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I ntroduction

Two key considerations that animate this issuesipape: the increasingly complex and
growing framework of Regional Trade Agreements (R)};Aand the dynamic and integrated,
but geo-spatially distributed, activities of intational production referred to as ‘the global
factory™ [Grunwald and Flamm (1985); Buckley (2003); Bat¢1005)] within which South-
Soutf cooperation (SSC) takes place. The internatiosahnounity’s support to SSC is
based, inter alia, on The Summit of Heads of State Governments, 14-16 September 2005
[UN (2005)] and its recognition that the rebalagcof the ‘centres of gravity’ of the world
economy can “stimulate South-South cooperation” [R® (2006, p. 1)]. Such sentiment is
reflected in the Doha Plan of Action and the Dolexl@ration. The provenance for action in
SSC can be traced to the 197Qmrticularly to 1978, when the Buenos Aires PlaAction

by the Conference on Technical Cooperation amongeldping Countries was adopted.
Articulation of these and other plans by the depiglg countries (DCs) was subsequently
adopted through the Caracas Programme of Actioh9Bil. These international efforts, in
concert, have brought together, within DCs, meastoe capacity-building, increasing trade
and promoting technical cooperation in industreian in favour of economic development

in order to achieve the Millennium Development GaqdMDGSs).

The internationally competitive environment prowdepportunities for South-South trade-
induced development, which can create sustainahlecses of growth. However, the same
environment also generates formidably complex ehgks. Given the new industrial realities
of spatial (and temporal) distribution in procegsimesign and marketing of products
triggered by trade dynamics, South-South tradedadugrowth can pull labour into

employment and income-generating activities. Howeweterms of convergence, empirical

U In this paper, this geo-spatially distributed @gewd-economically integrated system of productioreferred

to as ‘the global factory’ after Grunwald and Flan{@®85), Buckley (2003) and Bartels (2005) to
encapsulate conceptualizations such as global pupphins; global value chains; off-shoring and
outsourcing; spatially distributed production netk& production sharing; vertical intra-industryade
(VIIT), vertical specialization and their interliages in the form of internationally integrated g,
technology, production, marketing and servicingnuoeks, as well as ‘third party’ logistics, distrifan and
transportation services.

The South herein refers to the developing coesitas per the country groupings in the Internationa
Yearbook of Industrial Statistics 2007, UNIDO.

For example, the Non-aligned Action ProgrammeHoonomic Cooperation among Developing Countries
in 1972 and the Lima Declaration which was a cafl ¢hange made in March 1975 when the Second
General Conference of the United Nations Industfiavelopment Organization (UNIDO), meeting in
Lima, issued a Declaration and World Plan of Action the redistribution of world industry so that
developing countries would generate 25 per cemtasfd industry by the year 2000.



evidence does not provide a body of settled cormmigsfor addressing critical issues of
poverty reduction through SSC in industrial develept and trade [Durlauf and Quah
(1998)].

The rationale for industrial development, trade dethce growth and poverty alleviation
through SSC relates to declining real prices fod bbss of, market shares by commodity-
dependent DCs in general, and least developed mesi(LDCs) in particular. With the
exception of hydrocarbons, and certain industaat materials, prices for commodities have
been on a long-term downward trend and remain stbifcally low levels despite more
recent demand-induced upward chariy@e case for SSC in industrial development for
economic growth also stems from the regionalismtrede that is characterized by
preferential RTAs. When countries of a RTA haveilsirmatural resources, in the absence of
policy interventions, they may achieve little disigy in their resource endowments and
hence experience limited opportunities for advagaip the manufacturing value added
(MVA) ladder.

A wide spectrum of initiatives among DCs, contirguon from those of the 1970s and 1980s,
is needed in pursuit of using trade and SSC asonsgs to the challenge of sustainable
industrial development. A division of labour thaiuss South-South trade-induced economic
and industrial complementation, in terms of the késu (1962) ‘flying geese’ paradigm,
would seem beneficial. However, SSC cannot takeepin isolation from the progressive
integration of the global economy under the auspafenultilateral trade agreements that set

the ‘rules of the game’.

A profile of South-South trade that is emergingespective of the current economic crisis,
indicates windows of opportunity for convertingaiglely static comparative advantages into

dynamic competitive advantages through membershigRTAs. Economic growth in a

4 See Prebisch R. (1950), and Singer H. W. (19%80)the argument that the price of commaodities redatio
that of manufactured goods declines over time tmxatommodities have a relatively low income etésti

of demand compared with the output of other sectansl hence: (i) the relative price of commodities
declines as world income increases; (i) that tézinprogress in manufacturing has tended to be raw
material saving, lowering the demand for commositwer time; and (iii) that the pace of productivit
growth in the agricultural and mining sectors hasrbhigher than in other sectors.

The OECD Economic Outlook Interim Report of Ma&f09, p.5, warns that “The world economy is in the
midst of its deepest and most and most synchromesggision in our lifetimes, caused by a globalrfaial
crisis and deepened by a collapse in world trade.”



number of Asian countries bears testimony to pgvalteviation being growth-centric, with

export trade acting as the engine of growth. Thezesss of Asian countries in using export
dynamic manufacturing for growth and poverty alwn is inherent to the way those
countries have addressed a number of critical $ss@i|a attempt is made in this paper to

capture key issues regarding SSC in industrial ldpveent.

The rest of this paper is organized as follows:t darTrade Agreements and Vertical
Specialization—deals with the interplay of RTAs ageb-spatial distribution of industrial
production in economic space. Part 2—Key Issuepo@pnities and Challenges—addresses
the different dimensions of the policy space, wHreilmes the integration of DCs and SSC in
the world economy. Part 3—Concluding Remarks—drévgether the threads of industry
and trade relations that cohere SSC and developarehthe role of a multilateral agency
such as UNIDO.

