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Foreword

In February 2002, the ILO established an independent World Commission on the Social
Dimension of Globalization, co-chaired by President Tarja Halonen of Finland and
President Benjamin Mkapa of Tanzania and comprising 26 eminent commissioners from a
wide range of walks of life and different parts of the world, each serving in their individual
capacity. Its broad goals were: to identify policies for globalization that reduce poverty,
foster growth and development in open economies, and widen opportunities for decent
work; to explore ways to make globalization inclusive, so that the process can be seen to
be fair for all, both between and within countries; to promote a more focused international
dialogue on the social dimension of globalization; to build consensus among key actors
and stakeholders on appropriate policy responses; and to assist the international
community forge greater policy coherence in order to advance both economic and social
goals in the global economy.

The report of the World Commission, A fair globalization: Creating opportunities for all,
was released on 24 February 2004. It is available on the Commission’s website
www.ilo.org/public/english/wesdg/index.htm.

A secretariat was established by the ILO to support the Commission. Among other tasks, it
compiled information and commissioned papers on different aspects of the social
dimension of globalization. The aim was to provide the Commission with documentation
and data on a wide range of options and opinions concerning subjects within its mandate,
without committing the Commission or individual Commissioners to any particular
position on the issues or policies concerned.

Material from this background work is being made available as working papers, as national
and regional reports on meetings and dialogues, and in other forms. Responsibility for the
content of these papers and publications rests fully with their authors and their publication
does not constitute an endorsement by the World Commission or the ILO of the opinions
expressed in them.

Gerry Rodgers
Director
Policy Integration Department
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Preface

The Technical Secretariat to support the World Commission on the Social Dimension of
Globalization first prepared a synthesis of ILO activities on the Social Dimension of
Globalization (published as Working Paper No. 1 in this series). Documentation on the
work and outcomes of other major commissions, an ideas bank, a database and knowledge
networks of experts and social actors were subsequently developed. These networks have
dealt with several topics, including: inclusion at the national level for the benefits of
globalization to reach more people; local markets and policies; cross-border networks of
production to promote decent work, growth and development; international migration as
part of the Global Policy Agenda; international governance (including trade and finance);
the relationship between culture and globalization; and values and goals in globalization.
Gender and employment aspects were addressed throughout this work. The Reports on the
Secretariat’s Knowledge Network Meetings are available on the Commission’s web site or
in a special publication from the ILO (ISBN 92-2-115711-1).

During the course of these activities, a number of substantive background papers were
prepared, which are now made available for wider circulation in the Policy Integration
Department’s Working Paper series (Nos. 16 to 38), as well as on the Commission’s
website.

This paper was prepared by Dr. Humphrey of the Institute of Development Studies at the
University of Sussex, UK. An earlier version was prepared for a Knowledge Network
Meeting on Cross Border Networks of Production, organized by Susan Hayter.

Dr. Humphrey considers the way in which new forms of global coordination affect the
possibilities for upgrading agricultural and manufacturing producers and traders in
developing countries. The global value chain approach emphasizes new linkages in the
global economy and the increasing level of trade in parts and components. The critical
question is the contribution of such global production systems to sustainable increases in
incomes and employment in developing countries. Do the new characteristics of global
production systems help or hinder movement up the technological ladder by firms in
developing countries? How does recognition of the fragmentation of global production and
distribution systems affect country-level development strategies? Does a shift in
perspective from firms as producers of final products to firms as part of value chains
involving complex divisions of labour and inter-firm coordination create a need for new
development strategies? Policies to stimulate and support the upgrading efforts of firms
and groups of firms can be divided into three types: (i) policies that support upgrading
irrespective of the specific nature of global value chains; (ii) policies that facilitate the
participation of firms in globally dispersed production systems; and (iii) policies that
support firm level upgrading in the context of the specific challenges. Global value chain
analysis also points to specific policy areas that require attention. Another set of policy
questions arises from the recognition that in the global economy firms in developing
countries often form just one part of an international division of labour. Policies to
facilitate the integration and coordination of activities that cross national boundaries are
therefore equally required.

Rolph van der Hoeven
Manager, Technical Secretariat
World Commission on the Social Dimension of Globalization

May 2004
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Upgrading in global value chains

1. Introduction

This paper considers the way in which new forms of global coordination affect the
possibilities for upgrading agricultural and manufacturing producers and traders in
developing countries. It addresses the issues of market access and the acquisition of
technological capabilities, drawing data from studies of global value chains in a variety of
sectors.' It considers how different forms of insertion in the global economy facilitate or
obstruct the potential for the acquisition of capabilities and market access, and the policy
frameworks which might enhance upgrading opportunities.

The global value chain approach emphasizes new linkages in the global economy:

The value chain view of global economic integration highlights that for many industries access
to international markets is not achieved merely through designing, making and marketing new
products. Instead, it involves gaining entry into international design, production and marketing
networks consisting of many different firms. Understanding how these value chains operate is
very important for developing country firms and policymakers because the way chains are
structured has implications for newcomers. How can economic actors gain access to the skills,
competences and supporting services required to participate in global value chains? What
potential is there for firms, industries, and societies from the developing world to “upgrade”
by actively changing the way they are linked to global value chains? (Gereffi et al., 2001: 2)

Conceptions about what it means to be involved in global trade and the global economy
have changed substantially in recent years. The traditional image of export activity for
developing country firms would be an enterprise that designs, makes and exports a
product. Now, the developing country exporter may work to a design supplied by an
international buyer. Or the exporter may just produce a small part of the final product.
Firms in developing countries may act as the organizers of geographically and
organizationally fragmented supply systems, as is the case of companies such as Li & Fung
in the garment industry (Sturgeon and Lester, 2001: 46-49).

There is increasing recognition of this transformation. Many analyses of global trade have
emphasized the increasing level of trade in parts and components and the growth of global
value chains. The development of these new forms of coordination in the global economy
is widely seen as contributing to the rapid rise in manufactured exports from developing
countries over the past two decades. These changes have created a new environment with

" A variety of terminologies have been used to try and capture the development of new global
production and distribution systems, including “global production networks” (Henderson et al.,
2002), “international production networks” (UNCTAD, 2002b), “globalization of production”
(Gourevitch et al., 2000), “global commodity chains” (Gereffi and Korzeniewicz, 1994) and
“international value-added chain” (Kogut, 1984). This paper uses the term “global value chain” as it
is derived analytically from the work of the global value chain initiative: for more information, see
Gereffi et al. (2004) and http://www.globalvaluechains.org
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uncertain consequences for developing country firms. For development purposes, the
critical question is the contribution of such global production systems to sustainable
increases in incomes and employment in developing countries.

Do the new characteristics of global production systems help or hinder movement up the
technological ladder by firms in developing countries? How does recognition of the
fragmentation of global production and distribution systems affect country-level
development strategies? Does a shift in perspective from firms as producers of final
products to firms as part of value chains involving complex divisions of labour and inter-
firm coordination create a need for new development strategies?

The positive view of the potential contribution of these global linkages to upgrading and
sustainable development was presented in UNIDO’s Industrial Development Report
2002/2003, at the beginning of the chapter on “Innovation and learning in global value
chains™:

Global value chains spanning functions, processes and countries provide a means for
accelerating the development of enterprises and countries, providing openings that developing
country enterprises can exploit to upgrade their capabilities. For such enterprises, or local
clusters of enterprises, the task is to insert themselves into the wider networks. This takes
discipline, to attain the higher world standards. It also takes an initial base of technological
capability, built through purposive innovation and learning. But the effort should be worth it,
for it offers access to markets and the knowledge of players in the world economy. (UNIDO,
2002: 105)

This passage emphasizes the two key elements of upgrading in the global value chain
perspective: the acquisition of capabilities and access, not just to markets in general, but to
particular marketing channels. The quote suggests that a certain minimum level of
capability is required before access to global markets can be achieved. Nevertheless, once
entry is gained there are learning effects within global value chains arising from
supplier-buyer interactions. Entry into global value chains therefore has a positive impact
on technological capability and upgrading. It should promote learning by firms in
developing countries.

The same report also notes that the countries that have moved most rapidly up the
competitive industrial performance (CIP) ranks are those that are integrated into global
value chains:

In general CIP [competitive industrial performance] ranks changed little between 1985 and
1998 (...) Leaps in the rankings are nevertheless possible (...) The main cause of the large
upward leaps appears to be participation in integrated global production networks, which
sharply raises the share of complex products in exports. (UNIDO, 2002: 42)

An alternative perspective, which emphasizes the potential dangers for developing
countries from increasing global integration, has been highlighted in the Trade and
Development Report, 2002 (UNCTAD 2002b: 74-76):
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e The relocation of labour-intensive or unskilled assembly activities to developing
countries may not raise overall skill requirements. This not only reduces the benefits
in terms of incomes, but also reduces the potential for technological spillovers.

e Being part of an international production network (or global value chain) may leave
developing country firms at the mercy of decisions made by the lead firms within
these networks. Their continued involvement in the network and upgrading
opportunities might depend on the strategic decisions of the lead firms.

e The development of these networks facilitates the entry of developing countries into
global markets. Developing country firms need only to acquire capabilities in a
limited range of operations, and even here they may receive support from global
buyers. As a result, many new production sites can be integrated into the global
economy and competition between them might provoke a race to the bottom.

These differing views are discussed in this paper, which is arranged in six further sections.
The following two sections focus on new trends in the global economy and the challenge
of upgrading. Sections 4, 5 and 6 then explore three ways in which integration into global
value chains (and the current transformations of these value chains) affects upgrading
possibilities. The final section provides policy recommendations for upgrading in the
context of value chain linkages.

2. New forms of coordinating global
production and distribution

Over the past few decades, developing country manufacturing exports have increased
substantially, although a small number of countries account for a very large share of these
exports.” With the rise of developing country manufacturers, global manufacturing has
become not only more dispersed geographically, but also more organizationally
fragmented. And yet, at the same time, global production systems have become more
closely coordinated than ever before.

Without doubt, one important driver of the development of coordinated global production
has been transnational companies. Global levels of foreign direct investment (FDI) rose
rapidly in the 1980s and 1990s, and transnational companies have integrated their
dispersed production units more closely within regional and global divisions of labour:

Another factor in the varying rates of expansion of trade in different products is the
increased mobility of capital. This, together with continued restrictions on labour
mobility, has extended the reach of international production networks in a number of
products in which the production process can be partitioned into different segments that
can be located in different countries according to their factor endowments and costs.
Such arrangements have rapidly expanded trade in a number of products such as
computers and office equipment; telecommunications, video and audio equipment and
semiconductors; as well as clothing. They have also led to a greater involvement of
developing countries in world trade in manufactured products. (UNCTAD, 2002b: 53)

? The ten leading developing country exporters of manufactured produce accounted for 76 per cent
of developing country manufactured exports in 1985 and 86 per cent in 1998. Excluding China from
the calculations reduces these figures to 69 per cent and 77 per cent respectively. The author is
grateful to Sanjaya Lall of Oxford University for providing these data.
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The development of such systems has led to the increasing importance of trade parts and
components, as opposed to finished products. This has led to an increasing interest by
economists in the fragmentation of production (see, for example, the collection of papers in
Arndt and Kierzkowski, 2001a) and in vertical specialization (Hummels et al., 1998: 82),
defined as the import of parts and components which are incorporated into products that
are subsequently exported. One early example of such vertical specialization would be
Fairchild's pioneering shift of semiconductor assembly to Hong Kong in 1961 (Grunwald
and Flamm, 1985).

