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ENHANCING THE ROLE O F SMEsIN GLOBAL VALUE CHAI NS

EXECUTIVE SUMMARY

1 The globalisation of production h&sdayreached amnprecedentedxtent with the production
of goods andservices increasinglyfragmentedacross enterprises and countriédarge and multinational
companies(MNEs) of OECD countriesclearly lead this process small and rediumsized enterprises
(SMESs) - their traditional partners, suppliers or distributdrare confronted byhe diverseopportunities
and challengethat arisérom the newproduction context.

2. Although ®veral aspects of globalisation arew largdy understoodnotablyits main drivers
sparse information is available on the transformation undergbingelation between large and smaller
firms andthe evolution of therole of SMEs in global value chainghis study conducted by the OECD
Working Rarty on SME and Entrepreneurship in -@peration with UNCTAD and Swiss academic
partnersaimsto enlighterthis question.

3. The study collected data through more than 20 country/industry and country/enterpdase

studies in five representative industrial sectors, which were selected to illustrate emerging patterns in
manufacturing and service sectors where the value chains show a significant presence of independent or
affiliate SMEs acting as subcontractors or @igrs. These included the automotive, scientific and
precision instruments, software, tourism and cinema industifiessectoral approach was adopted to take

into account that globalisation affects different sectors in different ways and that the &H=staries

across sectors.

Globalisation of value chains brings opportunities 8MEs

4, Overall, the case studies support the argument that the participation in global value chains
benefitsSMESs The reorganisatin of production at the international ley#iroughincreasedutsourcing

and the development of global value chajris having significant effects onsmall and mediursized
suppliers New niches for the supply of products and services continuously efmemgéhe fragmentation

of production, where small firms cajuickly position themselves, exploiting their flexibility and their
ability to movefast Some key opportunities include the following:

1 Participation in global value chains enhances SME intéamatlisation and growthlt provides
SME suppliers access to global markets at lower costs than those faced by individustai®all
producers, due to the intermediation function assured by the contractor. Firms that have
successfully integrated one or movalue chains have been able to expand their business, and
gain stability.

1 Snall firms that focus on multipurpose technologies have secured their position in the market by
becoming specialised suppliers serving different global value ghespgciallyin manufacturing
sectors such as automotive and precision and scientific instrurBpetsalised and niche market
SMEs are become conscious of their competitive strengths, which they associate in particular to
the flexibility and quality of their offer &in the precision and scientific instrument and software
industries) or the personalised service (as in the tourism sector). Some of these firms have also
succeeded in leveraging key assets from their lead partner, namely reputation.
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1 SMEsincreasingly cbose to outsource, even offshore, foone activities when this allows them
to gain competitiveness from rationalisation of production and optimisation of resources
allocation. In many cases, it is the decision to follow the contratimyadthat determies the
offshoring strategy of SMEs.

1 Co-operationwith partners upstream and downstreanproves the smafl i r mé s .dHisf i ci er
is due to the substantial benefits in terms of information fl@ehnology transfeand learning
opportunities.SMEs intervewed confirmed thathe exposure to learning processes among
partners in globalvalue chainsgenerates knowledge spillovers and stimulatesnan and
technological capital upgrading.

1 Innovatingand keeping upvith new technologisare seen by SMEs asragurementfor their
successful participation in global value chains

Globalisation ofvalue chainsrepresents also amportant challengefor SMEs

5. The increased opportunities for SMEs come along with seriousengaB.Field work has
revealed that:

1 Awareness and understandingtbé structure and dynamics giiobal value chaindy SMEsare
generally insufficient, although unequal across firms and sedthis.seems to be a function of
the sector and/or the positi of the firm in the chain. Small firms in the automotive sector seem
more apt to understand the structure of the value chain to which they contribute than the average
SME in other sectors, for which the concept itself of value chain is not always emaago This
is likely related to the complexity of the configuration of the value chain (as in the tourism or
cinema industries), the fact that the SME serves very different industries (as is the case of
suppliers in the precision and scientific instruti@dustries) or that it occupies a low position in
the chain therefore there is limited knowledge beyond the surrounding environment (some SME
suppliers in the automotive sector).

1 A majority of SMEs across different industries are not able to identifly thenpetitivestrenghs
within the value chain,nor do they fully understand that this identification is importaot
optimise their participation in global value chains. Some offitms interviewed explicitly
pointed to the lack of time and resourcesihderstand the evolving global context and devise a
market strategy. This, in turn, translates into an insufficient ability to define the adequate
business model to gain or reinforce a firmbs

1 SMEsare mainly concerneavith boththe inadeguate availability of maragerial and financial
resourcesand the poor ability to upgrade protect inhouse technologynd to innovateSMEs
stressedhat they donot hawe the critical dimension necessary to support adequate R&D costs,
training of personel. Lack of working capital is also indicated as an obstacle, in particular when
faced to delayed payments from international partners

1 Thefulfilment of strict product standards and qualigquired forparticipation in global value
chainsis difficult ard costly SMEs complain about the proliferation pfivate standards set by
contractors and the fact that they differ oinem arnother, because this makebe costs of
compliance burdensome

1 SMEswant frameworks that assist them letter manage their ietlectual assets, including
through protection of intellectual property rights when appropriaeveral SMEs in the
automotive and precision instruments industries reported that the now recurrent practice
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requesting complete transparency from-sahtracors on virtually every relevant aspect of their
business has facilitated unfair behaviours, consisting in the contractor passing tadstver
competitors original designs and plans submitted by SMEs partners. However, the issue of
intellectual property isot to be reduced to one of protection. For some SMEs, in fact, the
realisation of value from their innovations comes from selling them to the market instead of
keeping them ithouse. For this reason, it is the overall management of intellectual asdets th
SMEs should target.

1 To move up the valughain, SMEs need to taks larger and more complex set of taswich
may range frontontributing toproduct developmergndorganisng and monitoing the network
of subsuppliers(as in the automotive indusjrto introducing organisational or marketing
innovations (especially in the tourism and cinema industrigs) lack ofmanagerial capacity to
deal withthe complexity of the issues at stakeyealed by manysMEs interviewed plays
againsttheir possibilty of respondingin a timely and effectivemannerto the challenges of
globalisation.

Policy conclusions

6. As the globalisation of value chains presents both opportunities and challenges for SMEs, the
case studiesave tried to understanddh at  SXNéEcwmtibnareon the roleif any, governments could
undertakeo support thenn theevolving environment. The following points emerged:

- Across countriesmany enterprises interviewed indicated tlggvernments athe local or
national level haveprovided them with little or no support for facilitating their participation in global
value chains This answer mirrors the fact that many SMEs have a limited understanding of the global
environment and therefore cannosigaidentify policy initiatives facilitating their effective participation

in global value chains. For instance, although the area of skill upgrading is certainly one of the most
relevant for the successful integration of SMEs in global value chainsyiewed SMEs did not
acknowledge programmes in the field of SME training,

- I n mo s t of t he case studi es, theweed tohingproes dor
technology and innovation capacity and the lack of adequate finance and human capitalfrdbss

- Other important areasnclude the capacity to respond to standards and certification
requirements the ability to better manage intellectual assets, including the protection of IPRs when
appropriate the uneven bargaining power SMEs face wiige contractors; and the support of
diversification in activities to reduce dependence from one or few customers

7. In light of this Governments could facilitate SMEgainful participation in global value chains
through policy initiatives in specific areas:

1 Raising avareness of the potential of participation in global value chaiMany SMEs that are
used to serving local markets may find it difficult to gain a good understanding of the advantages
and potentiabf subcontracting for foreign customers. This also applies to the potential for SMEs
to subcontract abroad part of their production, in order to improve their competitiveness through
rationalisation of resources. Although the diffusion of ICT has madeetartelligence easier
for SMEs, their limited resources and lack of managerial capacities still hamper accurate
information and analysis on the opportunities inherent in foreign markets.



Increasing participation in global value chainshrough initiativessuch as the facilitation of
SME consortia forjoint marketing or for entering joint bids particularly in government
procurement, or promotion schemes for potential suppliers.

Supplier financing. Gainful participation in value chains often requires sutigthinvestments

to acquire or develop superior production technologies and logistics systems, invest in human
capital, or certify newly required standards. Moreover, suppliers normally receive incoming
payments from their customers several weeks or evamths after the delivery of ordemnd

contract enforcement and collection of payments may be a significant challenge for an SME.
Policies aimed ae nsur i ng confidence i n Sfadititstidg SME c ount
financing can help small subconttacs overcoming liquidity problems, e.g. by contributing to

the development of financial schemes such as factoring.

Promotion of technological upgradings critical in orderfor SMEs to capture more value added

from participation in global value chairf@oliciesin this area should aim tagport training and
capacity building via skill development programmespromote partnerships between SMEs and
organisations overseas that can develop or transfer technology, products, processes or
management practiceand tofacilitate the technological upgrading througlarious financial
schemes, such as credit lines for upgrading

The protection of intellectual property rightss a very relevant policy area. The insufficient
protection of intellectual property righof SMESs in international markets has harmful effects on
those small subcontractors that experience unfair behaviour by their customers. The negative
impact is twofold. In addition to the direct damage created by deceptive business practices, small
firms6 i ncent i gmay betreducad if apprepadtion of economic benefits is threatened.
Governments should consider including provisions for technology transfer from small
subcontractors to MNEs within tleentext of theODECD Guidelines for Multinatioal Enterprises
(MNESs). At present, thesguidelines only evoke the transfer of technology, and the need for
protection of intellectual property rights, from multinational enterprises to other partners, as it is
considered that MNEs are the main conduitezhnology transfer across bordeg&e¢tion VIII.
Science and TechnologQECD Guidelines for MNESs, Revision 2000).

Facilitation of compliance proceduresThe adoption of product and process standards has
several welknown benefits for firms. It enablélsemto introducenew technology and integrate
business practices that ameliorate their overall performadmeever,different and concurrent
standards can become barriers to transmission of information and to tradethAlsmsts of
compliance to requéd standards are proportionally too high for small firffise problem is
aggravatedvhenthese firms have to cope with an increasing number of private standards set by
customersn addition tomandatoryones Governments should ensure that national éeatibn
systems do not impose an excessive burden on small firms and encourage SME participation in
the standardetting process. Initiatives such as group certification for small firms in local regions
might also prove effective, if trusbald be gainedn the control mechanisms

Promotion of skills developmenthe dfectiveness othe aforementioned policy measures, to a
certain degree, is contingent on having skilled human resources in SMEs. Patrticipation in global
val ue <chains ¢ an rading ofehunean and ¢echi®ldical desourges, through
technology and knowledge transfer aride implementation of new business practices.
Conversely, participation may be demanding, to the extent that a threshold of capabilities could
be necessary to sucebdly enter value chains. Policies that aim at raising technical and
managerial skills in SMEs can booster integration of these firms into global chains.



Attracting foreign direct investmentFDI promotion policies may facilitate the integration of
firms in global supply chains. Some policies can explicitly be designed to attract MNEs that
would promote technology and knowledge transfer to local suppliers boorgtactors, whereas
others may aim at helping established foreign affiliates to enter amqmijcade into highevalue
activities. Aftercare servicesoffered to foreign investor@re very important to influence

i nvestors6 decision on |Iinkage devel opment .