1 Trade Agreementsand Vertical Specialization

A select group of factors indicate the deepeninggration of the world economy. These are
in turn framed by a global rule-based trading systkat is increasingly articulated through
RTAs. SSC is therefore contextualized by the sejmar of stages of production and vertical
specialization in value chains and their geograplistribution in the economic spat&he
factors are: with increasing globalization, thewgto of financial capitalism has outpaced
world output growth’ growth of vertical intra-industry trade (VIIT) hasitperformed that of
foreign direct investment (FDI); global trade isndoated by multinational enterprises
(MNEs) such that 70-75 per cent of world importsl @xports occur within, or between, the
organizational boundaries of MNEs; and growth ofl F& least regarding the twin peaks of
FDI in 2000 and 2007 [UNCTAD (2008)]) outpaced thatvorld trade growtf.

These dynamic changes have been cradled by th&epmobn of RTAs — growing
cumulatively from 25 (1975) through 50 (1982) ta142006). The framework of 158 RTAs

Increasingly trade within South-South economiacgpis significantly influenced by demand and syppl
emanating from ‘BRICS’ (Brazil - agribusiness, Rass technology, India - services, China —
manufactures, South Africa - auto-aerospace aneénaii).

T See Wolf (2007).

Approximately 61,000 MNEs with over 900,000 sdimiies control 70 to 75 per cent international
business and world trade [UNCTAD (2004); UNCTAD 953]. See also Dicken P. (2003) and UNIDO
(2003).



covering goods and services and the 43 RTAs coyeservice$ that cradle SSC is
expanding at such a pace that by 2010 approximd@lyRTAs could conform the global
economic landscape [Fiorentino, Verdeja and Toqeebd2007)]. Notwithstanding the
issues of compatibility between RTAs and the mialteral trading system rules of the World
Trade Organization (WTO), such a framework of RTAsuld first enable DCs to
increasingly make RTAs central to commercial andustrial policies (as intermediate
manufactures and industrial services dominate natenal trade). Secondly, the increasing
sophistication in the design of RTAs involving libkzation, and not restricted to
geographically near partner countries, would end@iBs greater degrees of freedom and
flexibility, given shrinkages in ‘policy spac&,in shifting towards preferential agreements
that provide new trade opportunities within the tesh of SSC In other words,
increasingly, countries are exploiting RTAs as ppNehicles for gaining access to strategic
markets rather than strictly as policy instrumefds ‘near abroad’ regional integration
[Schiff and Winters (2003)].

It is within this highly complex lattice of RTASthat the global factory operates to link DCs
in production-sharing, thereby leading to the mecgeof a new international division of
labour in SSC. The global factory is an articulatmf the technology function that allows
economic activities to be disintegrated, or fragtedn according to cost differences;
separated and distributed in time and space; dndudgh the industrial organization of
MNESs, re-integrated innovatively into final goodadaservices at geographically close
distances to customer demand. Consequently, eachtrg’s imports and exports are
increasingly significant links of value addition imternational supply chains. From a policy
perspective, the crucial issues are therefore acim costs and how to reduce them and thus
facilitate the regulatory ease of doing businessaind across the borders of, countries
[Nordas (2007)].

Thirteen RTAs are accessions to existing agre&svard cover both goods and services.

‘Policy space’—broadly speaking, the freedom atchfor generating policy options, and to set eatino
policies and calibrate them in the national interas increasingly restricted [Levitt (2006); Hamwey
(2005); Ayala and Gallagher (2005); Hoekman (20@hang (2005a)].

Y There are currently 58 South-South RTAs compated65 North-South RTAs. The shift to
‘preferentialism’ could reorient production awayorft comparative advantage towards ‘competitive
preferences’ not necessarily open to most favonathn status. Presently, 84 per cent of all RBAs
Free Trade Agreements (FTAS).

The complexity in the configuration of RTAs indks cross-regional forms, overlapping membership,
intra-regional forms, and establishment of regidreding blocs made up of several RTAs.

10
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The global factory enables MNEs and different lmoat in DCs to specialize in specific parts
of global value chains and therefore service difféigeographical markets. For example, the
Mexico-United States border contract manufacturid@quilladora’ and the Central and
Eastern European sub-contracting suppliers, sepiedominantly their respective regional
markets of the North American Free Trade AgreenfBIAFTA) and EU-25. In contrast,
Southeast Asia services global markets, espectibse in electronics and electrical
equipment. SSC in this context, well appreciatethiwithe trade environment of South and
East Asia is increasingly influenced by trade flows betwezirina, India and sub-Saharan
Africa (SSA) [Broadman (2007); OECD (2006)].

The crucial outcomes of the operations of the dlfdoztory are in terms of shares of vertical
specializations in world trade, which have beemdasing** The South accounted for some
25 per cent of global MVA in 2004 compared to sdMeper cent in 1980 [UNIDO (2006)].
Within this overall dynamic, key players of the 8oare increasingly important in trade in
intermediate goodS. Vertical specialization has increased from abdupér cent (1970) to
about 20 per cent (1990) of world tradeand within the value chain, represented by
automotive and transport equipment, there are feigni opportunities for DCs to upgrade
their industrial manufacturing sectors [Humphreyl daviemedovic (2003)]. These sectors,
and others, referred to in terms of export dynapmaducts’ hold the potential for DCs to
integrate their economies more efficiently into tiebal economy [Mayer, Butkevicius and
Kadri (2002)].

13 ASEAN Free Trade Area, ASEAN Investment AREA, A$E3 initiatives with respect to trade in

automotive, transport equipment, electronics ardtdgtal intermediary products.

According to Nordés (2007) while it is not possitb measure directly vertical specialisation,Xie such

as intermediate products signal the volume andevaiiiinternational production sharing (IPS). The

increase in IPS ranges from 16 per cent to 20 @et for Canada, 13 per cent to 22 per cent fotJhiéed

Kingdom between 1974 and 1993. In 2004, sharemtefmediate non-fuel merchandise exports (and

imports) were respectively for the United State95%r cent (39.7 per cent), Japan 52.6 per cénpéd

cent) and Germany 47 per cent (47.8 per cent).