Nevertheless, coordination of international production networks is by no means confined
to the vertically-integrated but geographically dispersed operations of transnational
companies. Organizational fragmentation, as well as the geographical fragmentation of
value chains, is a feature of globalization. In the first place, transnational corporations have
been de-verticalizing and outsourcing. This process is seen very clearly in the electronics
and automotive industries. In electronics, firms such as Apple, Hewlett Packard, Ericsson
and Alcatel have handed over much basic manufacturing, along with its associated supply
chain management, to specialist companies (Sturgeon, 2002; Sturgeon and Lester, 2001).
The global auto industry has been characterized by increased outsourcing by assemblers to
first-tier suppliers, which have taken responsibility for designing and supplying modules
and systems for vehicles (Humphrey and Salerno, 2000). In both cases, this has led to
increasingly globalized supply systems able to provide parts and components to major
customers at many points around the world.

Second, new drivers of globalization have emerged. In particular, global production
systems and international trade in sectors such as clothing are frequently developed by
non-manufacturing firms involved predominantly in design, marketing and retailing. One
striking image of the new global economy is the expression “manufacturers without
factories” (Gereffi, 1999: 46). These are global buyers involved in the design and
marketing of products, and possibly in global logistics, but not in manufacturing. Among
these firms, large retail chains, including supermarkets, have become particularly
important in global trade. As Feenstra (1998: 38) notes, the largest importers of apparel
into the United States in 1993 were retailers and brand name companies which between
them accounted for 70 per cent of imports by the top 100 apparel importers.

The critical point here is the role of these companies in design, logistics and sourcing.
While retailers may buy finished products, they often specify what is to be produced
(product design), how it is to be produced (process specifications, quality systems,
compliance with labour and environmental standards) and the time schedule. In other
words, coordination across firm boundaries and across geographical space remains
important even when the buyers are purchasing finished products. Coordination without
ownership is a striking feature of the global economy, and this calls into question the
dichotomy between vertical integration and arm's length market relationships which
frequently characterizes analyses of fragmentation:
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Separability of ownership is an important determinant of the organizational structure of cross-
border production sharing. Where separation of ownership is not feasible, multinational
corporations and foreign direct investment are likely to play a dominant role. Where it is
feasible, arm's-length relationships are possible and foreign direct investment is less important.
(Arndt and Kierzkowski, 2001b: 4)

In practice, separation of ownership is by no means antithetical to explicit coordination in
global value chains. This is seen particularly clearly in the global production and
distribution of fresh food. The production of fresh crustaceans, fresh fish and fish
preparations, and fresh vegetables is one of the most dynamic sectors of agricultural trade
involving developing countries (UNCTAD, 2002b: 61), and the demands for food safety
and rapid delivery are leading to the development of complex buyer-seller relationships
involving extensive coordination in areas such as product design, quality systems, logistics
and production scheduling. Such complexity is seen clearly in the highly organized trade in
fresh vegetables between Africa and Northern Europe (see Box 1).

How does the development of complex global production systems affect upgrading
opportunities for firms in developing countries? Does the emergence of complex buyer-
supplier relationships characterized by explicit coordination facilitate access to global
markets and upgrading, or make it more difficult?

This issue can be addressed at both the micro and macro levels. At the micro level, global
production systems affect market access and firm-level learning. On the one hand,
insertion into value chains can facilitate the entry of developing country firms into export
markets. They can specialize in production. They do not have to be concerned about such
issues as product design, logistics or market requirements in importing countries. These
issues are addressed by the buyers and their agents. Furthermore, the increasingly stringent
requirements of global buyers in areas such as quality and delivery may offer firms
opportunities to add value to products through the provision of "intangibles" relating to
customer service. On the other hand, specialization in production activities within the
value chain may leave developing country suppliers with a limited understanding of
market requirements and few opportunities to develop capabilities in the areas of design
and marketing.

At the macro level, it is clearly the case that East Asian economies have benefited
enormously from export-oriented manufacturing, which has increased employment, led to
rising wages in manufacturing (on the whole) and reduced poverty. Furthermore, the new
generation of East Asian companies have come to occupy strategic positions in global
value chains, either acting as intermediaries between global buyers and local
manufacturers, or becoming international manufacturers themselves. The consequences for
other countries are less clear. Are latecomers to the global economy absorbed or excluded
by global value chains? And do existing value chain structures offer the same possibilities
for integration and upgrading as those in existence 20 or 30 years ago?
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Box 1

Increasing coordination in the fresh vegetables trade

The trade in fresh vegetables between Kenya and the United Kingdom grew very rapidly in the 1980s
and 1990s. Large quantities of temperate vegetables, such as peas and beans, are now air-freighted
to the United Kingdom throughout the year. In the early 1980s, the business was organized on the
basis of predominantly arm’s length market relationships. Small traders bought produce at the farm
gate or in wholesale markets in Kenya and channelled it through import agents in the United
Kingdom, who sold it on wholesale markets. From there, produce went to retailers and other outlets.

By the late 1990s, over 75 per cent of the fresh vegetables imported from Africa into the United
Kingdom were sold through a small number of supermarket chains. The supermarkets do not buy
products on wholesale markets. They work with United Kingdom importers, who in turn have close
relationships with exporters in Kenya, other parts of Africa and other parts of the world. The business
relies on complex relationships. One-year agreements are made on overall levels of purchases and
price indicators, although these are constantly modified in the face of demand fluctuations. Quality
systems and procedures are agreed upon and enforced through regular monitoring. New products
are developed through cooperation between exporters, importers and retailers.

Three factors drive these changes:

e Increased emphasis by retailers on product differentiation and innovation (new products, new
packaging, greater processing). Fresh vegetables have been a key element of non-price content
competition between large retailers in the United Kingdom. Supermarkets cannot lead product
innovation if they do not actively coordinate the supply chain.

e An emphasis on quality and freshness, leading to greater coordination of activities along the
value chain so that products can reach the United Kingdom within 48 hours of being harvested.

e  Greater concern with food safety, arising partly as a result of the 1990 Food Safety Act in the
United Kingdom, which placed a requirement on companies to show “due diligence” in the
manufacture, transportation, storage and preparation of food and held companies accountable
for lapses in their suppliers’ performance. These concerns relating to supply chain management
were reinforced by the European Union’s programme to harmonize maximum pesticide residue
levels (MRLs) in food, which began in 1993, and by increased attention to labour and
environmental standards, reflected in the development of company and sectoral initiatives, such
as the EUREP GAP (Good Agricultural Practice) standard.*

* EUREP is a voluntary association of European food importers and retailers. Its GAP (Good Agricultural
Practice) framework sets out a series of requirements, focusing on pesticides, chemical use, fertilizers,
traceability and labour. The Protocol (EUREP 2001: 3) emphasizes record-keeping and provides for
independent verification by approved bodies.

Source: This case is based on Dolan and Humphrey (2000).

Upgrading

Entering export markets for the first time is a major challenge for many firms in
developing countries. It demands new skills and knowledge, for example concerning
bureaucratic procedures, national standards and requirements, marketing channels and
consumer tastes.

The extent of the challenge is outlined by Hobday. In his analysis of the problems facing
the “latecomer firm” in the global economy he identifies competitive disadvantages arising
from its distance from the technological frontier and from global markets and consumers:
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[A] latecomer firm is defined as a manufacturing company (existing or potential) which faces
two sets of competitive disadvantages in attempting to compete in export markets. The first is
technological in character. Located in a developing country, a latecomer firm is dislocated
from the main international sources of technology and R&D. It operates in isolation from the
world centres of science and innovation and is behind technologically, lacking in research,
development and engineering capability (...). The second disadvantage concerns international
markets and demanding users. To add to its technological difficulties, the latecomer firm is
dislocated from the mainstream international markets it wishes to supply. These are mostly
located in the advanced countries, rather than developing countries. Typically a firm will
confront underdeveloped, small local markets and unsophisticated users. (Hobday, 1995:
33-34)

A similar argument has been advanced by Keesing and Lall (1992), who point out that
producers in developing countries are expected to meet requirements that frequently do not
(yet) apply in their domestic markets. This creates a gap between the capabilities required
for the domestic market and those required for the export market.

Many firms in developing countries have bridged this gap. The critical question is,
however, how value chain relationships affect the process of learning, innovation and the
acquisition of technological capabilities. Is upgrading relatively easy once firms are within
global value chains? Or, in the words of Hobday (1995: 33), is technological learning “a
dynamic, difficult and costly process”, and one that needs strategic interventions by firms
and support from governments and international agencies?

The reference point for the literature on industrial upgrading is the East-Asian experience.’
This has often been analysed in terms of the sequence of acquisition of functional
capabilities, as shown in Figure 1.

These upgrading strategies require not only the acquisition of capabilities, but also involve
changing relationships with buyers and markets. The marketing implications of the
sequence of technological learning and upgrading followed by successful East Asian firms
have been described by Wortzel and Wortzel (1981). Based on a study of locally-owned
exporting firms in five countries (the Republic of Korea, Hong Kong, Taiwan (China),
Thailand and the Philippines), they identified five stages of export marketing development.
Each stage differs according to the nature and extent of the promotion and distribution
carried out by the exporter, and with respect to production and design:

Stage one. Exporting is “initiated by an importer searching for a low cost facility capable
of performing certain specific operations (...). The importer usually makes all external
design decisions, including appearance and packaging, and may also determine the internal
design of the product. The importer takes quality control responsibility by inspecting
finished goods and, often, work in process. He also arranges for shipping. The local
producer is simply a seller of production capacity whose success depends largely on the
prices he quotes.” (Wortzel and Wortzel, 1981: 52)

? The term “industrial upgrading” is frequently used in the literature (see Gereffi, 1999), as it is in
this paper. However, it should be noted that the issues can apply equally to agriculture, and some of
the examples in this paper are taken from agriculture and horticulture.
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Stage two. “The Stage Il firm has developed some internal design capabilities. It also has
some understanding of external design and packaging, but it still needs help from its
customers in setting specifications (...). It has begun to develop a rudimentary sales and
marketing organization.” (Wortzel and Wortzel, 1981: 52)

Figure 1  Upgrading trajectory

Assembly The focus is on production alone, often following
buyers’ specifications and using materials supplied
\ by the buyer. In the garments sector, this would be

described as “cut-make-and-trim”.

Original equipment manufacture The supplier takes on a broader range of
manufacturing functions, possibly including the

(OEM) sourcing of inputs and logistics functions. The

buyer is still responsible for design and

v marketing. In the garments sector, this would be

described as “full package” production.

Original design manufacture In addition to manufacturing, the supplier carries
out parts of the design process, possibly in

(ODM) collaboration with the buyer. In the most
advanced cases, the buyer merely attaches its

v own brand, or “badge” to a product designed

and made by the supplier.

Original brand manufacture The supplier designs, produces and markets its
own products under its own brand. It no longer
(OBM) relies on a buyer for these functions.
v

Sources:  Taken from various sources, including Hobday (1995) and Gereffi (1999).