Promoting the development of industrial cluster€luster initetives allow for economies of

scale and agglomeratipand also help develop an experienced local pool of skilled labour and a
network of firms cooperating in complementary areas of specialization. By doing so, they
strengthen their comparative advantages in a sustainable manner an la¢tractive sites for
quality FDI. In many cases, the presence of MNEs becomes crucial to integrate clusters into
global value chaisy, and to strengthen their export capacity frompbiat of view ofproduction

and distribution.

Promoting in developgig countries the development of domestic industries and service
networksthat areable to link effectively with international production networks, by promoting
entrepreneurship and enhancing competitiveness at firm level through technology and business
linkages. This calls for using official development assistance (ODA) more effectively to support
developing countries efforts to undertake a wide range of proactive measures to support an
integrated approach to promoting trade and investment for developmeraddress these
challenges at the multilateral level, besides the building of appropriate support for trade policy
formulation for WTO accession and the negotiation of bilateral and regional agreements, there is
need to enlarge the scope of the Aid foade to include support for productive capacities
development.



INTRODUCTION

8. While underway for decadethe globalisation process figecently taken an acceleragate, as

shown by the substantial growth of world imports and exports since the 1980s aadeceatly, of FDI.

The way production of goods and services is organisedalsaschanged. Most notably, the set of
productive ativities that leads a product from conception to markémndseasinglyspread across several
enterprises and countries. While the reasons are known why such a complex organisation of production
emerged, less evident are the effects thaglblealisationof value chains hasn small and mediursized
enterprises, which are more followers than leaders in this pradgissstudy is concerned with the issue of

how globalisation of value chains and of large enterprises affects the role of SMEs as traditioeas p
suppliers or distributors for larger firms. It aims to explore the benefits of SME participation in global
value chainsthe advantagethis brings to SMEsand to propose policy actions when appropriate.

9. This report is structureds follows this section introduces the notion of value chain and value
chain analysis and explains the methodology of the study; section 2 presents an overview of the changes in
the organisation of production at the world levetladentifies, on the basis of the existing literature, the

main consequences of the globalisation of value chains on SMEs; section 3 describes the main elements
characterising the globalisation process in five industries selected for this study; septEsedts the

findings of the case studies carried out in the five considered industries in several OECD-@itOibn

member economies to investigate the degree of awareness, involvement and success of SMEs with respect
to the participation in global valuehains; and finally, the report concludes by highlighting policy
recommendations.

1.1. The notion of value chain

10. The phenomenon of globalisation of production can be usefully analysedyhhthenotion of

industry value chain. fie value chain model has been extensively used by researchers to map the linkages
and networks at the firm and industry level and to analyse where value resides at these two levels. At the
firm level, the basic model of Portét985)helps determine which specific activities give organisations a
competitive advantage and build their value. The activities are dividegbiimbary activities(those that

enable the firm to fulfil its role in the industry value chain and hence satisfy i@noars) andsupport
activities (those which are necessary to control and develop the business over time and thereby add value
indirectly). The effective management of primary and support activities generates margins for the firm. In
other words, the orgasation is able to deliver a product/service for which the customer is willing to pay
more than the sum of the costs of all activities in the value chain.

11 The analysis of the value chain at the firm level is méaribvestigate the creation of value

within the firm, and to identify the points in th@ernalchain where the value can be more successfully
created. An enterprisebds valwue chain for competi:H
of adivities that are referred to in the literature as the industry value chain. This includes, upward,
suppliers and, downward, distribution channels: a company able to manage effectively the entire industry
value chain can gain a competitive advantage dgerampetitors. In light of this, one central issue in the

val ue chain approach is that of wvalwue chain 6égove
systematically reduce any source of uncertainty in supply and demand through themopeeation of

the key actors in the value chain. By reducing uncertainty, information and trade flows are improved and
overall costs reduced. However, this also means that some firms in the chain determine and impose the
parameters under which otherdlwe chain operate.



12. The representation afalue creation as ehain i.e.a sequence of activitiggerformed one after

the other, vas essentially based amanufacturing/retail view of industrifowever,the modéof chainis
lessappropriateto represent menterprisé activity andits relationships with customers and suppliers in

many business sectors, particularly in service industigstnative models of value creation c al | ed 0V
c onf i guhawthaéredorelseéndevelopedo describeand analyse firabevel value creation across a

broad range of industriés.

13. While it is important to understand the purpose of the value creation analysis at the firm level,

thh s study mostly deals with the notion of value ¢
broad sense, by integrating the idea that ¢heation of valuén some business sectargy be pictured by
configurations others than a chain, i.es @ network of activitiesand nota sequenceln this meaning, the

notion of value chain permits to analyse several critical aspects of the phenomenon of globalisation of
production: the production process as a set of vadlding activities performed byeparate entities; the
fragmentation of activities across multiple enterprises and countries; the distribution of productive tasks
along the chain; the type of -@wdination between firms in the chain, often involving asymmetry of power

and information.

14. Also, the notion of value chain highlights one specific aspect of the links between firms, which is
the economic linkage of value addition in the full range of activities that are required to bring a product
from its conception to its end use. Indeed value addition is keymigiisly the pursuit of those productive
activities with the highest return that make lead firms in the value chain decide on which activities to keep
in-house and which to outsource. The disttion of tasks and the positioning of firms along the chain at
stages corresponding to low or high value activities are largely determined by lead firms, but small firms
rarely act as the lead firms of the chain.

Box 1. Value chain analysis: A tool for understanding competitiveness

The value chain model provides a tool to analyse sources of competitiveness at the firm and industry level. In the
automotive sector, for instance, a company entering a value chain will initially begin by producing automotive parts
based on blueprints received from companies higher up the chain. However, simply manufacturing automotive
components does not have a high degree of value added. With time, the company should therefore acquire adequate
skills in product development and design in order to specialise in activities within the chain that have more value
added.

2. Stabell and Fjelstad (1998) developed two alternative \@uaégurationmod el s as an addi ti ol
value chain model: value workshop and value network, describing respectively problem solving activities
(for example, advertising agencies and professional services organisations) and contact establishing,
intermediary and idseminating activities (such as insurance companies, banks, telecommunications
companies and airlines).
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1.2 Methodology of the study

15. A sectoral approach was adopted to take into acdebanglobalisation affects different sectors in
different ways and that the role of SMEs across sectors vaYi#s.the perspective of conducting field
work, the project identified five representative industrial sectors to be analysed through coursinyindu
and enterprise/country case studidhe five industrieswhichwere selected to illustrate emerging patterns
in manufacturing and service sexs where the value chains shawgignificant presence of independent or
affiliate SMEs acting as subconttacs or suppliersncluded:

Two manufacturing industries:

1 The automotive industnthis industry has changed dramatically during the past 20 years, in
particular as concerns the suppliers and distribution networks, where many SMEs used to play a
relevantrole.

1 Precision and scientific instruments industnyediumsized enterprises in this industry still play
a rather important role. However, as the markets are becoming more and more global the industry
moves towards the pr oandpsriocodiucafdo paancdk atghees shtsreart
global players seems to increase.

Two services industries:

1 The tourism industrythis industry has become global, with its major players extending their
cooperation to reach small or medium sized local playeasndffiising, management contracts,
global reservation systems, branding). The study covered several segments, namely the hotel
industry, the tour operator industry, and the travel agency industry.

1 The software industnyhis is a recent industry and yet asfehe most globalised, subject to rapid
and fundamental changes in production and distribution. Along with large and multinational
firms, SMEs have an important role in the market, including providing support tools and a
constant flow of independent ideaisd concepts.

One creative/entertainment industry:

1 The film production and distribution industrpn this industry the complementarity between the
content providers and the distribution channels is crucial. The methods of collaboration of these
two setsof enterprises, their relative size and strategic strengths have changed dramatically with
the generalisation of digital and telecommunications technologies in the 1990s.

16. Data for this project wregathered fromiwo main sources: structured interviews with a limited
number of large enterprises and their upstream and downstream partners for each of the selected industries;
and country studies conducted through sstmictured interviews based on a questionnairdn \sit
representative group of SMEs in the selected industries that explicitly or implicitly act as suppliers and/or
distributors in global value chains. Overdlie project undertookeventeerountry/industry case studies

and sevenin-depth enterprise casstudies The latter were cordinated by UNCTAD and involved
Colombia, EgyptJndia, Mexicq Nigeria andSouth Africa. Table 1 shows the distribution of case studies

by country and industry, while the list of case studiggesented in Annex |
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Table 1. Breakdown of case studies by industry and country

Manufacturing Services Creative industries
Automotive  Australia Tourism Australia Film Korea
Chinese Taipei Austria production United States
Japan German/Jordan and Colombia- RCN
Spain Korea distribution and Caracol
Turkey Poland Nigeria i Nu
India’i Tata Motor Spain (Andalusia) Metro
Mexico - VolksWagen Spain (Balearic
South Africa - Toyota Islands)
Switzerland
Precision Australia Software  Turkey
and scientific Egypt - Microsoft
instruments
17. A reasonable level of homogeneity of the case studies was ensured through spogitémh of

a questionnaire used during the setnuctured interviews. In particular, the following core set of
guestions was covered by questions put to the intervietteeawareness and understanding of the global
value chains and its participantthe ceoperation with the global value chains atite sort oflinks; the
relevance of technological skill, standards and intellectual property rigimngthe role expected from the
public governmentAs an additional precaution, the analysis of the fietitkwfindings has taken into
account the following aspects:

1 Research teanThe case studies have been carried out by researchers belonging to different types
of institutions, namely ministries, universities, research institutes, and consultancies.

1 Country and sector The background context of each case study is determined by the specific
conditions in the country and sector of reference.

1 Coverage/samplelhe number of firms interviewed for each case study vénoes a fewters to
few hundred, although thaverage is around 20 enterprises. The criteria of selection of the
purposive sample of enterprises, however, were always based on representativeness of the
selected firms in the sector of reference.

9 Period of time The case studies were completed in déferperiods of time, between July 2005
andApril 2007.

18. The case study approacised for this project facilitated a greater understandinthefissues
investigatedand provided fresh insightson them It is impartant to reremberthat the generalisation of
conclusions frontase study researchquires due care

% Yin (1994) presents a thorough discussion of the issue of generalisation of case studies findings.
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2. PRODUCTION IN GLO BAL VALUE CHAINS

19 The globalisation of value chains has changed the way production résegy@nd has provoked
important modifications in the relationships between partners along the value chainforfimisf
globalisation was determined mainly by the search for efficiency, which includes sourcing inputs from low
cost or more efficient prodecs), the entry in new and growing markets, and the search for complementary
and strategic assets. During the past two decades, the organisation of production has therefore undergone a
dramatic evolution that has led to new forms of industrial and ergerprganisation on a worldwide basis.
Despite the phenomenon being well acknowledged, it is still difficult to measure the extent of the
globalisation of value chains. Evidence of this has been observed through indicators of economic
globalisation, and nably in the increase of the share of idiran exports of affiliates under foreign
control, the ratio of imported to domestic sourcing of inputs, and the export and import propensity of
affiliates under foreign control in the manufacturing sector (OE©DY?)2

2.1. The phenomenon and its drivers

20. The driving forcesof the globalisation of value chains are several, including increased
competition, technological progress, especially information and communicagchsotogies (ICTs)
development, improved transport facilities, and availability of a large base -@oletgsuppliers in areas of

the world that experience rapid growth, in particular China and India. In response to these forces and the
combined effect oimarket liberalisation and deregulation, firms have radically changed their business
strategies. Multinational enterprises (MNES) have largelsn the sourcef much of this strategic change
towards new organisational forms. Once dominant, the verticagriion model of production has
become one among several forms of production organisation that span from mergers and acquisitions, joint
ventures, strategic alliances and a variety ebgerative relations. On the basis of empirical studies, many
scholas argue that buyeupplier relations in value chains are increasingly arranged through quasi
hierarchical relationships, which are replacing trade based on rieded transactions (Gereffi et al.,
2005).