For example, Nordas (2007) indicates that in 2@4shares of exports (and imports) were respaytior

Brazil 42.1 per cent (67.2 per cent), China 37.i7 qent (61.8) and South Africa 59.7 per cent (418

cent).

6 See David L. Hummels, Jun Ishii and Kei-Mu Yi 989.

" These products categories have relatively higéplate shares and high growth rates in their shafes
world trade.

14
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The world economy is globalized in terms of finagegpital [Wolf (2004)]. However, from a
trade perspective, it is dominated by regionalismwhich VIIT is executed within the
organizational boundaries of MNES. The regional nature of trade in goods and sesyice
and therefore SSC, is shown not only by the emeryen TRIAD" ‘centred trading blocs’,
but also by the patterns of exports and importsofding to Nordas (2007), for auto and
transport equipment, NAFTA, Japan and the EU-25idate trade with the United States
with shares ranging between 10 and 50 per cenecésply. With respect to Japan’s trade,
NAFTA, NICs-&° and EU-25 are important regions. As is expecteel BU-25 trade pattern
is dominated by EU-25 and NAFTA. With respect toCS8razil’s trade is dominated by
Latin America, NAFTA and EU-25, whereas China'd&gattern is conformed by NICs-8,
Japan and NAFTA. In contrast, South Africa’s tradeVIIT is dominated by EU-25,
NAFTA and SSA.

So while global trade continues to be patterneddqrenantly by transatlantic and
transpacific flows, South-South trade flows accedntor 46 per cent of the South’s total
trade in 2003, compared to 39 per cent in 1995.0Atn0g to UNIDO (2006), South-South
export flows expanded at about 7 per cent per andunng the 1995 to 2003 period.
However, the distribution of this growth over theush is skewed to the DCs of ASRAN
examination of the evolving pattern of manufactueegborts between 1995 and 2003, in
terms of technology intensity as a share of toxgloets, demonstrates that East Asia leads
with upward changes from 90 per cent to 93 per acénmanufactured exports in total
exports; and 50 per cent to 60 per cent of mediand high-technology (MHT) exports in
total exports. In sharp contrast, for SSA the respe changes have been declines from 52
per cent to 44 per cent; and 15 per cent to 10cpet. This represents losses in both

transactional capacity (exporting) and transforora! industrial capability (innovation and

Due to the increasing prevalence of off-shoresmurtcing, the economic boundaries of the firm are
increasingly ‘fuzzy’ or porous and subject to cantual relationships between firms.

The TRIAD refers to the economic space of Northekica, Europe and Japan.

Hong Kong (Specially Administered Region of Chireepublic of Korea, Singapore, and Taiwan Prowinc
of China, as well as Indonesia, Malaysia, Philigginand Thailand (in two successive waves of
industrialization).

This arises from the path dependent developmajgctory in which there have been successive wafies
relocation of production to Asia in the 1970s ar@8ds, followed by relocation of services (once they
become increasingly tradable) in the 1990s.

19
20
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value adding in MHT}? All other South regions have improved their perfance in these

two categorie$>

A sharper focus on South-South trade in industnahufactures shows the dominant role of
East Asia in both transactional capacity and ti@nsational capability. Over the period 1995
to 2003, East Asia exported manufactures valuetd$$659 billion to the South thus

changing its share of resource-based and low-téohgyndrade by some 2 per cent, but by
some 17 per cent in its share of MHT trade. Allestregions of the South experienced either

zero or close to zero change in their share of Midde.

The key implication from this pattern is that, désghe increasing technological nature of
manufacturing and growth of world trade, and thatigi distribution of stages of production,
DCs in general do not appear to be developing, satfficient pace, the requisite industrial
policies that will ensure their future ability talé value to industrial transactions and
transformations at accelerated rates. Therefoig nio wonder that Nordas (2007, p. 1) states
“if developing countries are to gain market sharesmdustries where vertical specialization

is important, they may need to reduce trade coste tihan developed countries.”

In terms of intra-regional manufactured export ¢sadgain East Asia dominates the South-
South picture. During the period 1995 to 2003, wiiihst Asia changed its share of resource-
based and low-technology trade by some 4 per ttenitanged its MHT share by 22 per cent.

In contrast, other regions of the South experiemitiér zero or negative chandgés.

South-South trade co-operation is driven and leadést Asia in terms of intra-regional
trade, which in turn is dominated by VIIT, espegiah product classifications with high

value to weight ratios. Thus, East Asia trades mwatk itself in its global factory of MHT

22 With increasing attention to energy and industmigitals demand from China and India, South-Souaithetr

cooperation should witness positive changes, owee,tregarding exports shares across resource-based
low technology and MHT industries in Africa andeadhere in the South notably Latin America.

One exception is the Middle East and North Afrisaich experienced a slight drop from 18 per ¢erit7

per cent in the share of MHT exports in total expor

South Asia improved its share of resource-basedlaw technology exports within the South by 565 p
cent and its MHT trade share by 2 per cent whigeNfiddle East and North Africa changed by 1 pertcen
its resource-based and low technology exports.

23
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vertical specialization than it does with otherioeg of the Soutf. South Asia and SSA, on
the other hand, trade more with other South regiongsource-based and low-technology

products than they do within their own regions.