Stage three. “The Stage 111 firm still produces to its customers’ orders, but it has developed
enough internal design capability to produce export quality merchandise with little or no
assistance from its importer customers in setting internal and external design specifications
(...) the [Stage III] firm may try to broaden its range of products, to ‘trade up’ its product
line, or to increase the number of customers for its existing list of products. In any event,
the Stage III firm begins to take steps to gain more control over its product lines, its sales
volume, its customers and the prices it obtains.” (Wortzel and Wortzel, 1981: 52-54)

Stage four. “While the Stage IV firm may still devote some proportion of its production
capacity to contract manufacture, it has begun to produce and market its own products (...)
The Stage IV firm’s most important competitive weapon is still price, especially if it is
competing in product categories such as consumer electronics and athletic shoes (...) The
Stage IV [newly industrialized countries] NIC manufacturers’ exports will most often be
employed as promotional items. Retailers will use television sets from the NICs, for
example, as the lowest priced items in the assortment they offer consumers (...) Since the
Stage IV firm chooses what it will produce, its product design and product development

*  See Mortimore (2002: 296-97) for a discussion of “full package” production in East Asia.
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capabilities are more elaborate than those of the Stage III firm.” (Wortzel and Wortzel,
1981: 54-55)

Stage five. “[Tlhe Stage V NIC firm will be virtually indistinguishable from firms
indigenous to the advanced countries to which it exports (...) The Stage V firm will have a
marketing and sales organization similar to that of the indigenous firms with which it
competes.” (Wortzel and Wortzel, 1981: 55-56) The authors, writing the article at the end
of the 1970s, considered Stage V not to have been achieved by firms in the newly
industrialized countries. In the course of the 1990s, some leading firms in these countries
did reach this stage.

This model of upgrading stages is constructed from the viewpoint of firms in developing
countries. The upgrading process is seen as one in which firms acquire capabilities and,
once they have been acquired, the firms are able to find foreign buyers wishing to acquire
products embodying these capabilities. In this context, much of the debate about economic
development in East Asia has revolved around dichotomy of "market vs. State". From the
"market" perspective, ensuring that the economic fundamentals are right and limiting the
role of the State to education, defence and the rule of law is the route to economic success.
Liberalizing the domestic market, trade and capital flows is part of the process of
unleashing development potential. The "State" perspective highlights the role of the State
in steering development and in promoting and shaping industrial development in the
Republic of Korea and Taiwan (China). A combination of selective protectionism and the
promotion of manufacturing capabilities through national and local systems of innovation
explains the success of these economies.

In both cases, successful insertion into the global economy is seen as a result of "supply-
side" developments. Developing country firms acquired the competences to compete
successfully in global markets. A first step towards bringing buyers into the analysis was
provided by Hobday (1995: 40), who explicitly matched the advance of technological
capabilities shown in Figure 1 with a series of marketing stages derived from Wortzel and
Wortzel. In both cases, it is argued that as firms acquire new capabilities, they need to find
new markets. The development of technological and marketing capabilities are inter-
linked. On the one hand, selling into markets and interacting with customers can stimulate
processes of learning, both in terms of creating new requirements to which the enterprise
has to respond, and the transfer of knowledge. On the other hand, as firms develop their
technological capabilities, they need to change the nature of their insertion into value
chains in order to be able to use these capabilities.

Linking technological capabilities and marketing strategies is only the first step. Recent
work on East Asian development has also recognized the critical role played by buyers in
seeking out suppliers and developing their competences. As a result of these initiatives,
new export opportunities have been created, sparking processes of rapid export-oriented
development. In other words, buyers are placed at the centre of upgrading trajectories.

This shift in perspective can be seen in two quite different bodies of work. The first comes
from analyses of the early development of the electronics industry in the Republic of
Korea. These analyses emphasize the way in which manufacturing in the Republic of
Korea was linked both to the production and sourcing strategies of Japanese firms and to
buyers in the North American market. According to Hobday, Japanese firms played a
critical role in developing the industry by setting up operations in the Republic of Korea.
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They formed joint ventures with local companies, such as Samsung and Goldstar, as well
as setting up wholly-owned subsidiaries. By 1975, foreign firms accounted for 64 per cent
of output in the electronics industry in the Republic of Korea, and 74 per cent of
electronics exports. Of these exports, 51 per cent were from wholly foreign-owned
enterprises and 23 per cent from joint ventures (Castley, 1997-98: 37).

These exports were largely directed at the North American market. In 1974, the North
American market bought 64 per cent of all electronics exports from the Republic of Korea,
and Japan a further 25 per cent (Castley, 1997-98: 42). In other words, the rapid
development of the electronics industry in the Republic of Korea was driven by upstream
and downstream relationships with Japan and the United States. Japanese firms imported
machinery and components from Japan and either set up joint ventures or subcontracted
assembly to firms in the Republic of Korea. The outputs were then exported to the United
States, and to a lesser extent to Japan, often using the brands and distribution channels of
the Japanese companies.

Of course, this was only a first step, and the long-term sustained growth of the electronics
industry and others like it would have been impossible without government support for
local firms and the development of local technological capabilities. Government policy
was clearly important in promoting the growth of the Chaebols, which were able to take
ownersship of the joint ventures established by Japanese companies in the Republic of
Korea.

Even after the shift in ownership, firms such as Samsung, Lucky-Goldstar and Daewoo
retained strong links with Japanese transnationals and used the same pattern of value chain
linkages to gain access to export markets. Much of their production took the form of
original equipment manufacture (OEM). The firms in the Republic of Korea produced
products to largely Japanese designs, using many parts imported from Japan and selling the
products under the Japanese partner's brand name in the United States. Through licensing
agreements, subtracting arrangements and joint ventures, the firms in the Republic of
Korea were able to acquire technology in the 1960s and 1970s and then to complement it
with their own technological investments.

From this perspective, global value chain linkages played a decisive role in the
development of the Asian newly industrialized economies. The linkages promoted this
development, rather than arising as a consequence of the development of manufacturing in
these countries. The same process has been replicated in other parts of Asia. The sudden
and massive shift of athletics footwear production destined for the United States market
from the Republic of Korea and Taiwan (China) to China and Indonesia would be
impossible to understand without reference to the role of United States buyers and of
manufacturers in Taiwan (China) and the Republic of Korea in relocating production and
creating new and complex regional divisions of labour. No country could have conquered a
huge share of the world's largest athletics footwear market in such a short period of time if
local companies had had to develop their own design and manufacturing capabilities, build
new factories and develop their own distribution systems and brand identities.

According to Hobday, employment in the foreign electronic subsidiaries in the Republic of
Korea fell by one-third between 1976 and 1985, even though overall employment in the sector rose
by 50 per cent (1997-98: 53).

10
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A more general argument about the importance of buyers in the rapid growth of export-
oriented manufacturing in the Asian newly industrialized countries has been put forward
recently by Hamilton et al. (2003). Drawing heavily on earlier work on global value chains
(for example, Gereffi, 1999; Gereffi and Korzeniewicz, 1994), they argue that the critical
driver of the rapid early development of manufacturing industry in both Taiwan (China)
and the Republic of Korea was demand from global brand name companies and retailers
importing differentiated products into the United States. The crucial point is that
manufacturers in East Asia were able to respond to the new needs of brand name
companies and retailers, initially taking on the role of specifications subcontractors, and
then developing their own capabilities and moving into "full-package" supply.

Hamilton et al. argue that the early rapid growth of the two countries in the late 1960s and
early 1970s was driven by exports to the United States of differentiated manufactured
goods (2003: 11). Not only was the United States the main export destination for their
manufactured goods, accounting for almost half of their manufacturing exports, but the
exports were highly concentrated in a small number of product lines. Using highly
disaggregated, seven-digit data, they show that:

e  The sectors at the forefront of the retail revolution in the United States were also the
leading export sectors in the Republic of Korea and Taiwan (China) from the mid-
1960s to the mid-1980s. The codification of products through such "lean retailing"
practices as uniform product codes and the standardization of sizes, colours, weights
and communication systems greatly facilitated the sourcing of differentiated products
from overseas suppliers.

e Exports were concentrated in a small number of product lines. In the 1970s, between
25 and 50 per cent of all manufactured exports were concentrated in just ten seven-
digit products.

e  These products were customized to the requirements of foreign buyers: "Until 1998,
approximately 95 per cent of garment exports were produced under contract to foreign
firms, rather than under Korean-owned labels."® The same has also been true for later
generations of exports, such as personal computers and peripherals.

e  There are sudden and rapid shifts in the types of products exported, which indicates
changing buyer preferences and the responsiveness of local manufacturing to these
changes. If the producers had taken the initiative of supplying different products, the
shifts would have been more gradual.

The role of global buyers does not account for the whole story of rapid and sustained
development in the Asian newly industrialized economies. One obvious example of
industrial development sponsored by the State rather than stimulated by foreign buyers is
the development of the steel industry in the Republic of Korea. Furthermore, emphasizing
the role of foreign buyers does not in any way detract from the importance of investments
by the State and by firms in the acquisition of technological capability by the firms
themselves. The case of the success in the global market of microwave ovens from
companies in the Republic of Korea has been well documented. The ability of Samsung to
become a supplier of microwave ovens to Sears and General Electric (sold under their own
labels) was the result of a strategy of investment in research and development; a
willingness to buy in key parts (above all the magnetron, which is the heart of a microwave
oven), until it was possible to buy an ailing producer of this product in the United States

Hamilton et al. (2003), citing Lee and Song (1994).
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and ship the manufacturing facilities to the Republic of Korea; and the enormous efforts
expended upon learning about the requirements of consumers in export markets
(Magaziner and Patinkin, 1989).

Nevertheless, Hamilton et al. demonstrate conclusively the importance of foreign buyers
(particularly from the United States) in promoting exports of differentiated manufacturing
products and their overall importance in the development of Taiwan (China) and the
Republic of Korea. While no other countries come anywhere near to matching the
sustained success of the Asian newly industrialized countries, it is clear that global buyers
have played an important role in promoting upgrading in other countries. The UNIDO
Industrial Development Report, 2002 concludes that, where there were significant
improvements in the ranking of countries on its competitive industrial performance index
between 1985 and 1998, "[t]he main cause of the large upward leaps appears to be
participation in integrated global production networks, which sharply raises the share of
complex products in exports" (UNIDO, 2002: 42).

Nevertheless, upgrading is not straightforward. If it were, there would not be so many
countries with poorly developed agricultural and manufacturing systems. There are many
reasons for these deficiencies. However, the changing nature of global value chains
presents new challenges for developed and developing countries alike.

Global buyers, access to global
markets and upgrading

It has been suggested above that entering export markets for the first time is a major
challenge for many firms in developing countries. If global value chains link together
specific suppliers and specific buyers, then the barriers become much easier to overcome.
Knowledge about markets, production processes and logistics can be acquired. The global
buyer can offer significant order volumes and more stability (in the short term) in relation
to both the quantities ordered and the prices paid. Furthermore, the upgrading support that
the buyer can offer is directly relevant to the needs of the firm for the market that it is

supplying.

However, this facilitation of entry may come at a price. To what extent may developing
country producers become locked into narrowly-defined roles (with correspondingly
limited technological capabilities) within global value chains?

Upgrading by buyers

Why would global buyers be prepared to invest in upgrading the capabilities of developing
country firms? In simple terms, they will provide assistance to developing country firms if
the costs of this assistance are more than offset by the benefits of integrating these firms
into global value chains. The developing country firms must be able to offer advantages —
typically lower costs or access to scarce resources — that cannot be accessed as cheaply or
as flexibly through foreign direct investment.

12
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One example of such an investment in local suppliers is presented in Box 2. The buyer was
looking for new sources of organic cocoa, which at the time was in short supply. It was
willing to invest in a cooperative in order to bring it up to the required standard. In this
case, the option of buying through arm’s length market relationships was not feasible.
There was a shortage of supply. Generally speaking, organic produce is grown in Latin
America by small farmers, often organized in cooperatives (Damiani, 2002). Direct
investment in a plantation may not have been cost-effective, even if land had been
available. In addition, this would have increased capital outlay and tied the investor more
directly to the uncertainties of the market for organic cocoa.