21 Adaping to competitive pressures has implied an increase in the outsourcing of activities. To
improve their competitiveness, firms concentrate on core competencies and activities with the highest
added value, and outsource rmmre activities. Outsourcing ofanufacturing tasks, including outsourcing
abroad, started long before that of services. Indeed, since more and more countries have developed their
industrial capabilities, barriers to entry product manufacturing have consequently fallen and the
competitivepressures have heightened. Today, the primary economic returns in the chain of production are
typically found in areas outside manufacturing, such as design, branding and marketing, and this has
influencad the choice to outsource manufacturing tasks.

22, Several recent events have reinforced the scope for outsourcing activities and, especially,
offshoring them. One of these is the reduction of tariffs in outward processing trade, which has rendered
manufacturing offsore for the home market highly attractive. For many years now, OECD manufacturers
have sourced components from other countries, includingd#®@D economies. A large base of suppliers

has emerged in many n@ECD economies, with China and India havingatral role in the panorama of
emerging players for their exceptional industrial capacity. Despite geographical distances, improved
transport facilities have rendered the outsourcing of production economically feasible. The significant
development of produ standards has also represented a factor facilitating outsourcing, opening
opportunities for competitive SMEs located in different parts of the world.
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23. Some other welacknowledged factors are the important depalents in ICTs, which together

with the liberalisation of trade in services have made possible the sourcing, and when feasible the
international out sourcing, of numer ous service a
and information proessing services, research and consultancy services) or services that can be easily
carried out through ICEnabled service provision (such as call centres) (Van Welsum and Vickery, 2004).

24. Moreover, the scope foresvice offshoring is augmented by the fact that business services
represent a larger share of production costs. This increases the pressure to seebstosatutions for

their provision. Finally, the ICT and related skills shortages experienced in @&@i{p countries in the

late 1990s (Van Welsum and Vickery, 2004) and consideration concerning taxation (Gage and Lesher,
2005) provide additional reasons for service offshoring.

25. A much less discussed determinanthe choice of offshoring, and of organisational changes in
gener al , is the role of finance. Ponte (2003) h
maximise shareholder value have been one main factor entailing restructuring operat@ns)igry

noncore activities, reengineering supply chains to match a set of financial indicators, most importantly
theratioof post ax r et ur n o n*Thisppesstréds breughp dbauyaeshifofrom competitive
strategies based on maximigithe market share to strategies aimed at maximising financial performance.

Box 2. Outsourcing and subcontracting

Firms can source activities to affiliate companies (in-house sourcing), or outsource them to external suppliers. In
both these cases, they can refer to firms domestically or abroad (offshoring) (see Van Welsum and Vickery, 2004, for a
representation of sourcing in terms of a matrix of location and control).

Subcontracting corresponds to production outside the enterprise. It takes place between non-affiliate firms,
although often in a relationship of co-operation or partnership. In the case it occurs outside the country of the
contractor, this involves foreign subcontracting (offshore outsourcing or subcontracting abroad). According to the
definition in the OECD Handbook of Economic Globalis
prime manufacturer or contractor (principal), contracts with another firm, the subcontracting or supplier, for a given
production cycle, one or more aspects of product design, processing or manufacture, or construction or maintenance
wor k. The supplier must adhere strictly to the contréd
services in quest i 0Afs@, the same firm can be a subcontractor for some customers and a prime contractor for other,
smaller firms.

Subcontracting abroad does not involve direct investment, while the transfer of production abroad (called
irel ocati ono) cdmpaniesungplieskEDl. f i | i at es

Source : OECD Handbook of Economic Globalisation Indicators, 2005.

26. Today, the phenomenon of offshore outsourcing is at the centre of an economic and social debate
and a matter of concefar workers in OECD countries. Although little empirical evidence is available so

far in showing the actual dimension of offshoring of IT or {&Tabled services, service offshoring has

raised a case for policy intervention (Brainard and Litan, 2004)le/ine costs, in terms of employment,

are at the core of the debate on outsourcing, t h
OECD countries and price reductions for consumers are not completely acknowledged. This is, in part, due

4. Ponte (2003) makes the example of roastersl¢tmt firms in the coffee value chain): the firms that are quoted in
the stock exchange will be under pressure to externalise inventory management to reduce stockholding, while
those privatelyowned may find it profitable to hold stock. This may explaifiedént organisational forms of
firms that are at the same point of a value chain.
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to thefact that the causeffect relationship is less evident and also because of the delay with which the
benefits may become manifest (Hatzichronoglou,7200

2.2. Opportunities for SMEs

27. SME participation in globalvalue chains has to be placed in the broader context of SME
internationalisation. The reorganisation of production at the international level and the development of
global value chains are having significant effects on SMEs, in particular by expandindpubigiess
opportunities. In general, reaching international markets is a problematic step for SMEs. A receat OECD
APEC survey, carried out in the context of the
Mar ket s o, i nv e sttengity of datriers in accessing irternatiorchl markets perceived by
SMEs. The survey found that these firms feel that their full participation in the globalisation process is
hampered by numerous internal and external obstacles (Figure 1). It seems Hwmtc@Mider their
internal capabilities and resources as inadequate, and suffer from insufficiecbrdiglence in
approaching international markets, expressed by the perception of obstacles such as difficulty in
identifying foreign business opportungiemaintaining control over foreign middlemen or accessing export
distribution channels.

Figure 1. Obstacles to internationalisation as perceived by SMEs

Obtaining rellable foreign representat|on |
Identifying forelgn busmess opportunltles ‘ ‘ ‘ ‘ ‘ |
Limite d |nformat|on to Iocate/analyse markets ‘ ‘ ‘ |
Maintaining control over forelgn mlddlemen ‘ ‘ l |
Inability to contact potential overseas customers ‘ ‘ K |
Keen competition in overseas markets _ ‘ ‘ |
Lack of home government assistance/incentives ‘ ‘ |
Offering satistactory prices b customers ‘ ‘ ‘ |
Accessing export distribution channels ‘ ‘ |
Difficulties in enforcmg contracts and resolvmg dlsputes |
Unreliable data about the international market |
Granting cred|t facilities to foreign customers ‘ |

Lack of managenal time to deal with |ntarnat|onallsat|on |
Shortage of worklng capltal to finance expor‘ts |
Inadequate quantlty of and/or untrained personnel for |nterhatl0nal|sat ons
Unfavourable forelgn rules and regulatlons |
Difficulty in matchmg competltors prices |
Complexity of foreign d|str|but|on channels |
Slow collectlon of payments from abroad |
Adjusting export promot|ona| activities to thd target marke

-

2.70 2.80 2.90 3.00 3.10 3.20 3.30 3.40 3.50 3.60

Mean score

Note: SME Survey carried out between January and July 2006. Responses received from a total of 978
SMEs in OECD and APEC economies, with a high degree of concentration within just seven OECD
member countries: Canada, Greece, Switzerland, Turkey, Japan, Spain and New Zealand. Barriers are
ranked using the Likert-Scale ranking method, from 5 (very significant) to 1 (not significant).

Source: OECD WPSMEE, Removing Barriers to SME Access to International Markets, 2006.

28. In particular, in developing countries, only a limited number of SMEs are well prepared for the
new conditions and increased competitearcountered iglobal markets, thukmiting those whobenefit

from the oportunities opened up by globsdiion (UNCTAD, 2005). On the contrary, trade liberalisation
increases the ability of wedistablished foreign manufacturers and retailers to penetrate remote and
underdeveloped markets, and makes it increasingly difficulSMEs in developing countries to survive or
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at least maintain their business position in the local and, if applicable, global market. An emerging
opportunity to reap the potential benefits of global trade is represented by the integration of SMEs into
international chains of production at various stages of added value, through the establishment of linkages
with larger firms and foreign affiliates. These linkages may represent the way for the SME sector, or at
least for its segment with highest growth puia, to access a series of critical missing resources, the most
important of which are access to international markets, finance, technology, management skills and
knowledge, and to engage in a mutually beneficial relationship. In this respect, ithsvhitatnoting that

in the past developing countries have succeeded in complex industrial exports without going through MNE
networks, by building the necessary indigenous base of technological capabilities. However, the changing
international context andéhgrowing role of MNESs in the work production and trade suggests that much of
the growth of exports in the future will be situated in or around MNE production systems (UNCTAD
2004).

Accessing new markets, entering new product and service niches

29. In both industrialised and developing countriesp tphenomena have characterised the past
decades and contrasted the impact of actual or perceived barriers to SME access to international markets.
First, the use of ICTechmologies and related services and improved transport facilities have importantly
contributed to overcome SME isolation and ease
boundaries. Previous OECD work, which analysed the extent of diffusionpsakewf ICT technologies

among SMEs, highlighted the benefits of ICT use for these firms in terms of extending their network of
business partners and reaching new customighsggreater easand at lower costs (OECD, 2000).

30. Second, the fragmentation of production together with the development etedtGiologies

creates new entrepreneurial possibilities for SMEs. New niches for the supply of novel products and
services continuously emerge where the small firnms pasition themselves, exploiting their flexibility

and their ability to move quickly. Small firms with quality tangible and intangible assets, such as niche
products and advanced technologies, are becoming partners in international strategic alligete®fta
crossborder mergers and acquisitions, specialised suppliers to MNEs, and participants in actual and virtual
business networks on a global level (Sakai, 2002). In manufacturing sectors such as automotive and
precision and scientific instrumentsnall firms who focus on multipurpose technologies have secured
their position in the market by becoming specialised suppliers serving different global value chains.

31 The considerable spreading of subcontracting besefited SMEs. It has opened business
opportunities and brought more stability in the volume of work. Participating in global value chains as
subcontractors also provides indirect access to global markets at lower costs than those faced by individual
smdl-scale producers, due to the intermegieole assured by the contractor. Another advantage is
exposure to learning processes among partners in global production networks (for instance, from the
dissemination of business concepts) and this offers plitssibifor human and technological capital
upgrading. Although subcontractipgr sedoes not necessarily imply much-gperation between the two
parties, some tasks do demand a significant amount@pertion in order to be fulfilled.

32 There are different profiles of subcontractors (Box 3), with an important phenorbeimgnthe
increasing complexity of tasks required from subcontractors in several industrial sBcees/olution in
subcontracting relationstgpbetween large firms and their smaller counterparts in recent decades is
illustrated in Figure 2, with reference to Japanese firms.
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Box 3. Subcontractors

Different profiles of subcontractors can be identified in particular on the basis of their production capabilities.
OECD (2005) and Hatzichronoglou (2005) distinguish two main categories of subcontracting that give rise to different
relations between prime contractors and suppliers.