The implications for upgrading the nature of So8thith trade lie in generating progressive
abilities in the industrial structures of the Soufthrough a ‘thickening’ of South suppliers’
bases, East Asian firms will increasingly be incem¢d by different, but competitive,
productivity-adjusted cost structures (especially l@bour) to increase their off-shore
outsourcing to locations in the South (other tham Asian region). With respect to RTAs,

there are few examples of African-Asian countriesblvement?®

With respect to product categories in South-Soattiet, as would be expected, and reflecting
global patterns, South-South trade is most dynamMHT products (albeit skewed in terms
of sources and destinations). In 2003, out of @ highest ranking trade values, only
hydrocarbons and textile yarn represented nominagource-based and low-technology
products. The policy implications point to induatrpolicy involving the configuration and
calibration of the system of incentives to encoaraglustrial upgrading. This would enable
promising local companies in the South to beconmgmssively low-, then medium- and
then high-technology component suppliers to théaldactory of East Asia. This requires
capacity-building and South-South technology exgleanthrough FDI vehicles of
international joint ventures, for exampleAdditionally, progressive domestic investment in
the South is required to enable transaction castbet minimized® As indicated above,
within South-South trade, among the most dynamacigpets (but nominally resource-based
and low- technology) is cotton and textile yarn.akg East Asia dominates the pattern of

industrial trade. According to UNIDO (2006), wheselaast Asia’s cotton exports between

% See Sundeep Tucker on Asian developments, “Asikssits centre”, Analysis, Financial Times, 6 July

2007.

Exceptions to this are India-SACU; Singapore-Egymrrently under consideration; and India-Maustiu
[Fiorentino, Verdeja and Toqueboeuf (2007)].

International joint ventures can be configuredraximize efficiently the local embedding of extaities.
Thus the learning effects of, and outcomes frorerirational collaboration are better captured émal
applications at a faster rate than would normadyekpected.

See Goldstein et al. (2006) for concerns thatpitie windfall revenues accruing to commodity exgis in
the South, insufficiently well-configured policy ¢dal neutrality, market contestability and policy
coherence), associated instruments and incentiéesamtinue to lock some developing countries into
exports of raw materials, thus restricting theitighto move up the manufacturing value ladder.

26
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1995 and 2003 was over 90 per cent in the formaafiythose for SSA declined from about 5
per cent to 2 per cent, and the Middle East andH\&irica from 54 per cent to 43 per céft.

2. Key Issues, Opportunities and Challenges

The increasing specialization in world trade andbglization presents opportunities for
greater SSC along a number of fronts, including mlementarity in using comparative

advantage, as well as preferential agreementsnfdusirial structural change, and hence
ultimately for socio-economic development. Howevar,number of serious challenges
remain. For one, the benefits of liberalizationhée be nested in low transaction costs of
doing business. Secondly, the current state ofDblea Round carries implications for the

proliferation of RTAs—and their complexif[Schiff and Winters (2003)]—as they may by-

pass the multilateral trade negotiations. New opypaties for SSC would need to address a

number of key issues.

21 Employment insensitivity to growth

Changes triggered by liberalized South-South teréelikely to change production patterns.
The emerging pattern of production increasingly deds mobility of labour that is equipped
with enhanced skills and technical knowledge. Haveyree movement of labour across
manufacturing activities hinges on a number of rmelated factors. Knowledge and skill

flows are more efficient when facilitated by workapbility to industries that are similar to

their industry of origin as measured by input-otitflows between industries [Saxenian
(1994)]. It is thus contended that workers are o@sdthrough which knowledge is

transferred across firms. This in turn leads tamificant increases to total factor productivity

and hence wage gains.

At the efficient production frontier, it is gendsahssumed that high employment and high
growth environment workers with accumulated knowkedand skills can usefully be
deployed, without transaction or friction costgnfr declining industries to rising industries,

in a way that leads to optimal allocation of labholmr contrast, in high unemployment and

2 More recent UNIDO analysis (2007 yet unpublishgt)ws that SSA has increased its share of cotidn a

yarn in total exports from 2.5 per cent (1995) 1d ger cent (2004) at US$0.84 billion although vattly
US$18.87 million in MVA. In contrast, China’s perfoance, in terms of yarn, has changed from 15 per
cent to 25 per cent as share in cotton relatedréxpo

In several cases, such overlapping RTAs leadtdention in terms of harmonizing customs reguitetjo
rules of origin, and negotiations to reduce tafifel non-tariff barriers.

30



slow growth environments, even workers with accuatad knowledge and skills may face
limited labour mobility, and employment might besémsitive to growth. In the absence of
specific policies that reduce the transaction casdtsleploying labour to correct system
failures, labour is unlikely to respond to the aofiag facets of production systems as

elaborated above.

2.2 Technology, knowledge, skills, information pwation, R&D and networking-
driven industrialization to reshape comparativevadtage-based production

A recent study [Sanguinetti et al. (2004)] poirdsempirical evidence regarding preferential

trade liberalization in MERCOSUR countries thatdars a reshaping of manufacturing

production according to regional comparative adwgatin labour and technologically-skilled

labour during 1985-1998. Drawing on this experierec@umber of inferences can be made

and implications drawn for SSC in trade, which reaggest comparative advantage based on

reshaping of industrial production, given the ppliccentivesgceteris paribusnamely:

- Industries that use agricultural inputs intenlsiviend to locate in countries with a
large endowment of arable laft;

- Labour-intensive industries tend to locate in rdoes that are relatively labour
abundant (in terms of productivity-adjusted coslabiour);

- Industries that intensively use skilled workfotead to locate in countries relatively
well endowed with technologically-skilled labounca

- Industries which rely highly on industrial integghiate inputs tend to locate in
countries with a large or ‘thick’ industrial basais ensuring better access to relevant

and broad-based suppliers.

However, increasingly, industrialization patterme driven less by comparative advantages
of resource endowments and more by knowledge, tdoby, skills, research and
development (R&D), revealed technological advantagd innovation-intensity skills that
are networked to convert static comparative adgmstanto dynamic competitiveness within
RTAs.

31 See Blas (2009) and Cotula et al. (2009) for meagevelopments in agricultural investments and

international land acquisitions and deals in Africathe interests of food security that indicate th
dichotomous economic development characteristicSS8C in the acquisition of arable farmland in
developing countries.

