still a problem especially for “new” countries. As reported in
the WTR 2014, 95% of personnel in the apparel value chain receiv