The first category concerns relatively commonplace goods and services with a low technological content (e.g. call
centres, catering, intermediate inputs for various kinds of machinery, etc.). Because the base of suppliers in this
category is wide, prime contractors can exert strong pressure on prices and delivery times, and replace their
subcontractors relatively easily.

The second category involves goods and services with a high technological content, and that are generally the
subject of constant innovation. Suppliers in the second category are more closely associated with the design of the
products, and thus assume a role similar to that of a partner. A typical example of this type of subcontracting (also
call ed Asubcontracting partnershi po) anamnafactuters and tbdir eespective
parts suppliers. Both these cases generally involve high-tech goods for which suppliers cannot be mere executing
agents but must also participate in the design of products and monitoring technological developments, sometimes
even imposing certain innovation on the prime contractors. For this reason, contractors in the second category are
much more dependent on their subcontractors than prime contractors in the first category.

Despite the close links that might tie prime contractors and their subcontractors, especially in the case of high-
tech goods, their relationships differ from co-operation agreements. In co-operation agreements, partners often
establish financial links between them (mutual capital investment) and seek through their co-operation to share costs
and risks, notably in research and development, or they undertake co-operation to jointly develop a new technology.

Source : OECD Handbook of Economic Globalisation Indicators, 2005.

Figure 2. Changes in subcontracting structure, Japan
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33. Electronic marketplaces Electronic B2B marketplaces are a tool used by large and
multinational firms to manage orders to suppliers and subcontractors and the flow of information with
them. They can be vertically focused on particular industries,hey tcan be horizontally focused to
provide goods and support services across a wide variety of induBuigsg the past decade, many large
companies have set up their own electronic trading platforms to procure goods and services, while others
are usinghird party emarketplaces. For all of these firms, the objective is to better control their supply
chain and rationalise cost and information at each stage of the chain.

34. The use of enarketplaces seems to be gweinantly buyer driven. SMEs are undereasing

pressure to usemarketplaces as a condition to continue supplying their traditional customers. SMEs have
to partake in reverse auctions s i ng t h e i fmarketplace, bunhtheydidd it eifficult tassess

whet her buy eredubingtperprice tevelbr gainingseffi@ency in terms of improved process

ti me. Evidence on the outcomes from participation
Some suppliers considemaarketplaes as tools for the buyers to limit prices by looking for new suppliers
(Kjglseth, 2005). This is consistent with another finding of recent research in this area, namely that buyers
are often not willing to invite suppliers with whom they already haveng-term relationship to €
marketplaces. However, there is also evidence that a very large share of online auctions is awarded to the
existing supplier. Also on the positive side, some SMEs recognise that participatiomanketplaces has

allowed them tancrease their global exposure and to secure contracts that they otherwise may not had
received.

Box 4. Electronic marketplaces: the case of Covisint

In the automotive industry, the suppliers face increasing collaborative pressures to develop ability to manage
project-based co-operation and provide leading-edge technology, particularly first tier suppliers who are taking over
from Original Equipment Manufacturers (OEMSs) the responsibility for systems integration and the management of the
supply chain.

Electronic Data Interchange (EDI), launched more than 30 years ago, was the first step of the automotive
industry to closer collaboration with its suppliers by means of inter-organisational systems. Until the advent of open,
cheap and flexible standard based Internet-related technologies during the late 1990s, EDI was the dominant standard
in the area of B2B e-commerce. However, the high costs associated with the implementation and use of EDI meant
that only large suppliers became involved in this system. During the late 1990s, the automotive industry launched a
strategic programme to ensure the networking of the ¢
final objective of integrating all the specific applications into a global supplier portal. This would have not only reduced
costs but also increased the efficiency of information and data exchange, taking advantage of leading-edge
technology. In 2000, an Internet hub called Covisint was founded by large OEMs such as GM, Ford and
DaimlerChrysler and software companies such as Oracle.

The foundersd aim to connect the automotive indust
business processes of all participants and enabling them to collaborate iseaml essl yo acr oss
The reaction of suppliers was not what was expected. Indeed, despite the acclaimed aim of Covisint to address costs
and risks reduction pressures across the industry, it was felt that only the requirements and vision of the large OEMs
were taken into account in the development phase, and not that of the entire industry.

Source: Gerst et al., 2005.

35. Overall, SMEs are still reluctant towardsmarketplaces, partly due @ lack of awareness,
although many real barriers may also prevent them from fuller participation. According to recent research,
SMEs find it difficult to judge which of the many-rearketplaces to trust and how one type of e
marketplace distinguishes itseifom another (for instance, vertical versus horizontahagketplaces)

5 A reverse auction is an electronic auction where suppliers bid online against each other for contracts against a
published specification.
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(European Commission, 2002; Kjglseth, 2005). Different standard requirements for products and services
are another obstacle since this raises the entry cost to participate in diéfararketplaces, which can be
already relatively high for small firms. Finally, many small firms are worried about unfair practices, such
as price fixing, in online auctions.

Rationalising production: offshore outsourcing and acquisition of strategic etss

36. With the development of ICT technologiesnd the emergence of a global supplier pase
outsourcing, including offshore outsourciigs becoma viable option also for small firmés common

with large firms SMEs increasingly choose to outsource tasklken this allows them to gain
competitiveness from rationalisation of production and optimisation of resources allocation. In many cases,

it is the decision to follow abroad the contractor that determines thHeodffg strategy. While difficult to
measure, the increased recourse to outsourcing and offshoring by SMEs has been recorded in recent SME
surveys (2003 Observatory on European SMEs; and
Recent studies from UNCTAIR005) revealed thavenSMEs in developing countries and economies in
transition increasingly try to enhance their competitiveness through FDI that provides them with access to
strategic assets, technology, skills, natural resources and internatiockedsna

37. A European survey carried out in 2003 found that more than one third of the surveyed SMEs with
subsidiaries abroad had no exports (European Commission, ENRS Survey 2003). This suggests that the
creation offoreign subsidiaries by SMEs is not always intended as a sales platform for the company's
products but can also be a platform for access to cheap labour (e.g. s8apgplibrs) or access to
knowledge and technology. The survey findings also indicatedntieahationalised SMEs are more prone

to co-operation whether by formal (such as agreement or contract) or informal terms with other firms, both
domestically and abroad, as compared to othesimennationalised small firms (Figures 3 and 4).

Figure 3. SMEs in formal and non-formal co-operation
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O Foreign supplier- only form

O Subsidiaries abroad or more than 1 form of internationalisation

Note: The ENRS survey groups the surveyed SMEs according to the following forms of
internationalisation: 1. Foreign supplier (importing) as the only form of internationalisation; 2. Exporting as
the only form of internationalisation; 3. Subsidiaries, branches and joint ventures abroad, or a combination
of more than one form of internationalisation. The figure shows percentages for each typology.

Source: EC, ENRS Enterprise Survey 2003.

19



Figure 4. National or foreign SMEs as important partners in co-operation
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Note: See Figure 3.
Source: EC, ENRS Enterprise Survey 2003.

38. In Japan, the proportion of SMEs with overseas subsidiaries has increasedhtbossce the
beginning of the 1990s, in particular in manufacturing (Figure 5). The purposes of establishing subsidiaries
change according to region, with sourcing cheap products and cutting costs being the first reason in China
and in newly industrigding economies (Hong Kong, Chinese Taipei and Korea). At the same time, the
increase in overseas direct investment has also been accompanied by a rise in the number of withdrawn
overseas subsidiaries of SMEs, with a higher share of withdrawal fotvgitires than for independent
ventures. This is probably a sign of the difficulties SMEs encounter in managing operations outside their
domestic market (OECD, 2005a).

Figure 5. Proportion of Japanese companies with overseas subsidiaries
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Source: Japanbd6s 2004 White Paper on SMEs.
39. Typically, small firms estimate that theviiags associated with offshore sourcing are likely to be

outweighed by the cost and risk of establishing an offshore operation. The difficulty of managing
outsourcing of activities in countries with different languages and cultures may represent a baleiemt

to SMEs. Despite these problems, recent empirical evidence showed that SMEs can be successful in
outsourcing abroad (Value Leadership Group, 2005). This depends on the fact that these SMEs have
adopted an overall strategy with respect to outsogrttiat goes beyond cost cutting. Indeed it is not easy

to gain a competitive advantage based solely on a cost advantage, because competitors soon or later
eventuallyare forced to follow an offshore strategy. SMEs that have been successful are thdseabemt
overseas partners with complementary competencies and a qualified labour force, thus adding their
comparative advantage at hoaredthat of their partners. Among European IT SMEs, those successful in
outsourcing offshore marked a step towardsrestrwur i ng t he firmés business
in the market and even remain competitive.
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2.3. Challenges for SMEs

40. Overall, the globalisation of value chains constitutes a major challenge for sihatieatium

sized subcontractors used to serving local and national markets. Even when SMEs do not follow their
contractors ininternational market but stay at home, they still feel compelled to conform to those
international standards for technology, qyalielivery and after sales service that evolve in their industry.
Also, small subcontractorsave to adaptoutines and practicefeveloped at the local and or/cluster level

to administrative managerial practices set by international buyers.

41. Also, network relationships have gained large importance in global value chains as a mechanism
of co-ordination between firms, whereas-aaination wasonce more polarised between markmsed
relationship on one side and tieal integration (where a firm segments its activities along a number of
domestic or foreign affiliate companies) on the other. The critical feature is that this tygdatiohship
betweena firm and its suppliers is not based on ownership, but nelesthenplies a degree of co
ordination which can be very high. Network relationships comprise a spectrum of possibilities going from
low to high levels of cerdination and power asymmetry between buyers and suppliResing on
factors such as the owmship of brand names, proprietary technology, or the exclusive information about
different product markets, lead firms act as governors of the chain by setting the conditions of the
participation of the other agents in the chain. These would include, ltypipaocess and product
standards, quantity and terms of delivery (Humphrey and Schmitz, 2004).

42, For an increasing part of manufactured and seamufactured goods and services with a
medium to low technologicalontent, ontractors have now large base of suppliers available. For these
products, the costs ahanging suppliers are not high as compared with the situation festandard and

high-tech products that are associated with a degree of specialisatioouatomisation that increases

agency costsEvidencesuggest that man$MEsin OECD countries have registered a decrease in the
orders by their main buyers that choose to subcontract abroad where lower cost conditions can be found
(seefor instanceJamndés 2005 White Paper on SMEs) . For som
closure of their business.

43, The parallel phenomenon of increased outsourcing of customised inputs or services, for which
agency costare an issugaises a different range of problerirs some cases, a supplier may need to make
significant investment to develop relationsiigecific assets necessary for the transaction. For instance, a
part that a seller customises for a particular buyea specific commodity and any investment that the
seller must undertake specifically as a result of the customisatiorelationship specific assdthe need

for relationshipspecific investments in different global value chains might creataudion where some
suppliers, especially small firmbecome captive to the buydn France, 85% of the respondents to a
survey of subcontractors in the automotive sector declared to be unsatisfied with the prevailing market
prices, which they consider aotlow (Usine Nouvelle, 2006). They reported that the cost reduction asked
by contractors has been between 10% over one year and 20% over three years.