10



2.3  Global integration as a prerequisite for enhadSouth-South trade

Manufactured exports in South-South trade havesasad significantly from 58 per cent in
1990 to 64 per cent in 2001 [Economic Analysis UR@04)]. One of the fastest growing
export products in South-South trade between 198902801, accounting for around half of
manufactured exports is office and telecommunicagguipment growing at an average
annual rate of 18 per cent during 1990-2001, foddvy automotive products (17 per cent),
and machinery and transport equipment (16 per c&ht manufacture of all these products
is spatially distributed and therefore, by defmiti benefits significantly from global

connectivity.

While global integration is critical for keeping BConnected to the new industrial realities,
there appear mixed research findings on globalgrateon with respect to the sources of
creating improvements in domestic capability. Buity advanced domestic capabilities
constitutes the key to learning, innovation and petitiveness? In this regard, FDI is
generally expected to bring in advanced skills, viimw and technology that can be
transferred to the host country by setting up tnagrfacilities, inter alia. Notably, during
their developmental path, countries such as theuBlepof Korea and Taiwan, Province of
China, have developed advanced indigenous capebitespite—but also precisely because
of—restricting initially the entry of foreign firmthrough low modal neutralit}? A policy
array of licensing and tapping experiential knowedrom local employees serving in MNEs
and domestic capabilities developed from localatiites to facilitate learning and innovation
became the basis for the development of local fird@wever, the shrinking policy space

presents challenges to other DCs in replicatingpthiey successes of the 1970s and 1980s.

32 FDI, joint ventures, licensing, original equiprhenanufacturing, original design manufacturing goval

brand manufacturing, subcontracting, imports of itehpgoods, franchising, management contracts,
marketing contract, technical service contracthitay contracts, overseas training, overseas atiquisif
equity investments, strategic partnership or atiefor technology, contracts for R&D to other camips,
research grant consortia, bilateral cooperativéantelbgy agreements, buying technology embedded in
products, material sub-assembly or process ar@uarchannels of technology transfer and adaptation
dependent on domestic capacities and capabilities.

Modal neutrality refers to investment policiesitteave the decision on the best way(s) to serueign
market(s), in terms of entry mode, up to the inmeghigh modal neutrality) rather than the host
government (low modal neutrality). Related to thémcept are contestability which refers to thealeg
ability of foreign as well as domestic investorsctampete for the same input factors of productind a
policy coherence which signifies the degree to Whievelopment objectives, the FDI regime and
interpretation of that regime, in its regulatoryrfp has internal consistency across business furgtiat
different levels of Government and in differentqaa in the country.

33

11



The extent to which FDI can ‘crowd in’ through lbdmkages, upgraded technology and
enhanced local capabilities depends on the cordigur of trade and competition regimes,
the policies for foreign firms, MNEs corporate $&égy and the responsiveness of local factor
markets, as well as the calibration of the natiomadtitutional framework towards
development* The key challenge to DCs is improving their gloliategration through
enhanced domestic capability-building. In the abeewt budgetary resources that most DCs

face, this becomes a question of hard policy clsoice

2.4  Bridging the gap between corporate profitapidind social misery

Agricultural products account for 11 per cent ouheSouth trade in merchandise exports
but with relatively low growth rates, ranging frarper cent to 7 per cent between 1990 and
2001. The relatively poor performance is largelye do declining terms of trade, trade
barriers and, to some extent, the shift in DCs’ dedhfor manufactures. Growth in South-
South trade has been in manufactures rather thauligral goods — and apart from one or
two examples, the development of value-added aggiress has been truncaté@Generally,

it is the poorest developing countries, particyldnlose in Africa, that have been missing out
because of their continuing dependence on low vatloeed agricultural processing that is
limited in its progress up the value chain. Theiessef MNEs profitability, while primary
producers face price volatility, is cause for deepcern. Since the 1980s, the terms of trade
for many DCs have hardly changed.

Can South-South trade in semi-processed interneedigro-industry goods for further
processing into final agri-business products bearobd for higher incomes to primary
producers and thereby bridge the gap between ctepprofitability and social misery?

2.5 Intra-industry trade across developing courdrie

The extent and level of VIIT is limited among Soettonomies relative to that of East Asia
and the industrialized economies. This implies tbattrade with high-income countries an
absorptive capacity that entails learning effektgmwledge and technology spillovers which,

in concert, lead to higher productivity growth iscessary but not sufficient. The sufficiency

3 Policies have to be configured and calibrated emdalibrated and re-configured in time and space

according to competitive dynamics.

% See Financial Times (2005) for the example ozBEaagri-business industry.
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condition is provided by an appropriate framewofkpolicy instruments that encourage
VIIT. For developing countries with similar factendowments, intra-industry transactions
should evolve into more specialization in globalugachains [Otsubo (1998)]. Long-term
empirical evidence points to trade in similar bifitedentiated products [Linder (1961)].

However, in terms of convergence in income levBigtlauf and Quah (1998) indicate an

emerging bi-modal cross-sectional income distrdytiwhich suggests that economies are
‘self-organizing’ into two distinct groupings ofch and poof?® The Linder (1961) thesis

suggests that developments in per capita inconeegxtent of the market and similarities in
the demand structure are prerequisites for growthe intra-industry segment of trade flows.
Markets large enough for differentiated products flacilitate economies of scale and some
degree of maturity in consumer tastes for simit@sd@urce-based) differentiated products

seem to facilitate intra-industry trade.

Given varying degrees of industrialization and lsvef income across DCs, the scope for
VIIT among DCs seems limited, with the exception B&st Asia. From the policy
perspective, what is needed for policy craft wosgdem to involve: a clearer identification of
labour-intensive products capable of being techyiodly intensified in VIT for the
selective incentivization of their source sectansalysis of product-specific value chains to
unveil viable participation in value chains by DGsid identification of specific dynamic

locations in the South that can effectively papite in VIIT.