Box 2
Facilitating entry to the value chain: Organic cocoa

Finding (or being found by) the right buyer can be a short cut to exporting. Take the case of organic cocoa. If a
group of small farmers somewhere in Latin America wanted to export organic cocoa to Europe, the challenges
might be formidable. What organic certification is recognized in Europe? What varieties of cocoa are
preferred? What times of year are market conditions most favourable? What are the tariff levels and
documentation requirements? Is shipping available?

In some cases, export promotion or import facilitating agencies are able to provide the answers to these
questions. Perhaps an agent can be found who knows about the market. Local rural development agencies
may see it as part of their role to provide this type of support. However, answering these many different
questions requires the mobilization of a lot of expertise.

For one group of cocoa producers in the Caribbean, these problems are being solved by a major European
chocolate maker. Organic chocolate is in big demand. There is a shortage of supply, and so big buyers are
prepared to invest their own money in developing new sources of supply. For some buyers, investing in
cooperatives and developing a fair trade image is an additional attraction. The European buyer is investing in
organic production with a group of cocoa farmers. lts experience in importing cocoa means that it knows the
answers to many of the questions listed above. The cocoa producers can concentrate on producing cocoa
and the buyer organizes everything else. An additional benefit is that they have supply contracts lasting a
whole year, with a stable price.

This can be seen as a short cut into the export market in the short term. In the longer term, it might become a
trap. The exporters might remain ignorant of European market requirements and become dependent on one
buyer. Over time, organic cocoa may become more plentiful on the market and the buyer will find other
sources. Will the above cocoa cooperative be able to find other buyers, markets and distribution channels?

Source: author’s research.

Such processes are not confined to agriculture. Schmitz describes how the entry of
Brazilian shoe producers into export markets, particularly in North America, involved a
clear division of labour between global buyers (wholesalers, retailers or export agents) and
the producer firms:

These export agents were not just buyers. In addition to negotiating with the US retail chains
on one hand and the Brazilian producers on the other they carried out the following functions:
they studied the market which necessitated visiting shoe shops in the United States and Europe
as well as international shoe firms. They developed models which required setting up model
shops in the [Sinos] Valley to produce samples. They inspected product quality and
production schedules on site; they provided technical assistance; they organized the transport
and payment arrangements. (Schmitz, 1995: 14)
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This process led to a rapid expansion in the cluster of shoe companies in the Sinos Valley.
Between 1972 and 1987, shoe industry output in the Sinos Valley rose from 42 million
pairs to 174 million pairs. In 1972, most of the Valley’s production was directed at the
Brazilian market. By 1987, two-thirds of production was exported (Bazan and Schmitz,
1997: 20-21).”

Such processes may provide conduits for the transfer of knowledge that cannot easily be
acquired in other ways. On the basis of a study of Mexican garment manufacturers and
their North American buyers, Dussel Peters et al. suggest that potential suppliers are
“virtually tutored” by their buyers and that “the learning process involves what is known in
the literature variously as practical, implicit, or tacit knowledge. Its essential characteristic
is that it is difficult to transmit verbally or in written instructions and instead is taught by
demonstration on the job as production is carried out” (2002: 232). While this account
refers in particular to process knowledge used in production (as opposed to knowledge
about markets), the important point is that tacit knowledge is very difficult to transfer. By
definition, it cannot be learned from manuals. It can also be argued that consultants are
often poor transmitters of such knowledge. The buyer-supplier relationship is therefore
particularly important.

If buyers make this type of investment in suppliers, how can they guarantee a return on
their investment? In many cases, the skills transmitted are generic and can be applied to
many buyers and markets. Why should the suppliers not sell their newly acquired
competences to other companies, including the direct competitors of the firm making the
investment? There are two ways to approach this issue. One possibility is that buyers “lock
in” suppliers by making them transactionally dependent. If a buyer takes a large proportion
of a supplier’s output, then the costs of switching to new suppliers are high. In some cases,
contract terms may exclude suppliers selling into the same market as the buyer.® This type
of strategy is described by Schmitz (1999).

Conversely, Dussel Peters et al. suggest that garment buyers did not adopt this strategy in
Mexico. Cases of “defection” to other buyers were, in practice, evident. They argue that
the buyers most able to make this type of investment are brand name producers with a
worldwide sourcing strategy. Their control of brands provides them with levels of profit
which enable them to pay higher prices to their contractors, giving an incentive to the
supplier to maintain supply and providing the buyer with a return on its investment. In so
far as suppliers are locked in, it is through financial support, as the support package
“generally includes access to material supplies at favourable credit terms and to credit
itself” (2002: 234).

7 Over time, the role of export agents was supplanted to some extent by buyers working directly for
the major United States importers. Nevertheless, the buyers’ role and the division of labour
remained the same. Agents are often used when sourcing first begins. As scale and the likelihood of
continuing supply increase, foreign buyers work more directly with producers. According to Bazan
and Navas-Aleman (2001), United States branded retailers had five offices in the Sinos Valley, but
there were 88 export agents of varying sizes operating in the Valley as well.

¥ According to Bair and Gereffi, who analysed blue jean manufacturers in the Mexican city of
Torredn: “No manufacturer in Torre6n markets its own apparel brands in the United States (...) and
no Torredn producer of a US brand is able to sell its branded output directly in Mexico (everything
is exported to the United States)” (2001: 1895).

14
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One extreme example of a lock-in strategy adopted by a buyer to make sure that it gains the benefit from its
investment in suppliers is reported by Damiani (2002) in his study of organic agriculture in Latin America. A
buyer interested in purchasing organic produce from smallholders helped them to acquire organic
certification. It guaranteed its investment by retaining control of the organic certificates. If the smallholders
tried to supply other companies with organic produce, they would have no proof of their certification.

Box 3
Tying suppliers to buyers

Limits and vulnerabilities of buyer-promoted
upgrading

The limits to the process of buyer-promoted upgrading have been emphasized by
Humphrey and Schmitz. They start by distinguishing between types of upgrading that can
occur in value chains (2002: 1020):

Process upgrading: firms can upgrade processes, transforming inputs into outputs
more efficiently by re-organizing the production system or introducing superior
technology.

Product upgrading: firms can upgrade by producing products generating more value
added per employee. This upgrading involves changing the firm’s position in product
markets. This can be achieved by changing customers or through a repositioning of
the value chain, shifting the whole chain to higher value products.

Functional upgrading: firms can acquire new functions in the chain, such as design or
marketing. This involves changing the inter-firm division of labour within the chain or
moving to another chain.

Analysis of experiences such as the Sinos Valley shoe cluster described above leads to the
following conclusions:’

Buyer-promoted upgrading is likely to lead to incremental product and process
upgrading. These are the areas in which improved capabilities for newly-integrated
producers give the greatest return to global buyers.

Buyers are much less likely to promote radical, or discontinuous, leaps in capability.

Buyers who make suppliers transactionally dependent on them will oppose upgrading
if this creates opportunities for suppliers to acquire a broader range of customers.
Opposition to functional upgrading is likely to be particularly strong if the buyers are
traders which might be by-passed by suppliers if the latter gain the ability to work
directly with developed country customers.

Lead firms in global value chains may support the acquisition by suppliers of
competence that they regard as non-core. For example, leading global buyers may
wish to outsource activities such as logistics to other firms in the value chain.

® These conclusions are based on the broader analysis in Humphrey and Schmitz (2000 and 2002).
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However, they will not invest in the acquisition of such a capability. The supplier has
to develop the capability and show its relevance to the buyer.

e Investment in supplier capability is probably transitory. It occurs when new sources of
supply are opened up, or when the market demands new capabilities. Once
capabilities become widespread among the supply base, there is no need for buyer
investment.

The risks of being locked into low value activities within the value chain can be illustrated
by the case of the Sinos Valley shoe producers. The international traders and buyers of
footwear in the Valley created a sustained period of expansion, which increased output and
employment and led to the emergence of a number of large vertically-integrated firms.
These firms were specialized, focusing predominantly on the sourcing of inputs and the
production process. They did not require design capabilities.

This specialization was so evident that global buyers had clear perceptions of the strengths
and weaknesses of Brazilian shoe firms compared to the global leader in the leather
footwear industry, namely Italy. The comparison is shown in Figure 2. According to
twelve global buyers interviewed by Schmitz and Knorringa (1999), Brazilian suppliers
were compared favourably to Italian suppliers on price and dealing flexibly with large
orders, and more or less matched them with regard to quality, response time, punctuality
and coping flexibly with small orders. However, as is evident from Figure 2 below, by far
the largest gap in supplier appraisals of the two countries was on the question of innovative
design. On a scale of zero to five, Italy scored almost five, while Brazil scored less than
three. Italy attained its highest score on this variable, while Brazil scored its lowest.

Figure 2  Performance comparison, Brazil-ltaly

Quality

Innovative Design

Flexibility,

Response Time
large orders

Flexibility, small orders Punctuality

—e— Italy

—& — Brazil

Source: Schmitz and Knorringa (1999: 11).

These differences in assessments by global buyers reflect the way in which Brazilian
producers were integrated into the global market. Footwear designs were supplied by the
buyers. The most successful exporters did not have to develop design capabilities, and in
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the Sinos Valley shoe cluster as a whole, the education and training of design experts was
weak.

This weakness became a serious problem at the end of the 1980s, when North American
footwear buyers began to source shoes in China. According to Schmitz (1999: 1632-33),
United States footwear imports from China increased seventeen-fold between 1987 and
1997, which put pressure on Brazilian producers. Ideally, they should have moved
upmarket, producing shoes of higher value and using capabilities not available to Chinese
producers, but there were three obstacles to this strategy, all of them arising from global
value chain linkages:

e  The Chinese producers were themselves linked to companies in Taiwan (China) that
were experts in shoe production. These firms could supply designs, quality control,
logistics expertise and links to buyers. What had enabled the Brazilians to enter the
global market in the early 1970s was facilitating competition from Chinese producers
and their Taiwanese partners at the end of the 1980s. The Brazilians could not rely on
production expertise alone (the strengths indicated in Figure 2) to provide them with
competitive advantage. The Taiwan-China linkage combined cheap labour and
footwear expertise.

e  The leading firms within the Sinos Valley shoe cluster all sold most, if not all of their
output to a small number of North American buyers. Finding new types of buyers and
new markets was therefore a major challenge and risk for them.

e Routes to higher value-added market niches require new capabilities. If the Brazilian
manufacturers were to produce footwear aimed at more sophisticated markets, they
needed to move from original equipment manufacture (OEM) for their global buyers
to own-design manufacture (ODM) or own-brand manufacture (OBM). Large-scale
exports to North American buyers did not provide them with the experience and
expertise needed for ODM and OBM.

The case of the Brazilian shoe industry has much broader implications for development
and upgrading strategies in the context of global value chains. The entry of China into
global markets and its significant role in developing country exports across broad ranges of
manufacturing products presents a challenge to developing countries.

The extent of the impact of China on the exports of other developing countries can be seen
in Figure 3, which provides information on China’s exports compared to those of leading
developing country exporters of manufactured products. Overall, China’s manufactured
exports rose from US$128 billion in 1985 to US$1,084 billion in 2000. In 1985, China
exported 4.7 per cent of the total manufacturing exports of the ten leading developing
country exporters (ranked according to their exports in 2000). By 2000, the Chinese share
of total exports of these ten leading developing country exporters of manufactured
products had increased to 21.2 per cent.