44, In other casesa f i partic@pation in aglobal value chainmight imply downgradingits
functionsin order to respond to the conditions imposedh®lead firm.For example SMEs in one of the
most reputed Italian shoe clustemveaccepted to focus only on manufacturing and abandon conception
and design tasks (Rallotti, 2003). Although these firms succeeded in remaining competitive in the global

6. Gereffi et al. (2005) observthe emergence of networks as a predominant form efocdination (or
governancgbetween firms in value chains; they distinguish, in particular, three types of network relationships:
modular, relational, and captive.
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market compared to other competitors, the effects of the functional downgrading in the medium and long
term need to be evaluated, in particular if this is associatbdagis of local skKills.

45, This problemillustrates the difficult choicethat the SME may have to face when exposed to the
international market. The market structure on the international stage may not necessasglgdme as at

home. For example, at home, the SME may be a supplier to a market of many similarly sized buyers.
However, with international exposure comes possible entrance into an oligopsonistic or monopsonistic
market (e.g. WaMart and its suppliers)\While the decision to not sell to the dominant buyers in these
markets may mean a substantial loss in potential sales and profits, the decision to deal with the dominant
buyers can result in reduced profit margins due to asymmetries in contract negatiatia loss of control

in production decisions.

46. Supplier financing. The participation of small firms in global chains is also challenged by the

fact that these firms may find it difficult to finance their prattut cycle, since after goods are delivered

most buyers demand 30 to 90 ddgspayment Speci fic financi al tool s (s
and fr ev e r)shave feanccteated iorpmvide financing of working capital to small suppliers. In
Mexico, the Mexican Development Bank has promoted a supplier financing programme based on reverse
factoring, which links large private and public companies and their SME suppliers (Box 5).

Box 5. Providing financing to small suppliers

In March 2003, the Inter-American Investment Corporation (lIC) signed an agreement committing USD 20 million
to a guarantee programme for supply <chain financing
development bank, which is active in providing financing to small enterprises that supply goods and services to public
sector agencies and first-tier companies.

The guarantee programme previews to channel up to USD 200 000 per beneficiary to small suppliers of first-tier
companies operating in a variety of productive sectors throughout Mexico. The programme is expected to reach
between 500 and 800 beneficiaries during its projected seven-year life. Accordingly, the programme should contribute
to the creation of an estimated 2 500 to 4 000 jobs, in addition to generating annual export revenue valued at between
USD 15 million and USD 25 million.

Source : IDB 1 1IC website

47. Developing countries perspectiveln developing countries, locabmponent firms are finding it
increasingly difficult to withstand the pressures of global sourcing. The pervasive pressure on MNEs to
reduce their number of suppliers has increasingly the effect of removing many developing countries SMEs
from the supplychain.In producer driven GVCs, in particular in the vehicle, capital goods and electronics
industry, this is at the origin of continuously declining local ownership. For example, data show that the
auto component sector is uniformly changing, from locallyned firms using local technology, to

7. Factoring is a type of suppliemfincing in which firms sell their crediorthy accounts receivable at a discount
(equal to interest plus service fees) and receive immediate cash. There is no debt repayment and no additional
l'iabilities on the fir md sorkingachpitahfimancing.tractring is reotlatioandbutg h i t
a comprehensive financial service that includes credit protection, accounts receivable bookkeeping, collection
services and financing. In reverse factoring, the lender purchases account only redevalieghquality
buyers (i.e. large internationally accredited firms) so that the credit risk is equal to the default risk of the buyer
and not that of the SME (Kappler, World Bank, 2004).
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suppliers using proprietary technology from one of the globaltfesisuppliers, preferably within an FDI
relationship (Kaplinski, 2004). In this case, the challenge for an SME is typically how to engage with
secor- or third-tier suppliers, as firdier suppliers are usually large multinationals in their own right.

48 The company case studies carried outhim automotive sector ilmdia and South Africashow

that large opgrtunities in secontier sourcing have consistently emerged. To a large degree, independent
local suppliers seem not to have managed to either link with global sourcing partners or build their own
capabilities and resources to become global sourcingegpai®n the other hand, however, developing
countries SMEs are increasingly working with global sourcing intermediaries that operate as first tier
suppliers of large MNESs. In this respect, there is a strong and urgent need to upgrade local suppliers and
regpond to the expectations of MNEs in terms of quality standards, supply standards and delivery times.
Suppliers to Toyota in South Africa, for example, agreed that mere proximity to the local plant, the ability
to produce a component according to a supgigecification and a history of relationship does not
necessarily guarantee an ongoing relationship with Toyota (UNCTAD, 2006).

49, Today, in developed and developing countrigsis critical that firms meet specifitions in
international standards and systems and provide their own technology offering or that of a strategic partner
in meeting future production demand. The quality of the relationship between international contractors and
their partners and suppliers @lso crucial. In some developing countries, specific programmes have been
set up to facilitate SME integration in global value chains, building on the linkages between MNEs and
SMEs (Box6).
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Box 6. Facing the challenge of global value chains: SMEs in developing

The establishment of sustainable linkages between SMEs and MNEs is one of the most efficient ways to
integrate domestic suppliers into GVCs. Not all developing countries, however, have been successful in promoting
such linkages, and in embedding foreign firms into the local economy in the long term. The analysis of successful
business linkages programmes shows that linkages building is dependent on the broader economic, social and cultural
environment. Additionally, it shows that the creation of SME-MNE linkages is neither easy nor automatic, and that in
developing countries a systemic policy approach to linkage building has produced positive results.

For example, the main objective of the business linkage promotion programme in Uganda is to promote the
creation of durable and mutually beneficial partnerships between MNE affiliates and large local companies on the one
hand, and SMEs on the other, so as to enhance the productive capacity, efficiency, competitiveness and sustainability
of their relationships. The programme is being implemented by a Business Development Services Centre as lead
facilitator, namely Enterprise Uganda, in collaboration with Uganda Investment Authority (UIA) and supported by
UNDP, UNCTAD, and the Government of Sweden.

The key role of each partner is as follows: Enterprise Uganda identifies SMEs and brokers and facilitates
i mpl ement ation of business |inkage deals and defines
and know-how including coaching and mentoring of SMEs by MNEs, and facilitate access to markets and finance. The
Uganda Investment Authority contributes to the improvement of the business policy environment and facilitates the
initial brokering of the linkages with the MNEs.

Experience of the programme so far demonstrates that in spite of the productive capacities constraints of SMEs,
MNEs were ready to upgrade the business relationships with SMEs into long-term relationships, provided SMEs
committed themselves to remedy shortcomings in their business systems, and upgrade their skills. Since its inception
in 2005, the project achieved the following results:

A An agreement has been signed with Uganda Breweries, which will assist in the upgrading of the members of the
barl ey growerso6 association in Eastern Uganda, to ben

A In Western Uganda, Kinyara Sugar Works Limited under Booker Tate signed up an agreement to strengthen its
link with Kinyara Sugarcane Growers Limited, thereby benefiting about 2,500 local farmers.

A In the telecommunications sector, two telephone companies have signed up to upgrade their distributor network.

A In the real estate sector, the country's biggest real estate developer has signed an agreement to support 15 local
suppliers.

Source: UNCTAD, Developing Business Linkages, 2006
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3. PATTERNS OF GLOBALISATION IN FIVE IND USTRIAL SECTORS®

50. This sectionprovides arpverview of globéisation issuesn the five industriegi.e. automotive,
scientific and precision instruments, software, tourism and cinanaysedor this project angresents
elements of comparisons betweiie globalisation patterns, on the basis of desk work atedviaws
conducted with major players in each indusfrize concept of global value chain, as a set of economic
processes, sets the frame and background for a closer observation and explanations of how, in different
technological markets and contexts, sotge shared among enterprisearticularlarge and small, local

and global.

3.1. Globalisation issues in five industries
Automotive Industry

51. According to a 2005 estimate by OICA (Organisation Internationates Constructeurs
Automobiles), the motor vehicle industry employed directly more than 5% of the world manufacturing
workforce (i.e. 8 million people). In addition to these direct employees, OICA estimates there are
approximately five times more employeaddirectly in related manufacturing and service provisions,
meaning a minimum of 50 million additional employees earning their living from this industry.

52 Motor vehicle production is still concentrated in the naesteloped regions of the world, as are

the relevant markets: 80% of vehicle production and 83% of sales take place in OECD countries,
notwithstanding the steady rise of the production in@&CD economies. The trade flows in automotive
products (finishedand semiinished vehicles and vehicle components) amounted to almost 10% of all
world merchandise trade in 2004, with almost half of the amount being traded among EU member
countries.

53 In 2004 the automotive pdoction was close to 64 million vehicles per year (44 million
passenger cars and 16 millions commercial vehicles, 3 million heavy vehicles and thszshs the
production capacities for passenger cars only were estimated in the range of 70 millites \dtiyear
(PricewaterhouseCoopers, 2003). There is an excess production capacity that appears as a consequence of
a stagnating overall market and of the prevailing cutthroat competition for market share among Original
Equipment Manufacturers (OEM), itle ultimate assemblers of finished cars.

54. Many of the industryds major pl ayers have c¢h
years, due to international, vertical and horizontal mergeranatgers, sphoffs, acquisitions and

alliances that have been put in place and terminated, with varying degrees of success, in order to cope with
competitive pressure. In 2004, 15 global players accounted for almost 85% of the world automobile
production. If only passeyer cars were considered, the concentration ratio would be of 91% for the same

top 15 producers (OICA data). The majority of the top players in the automotive industry are global

8. This section was prepared by the Swiss Research Team ledbyRul H. Dembinski. ltdraws onthe industry

reports prepared as background materi al for this stu
Medi c al & Scientific Equipment I ndustries" [MakE/ SME/(:
Chains in the Software Industry: A Preliminary Anal y:¢
the Role of SMEs in the Globdl Tourism Industryo [ CFE

9. Depending on the source, heavy vehicles and buses are either inctuglerludled from production and market
statistics in unit terms.
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players ther products and brands are bought and sold across the amitheir facilities (production,
assembly, R&D and others) are dispersed throughout many locations.

55. I n t oaplasyicated markets, cars danded goods, as buyers and users identify them more
or less easily witta corporation. The continuing product differentiation and the consequent multiplication
of models within brands is a characteristic of this highly competitive industry (Valenso, 2003). However,
the differentiation of products stands in sharp contrast thighconsolidation of the top players though
strategic alliances and M&A. The quest for synergies and efficiency gains has been driven by the search of
the critical size that would guarantee the economies of scale required to support sharp price competitio
and growing development costs. In the automotive industry, recombination of activities and firm
globalisation has been one and the same prodess-makers generate, per worker, almost three times
higher sales and four times higher net incomes tharati@part industry, but need five times more
capital. These differences suggest that the two activities diffdmree important dimensiona) the share

of value added; bthe share of payroll in value addedndc) thefactor mix (volume of labour andhpital)

used in generating one unit of value added.

56. Fewer but more powerful external supplierin the 1960s, the share in added value of the OEM
represented two third of t hhissHare is astimaged av about dnédthkird v a |
(Dudenhoffer, 2003)For some brands, such as Smart, the proportion is as loW%s Qther authors

(Veloso, 2000and EU 2004) provide even lower figures. In the meantime, major OEM either sold or
closed most of &ir proprietary supply facilitié& The strategic choice of mo
opened new opportunities for existing and new suppliers. The move by OEM toward increased outsourcing
has been motivated by efficiency concerns, being accompanied togng snd sustained pressure on

prices.