While tariff rates have been declining through ¢&raeegotiations, some countries have tariff
averages of more than 40 per cent. Some DC taésoften higher on products that other
DCs are likely to export, and around 70 per centhef tariffs faced by DC exporters are
applied by other DCs. This constricts opportunif@sVIIT and specialization in the global

factory>’

% See Uwe Cantner, Andreas Pyka and Jens J. K¢(Li§@9), which indicates that the most recently ol
stylised facts in economic growth is the persistanmiodal shape of the world income distribution.hil&/
innovation and technology are the driving forcehibé the growth process, this presupposes a rédiyona
acting representative agent. However, an evolatipeconomic approach indicates that movement from
one level to the next higher one is governed bylsistic transition rates. The motivation for these
transitions is founded on the knowledge-based ambroof evolutionary economics. This model
demonstrates that a persistent bimodal distributitire twin peaks—endogenously emerges via self-
organization.

37 See Mills (2006); and Kraus (2006).
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DCs may realize gains worth some US$45 billion atiguwvere they to eliminate their tariffs
on manufactures, and some further US$30 billionuatiy if their barriers to agricultural
trade were to be eliminatéd.Tariff peaks on industrial products seem most @t in
textiles, clothing, footwear, leather goods andgport equipment. As about half of the DCs’
exports of textiles are destined for other DCs, arfdth of their exports of clothing go to
other DCs; and as the components of a car, persongbuter or television set are produced
in many different countries, the more DCs maintagh barriers to trade with other DCs, the

greater their marginalization from global produntithains®

2.6 Ensuring efficient facilitating financial seces for SSC

Despite the sophisticated development of globaitaband financial markets, in the general

absence of efficient sources of financing, the daation costs of South-South trade will

continue to be relatively high and barriers to ¢radll tend to increase. The development of
financial services is required to address the issubsupport trade finance infrastructure for
South-South trade. South capital and financial eigrkhat enable a network of export credit
agencies, efficient payment and credit guaranteengements, and local banks that support

trade capacity-building institutions are optionsgolicy consideration.

In the context of VIIT, if high import intensity axports evolves among DCs, vulnerability
may stem from imports being financed by short-telfaint and without ‘deep’ capital and

financial intermediation shocks, such as the Easam\financial crisis, could again océdr.

2.7 South technology - tradability, adaptable, gedfle and pro-poor?

The South needs to ensure technology developmeanaral, and sustainable energy-related
technology in particular, in ordemter alia, to enhance rural growth. The adaptation of
technology by production systems is crucial asiélde countries to grow relatively fast due

to the inherent advantages of more recent vintaféschnology along with adaptation and

investment in human resource development and R&Eandfer of technology-related

3 See Fernando Alvarez and Robert E. Lucas (2af¥Shé determinants of the cross-country distrimutf

trade volumes: size, tariffs and distance for #mgdst 60 economies in order to estimate the g#ires
world-wide trade elimination of tariffs.

However, eliminating tariffs for DCs is not arsganatter. See Ha-Joon Chang (2005b).

0 See Giles (2007).
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services, the promotion and dissemination of intiona are factors that will help to reduce

poverty.

Technology creators and innovators expect a premmaward for creating technology. This
leads to a strong patenting regime. Robust inteif@qroperty protection and its patenting
regime are necessary to ensure adequate rewairdgetdors and innovators and also help to
finance future research in technology developmidotvever, as patenting increases the cost
of technology it remains far from the reach of goor. In any case, without counteractive
policies, several countries in the South will fihdifficult to adapt new technologies because

of the lack of technologically-skilled manpower dod quality of supporting infrastructure.

A critical question is: Is South technology tradghl Inherent in globalization are economic
trading blocs and preferential agreements linkeduiph the global factory. When trade is
restricted through tariff barriers and control chde in technology, positive externalities
through the development and dissemination of telcigyo are constrained. To ensure
tradability of South-South technology, it is impra that the technology be differentiated

according to the skill levels of developing econesit

2.8 Efficient means of private sector acquisitiéechnology

The issue remains that while there are many sowfctschnology in the South, due to lack
of widespread and ‘deep’ capital and financial retsk manufacturers in the South are
generally unable to access financing easily fouaouy, or developing, technologies. Most
technology financing is done through the privaterefof entrepreneurs. This implies policy
conditions that recognize the importance of deeypetine capital and financial markets of

DCs and enabling them to intermediate between grineurs and the market.

2.9 Networking for collective acquisition of teclogy
Since the South lacks integrated markets with deapdgc characteristics of relatively large
volumes and high purchasing power, joint acquisitaf technology and manufacturing

networks should feature increasingly on the polayenda. However, even acquiring

*1 " To ensure tradability of technology within theuBothorough needs assessment of technology isreequ

This should ensure that the technology exploits ritatural resource endowment of DCs. Institutional
mechanisms should enable the upgrading of manpskis and the manufacturing of equipment. A
critical issue relates to the challenge of finagdiechnology acquisition on soft terms.
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technology jointly may not solve fully the techngjodependency of the South. Domestic
R&D capacity can create long-term sustainable agreent given an appropriate incentive
system. Investment in R&D and technology develognievolves high risk, uncertainty of
outcomes and high costs. Lack of widely availabtgentific manpower hinders the
process? Since many countries of the South cannot invesigh-end R&D efforts on their

own, policy instruments for joint R&D should be fteal.