Figure 3 also breaks down manufactured exports into four categories, using a typology
based on technological intensity developed by Sanjaya Lall.'® It shows that by 2000 China
was the leading developing country exporter of products at all technological levels. While

' A description of the categories and industries that fall into each of these categories can be found
in UNIDO (2002: 30).
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its dominance was greatest in low technology manufactures (such as garments, footwear,
toys, furniture, simple metal and plastic products), in which it exported slightly more than
half of the total exports of the top ten developing country exporters, in medium and high
technology manufactures China accounted for approximately 20 per cent of the exports of
the top ten developing nations.

The growth of Chinese exports poses a problem for developing countries competing
directly with them, as discussed by Schmitz (1999) in the case of shoes. However, China
also offers opportunities for countries and firms that are able to upgrade and occupy
complementary positions in global value chains. One example from footwear is the role of
companies in Taiwan (China) and the Republic of Korea in developing the production of
athletics shoes in China for the North American market. Although production of this item
shifted rapidly to China from Taiwan (China) and the Republic of Korea at the end of the
1980s, with the Chinese share of the United States market rising from less than 2 per cent
in 1988 to over 30 per cent in 1992 (Lim, 1993: 570), firms in Taiwan (China) and the
Republic of Korea continued to play an important role in product development, component
supply and logistics. Just as United States firms such as Fairchild maintained their overall
competitiveness in the 1960s by relocating labour-intensive semiconductor assembly to
Hong Kong, so firms in North America, Taiwan (China) and the Republic of Korea
continue to benefit from the athletics shoe industry by finding profitable roles within the
overall value chain.
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Figure 3  China’s share of exports of leading developing country exports of manufactures
by type of manufactures (US$ million)

1985 2000
All manufactured exports
China 6,049 229,247
Korea, Rep. of 29,025 166,451
Taiwan, China 29,093 144,902
Mexico 8,627 143,595
Singapore 19,014 132,509
Top ten 127,993 1,083,822
China share of top 10 exporting country exports (%) 4.7 212
Resource-based manufactures
China 3,702 23,385
Korea. Rep. of 2,316 16,904
Indonesia 3,265 13,076
Brazil 5,743 13,023
Singapore 5,976 12,111
Top ten 34,838 127,452
China share of top 10 exporting country exports (%) 10.6 18.3
Low technology manufactures
China 10,830 161,116
Taiwan, China 16,167 32,140
Korea, Rep. of 12,083 23,791
Hong Kong, China 11,185 22,183
Mexico 1,555 21,519
Top ten 58,640 320,216
China share of top 10 exporting country exports (%) 18.5 50.3
Medium technology manufactures
China 2,108 58,610
Mexico 4,790 56,280
Korea , Rep. of 5,384 40,952
Taiwan, China 6,939 36,786
Malaysia 1,015 13,340
Top ten 31,548 256,817
China share of top 10 exporting country exports (%) 6.7 22.8
High technology manufactures
China 709 75,829
Taiwan, China 5,348 66,926
Malaysia 2,819 54,491
Korea, Rep. of 3,563 53,903
Singapore 4,376 49,591
Top ten 24,232 406,404
China’s share of top 10 exporting country exports (%) 29 18.7

Source:  Calculated from data in Lall (2002). Use of data from this paper has been kindly allowed by Professor Lall.
Some of these data have also been incorporated in the Industrial Development Report 2002/2003 (UNIDO, 2002).
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Market diversification and learning

The extent of this challenge is not quite as daunting as it might appear. In particular, there
is ample evidence that firms frequently sell to diverse markets and may be able to apply
the knowledge and capabilities acquired in one market to new markets and customers. Two
examples can illustrate this point, one taken from the textile industry in India and the other
from the Sinos Valley shoe cluster.

The woollen knitwear cluster in India faced a particularly severe challenge following the
collapse of export markets in the former USSR at the beginning of the 1990s."" In the
1970s and 1980s, the socialist States were by far the largest destination for exports of
woollen knitwear from India, and almost all the export trade came from the Ludhiana
woollen knitwear cluster. By the late 1980s, a considerable portion of Ludhiana’s output of
woollen knitwear consisted of low-quality, mass produced products directed at the Soviet
market. At the beginning of the 1990s, the cluster was hit by the collapse of export markets
in the former USSR and Eastern Europe and by India’s trade liberalization programme.
Contrary to expectations, the cluster reacted well, as summarized in Box 4. Companies
switched to the European and North American markets, even though the requirements of
these markets were much more stringent in terms of design, small order quantities, quality
and delivery.

Box 4
Responding to changing export markets: The Ludhiana (India) woollen knitwear cluster

Following the collapse of the Soviet market, the woollen knitwear industry was forced to not only seek
new markets in order to rebuild its production, employment and earnings, but it had to do so with
fewer funds from the Government, and in a policy environment that exposed it far more sharply to the
fluctuations of global competition. How would Ludhiana’s knitwear exporters be expected to react to
the crisis that they faced? From the debates in the literature on global commodity chains and the “new
competition”, which document the difficulties faced by labour-intensive firms in moving into more
demanding international markets, the region would have been expected to go through a slow and
painful adjustment phase, particularly because its economy was so tied to the woollen knitwear
industry. Contrary to these expectations, the region’s knitwear industry recovered unexpectedly
rapidly. For one year, the knitwear sector suffered substantial cutbacks in demand. But after only a
year's disruption, the cluster surged back with a 42 per cent increase in woollen knitwear exports in
1992-93. Output not only rebounded, but overseas exports grew at a much faster rate (nearly seven
times faster) after the crisis, compared to the pre-reform period. This growth, moreover, was
accompanied by a decisive shift in the direction of exports: increasingly away from the former Soviet
Bloc and towards the more demanding European and North American markets.

Source: Tewari. 1999:1653-54.

Tewari provides three reasons to explain why the cluster was able shift rapidly to Western
export markets:

! This account is based on Tewari (1999).
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e Firms had developed expertise in design, fashion changes, consistency of quality and
brand building by supplying high-end segments of the domestic market, even while
supplying low-end exports to the Soviet market. These capabilities were crucial for
moving into the new export markets.

e The firms invested in “hiring designers, skilled workers, upgrading their finishing,
packaging distribution systems” (Tewari, 1999: 1654).

e  Within the cluster, there had been a group of medium-sized enterprises that had
exported to Western Europe even during the 1970s and 1980s. In many cases, these
firms built up relationships with medium-sized overseas partners. More generally,
foreign buyers, and in particular small foreign buyers, played a crucial role as
intermediaries linking into the cluster’s supply system (Tewari, 1999:1660).

This case highlights, firstly, the ways in which firms can participate in multiple markets
and attempt to transfer the lessons of one market to another. Secondly, it emphasizes the
diversity of global buyers and the differences between the large buyers described by
Schmitz in the case of the Sinos Valley and the smaller buyers who worked with the
medium-sized exporting firms in Ludhiana. Thirdly, it should be noted that the response of
the Ludhiana cluster also depended on firm-level reorganization and investment, and this
investment was as much in design, skills and reorganization as it was in new equipment.

These findings are supported by recent work on the Sinos Valley shoe cluster in Brazil by
Bazan and Navas-Aleman.'? The challenge facing the biggest exporters in the cluster due
to the increased penetration of Chinese footwear into the North American market has been
outlined above. The research carried out by Bazan and Navas-Aleman has highlighted the
role of the domestic, and particularly the regional Latin American market, in developing
capabilities in the cluster. For parts of the Latin American market, the Brazilian producers
design products and market them through predominantly arm’s length market
relationships. In these market-based chains, producers incorporate most of the essential
activities from design to marketing (the Ilatter often through their own sales
representatives). The opportunities for learning offered by smaller buyers might allow the
development of capabilities that could be applied to larger export customers, as well as
acting as a showcase for exporters.

These examples illustrate that in more mature product areas the gap between the
requirements of the domestic market and global markets may not be as large as suggested
by Hobday and by Keesing and Lall (see Section 3 above). If the gap is more in quality and
standards, then it might effectively be bridged by learning from buyers in assembly and
original equipment manufacture (OEM) relations.

Building on buyer linkages: Upgrading in Taiwan,
China

Firm-level strategies of learning from working within particular value chains and then
developing and applying this knowledge as part of an upgrading strategy have been

'> This account is based on Bazan and Navas-Aleman (2001) and Navas-Aleman and Bazan (2003).
See also the papers in Schmitz (2004).
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discussed in an analysis of contract manufacturers in Taiwan (China) by Lee and Chen
(2000). They show how a capability strategy has to be linked to a marketing strategy.

The argument advanced by Lee and Chen is that, in order to upgrade, firms not only have
to develop new competences, but also have to apply these competences in ways that do not
endanger existing value chain relationships. Buyers are wary of potential competition from
outsourcing partners and may therefore “tend to be cautious in transferring design and
development technology” (2000: 4). Upgrading therefore involves two types of firm-level
strategy. Firstly, competences have to be built up. The analysis offered by Lee and Chen
emphasizes the investment in human material resources required to make learning
possible. Like Hobday, they are inclined to see technological learning as “a dynamic,
difficult and costly process” (Hobday, 1995: 33). Secondly, the ability to make new
products has to be complemented by product development and marketing strategies that do
not directly challenge important customers. The continuing commitment of these
customers is important for production scale and predictability of sales. Therefore, when
contract manufacturers develop new products of their own, they might focus on low-end
products that do not compete directly with those of major customers, and they may also
direct them towards smaller markets which are less important for their customers.

The role of trade policy

This overview of the issues of global buyers, access to markets and upgrading, undertaken
largely from the firm and value chain perspectives, should not ignore the importance of
trade policy. Particular attention needs to be paid to the role of trade policy in preventing
upgrading by firms in developing countries. Some preferential trade agreements actively
discourage upgrading because of their restrictive conditions with respect to local content.
In analysing the development of the Caribbean textile industry in the context of United
States trade preferences, Mortimore observes that:

[...] special access [to the United States market] represents a direct challenge to the national
industrialization process. The HTS 9802 mechanism penalises practically all value added
outside the United States (...) It is extremely difficult for the national government of the
assembling country to implement policies that effectively promote further local integration of
the industry (...) Thus the HTS 9802 mechanism tends to truncate the industrialization process
itself, isolating the assembly operation in the Caribbean Basin to the detriment of any
integrated national industrialization process in the assembly country. (Mortimore, 2002: 299)

More generally, Kaplinsky (1993) has argued that this type of trade policy is trapping
Caribbean countries in low-wage activities and into a cycle of low-road competition
characterized by declining wages and competitive devaluations.

Not all preferential trade policies have this effect. The North American Free Trade
Agreement (NAFTA) has opened up new opportunities for Mexican producers that are
much more attractive than the previous maquila system (Bair and Gereffi, 1998). Perhaps
more interestingly, the United States African Growth and Opportunity Act 2000 (AGOA)
provides for two options for inputs, namely from the United States or from within
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qualifying countries in Africa.”” AGOA appears to have interacted with the increasing
importance of East Asian companies in global sourcing and the supply of textiles and
apparel to stimulate AGOA-related FDI from East Asian companies in Africa. This is seen
clearly in Figure 4, which shows leading investments in the apparel and textile industries.
Companies from a range of East Asian countries have invested in textile and apparel
production, and factories have been developed rapidly in response to AGOA in countries
such as Lesotho. In many cases, leading East Asian garment companies supply the designs,
fabric and materials, and they may also operate the garment factories themselves. East
Asian expertise has facilitated a rapid supply response in Africa to AGOA preferences.