57. While increasing the share of external suppliers in the final added value, OEM have also been
able to dramatically reduce the number of their direct suppliers in order tdown transaction costs,
stabilise quality and allow for closer-operation.

58. Concentration on the distribution siddn the EU,these@ al | ed fbl ock exempt.i
grant car distributors automatic ttiéorial exclusivity contrary to general competition rules has been
replaced by a new, more open market. Under the new rules, competition among dealers is enhanced while
the link between sale and afteale service remains unchanged. The new regulaticgiree both
manufacturers, deal ers and repair shops to find
(EU, 2004, and interviews in Switzerland) is a growing concentration of dealers and distributors, even at an
international level. Such an evdlut could, in the long run, challenge the presently strong negotiating
position of OEM in retail prices and marketing strategies.

59. Policy issues.Automobiles are tightly regulated products. On the topothier reguations,

specific traffic, safety and environmental regulations apply either to the use or production of automobiles.
Because of the strategic maeoonomic importance of the automotive industry in terms of employment,

trade and technical knowledge, spiecior even exceptional industrial regulations have been used by
government s: the EU fAbl ock e x e tnplapacesedvolunthra éxpore x pi r
limitations or the USCanada trade treaty. One important regulatory issue concerning SMiEs is
extension of product liability. Indeed, carmakers press suppliers to take increased liability for their
products not only on assembly line level but also at repdirop | evel . This attempt
extends the financial pressure on auttne parts and subystem supplies.

10. Ford sold Visteon in 2000, and GM did the same with Delphi in 1999.
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Scientificand Precision Instrument$ndustry

60. Lack of a general value chain structuréhe ientific and precisiofnstruments (SPI) industry

includes complex and sophisticateinvestment goods or durables which require maintenance and
accompanying disposables, such as medical imaging deagesll asimple current consumption items,

such as cheap watch&RI products comprise sets of functionalities being at the cofeeahtainufacturing

activity through technologies such as nanomaterials anthatteaics.The extreme variety of situations

and of products/services explains wtie notion of value chains is seldom usedthis sectoreither
because the enret eplpayiesresso aore hienciacthse t he addr esse
applied throughout a range of other products, but not necessarily exclusdiehtific and precision
instrumentgproducts.

61 Most of theSPIproducts require a high level of innovation in product development, a high level

of customisation (and become rapid obt®le and hi ghly skilled | abour ir
research and development lal$R1 products such as the medical applianéscanners, pacemakers or

lasers) need specialised know how, as well as skilled and qualified lablo&rspecialisation and
complexity of many of the SPI products lead to high rates of exports compared to traditional
manufacturing industries. Innovati@m precision instruments is often spurred by sophisttktad users

at top universities, research laboratories, and major industrial fiosnsome segments$d intensity of the

academic and scientific research expdive emergence of a high numbéistart ups and the existence of

many smalkpecialisedcompanies in the sector.

62. The SPlindustries typically comprise a few large and highly diversified multinational enterprises
and asignificantnumber of SMEsIn the US, as well as in Europe, very large companies dominate the
retail and B2B wholesale markets of medical devices. A relatively higher market concentration for medical
devices can be explained by regulatory obstacles, which are tantameunttytoarriers and may reduce
competition. Dominant companies invest heavily in R&D but also in intellectual property protection. On
the other hand, SMEs make a significant contribution to medical device innovation. Smaller companies
and start ups are more liketg innovate and feed larger companies with their smaller scale innovative
technology (CERM, 2005).

63. Eucomed,the European Medical Technology Industry Associatimayns that the medical
technology industry is cumdly facing the important challenge of market globalisation. They claim that
most medical technology products are designed to be used in specific patient conditions and comply with
local regulations. In particular, in Europe most medical technology segraemtnational and thus too

small. In order to allow European firms to cover R&D expenses, market segments need to be increased
through a wider standardisation and better market access.

64. Policy issueslin order tostay competitive, SMEs must constantly improve thkiits not only in
regard toscience and technology but also in the management of technologgantbdgeof the market
and its evolution. The heterogeneo8®I industry might benefit from existing gowenent SME
programmes thatmprove the linkages between research institutions and SMEs, includiracte
development strategies that help SMEs torowp their technology awarenesselimpact that national
health regulations (technical, professionad @rganisational) have on SMEsmportant: on one side they
may protectiches, on the o#r they prevent the exploitation of economies of sdatemoting industry
standards and international-operation in product and production regulatia®uldfacilitate economies
of scales aneéncouragexports
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Software industry

65. The software industry is very complex, with many complementary products necessary to form a
systems solution. Together, the software supplistiandardiation bodies, services providers, and users
form a complex network: the "software ecosystem" as described e.g. by Messerschmitt and Szyperski
(2003). The software suppliers are active in the conception, development and sales of various types of
software such as general operation systems, general application software, specialised professional
software, along with partially or totally customised, busirsgseific IT solutions.

66. The software industry isr@cent one, subject to rapid and fundamental changes in production and
distribution. Technological progress in computing power and the internet have changed the ways in which
software is produced and sold. Since physical limits such as processing povstorage capacity are
decreasing in importance, the most significant constraints on software creation relate to managing
complexity, development, meeting windows of opportunity, and limited financial and human resources
(Messerschmitt and Szyperski 2008pntinued progress in software technology raises complex public
policy issues such as access to information, national sovereignty and security, law enforcement, protection
of the private sphere, etc.

67. Since thediffusion of personal computers in the early eighties, the creation of software for the
traditional hardware or computer system producers has rapidly became a complement to the production
and sale of computers, as the availability of software increaseslth®fsthe main hardware products.
Software is indeed a complementary product to hardware, but the initial involvement in the creation of
software has been followed by a pattern of dAdisi:H
producerdo understand and to solve specific user problems. In the US for instance, unlike in Europe, the
diversity of user industries has made it difficult for computer manufacturers to pursue vestcabr

specific - market strategies. The main reason liesthe fact that the gains derived by computer
manufacturers from a more exclusive pursuit of hardware improvement were greater than their gains from
controlling integrated software and hardware in a large number of specific markets. The emergence of
indepement software producers was favoured by low entry costs.

68. Globalisation has much stronger effects on IT than on many more traditional sectors. Many IT
products such as softwardiave very low weighto-value rato which allows the relatively easy global
relocation of segments of the production chain to exploit the comparative advantages of different regions.

69. Software is an unusual economic commodity in several respeditm@nonly because its

mar gi nal costs of reproduction are very | ow. T w
distinguished: vertical and horizontal market software. Vertical market software is sold to a particular
sector and end users with spie needsi for instance to bookshops, car distributors, hospitals, etc. while
horizontal market software is designed for general application such as word processing, calculation
spreadsheets which are sotdmany differentindustries andisers In geneal, the first type of software

tends to be more customised while the second one is by definition prepackaged. With the almost
simultaneous arrival of home computers, information services and programmable consumer electronics
systems (e.g. video game syss), music and video player or telecommunications tools (as mobile phones
and PDA), independent software producers and suppliers, as well as various system producers have also
become important players in the markets of final goods and services.

70. Towards full integrationWhi | e t he 1970s and the 1980s are I
the 1990s gaveebiagbotandhehtdi hemgtrmmy nigaofal2rlead)
conver ge ankseto theglevélopimemt of broadband sources such as fibet, &vid cable modems

which provide very higispeed access to information and media. The result is a widespread convergence of
entertainment, telephony and computerised information data, voitevideo, delivered to a rapidly
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evolving array of internet appliances, PDAs, wireless devices (including cellular phones) and desktop
computers.

71. The internet is the base of the success of a number of softwaf€ aathpanies. For instance,

the revenues of Yahoo!, which is the first worldwide knowermét search and motor engiheye been
multiplied by a factor of 30 since its creation 11 years ago, to register at US$ 5.2 billion in 2005. Its
competitor Googlewhich was created in 1998, grew even faster as it surpassed Yahoo! in 2005 in terms of
revenue (USD 6.1 billion).

72. In the Aconvergence ageo, multimedia is the ¢
sucess of the iPod and derived products by Apple (launched in 2001, 22.5 million units sold in 2005,
representing sales for Uss$ 3.2 billion or 23% o

platforms like iTunes (also by Apple) permitting music ddévads have achieved the milestone of 1 billion
songs downloaded in March 2005. The success of the gaming segment of the software industry is
evidenced by the fact that three major players of this indiisiintendo, Electronic Arts and Konami

are actie in videogames.

73. An alternative model: the open sourcé&raditional software production and distribution relies on

the secrecy of the codes and procedure, which is increasingly considered as a key asseth@rhtedo

for society at large, the value of holding a secret has to be traded off against the cost of doing so. That cost
includes foreclosing the possibility of independent peer review, and betting on a product that is possibly
less reliablghan it cold have been as an open source.

74. Open source software and operating systems (such as Linux) have developed as a novel form of
collaborative software production and distribution, as the technical strengths obthetprthemselves

have proved durabfe. From a statistically insignificant presence in 1997, the popularity of Linux and the
free/open source software movement has exploded. Nowadays, open source software is even being
considered as a useful alternativer fegovernment applications. For instance, some governments,
international organisations and the European Union are financing research (like IDABC, Open Forum
Europe, FIl oos Pols, etc.) to encour age ntnlees sbse of

75. Software value chainin the software industry, the value chain is driven by technology standards
and platforms upon which other products are produced. Control over technical standards is a critical facto
in the chain in order to secure, through standardised products, a major part of the value added (e.qg.
Windows by Microsoft; open source operating system Linux by Red Hat). Standard setters have the
opportunity to lock in customers around their produad. This lockin effect is reinforced by users who

must invest time and money in learning how to use the technology and the software.

76. Typically the major players in the software business, such a Microsoft {iogesystem) or
Nintendo (gaming platforms), have gained control of technological standards and release software
applications to the consumer. There are of course a number of smaller independent firms, active in
customised software production or producspecialised application fitted for a niche, local or national
market. In general, SMEs alone are not able to determine technological standards and trends. They have to
make choices as to which standards they will use in terms of hardware, operating, systede/eloper

11. The open source movement has been the inspiration for increased transparency and liberty in other fields and the
opensource concept has also been applied to media other than computers. It also constitutes an example of user
i nnovation and fAopen sourceodo is becoming an expressio
on it.
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software tools, when developing software for existing or potential clients. These choices are risky in the
long term as changenay occur in the market standards.

Figure 6. Software value chain (personal computer)
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Source: Duke University, www.soc.duke.edu.

77. Public policy matters.Software has a low or negligible marginal cost of reproduction and
replication. This implies that society has to grant businesses the right to control reproduction and to charge
adequate prices, if investments are to be made in softwaatiarr, especially in packaged software.
Otherwise third partiescould make a business by reproducing software, and competition would drive the
costs of software to the low marginal cost of its reproduction. Therefore, the intellectual property
protectionpolicy has a key influence on firm strategy and inversely the players of this industry may try to
influence the structure of softwarelated intellectual property protection, as evidenced by the controversy

on software patents.