2.10 Free trade in technology-related services

Technology-related services emanating from R&D mnt laboratories, workshops,
information technology, manpower training, markgtagencies, consultancy firms, etc., play
an important role in the technological developnadra country. While it is relatively easy to
acquire modern technologies through licensing amyhlty fees, it is very difficult to
maintain such technologies without related seryiceviders. It is essential that technology
service providers be developed in the South. Fregement of such service providers is
crucial in ensuring overall development and shdaddencouraged. It is increasingly realized
that free trade in technology-related servicestesepositive spillover effects. To ensure that
a country is able to attract technical manpower tauthnology-related service providers,

barriers to labour mobility need to be reduced agd@s*

2.11 Commercializing innovations to serve ruralygtio within SSC

A very significant proportion of the global poputat is marginalized from technological

advanceé? It is not an exaggeration to indicate that bilchave little access to the most
basic services. If technical change lies in thertheeconomic growth, its impact should

reach the grassroots in terms of sustainable lgelils. Food security and livelihood sector-
related initiatives, based on the economic predeat poverty can only be alleviated by

creating sustainable livelihoods and improved duabf rural life, inter alia, entails

2 More African engineers, scientists and techniiamrk in the United States than in all of sub-$aha

Africa. More than 21,000 Nigerian doctors practinethe United States. Approximately 18,000 nurses
from Zimbabwe are overseas. According to the Afamner (2005), Africa lost approximately 60,000
professionals between 1985 and 1990. Accordinigs®©S Binghampton University Newsletter 2004-05;
Kaba (2004-05), about 10 million Africans residercanl, mostly in the EU and North America; an
estimated 5 million African entrepreneurs and pgsienals, and 40 per cent of African managers eesid
outside the continent.

This is not withstanding the challenge of uncoltd migration pressure as a result of a number of
dynamic factors including the break-down of civdatgety [see the July/August issue of Foreign Po{ley)
2007].

#  See Collier (2007).
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enhancing agricultural productive capacities, prongoagro-processing for income creation
and employment generation, reducing post-harvessely and using local sources of

renewable energy.

Mechanisms for the recognition of local scientifimowledge need to be creatgd.
Innovations that serve as rural growth impulsesirede promoted. Such innovations, once
properly promoted, could lead to increasingly edint production systems. However, to
promote such innovations, it is necessary to enthakinnovators reap economic rewards
through commercialization of such inventions. Sestiuth cooperation in trade can serve as
a catalyst for facilitating the use of innovatioaed the commercialization of existing

research findings and innovations.

2.12 Therise of the 'BRIC%- centrifugal forces in South-South trade?

As one of the world’s most dynamic economies, tidustries of which are the engine of
growth, China can serve as a source for strengige85C in trade. India is also building
robust strategic and economic partnerships. Pred&ton the rise of China and India in
terms of the world economy imply that DCs can birfedm the emergence of BRICS as

major economic powers.

China has become India’'s second-largest tradingngar Bilateral trade touched some
US$13.6 billion in 2004, up by 79 per cent over tittal trade volume of 2003. India enjoyed
a comfortable trade surplus of US$1.75 billion,adig to Chinese customs statistics. If
growth remains at current levels, India-China tradeld soon cross US$17 billiéhChina

is currently a major trading partner of Brazil asli{®

4> With respect to local scientific knowledge deysld through centuries of practice, for example,use of

local herbs or different type of farming techniquéentifying the knowledge, recording the processj

highlighting the benefits in terms of costs, adbjity in different conditions, recognizing existin

practitioners and disseminating information couwdd to building higher levels of institutional aeaess
among the scientific communities in the South.

Brazil, Russia, India, China, and South Africa.

47 See “China, India: Rule Global Tech?”, Associd®eess, 4 October 2005.

8 See Macauhub (http://www.macauhub.com.mo/en/mp8ID=3612) regarding China trade to the
Brazilian market of the value of US$5.2 billion ween January and June 2007 (50 percent more than in
the same period of 2006), while Brazil sold US$4ilBon to China (rise of 34 per cent). China isaBit's
third-largest trading partner, still behind the tédi States (US$20.7 billion).
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As BRICS emerges as fast-growing economies andrirajding partners, the impact across
DCs may be quite uneven. In this context, recardiss [Broadman (2007); OECD (2006)]
on the effect of China and India’s growth and trlderalization on poverty in Africa merits
attention. The emergence of accelerating energycanagmodity demand from China and
India poses opportunities as well as challengegnms of complementary and competitive
effects. Exports from African countries to Chinaldndia should have a significant positive
impact, given coherent pro-poor policies. Howewampetitive imports from China and
India, while increasing choice targets for the degble income of the urban poor, could also
put pressure on low-end manufacturing activitiesoé@ome more productive or face the

prospects of going out of business with attendapiaicts on employment.

2.13 Global trade negotiations and SSC

DC delegations in multilateral trade negations hheeome adept at forming coalitions.
However, there seems to be little evidence of tloosditions accelerating South-South trade
across the board. The basic principles of the GAVTO system: most favoured nation; and
treating all products that have entered partneitdey on parity, while sound, have not been
sufficiently powerful with respect to the agricutili sector which is the principle source of
livelihood for the poor in DCs. It is in this sectilat signatory countries find it difficult to
make concessions regarding the progressive reduatid eventual eradication of subsidies.
Two other issues are related to the agreementade-trelated aspects of intellectual property
rights (TRIPS) and the system for settlement opuatiss in the WTO which has presented

several difficulties for DCs [Zejan and Bartels (BJ].>°

2.14 Industrialization and SSC to alleviate noneime poverty
The MDGs—benchmarks for progress—in a global attemblleviating poverty, articulate
eight goals, 18 targets and 48 indicators that farroomplex set of effects that are the

fundamental cause of povertyPoverty can be broadly classified into income ptyvand

49 This is partly due to the differentiated paceafd frictions in, the structural change from rulurban

economies in the North and South.

There is an argument that initiating trade disputmay adversely affect the amount of ODA received.
Furthermore, it could be argued that TRIPS hascadtethe non-availability of affordable pharmacesiti
products. Though trade negotiations stalled indahd Cancun, a consensus among the countrieg of th
South has emerged with the formation of Group 2dleal with concerns not adequately addressed. This
entails necessarily greater cooperation among DCs.