Figure4  AGOA-related investments in the textile and apparel industries of sub-Saharan
Africa

Country Investment

Cote d'lvoire | Investment by Henan Yuboa Textile (China) in textile factory.

Lesotho Increase in textile employment from 17,000 in 1999 to 40,000 in January 2002, mostly as a result of
investment by Asian companies.

Nien Hsing (Taiwan, China) opens garment factory.
Investors from Taiwan (China) announce investments of $100 million in the textile industry.

Between 1995 and 2001 investors from Taiwan (China) include China Garment Manufacturers, Nien
Hsing, Carry Wealth Group and Precious Garments.

Firms from Taiwan (China) estimated to employ more than half of all workers in the sector (Gibbon,
2002: 21-22).

Mauritius Mast Industries, the GAP, Eddie Bauer (all United States) and William E. Connor Associates (Hong
Kong, China) open buying offices as a result of AGOA.

Shenxi (China) building spinning mill.

Namibia Ramatext Textiles (Malaysia) constructing an integrated textile and clothing plant.

Rwanda Competent Group (Hong Kong, China) plans to invest in a garment manufacturing plant.

South Africa Many AGOA-related investments in the textile, clothing and automotive industries. Ramatext Textiles
(Malaysia) investing in a textile mill and export garment factory

Swaziland Nam Woel Industrial (Taiwan, China) investing in new sewing machines.
Nien Hsing Textile opens denim plant in Swaziland.
Tex-Ray (Taiwan, China) invests in factory expansion

Uganda OTK (South Africa) buys cotton ginning plant to supply AGOA-compliant raw materials for South
African cotton spinners.

Source:  United States International Trade Commission (2002), except where otherwise indicated.

5. Upgrading within chains: Making the
chain more sophisticated

The strategies discussed in the previous section involve finding new buyers. However, in
some industries there are opportunities for upgrading in cooperation with existing buyers.
One particularly important pattern of upgrading has been termed “industry co-evolution”
or “supplier co-evolution” by Sturgeon and Lee (2001). This is the process by which value

5 The least developed countries that qualify for AGOA are allowed to use materials imported

from any part of the world until 2004. After that date, textiles, thread, etc. will have to be sourced
from within Africa or from the United States. More information about AGOA can be found at
http://www.agoa.gov. An analysis of how AGOA changes terms of access to the United States
market for sub-Sahara African countries can be found in UNCTAD (2003).
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chains are upgraded and repositioned as the sector both restructures and comes to provide
more sophisticated products.'* Two examples of this process are described here. The first
is taken from Sturgeon and Lee’s analysis of contract manufacturing in the electronics
industry. The second is taken from export horticulture.

Industry co-evolution in the electronics
sector

One of the features of the global electronics industry in the past decade has been the
increasing use of outsourcing. This has been mainly analysed from the point view of the
increasing importance of design and branding for global companies such as Nokia and
Apple. However, the same process has consequences for upgrading possibilities in the rest
of the value chain:

While it has been widely noted that widespread outsourcing results in the emergence of a
deverticalized industrial landscape (...), little attention has been paid to the evolution of the
supply-base that has arisen to supply newly deverticalized lead firms. This lacuna has led to
the erroneous characterization of the deverticalization process as one where industries are
evolving toward smaller, highly specialized firms, each of which has shed its ‘non-core’
activities to focus on a few ‘core’ competencies. The deverticalization trend looks very
different from the supplier’s perspective. To meet the growing demand for full-service, or
‘turn-key’ outsourcing solutions (...), suppliers have in many cases had to add entirely new
competence areas, increasing their scope of activities while improving quality, delivery, and
cost performance. Increased outsourcing has also, in many instances, vastly increased the scale
of suppliers’ operations. Thus, increased outsourcing has led to a deepening of competence
and an increase in scale at supplier firms. As supply-bases come to be comprised of large,
highly capable suppliers the prospects for increased outsourcing are improved. In this way,
suppliers and lead firms co-evolve in a recursive cycle of outsourcing increasing supply-base
capability and scale (...). (Sturgeon and Lee, 2001: 4)

Over a period of time, contract manufacturers in the electronics industry have moved from
being simple assemblers, putting together components supplied by their customers and to
their specifications, to providing a broad range of services, including logistics, component
purchasing and design adaptations. In the case of the large American contract
manufacturers, they now provide worldwide assembly services. Contract manufacturers in
Taiwan (China) provide more complex services,” including some original design
manufacture. In both cases, the suppliers have evolved with the industry itself.

'* The term “product” is used here to denote not only the physical product, but the set of services
and attributes that are bundled with it.

15 This issue is discussed in section 6.2.
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5.2 “Growing up with the sector”: The acquisition of
capabilities by suppliers in the African
horticulture industry

Another case of the co-evolution of firms along the value chain can be seen in the
horticulture industry, described above in Box 1." In the late 1960s, wholesale markets
traded 90 per cent of fresh horticultural produce in the United Kingdom, linking dispersed
producers with small retailers, greengrocers and market stalls. When Kenya began selling
“Asian” vegetables and off-season temperate vegetables in the United Kingdom during the
early 1970s, these too were sold through wholesale markets. Barriers to entry for both
exporters and producers were low.

When United Kingdom supermarkets first entered the fresh vegetable trade, they
purchased products from the wholesale market, employing wholesale agents working on a
commission basis. This meant that they had little or no information about the precise origin
of products and could exercise only limited control over how products were produced.
Similarly, the use of wholesale markets provided the supermarkets with little control over
the type or quality of product and greatly restricted their capacity for production
scheduling and season planning.

By the mid-1990s, United Kingdom supermarkets had restructured the business so that it
could serve their needs through: firstly, product differentiation and innovation; and
secondly, the control risk in the face of a more complex regulatory and consumer
environment. Fresh produce was profitable, and it was one of the few products that
determined the choice of stores by consumers. The supermarkets extended the range of
imported produce on offer by introducing new vegetables, more sophisticated packaging
and increased levels of post-harvest processing, such as washing, trimming and chopping.

It was also important for these products to be supplied consistently over the year, even if
this meant sourcing produce from different countries around the world. The value chain
was not only expected to supply a physical product, but also a range of services associated
with it, such as consistency, reliability of delivery and the capacity to innovate.

In the course of meeting these challenges, locally-owned producers and exporters in Kenya
experienced considerable upgrading in the following areas:

e Introduction of more complex logistics and management of the “cool chain” to
improve the quality of the product and its shelf life.

e (Qreatly increased local processing, including trimming, chopping, packaging in a
variety of formats, labelling and bar-coding.

e Responsibility for innovation, including conducting trials of new products and new
varieties which, for example, involves working with seed companies. There has been a
significant expansion of the range of products supplied by Kenyan exporters.

e Innovation to meet increased regulatory requirements, such as the development of
integrated crop and pest management systems in response to European Union

' This section is based on Dolan and Humphrey (2000 and 2001).
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legislation on minimum residue levels for pesticides. Similarly, exporters have had to
respond to increase demands for product traceability along the value chain and
compliance with sectoral standards for environmental and labour practices.'’

e Investment in facilities such as irrigation and lighting, as well as “high-care” facilities
capable of meeting European Union regulations for the preparation of ready-to-eat
products.

Exporters of fresh vegetables from Kenya are now much more sophisticated and have a
much wider range of value chain functions than was the case 20 years ago. In some cases,
this reflects the increasing sophistication of the final product and the introduction of new
capabilities into the value chain. In others, it reflects the transfer of activities from United
Kingdom importers to Kenyan exporters, as the former focus more on global logistics and
supply chain management and less on trading and processing.

Upgrading has occurred, but with consequences for the structure of the chain and the
barriers to entry in the sector. Firstly, there has been a concentration of firms in the export
horticulture business. In fresh vegetables, in particular, fewer and fewer firms are
responsible for most exports from Kenya to northern Europe. Secondly, there has been a
concentration of production, with the large exporters bringing a greater proportion of
production in-house and reducing their reliance on smallholder production. Thirdly,
barriers to entry have increased. New entrants to the sector have to start large rather than
become large by evolving with the sector.

Upgrading strategies for latecomer firms

As suppliers gain competence, new functions become more widespread and are established
as the norm for the industry. They become an entry requirement. The entry barriers for
latecomer firms in the global economy therefore rise. Section 5.2 described how, for
example, Kenyan exporters of fresh vegetables acquired a range of skills in the production,
processing and export of vegetables.

These challenges are particularly problematic for small firms, smallholders and the
informal sector. The requirements of the value chain in terms of traceability, managerial
systems and scale make it difficult for these firms to participate. There are certain
subcontracting roles available to them, but if the requirements placed on producers at early
stages in the value chain rise, one response is for production to be brought in-house. This
has been seen in the increasing use of own-farm production by Kenyan fresh vegetable
exporters.

This exclusionary tendency is driven by the increasing emphasis on standards, codes and
labels. The more lead firms in the value chain are held responsible for events further back
along the chain, the more they monitor activities and enforce standards along the chain.
There are economies of scale in monitoring and enforcing standards, and lead firms may

'” The response of the sector to legislation on minimum residue levels for pesticides established by
the European Union involved both direct buyer-supplier value chain collaboration and collective
efforts within and between the export sector in Kenya and European importers and buyers.
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try to reduce the number of points of control required in the chain by reducing the number
of firms at different points along the chain.

The global regulatory environment is becoming more complex as a result of responses to
concerns about consumer safety, the environment and labour standards.'® An example of
what this implies for producers in developing countries is presented in Box 5. In this case,
a developing country leather garment manufacturer was faced with meeting not only the
challenge of being competitive in the production of leather garments, but also of ensuring
that its leather supplies were produced in accordance with European Union environmental
regulations.

Box 5

Supply chain implications of meeting European Union environmental requirements for leather
garments

One Ethiopian producer of leather garments we met recently told us that to expand exports he would need
access to leather conforming to European Union environmental regulations. At the moment he could only
win “spot” or top-up orders from international buyers and occasionally some European fashion garment
retailers. As a marginal supplier, his products escaped too much scrutiny. However, to become a regular
supplier, he would have to ensure that the leather used for his garments was processed in an
environmentally-acceptable manner, as defined by the European Union and the retailers he was supplying.
He did not believe that such environmentally-acceptable leather was available locally.

Source: author interview.

How could the leather garment exporter face this challenge? One option might be to import
the required leather, but this has three disadvantages. Firstly, the competitive advantage
that the garment manufacturer gains from the use of local leather supplies would be lost.
Secondly, the disadvantages that local producers may face as a result of poor transport
infrastructure and trade bureaucracy would be magnified by the use of imported inputs.
Thirdly, the benefits to the Ethiopian economy would be diminished by the use of imported
inputs. A second option might be to integrate backwards and move into tanning, but this
might well be a distraction from the efforts needed to become a competitive garment
manufacturer.'’

More effective from the national development perspective might be efforts to upgrade the
tanning industry. In the case of Ethiopia, such efforts are described by Bini (2002). These
efforts have involved not only government support for individual enterprises and the
promotion of greater linkages between agents (both horizontally and vertically) at various
stages in the tanning industry, but also the mobilization of international resources through
Africa-wide networking and the support of institutions such as UNIDO. In the
environmental area in particular, Bini notes the role played by UNIDO in the development

'8 An overview of standards and the issues they raise for value chain analysis can be found in Nadvi
and Waltring (2002). The impact of global standards on furniture producers in South Africa is
discussed by Kaplinsky et al. (2002).