78. The protection of intellectual propg rights, trade secrets and ownership confers the right to
control the dissemination and use of information and software, vidah essential underpinning of the
commercial relationship between swdtre producers, distributors and the -@isér. In most cases, access

to the use of particular software can be gained (legally) by paying a license, which can take various forms.
According to the license agreement, software can be directly installed anatiedpey the endser or sold

as service over the network (by subscription or usage pricing).

79. The unauthorised copying, reproducing, usage, or manufacturing of (packaged) software may
reduce incentives to invest research and development and to develop new software. Frequent piracy may
also maintain high prices and licensing fees. Encouraging investment and innovations, at the firm level,
can be obtained by a patent system, which grants a limited term of e&chiglivs to make or sell
products, which incorporates an innovation. Unlike trade secrets, the patent owner can exclude others from
using an innovation. However, software patents are controversial because the state of the art innovations
are difficult to @pture and describe with accuracy.
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Tourism industries?

80. A global and complex set of industrieb nt er nat i onal touristsd arri
1950 to reach 808 million in 2005; international tourism ifgseanounted to about 682 billion $Sn
2005(World Tourism Organisation, July 200@)he tourism sector is growing fast in many economies and

is today an importantontributorof economic growth, job creation and wealth. The market share of the
OECD couwntrieshas been slightly declining over the last 15 years to represent nowadays about 60% of
world tourism.

81 Today, tourism is one of the most internationalised sectors of the world econoniyjsaa
networked iwlustry which links and integrates different sectors. Tourism characteristics activities
(activities which the principal output is characteristic of tourism) include accommodation, restaurants,
passenger transport services, travel agencies and tour opertibural and sporting servicEsThese
industries gather a very large number of small businesses (e.g. family hotels, guesthouses, travel agencies,
campsites, guided tour operators, etc.) as well as some global players (e.g. hotel chains, integrated tou
operators, airlines, etc.). The dual nature of the tourism industries, the mix of public and private sector
enterprises and the dominance of large integrated firms (e.g. tour operators or aislpegt)pf the value

chain characterise the global tam economy. Tourism enterprises operate in a global market place but,

for a large majority, remain actors at the local level.

82 At the country level, recent research indisdteat OECD countries perform extremelyelvin

terms of tourism competitiveness (regulatory framework, business environment and infrastructure and
human, cultural and natural resources). OECD countries are representing 84% of the 25 leading countries
in theworld in the travel and tourism comfateness index* At the level of enterprises, the appropriate

data is lacking to precisely assess their competitiveness. The study on the tourism industries shows that the
globalisation of the tourism economy is forcing all enterprises to look at inmewatys to improve the

quality and market orientation of their products, their profitability and competitiveness. This situation
confronts enterprises with many new challenges, for example to overcome their small size (a majority of
tourism enterprises amaicro-firms) in order to gain more power in the value chains or to augment their
economic and financial performance.

83. The significant role played by major player3he international travel and tourism industry

which has considerablygrown with the globalisation processrganises tourisnactivities to various
destinations on an industrial basis. They offer standardised products and attractive services at competitive
prices and develop global strategies that entlelen to make the best use of the local potential worldwide.

The major players represent less than 10% of the tourism enterprises but account for more than half of total
turnover in the sector and for a significant proportion of employment. They arecadkvélop new
tourism markets and offer new products. This hel
their production costs.

84. Hotels Groups Between 1995 and 200%he six leading brands have remad in the same
ranking order for ten years. A study made by MK®Bnsulting shows that the growth rate (supply

2" The study on the tourisindustries has been carried out by the OECD Tourism Committee. It focused on hotels

and tour operators, including travel agencies [see CFE/TOU(2005)1, CFE/TOU(2005)3, CFE/TOU(2005)4,
CFE/TOU(2006)9 and case studies for Australia, Austria, Gerfdardan Korea, Spain (Andalusia and Balearic
Islands), Poland and Switzerland].

13 Tourism Satellite Account: Recommended Methodological Framework, UN, UNWTO, OECD and Eurostat,

2001.

14 World Economic Forum, The Travel & Tourism Competitiveness Report 2007, Mafth
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expressed in number of rooms) of the ten group leaders between 1995 and 2000 has been on average 85%.
For the most part they have developed oigadly. Half of these chains are leaders on the economy
segment and have a preference for franchise management. Strong growth in supply is mandatory for
holding a position among the sectordéds world | ead
means for achieving growth for tHarger international groups. The major players benefit from their
competitive advantage of global brand nanmgaition,better knowhow and skills in networking, which

develop opportunities for strategic alliances urgterd conditions.

85. Tour Operators As intermediaries between tourists and tourism service providers, tour operators
bring together a variety of tourisrelated services to form a complete holiday package, whicheis t
marketed to customers either directly or through travel agents. Each package generally consists of
accommodation (often including some food provision), transport both to and from the destination, ground
transport within the destination, and events aivdies such as excursions and social activities. The tour
operator industry has been the subject of many strategic movements in the last ten years. In Europe, there
has been an intense vertical integration and consolidation among tour operators inyG8caadinavia,

France, Italy, Spain and the United Kingdom. The top providers today are fully integrated tourism groups
that occupy a major share of both the air package tour market, the economically most significant sector,
and the charter flight markethe vertical integration of tour operators aims to increase the size of the tour
operator and i ts revenues by | oweri ng, for exa
differentiation and to improve operating efficiency.

86. The growing role of the consumer and information technology in the governance of tourism
value chains Value chains in tourism rarely correspond to the linear model of production that may exist in
other industries. Rather it reflectsetfact that tourism is a networked and complex industry with multiple
entries into the value chains. Moreover, travel and tourism services are information intensive, highly
amenable to digital delivery, and targeted towards customers who are typicalljocabt ICT
developments place the consumer at the centre of the chain, which gives SMEs, with their small size and
flexibility, an important role to play for customer satisfaction and individual treatment.

87. The Inernethasbroughtabouta fundamental change in that all categories of firms, large and
small, fom anywhere in the value chain, can now communicate directly with their end customers. The
Internet has had a significant effect on the governance of theroualue chain and it is transforming the
travel and tourism services value chainthalgh the producers of tourismlated product and services

and the various intermediaries take a leading role, it is the consumer who now actually governs the tourism
value chain. Consumers have different paths available when purchasing the end product, unlike in other
industries. ICT allow the producers of tourism related product and services to reach directly the
consumer/tourist, bypassing the intermediary. Howeves, dbnsumedriven, highly fragmented and
geographically dispersed tourism industry is still maintaining a significant level of intermediation. Tour
operators and travel agents act both as aggregators and integrators of the tourism services and products
while other public/private entities like National Tourism Boards and Destination Management
Organisations also act as rprofit intermediaries for the benefit of producers at destination.
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Figure 7. An example of value network for the tourism industry
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Source:Tourism industry case study, Australia, 2005.

88. Networks and clusters are key elements of success for SMEs in tourl$m. study on the

tourism industries highlighted the key role played by other forms of-fintes relationships. The
consumer is looking for a comprehensive tourism experience whsttidas all the products and services
(transport, accommodati on, catering, entertai nmen
by a single smal/l business. T o Over teenfastidecade thererhast ur e
been theefore a considerable interest and dynamism in developing clustering and networking among
destinations and tourism related SMEs to strengthen their competitive advavishgebased SME

networks may be established within a destination or a tourism cludatural resources have long
provided small tourism firms with a clustering incentive. Many regions, however, lackitibal mass of

firms as well as the critical elements of strategic infrastructure (hard, financial and human infrastructure)
needed focluster development and growth.

89. The body of literature in this area supports the hypothleatdelonging to a cluster or a network

i) can enhance the productivity and the rate of innovation and technologiebdment, ii) can help to

build a common industry view to lobby the local authorities, iii) can overcome some disadvantages of the
small size by undertaking cooperative actions (e.g. in marketing), iv) can pool resources focapitan
developmentard in the end v) can enhance growth in tourism and the competitive performance of firms.
In other words, clusters and networks can allow SMEs to combine the advantages of small scale with the
benefits of large scale. SMEs in tourism can participate ingdver fover | appi ngd net wol
perceived value, such as the lowering of transaction costs and exploitation of economies of scale. The
participation of SMEs in value chains and networks is also an incentive for entrepreneurs to take a more
manageml approach to business and for SMEs to increase their caghogyimproving theieconomies

of scale andchievingcost reductions. Successful tourism clustering or networking requires a high level of
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cohesion, professionalism and industry knowledgéjclv is underpinned by SME networking and
knowledge sharing.

90. Global value chains and networks: an incentive to improve in kabaw and innovation The

impact of globalisation on the structure of tourism supply\aide chains is evident. The participation of
SMEs in value chains and networks contributes to the emergence of innovative projects, behaviours and
activities by generating a process of continual improvement to satisfy customer expectations. There is a
high potential of niche markets, notably of high yield markets, for further SMEs and entrepreneurship
development in tourism. ICT developments place the consumer at the centre of the chain, which give
SMEs with their small size and flexibility an importaater to play for customer satisfaction and individual
treatment.

91. Despite these opportunitiethe challenges are numerous. Small businesses lack skilled human
resources, competences and financial resources t@gectheir participation in value chains, networks or
clusters or to meet new product and process standards requirements. Many SMEs in the hotel or travel
agency sectors are dependent of global/regional players and are in fierce competition with oth¢éniSMES;
situation is creating a strong battle on prices and is reducing the profitability of SMEkscussed in

section 4, mny SMEs in tourism do not understand how they can benefit from an increased participation
in GVCs and therefore do not-operatewith large players.

92. In this context, government policy should focus on areas where the market may not sufficiently
provide what is needed to improve the performance of the tourism industry, especially for small
erterprises. A limited public intervention might enhance collaboration among the enterprises as well as an
improved quality of policy for intefirm and interregional networks and clusters. It should facilitate the
participation of SMEs in GVCs or networksid/or help SMEs to upgrade their positioning in the system,

for example to participate in international value chains.

Cinema Industry

93. In the cinema industry,he major studiossimultaneously engaga four distihct business
functions: financing, producing, distributing, marketing and advertising of their film and television
properties.To carry out these functiorteey depend greatly on many smaller entrepreneurial firms. The
domi nant posi ti orsfilmrhaking stpdms shadld hot gbscuare tdebfact SidiES are

essenti al to the industryb6s operation, occupyi n¢
process.
94. From top to bottom, the process is caotdriven. These contracts allow large and small

enterprises to interact, usually orpejectby-project basisand to opt ouex anteunder normally well
defined stages and conditions. Use of such optitated arrangements is common in all creatigeistries
and, in effect, acts as the glue that connects the many links in the value chain (Caves, 2000).

95, The financial architecture: the key issudBoth hedge and private equity funds are capable of
providingupwa ds of 500 mi |l Il ion to 1 billion of US$ in |
cycledo revenues of already released films (i.e.,

future securitisations of production costs for film ghalios yet to be released. It now appears that every
major studio has emvestment deals with such funds, which have claims on revenues generated by the
slate of films that they help finance, but only after the studio has been paid distribution feescapad
expenses related to prints and advertising. Investments in production and prints and advertising for the
average major (Motion Picture Association of America, MPAA) studio release have climbed steadily since
1980 at a compound annual rate of ab8f0, which is far above that of inflation (at least double) over the
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same period. This cost inflation greatly accounts for the much increased current need for funding as
compared to even ten or fifteen years ago.