Poverty-related issues encompass hunger, diseddlel mortality, gender bias, and environmental
degradation, etc. Hunger and malnutrition areart pesponsible for low productivity and low incasne

50
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non-income poverty. Non-income poverty in termslaafk of education, health-care, etc.,
directly produces income poverty. The two typep@ierty are mutually reinforcing. How to

raise populations out of non-income poverty is anidable challenge. Empirical evidence
[UNIDO (2004)] points to a number of fundamentaien-income related factors, such as
primary education and good health, serving as sacgsre-conditions for achieving the
MDGs. SSC, in the spheres of industrialization tade, can contribute to the alleviation of

non-income poverty across DCs.

Concluding Remarks

First, the opportunities in the complexity of imtational cooperative arrangements are
difficult for DCs to take advantage of partly besawf the shrinking ‘policy space’ and

partly due to the challenges of formulating indiastpolicies that can successfully capture
the positive externalities of SSC in terms of FiBdde and technical cooperation. Secondly,
asymmetries in the patterns of South-South and-@tuth trade, presently dominated in
volume, value and technological intensity by EasiaAare likely to persist in the absence of
aggressive competitive policies that change indalsstructures over the medium term.

Thirdly, the ‘flying geese’ paradigm provides pg@litessons for the African and Latin

American regions.

Economic development remains a generational phemomthat is concentrated in time and
space; and universal and equally distributed rettwrnnvestment remain outside the majority
of policy frameworks. In a similar vein, SSC isdik to promote benefits of integration and
production-sharing asymmetrically. The challenger fheavily disadvantaged and
marginalized DCs is to craft policies that maximjzesitive externalities from the robust

growth of, and demand from, BRICS.

The central question of how to foster industriahpbementation in the South remains. There

are several examples from Asia of industrial comgletation schemé3.The process of

Lack of education leads to misunderstanding of érygiand health care, high birth rate and child afiort

and poor maternal health.

See ASEAN, China and India: Comparative EconoRdcformance, Issues and Implications, ASEAN
Secretariat, Studies Unit Paper No. 09-2006, Nownmbee also the ASEAN Economic Community with
respect to mechanisms and measures to strengtheimgiementation of the ASEAN Free Trade Area
(AFTA), ASEAN Framework Agreement on Services (ABABd ASEAN Investment Area (AlA) as well
as regional integration in priority sectors by 20@dr travel, agro-based products, automotives, e-
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industrialization is less driven by resource end@antrand more by technology, knowledge,
adaptive capabilities, skills, information, infragtture, networking, R&D intensity and,
above all, innovation. It is increasingly realizéght industrial integration of DCs can be
achieved by increasing the flow of non-resourceatesl factors. Industrial complementation
schemes can be made more successful in the Soutbvieyailing technological capabilities
and related knowledge, skills, information, R&D andovation across firms with relevant

institutions.

Reinforcing UNIDO'’s role in enabling DCs to enhartleir transformational capabilities and
increase transactional capacities, the UNIDO Imtional Technology Centres play a
catalytic role in translating technology into bwess opportunities and new industrial
investments. Integration of the work of UNIDO’s heology Centres with investment
promotion activities has expanded significantly ¢ffiiciency and effectiveness of investment
and technology promotion services. For example lnternational Centre for Advancement
of Manufacturing Technology, established in Octob@®9 in India, assists in diffusing new
manufacturing technologies and practices in DCs a&mhances the manufacturing
capabilities of industries through SSC. In additiS&C is reinforced through the Asia-Africa
Investment and Technology Promotion Centre in Makyo foster the development of
business alliances. The International MaterialseAssient and Application Centre in Rio de
Janeiro is intended to provide an internationalfioto address the effective management and
utilization of materials resources. With the assise of the International Centre for Science
and High Technology in Italy, policy makers, resbars and entrepreneurs from DCs are

exposed to international best practice.

These International Centres are networks of ingdsR&D institutes, technology centres,
universities, and in turn are linked to professloimaustrial associations. The industrial
surrounding of the Centres and their networks gl®whe opportunity to ensure that the work
programmes continuously reflect, and respond toallindustrial needs. UNIDO has also
established Investment and Technology Promotionic€xf that support the transfer of

technology and investment from the countries caldsghment to other developing regions.

commerce, electronics, fisheries, healthcare, nubbsed products, textiles and apparels, tourismd, a
wood-based products); and institutional mechanimshe improvement of the existing ASEAN Dispute
Settlement Mechanism.
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In addition, UNIDO provides technical assistanceD@s for establishing and operating
Subcontracting and Partnership Exchanges. UNID&xrtive at regional and country levels
with a Technology Foresight Programme that enagtegernmental authorities to have at
their disposal a Decision Support System enablegnt to take better and more informed

development decisions.

UNIDO supports the setting-up and upgrading of arati and regional standardization
bodies, assessing existing physical and human messucost effectiveness and management
practices, and drawing up programmes to developrapdove capabilities and capacities. It
encourages standardization bodies to form netwankd join appropriate regional and
international standardization institutions so asirtgprove cooperation. It also assists in
establishing partnerships among national bodiesintprove information exchange on
standards and management practices. FurthermordD@MNhelps networks formulate
regional initiatives to harmonize members’ actesti UNIDO established an International
Centre for Small Hydro Power in Hangzhou, Chinadickged to facilitate technology
transfer of small hydropower to DCs jointly withetiChinese Government.

These concerted efforts can lead to enhanced S8Gndunstrial innovation systems that
enable exchange and sharing of manufacturing psdeesnology, product development and
application know-how, R&D facilities and appropdattraining services, and joint

manufacturing of a product using the principlethie economic division of labour.

SSC in industrial development and trade can be maoeaningful and practical, if new
knowledge is generated by the knowledge-based tutistis of DCs, exploited by
laboratories and institutions and commercializeddipgamic firms in an interactive manner

with small and medium enterprises playing key roles
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