' The lack of suitable suppliers has often been the reason for developing country firms and
industrial pioneers in many countries to be highly vertically integrated. However, such integration
frequently imposes cost penalties that cannot be sustained in competitive markets.
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of effluent treatment plants and testing laboratories. These are required to test both the
waste produced by the tanning process and the leather products themselves.

Similar challenges have been highlighted in a study by Tewari and Pillai (forthcoming) on
the leather industry in Tamil Nadu. Meeting challenges relating not only to effluent
treatment and pollution, but also a ban imposed by the German government on leather
containing PCPs and Azo dyes, required significant local organization involving firms,
institutions and government at the regional and national levels. Solutions included national
bans on certain types of chemicals, investment in treatment plants and the development of
local testing facilities.

As the entry requirements for global markets are tending to increase as a result of both
changing demands by global buyers and the increasing complexity of the regulatory
environment, local and national policy becomes more important in facilitating the entry
and upgrading of developing country firms. Policy interventions can be found in the
following areas:

e Local and national initiatives (sometimes in conjunction with international agencies)
aimed at improving the capabilities of particular sectors and industries so that they can
meet the requirements of international markets. These requirements may include
compliance with standards (and proof of such compliance), as well as investment in
basic infrastructure to meet logistical requirements. In many cases, these investments
cannot be made at the enterprise level and require collective action.

e Where entry requirements to particular markets are considerably beyond local
capabilities, support agencies may be able to find less demanding customers. These
may include markets that are less sophisticated in terms of product or regulatory
requirements, or different types of buyers. In the case of the horticulture industry, for
example, alternatives to large retailing chains in northern Europe might include
customers in Middle Eastern and East European markets, or traders supplying the
catering market.

e Given the increasing complexity of global standards for both products and processes,
business organizations™ and governments in developing countries should work
towards simplifying the global standards system, not by reducing requirements, but by
avoiding overlapping standards and the duplication of standards. Overlapping or
duplicated standards are seen clearly in the horticulture industry in Kenya, for
example. Flower production is subject to regulation by the local Kenya Flower Council
certification scheme, the EUREP Good Agricultural Practice (GAP) system, the United
Kingdom’s Ethical Trading Initiative, the Flower Label Programme and the Dutch
Milieu Programme Sierteelt (MPS) scheme for flowers.”’ The overlapping and
duplication of standards also emerges as a significant problem for SME component
manufacturers in the Brazilian auto industry (Quadros, 2002).

* The way in which inter-firm cooperation is required for upgrading in situations in which the
improvement of products requires simultaneous action at various points in the value chain is
discussed by Morris (2001).

*! This information comes from a leading Kenyan flower exporter.
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6. The formation of global supply
networks

The upgrading strategy for manufacturing based on the East Asian model developed by
Wortzel and Wortzel (1981) and described in Section 3 is based largely on the premise that
firms in advanced countries seek out suppliers in developing countries and work with them
where necessary to improve supplier capabilities. These firms are often leading global
manufacturers looking to outsource production to low-cost locations. Even if they
outsource to multiple locations, they work with the suppliers in each location.

This model of export-based upgrading offers two paths to firms that are integrated into the
global economy. On the one hand, they can provide a greater range of capabilities
embedded in products sold to their initial customers. On the other hand, as they become
more skilled at original equipment manufacturing and also incorporate some basic design
functions, they are able to supply companies that have fewer manufacturing skills of their
own, such as retailers or brand-name companies. In both cases, however, single plant firms
in developing countries are able to meet the needs of export customers.

In the course of the 1990s, a new pattern of global sourcing emerged in some industries.
The buyers themselves became more global, supplying products to a greater range of
markets and looking increasingly for global suppliers (Sturgeon and Lester, 2001).

Supplying global products to many markets around the world often requires firms to make
these products in various locations. There are two main reasons for this. Firstly, production
may need to be sited close to final markets because of transport costs or the need to
respond rapidly to changing market conditions. An example of the impact of geographical
proximity to markets is shown in Box 6. Secondly, trade barriers may force companies to
locate production in various sites. National or regional local content requirements and
quota restrictions (particularly important in garments) lead to globally fragmented value
chains.

Box 6
Delivery time and being close to the market: Clothing

All the traditional industries, but especially clothing, are sensitive to fashion. This gives Mexico a particular
advantage, relative to other low-wage developing countries, of proximity to the United States market. The
magnitude of that advantage is suggested by one brand name retailer who reported that shipment from
Mexico to its Texas warehouse took four days, compared to 30 days from the Republic of Korea. Another
brand name retailer, a United States shoe company, estimated total time to market, from initial order to
receipt of the finished goods, at seven to eleven weeks in Mexico compared to 14 to 15 weeks in Hungary
or ltaly, 18 in Portugal and 23 to 25 weeks in Brazil, China or Indonesia.

Source: Dussel Peters et al. (2002: 231)

The consequence of this has been the emergence of global suppliers working with global
buyers through the formation of globally-dispersed supply networks. This change is the
dynamic dimension of buyer-supplier upgrading, as illustrated by two cases: the
automotive industry and the electronics industry.
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Global first-tier suppliers in the auto
industry?

Governments in developing countries have promoted the local assembly and production of
components in the auto industry in order to generate employment, develop technological
capabilities through spillovers into local industry and reduce the foreign exchange cost of
imported vehicles and components. Local content requirements, in particular, have been
used to create local supply industries.

For example, the Brazilian automotive industry was created in the 1950s, when the
government put the auto industry at the centre of its strategy for rapid industrial
development and modernization. A virtual ban on vehicle imports, combined with
incentives for companies to begin local production, created a domestic auto industry with a
high level of local content. A local components industry grew up, using licensing
agreements and in some cases equity partnerships. This industry developed its
technological capabilities as it met the demand for the adaptation of vehicle designs to the
needs of the local market.

The inefficiencies of this model of import substitution industrialization are well known.
However, this development strategy did create some Brazilian-owned globally competitive
automotive component suppliers. By the early 1990s, the leading Brazilian-owned
component manufacturers were exporting to North America and Europe and beginning to
set up plants and research and development facilities in these markets. However, this
development has been cut short by the growth of global first-tier suppliers in the auto
industry. This has arisen as a result of three tendencies:

e The increasing role given to first-tier suppliers in the design and supply of
components, modules and systems.

e The reduction in the gap between advanced country and developing country vehicle
models following trade liberalization in the 1990s.

e The adoption of strategies of follow design (using as far as possible the same design in
multiple locations) and follow sourcing (using as far as possible the same supplier in a
multiplicity of locations) as a means of reducing the costs of producing vehicles in
many different countries and increasing the speed of introduction of new vehicles.

Leading global auto assemblers increasingly look for global first-tier suppliers which can
provide components in multiple locations around the world. The rapid internationalization
and consolidation of the auto components sector has been widely discussed (Sadler, 1999;
Sturgeon and Florida, 1999). The impact of these changes on firms in developing countries
has been less widely noted, but has been substantial. Studies of the auto industry in a
number of developing countries have shown how locally-owned firms have been
marginalized by the globalization of first-tier automotive supply. This problem is not
confined to Brazil. It has been observed in South Africa by Barnes and Kaplinsky (2000),
in Brazil and India by Humphrey and Salerno (2000) and in Poland by Balcet and Enrietti
(1997). It was also seen in Spain when that country’s motor industry was integrated into a
wider European division of labour (Aller et al., 1999). The issue is most likely to arise in
situations where the same vehicle is being manufactured in various countries. It is

*2 This section is based on Humphrey (2000) and Humphrey and Memedovic (2003).
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therefore less likely to happen where production of speciality vehicles (for example, the
new VW Beetle or the Chrysler PT Cruiser) is concentrated in one location, or where cars
are still built solely for the domestic or regional market.

The extent of the problem can be highlighted by the case of the components industry in
Brazil. The results are summarized in Box 7, which shows the extent of the
denationalization of the industry in the late 1990s, and in Box 8, which describes the case
of one leading Brazilian component manufacturer, Freios Varga. These Brazilian first-tier
suppliers were unable to offer global sourcing for their customers. They could not supply
parts, for example, in Eastern Europe, India, Thailand or South Africa, from factories
located in these countries. As a result, they were swept up in the global consolidation of
the components industry.

Box 7

Globalization and denationalization of the Brazilian automotive components industry

In 1995, the 25 largest component companies (excluding tyre manufacturers) by turnover were split evenly
between Brazilian-owned companies and transnational companies: 12 were Brazilian, 12 transnational and
one was a joint venture. This pattern of ownership in the auto industry had remained roughly similar for at
least the preceding 15 years. The 1980 listing of firms in the Brazilian components industry produced by the
business magazine Visdo showed that eight of the 20 largest component companies were already foreign-
owned.

The ownership pattern changed dramatically in the second half of the 1990s following trade liberalization,
major new investments by global assemblers in Brazil and the updating of Brazilian model ranges. By 2001,
eight of the 12 largest Brazilian-owned component manufacturers in 1995 had been sold to transnational
companies and one had become a joint venture. The three remaining Brazilian-owned companies from the
top 25 (in 1995) all produced components for the heavy vehicle market.

Source: Figures based on Quadros et al. (2000). Further research by the author and information provided by Dr. Ruy
Quadros of the University of Campinas in Brazil.

Box 8

The rise and decline of Freios Varga

The story of one leading Brazilian component manufacturer, Freios Varga, illustrates the development cycle
of the Brazilian auto components manufacturing industry as a whole. The company started producing brake
parts for the replacement market in the 1950s, copying parts supplied by other companies to the domestic
market. At this time, import restrictions allowed many locally-owned companies to enter the market for
replacement parts. At the end of the 1950s, Freios Varga began original equipment production, working to
designs supplied by Volkswagen.

In 1971, it negotiated a technology tie-up with Lucas, which took a minority stake in the company. Varga
began to design new products to meet the needs of assemblers as they introduced models targeted
specifically at the Brazilian market, such as the Ford Corcel Il and the VW Gol. The company relied on Lucas
for basic technology, but retained its own engineering capability in order to adapt designs to the local market
and develop brakes for locally-designed models. Lucas held only a 34 per cent stake in the Brazilian
company. The joint venture was a success. Not only did it enjoy a dominant position within the domestic
market, but following the general trend for increased export orientation in the 1970s and 1980s, it managed to
export increasing amounts of its production to the North American market. By the mid-1990s, it had received
many prestigious quality awards from the big three North American assemblers, including GM’s Supplier of
the Year award. The tie-up with Lucas was very successful. However, when Lucas merged with Varity
Corporation, Freios Varga was competing in the North American market directly (and successfully) against
plants owned by Varity. As a result, Lucas-Varity bought the remaining 66 per cent of shares in Freios Varga.
The family that had built up the company over more than 40 years relinquished its control.

Source: Humphrey and Memedovic (2003: 43).
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6.3

This has serious consequences for developing country firms. If this tendency towards
global sourcing continues, or is extended to other industries, then locally-owned companies
in developing countries will face serious disadvantages. They will find it difficult to
become first-tier suppliers to multinationals operating in their domestic markets and they
may find that opportunities to export to industrialized countries will also depend upon
providing “global supply solutions”.

Beyond the auto industry

How general is this problem? The pitfalls of generalizing from the experience of the auto
industry are well known. The industry is economically important and highly visible, but it
has many features that are specific to it alone. There are nevertheless grounds for thinking
that a more general trend is evident in the global economy.

In the electronics industry, there are clear signs that contract manufacturing is becoming
more global, with leading contract manufacturers, such as Solectron and Celestica,
providing a global footprint for their customers (Sturgeon and Lester, 2001). So, for
example, if a global brand-name firm wants its products assembled in Eastern Europe,
either for geographical convenience (build and configure to order, rapid response), or
because of preferential trade access to European markets, it then expects the contract
manufacturer to provide a manufacturing base.

A new breed of global supplier has also emerged in the garment industry. In some cases,
these firms are predominantly (although not exclusively) traders which match orders from
buyers with production facilities in many different countries. For example, the well-known
garment company, Li & Fung, has 60 offices in 36 countries and is able to provide its
customers with many different products and production locations (Sturgeon and Lester,
2001: 48-49). Similar firms, also based in East Asia, have more of their production
capacity in-house. They are global producers and traders.

In sectors such as garments, in which trade preferences still play an important role because
of quotas and because of the impact of tariffs on cost-sensitive product ranges, these global
companies play an important role in distributing global production in a way that maximizes
the benefit of trade preferences. This appears to be one of the reasons for the rapid African
supplier response in the garments sector to the opportunities opened up by the African
Growth and Opportunity Act (AGOA), described in Section 4.5.

Consequences of the globalization of supply
chains

The development of global sourcing strategies and global supplier networks has four clear
consequences for access and upgrading for developing country enterprises.

Firstly, to the extent that qualification as a first-tier supplier in some industries now
appears to depend upon being able to produce and supply in multiple locations, the entry
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barrier for developing country firms has risen. Nevertheless, more research is required to
understand the factors that lead to the formation of such networks. They will not arise in all
industries, and the form they take will vary from sector to sector.

Secondly, the formation of these networks has led to the creation of new global companies.
In the case of the automotive industry, these new global firms are first-tier manufacturers
which have considerable design and technology capabilities. In the case of the garments
industry, the core competences of the new global firms appear to be more located in
logistics skills and the translation of design ideas into detailed product specifications,
although the balance between firms that are predominantly traders and firms that are also
transnational producers may be changing. Recognition of the roles played by different
types of global buyers and consideration of their impact on value chain configuration and
coordination is one of the key insights of global value chain analysis.

Thirdly, these new intermediaries will have an impact on upgrading paths for developing
country enterprises. It was suggested in Section 4 that the receptivity of global buyers to
upgrading efforts by their suppliers would depend on the extent to which such efforts
encroach (or do not encroach) on the buyers’ core competences. In the case of global
intermediaries themselves, it seems clear that their increasing role in logistics and design
has been welcomed by retailers and brand-name companies whose core competences lie in
branding and marketing. The cases of value chain co-evolution described in Section 5 also
demonstrate that buyers may welcome increasing supply competences as part of a broader
strategy of focusing on their own core competences.

But what are the core competences of these new global sourcing companies, and how
might they affect the upgrading opportunities of developing country enterprises? Once
again, this depends on the sector and the roles performed by the global sourcing
companies. However, it seems likely that when these global sourcing companies are
predominantly traders, with logistics and trading expertise, and with good knowledge of
where to source different products, their continued dominance within the value chain is
probably strengthened by maintaining distance between suppliers and customers and by
limiting the suppliers to a narrow range of production functions. This will lock developing
country firms into assembly tasks.

Finally, it seems likely that the emergence of these globalized sourcing companies
increases the speed of response to changing preferential trade agreements. Companies that
specialize in logistics and sourcing are able to respond to changing trade preferences very
rapidly by relocating production. This means that the immediate employment and
production effect of trade policy is more rapid, but the development impact is shallow,
while long-term upgrading possibilities are more restricted. What should countries such as
Lesotho do to sustain the AGOA-related garment industry? In particular, how could it
ensure that the industry survives a possible phasing out of the AGOA preferences? This
strategic question has also exercised the minds of policy-makers in relation to the garments
industry in Bangladesh.

This means that the developmental impact of preferential trade policies varies considerably
according to their detailed specifications on issues such as local content and rules of origin.
With many preferential trade schemes being introduced or re-negotiated, an assessment of
their developmental impact in the context of new patterns of globalization is essential.
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Value chain strategies for global
markets

What does the analysis of globalization and global value chains that has been developed so
far imply for policies aimed at upgrading agricultural and manufacturing capabilities in
developing countries? It reinforces five basic points:

(a) Learning and the acquisition of technological capabilities can be stimulated through
involvement in global value chains. However, there is no guaranteed path to
upgrading as a result of this involvement.

(b) Upgrading involves the development of both technological capability and market
access. Complementary efforts at the local and national levels are needed to stimulate
both.

(c) Learning is not costless. It has to be active and purposive, and it requires investment
by firms and support agencies. Insertion into global value chains provides
opportunities for learning, but these have to be acted upon. One of the most important
lessons of the East Asian experience is that firms and enterprise development policies
must consider integration into global markets as a learning opportunity that has to be
maximized through explicit effort and investment by the firms concerned, supported
by public and public-private agencies. “Learning by exporting” or “learning by
doing” is not enough. Investment in upgrading is likely to suffer from the market
failures identified by Lall (2001), which supports the case for State intervention.

(d) Upgrading has been possible, not only in East Asia, but also in a variety of
developing countries. Nevertheless, new global value chain configurations are
making previous upgrading strategies more difficult. Upgrading strategies have to be
adapted to the changing nature of global value chains.

(e) The “East Asian” ideal model of moving from assembly through original equipment
manufacture (OEM) and original design manufacture (ODM) into original brand
manufacture (OBM) is not the only model. Even in East Asia, leading firms have
found it difficult to make the transition to OBM. It is both costly and risky.

Policies to stimulate and support the upgrading efforts of firms and groups of firms can be
divided into three types: (i) policies that support upgrading irrespective of the specific
nature of global value chains; (ii) policies that facilitate the participation of firms in
globally dispersed production systems; and (iii) policies that support firm level upgrading
in the context of the specific challenges and opportunities opened up by contemporary
value chain linkages in the global economy.

The continuing importance of basic policies to support upgrading has been highlighted by
Sturgeon and Lester (2001), who emphasize the continued importance of stability for firms
to make investments in capital equipment, learning and technological capability:

(a) Given that learning is not costless, macroeconomic stability and a predictable future
environment is an important factor in firm level investment decisions, although it
should be noted that export-oriented investments are insulated from exchange rate
instability because they generate earnings in foreign currency.

(b) Credit at affordable rates of interest is also important for firm level investment.
Otherwise, firms are restricted to investments that can be financed out of profits.
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(c) Education remains a priority, both in terms of basic education for the workers
employed in export-oriented factories and the education of the engineers and
technical staff that are needed at all stages of the upgrading process, and in particular
for the transition to original design manufacture (ODM).

(d) The process of insertion into global markets is one of moving closer to the global
production frontier. Emphasis on learning and upgrading in value chains arises from
a recognition of the problems of imperfect markets, uncertainty, the cumulative
nature of investment decisions and path dependency (Lall, 2001: 9-10). These are
particularly problematic for latecomer firms in the global economy because of their
lack of knowledge of both technology and markets, as highlighted by Hobday (1995).
It follows that under-investment is likely in upgrading efforts that are prolonged and
risky. This reinforces the case for policies to deal with these market failures.

Global value chain analysis also points to specific policy areas that require attention. One
set of policy questions arises from the recognition that in the global economy firms in
developing countries often form just one part of an international division of labour.
Policies to facilitate the integration and coordination of activities that cross national
boundaries are therefore required:

(a) Transport infrastructure development. To the extent that global production and
distribution systems become more integrated, the reliability and efficiency of
transport infrastructure becomes more important. In particular, in explicitly
coordinated value chains, buyers are dependent on a narrow range of suppliers and
continuity of supply becomes increasingly important.

(b) Access to imported inputs. Firms in global value chains often specialize in just one
part of the process, with the extreme case being firms that only assemble products.
One consequence of this is that ease of access to imports becomes an essential part of
export competitiveness. This ease of access involves not only low tariff or duty-free
imports, but also the physical and bureaucratic infrastructure to enable goods to be
imported quickly.

(c) Access to specialist foreign labour. If latecomer firms in the global economy need to
upgrade, they may well require specialist skills to support the learning process. Work
permit and visa regimes should not obstruct the employment of the specialist foreign
workers necessary to support the learning process.

(d) Finally, governments should be particularly careful when negotiating trade policies,
and in particular bilateral trade policies and preferential access to markets in
developed countries, because of the ways in which these facilitate or obstruct
upgrading. Particularly damaging to upgrading prospects are preferential access
schemes that restrict local content, such as the maquila system in Mexico, the
Caribbean Basin Initiative (and the various schemes known as 807, 9802 and 807A)
and the European Union outward processing traffic (OPT) initiative. The AGOA
scheme is different because of its emphasis on American or local content. Trade
policy and access should be considered in the light of development priorities.

There are also policy issues which arise from the changing nature of global value chains
and the global economy. The following policy areas need to be emphasized:

(a) Strategy formulation and support for enterprise development must link the issues of
technological capability and market access. Policies to support the acquisition of
technological capability by local firms must consider the relevance of these
capabilities to an overall upgrading strategy that also takes into account market
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access. Conversely, the market access strategy must consider the capabilities required
for that market.

As entry barriers to global markets rise, action by governments, international
agencies and the private sector is needed to enable firms to gain initial access to
global markets. Policies, including those directed at improving enterprise-level
capabilities, and institutional frameworks are needed that support compliance with
global standards.

The problem of “lock-in” to low value-added activities needs to be addressed through
active support for firms searching for new markets and customers. There is a role for
publicly funded agencies in this area.

As part of the process of locating markets, more emphasis should be placed on the
ability to diagnose value chain linkages and trade opportunities in capacity-building
efforts. Capacity-building programmes aimed at increasing national trade capacities
should focus on value chain linkages and the implications of these linkages for
market access. It is now recognized that market access issues include two
components: trade policy and competitiveness, or in other words the capacities of
firms to take advantage of access opened up by trade policy changes (UNCTAD,
2002a). A global value chain perspective adds a third aspect to the analysis and
diagnosis, namely consideration of market structures and differentiation. Different
buyers have different requirements, which demand different capabilities from
suppliers. Export promotion activities need to be able to analyse these differences.

When considering market diversification, the potential offered by domestic and
regional markets, particularly for consumer non-durable products, should not be
underestimated. These markets present three potential advantages. Firstly, to the
extent that retailing is less concentrated in developing countries, there are more
opportunities for small firms to sell to small buyers. Secondly, the distance from the
market, which works to the disadvantage of latecomer firms in the global economy,
can work to the advantage of latecomer firms supplying markets to which they are
closer than globalized competitors. Thirdly, small buyers are more likely to look for
the “full package” solution to their supply needs, including design and logistics. This
offers both a direct route for upgrading and a means of acquiring capabilities that can
be applied to wider markets.

The emphasis on locating smaller buyers also applies in global markets. Much
research and many high-profile examples of globalization involve global retailing and
brand name companies, such as Nike and The Gap. Analysis of the successful switch
of woollen garment exporters in Ludhiana, as discussed in Section 4.3 above,
highlights the role played by smaller buyers in international markets. Such small
buyers should also be targeted by market diversification strategies.

Finally, it has to be recognized that upgrading paths and potential differ according to
sectors. In different sectors, the types of buyers vary and the points at which value
chain activities can be fragmented between firms and countries differ. Policies
therefore have to be designed to address the needs of specific sectors. The examples
given in this report illustrate how varied the challenges are between different sectors
and for industries at different levels of technological capability.
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