Figure 8. Value chain for motion pictures

Theatrical -
Distribution} Exhibition

FUNDING @> Production ST

Distributio

Source: Eliashberg et al. (2006) and Vogel and Christiansen (2006).

96. Production funds are madavailable only when the key elements such as final script, director,
actors, and most importantly, distribution services, have been bound to the project through contractual
agreements. Many small firms, including talent and artist management agereigmdamental to the
contracting processhey are key links in a value chain that aligns the talent (directors, performers,
cinematographers, writers and so forth) with specific production projects.

97. Funding is gperennial issue for companies both big and small given that theuongptrend in

costs of production and marketing show no signs of mitigating. This is not related as much to the cost of
technological implementation, which tends to become less expem&veime, but because of ttipe

talentsi be they feature film directors, actors, musiet@mmposers, or game and spe@téects designers

i are likely to continue to command stiff premiuriwever,new forms of securitisations of cash flow

and of nev financing strut ur es are al ways in devel opment and
history.
98. Highly concentrated production and distributiomAccording to MPAA data, 611 feature films

were produced in th&)S in 2004, of which 483 were released. The total number of films released by
MPAA member studiotypically accounts for around 90% of the total baffice generated. Other, smaller
distributors, generate only 10% or so of the box office in most years.

99. Major studios may) develop and support dnouse around 40% of their distribution needs,
jontventure or buy -upgdtandhaoqghsiitpii @ks i@ aentount f
access to their esblished distribution pipelinegor a much smaller than usual distribution fee.(2.5%

to 17.5% instead of -asheu du 0uwaupadedid PertlcdnBance the Whole n t
media ecosystem by adding a degree of diversity and credtiaitywould probably not otherwise have a
presence.

100 The importance of advertisement investmeliit.is important to recognise thdt is to the

theatrical box office performance that all subsequent fees in theetsat&wn the line are arithmetically

tied, witht he di stri butor firental so derived from the US¢
the total revenues DVDs, cable and satellite and television market licensing generate the remaining 85%
Although t he theatrical Awindowd now accounts for a
the window that not only sets wup the filmfs sub:
moreover absorbs and channels most of the advegisixpenditures. For a major feature film in the US,
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such expenditure normally averages around 50% of
films budgeted at 100 million US$ for production may on average require an additional 50 million US$ of
advertising and promotional efforts.

101 The motion picture and television businesses globally face wrenching cliaingesproduction,

to distribution, marketing, exhibition, display devices, avdnaudience vieing habits and preferences.

For instance, production of animation has gone from ‘tadn to computedrawn with firms like Pixar

(now part of Disney) and DreamWorks leading the way. Moreover, new art forms melding video games
and films are now being deloped by SMEs. Game playing experts have begun to make short films, called
Aimachinima, o6 directly wusing the scenes and char a
difference between a livaction and computegenerated graphic is becomingiswernible. And theseew

genres are not a de facto o®nopoly.

102 Online distribution of filmed entertainment is also now in an early stage of experimentation.
CinemaNow, Movielink (owned by Sony, Time Warner, &fidi, Viacom, and MGM), and Vongo
(introduced by Starz Entertainment Group/Liberty Media) are currently in the forefront, but the technology
is advancing rapidly and new distribution strategies are, in response, beginning to take shape.

103 Is film merchandis@ Public policy in question The question of the economic status of a film is

a debated question. According to the fmearket approach, there is no grduwhatsoever for public
subsidies tahe film industry. Inthe US, tinding sources folS film production do not include direct
government subsidies, as is commonly the case in European countries. This difference is reflected in the
value chain at every point. But there are various local city and state goveragesicies in the US that

have the ability to provide some tax credits and rebates for film productions in general. In France,
champion of theexception culturellea system of public support exists through the Centre National de
Cinématographie. The curteRrench system is based on collection of funds through taxes on cinema
products and its redistribution to players of the cinema value chain, who often but not always are small
enterprises.

3.2. Different configurations of value chains
104 The industry value chains under review differ in many aspects anthérefore difficult to make
a comprehensive comparison between them. The choice of aspects to compare was a function of data
availability and of the topical search question concerning the role of SMEs (Table
105 The key deliverablesf the five industries differ in at least five dimensions:
1 Degree of heterogeneity of deliverables produced by a given industry;

1 Natureof the deliverable: product, service or bathisthe case of software products;

1  Price range: from tenths of US$ for movie products to millions in case of sophisticated hospital
equipment or software packages;

1 Speed of product innovation: product or seeMife-cycle;

91 Durability of the product: lifespan ofapproximately teryears in case of automobiles, immediate
consumption in case of cinema ticket or tourism.

106. Existence and capacities & focal firm. Each catemporary global value chain can be divided
into two segments, a segment in which all value added activities are centred on the production of the good
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or service, and a segment in which value adding is made of efforts to reach the final customeiTbeuser.
approximate moment or place where the focus of attention moves from prodoctienrharket is called

h e r e fodallp@nt & cutsthe global value chain into an upstream segment centred on production and a
downstream segmenéntred on the market.

107. For the purpose of this documetfpcal firmsare defined as those enterprises (major players)

that consistently operate value adding processes on both sides of the focal point, i.e. both in production and
in marketing/distributionThe term focal firms inspired by the taxonomy of supplier networks elaborated

by Harlandet al. (2001). Accordingly, the automotive global value chain would combine a high focal
firmés influence wit h faindtanoe thenghobalwaluelchaidsyfor some ncedical w h i
and scientific instruments derive from highly dynamic networks with a low influence of focal firms.

108 The presence of focal firms is evident in the automotidustry, in most of the software
activities and in most of the cinema industry. Their presence iscleasin the two other industries
analysed, namely tourism and scientdied precisiorequipment. Also, in the industries reviewed focal

firms are in mat cases well recogsad major or global players listed on stock markets. A critical question

that remains to be answered is what portion of value added in each of the segments is generated directly by
the focal firms and what portion is left to partnepstieam or downstream the chain.

109 An additional important aspect of the global value chain structure refers to the sources of
strengths of the focal firms in each industry and the level of concentration. Fancastahile the
command of economies of scale is still the key strengths of automakers, standard setting is critical in
software activities.

110 Evidence suggests that in the automobile global value chain, the fuioélig located around

65% of the final value added which means that distribution and marketing efforts make up for the
remaining 35% of the final value of the product. In scientifid precisionnstruments industry, the focal
point could well be locatearound 80%, while in cinema indusitys about 50%.

111 Alternative and competing global value chain structuréhe question is to know whether the
dominant structure ofjlobal value chairis a unique one (as iautomobiles), a dominant one (like in
cinema), one of few (like in tourism), if there is no clearly domirglabal value chairstructure as in
scientificand precisiorequipment industry or, as thecinema and softwali@dustries if there is room for

an alternative structuresijch agemote delivery methods and piracy). The question of contestability and
innovation inthe global value chaistructure is closely related to the one about the strategic portibe of
global value chainwhat are the valuadding activities that have a structuring impact on the next steps of
transformation.

112 Role of SMEs in production and distribution segmenihe place and role that SMEs actually

play or could play in global vaduchains depends on the role and strength of focal firms and the prevalence

of the global value chain structure. In f®@duction segmenthe situation is more opgsince focal firms

in each chain configuration are, at least to a certain extent, elgdpgndent on efficient suppliers
(especially knowledge and innovations suppliers) or prone to competition by new entrants. This is the case
for thescientificand precision instrumenisdustry, in software, in cinema and above all in tourism. In the
distribution segmentif the chain structure is firmly structured around strong focal firms the role left to

S ME s i s Il imited to fimass di stributiono, to custo
additional services like in the case of autornfexi

113 Methods of transenterprise ceordination or governanceMost of the global value chains under

review involve longasting interactions between enterprises. In most cases these interactions extend
beyond atextbook type of market transaction. Many different wordings have been udédrature
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extending from alliances or partnerships to outsourcing. Howawee of these terms is sharp enough to
capture the ambivalent issue of trust, power, negotiatianproeity and in some cases even solidarity
among enterprises amperating within aglobal value chainDespite the fact that these aspects extend
beyond the accepted field of economic expertise, they are vital to understand the actual and potential roles
of SMEs.

114 The most commonly known typol ogy o fdevelgped b al \
by Gereffi(1994)whi ch di fferentiates between MRBalyedrivemnd pr
value clains are those in whicHarge, usually transnational, manufacturers play the central roles in
coordinating productionetworks (including their backward and forward linkages). Thifiégacteristiof

capital and technologyntensive industries such astamobiles, aircraft, computers, semiconductors and

heavy machineryBuyerdriven value chainsefer tothoseindustriesin which large retailers, marketers

and branded manufacturers play the pivotal roles in setting up deedtratoduction networks ia

variety of exporting countries, typicallyocated in the third world. This pattern of traded
industrialisation has become common in labimbensive, consumer goods industries such as garments,
footwear, toys, house wares, consumer electronics aadiety of handicrafi (UNIDO, 20043 based on

Gereff)). Each of these configurations is based, in the last analysis, on economies of scale achieved by the
enterprise that is central to the value chain. In consequence, in either of these configuratitnsai®idt

do more than be a second or even thied supplier.The typology of global value chains governance has

been recentlyexpandedGereffi et al., 2005) along three characteristitle level of complexity ofinter-

firm transactionsthe extent towhich information can be codifiednd the degree ofcapability of the
supplybasein relation to the requirements of the transactibimis approaclyenerategive relevanttypes

of global value chainsextending from high to lowlevel of A e x p | toih &t icoond and A
asymmetryo: hi erarchy, c a p ° Wreathe governaacts of the metwork mo d u |
type, in particular in the relational and modular governance form, SMEs are likely to have a more relevant
role.

115 Are roles evolving?Global value chains are not static, as they are sequences of value adding
activities that may change due to external factors such as new technology or regulation. They may also
evolve because of internal changesh as strategies to outsource or abandon certain activities to partners.

116 In most well established global value chain structures, SMEs have to face focafdirmbom

the stronghold in the chain is a strategsset. These firms devote considerable resources to mastermind

the critical portions of the chain and to streamlinesat as to optimise their own economic performance.

They are able to manage critical knowledge, technologies and intellectual prgsets/@n a global scale.
Moreovet many focal firms have financi al ' i quidity n

117. Symmetrically, SMEs have control of the basic knowledge of individual processescahd lo
clients and they are quick at exploring niches, but lack the overall understanding of chain structure and of
key assetsAs a resultthey often end upin a weak negotiating position when confronting focal firms.
Evenwhen SMEs do have a comparativevadtage, they may have difficulties deferglit in terms of

their share in total value added generated by the ¢bagAnnex Il)

15 See footnote 6.
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Table 2. Key attributes of the five industries analysed

Long term industry trends

Key deliverable

Critical portion of the
value chain

Methods of delivery

Existence of focal firms

Global Brands

Key strengths of focal
firms

Role of the focal firms

' Automotive Industry

'Devertrcalrsatron acceleratrng

. Scientific and precision
i instruments

'Technology and demand

) Software

“lin'the 1970s, with the

:rn the 1990s; massive capacity :drrven the development phase | iemergence of PC

'subcontracting; geographical
ireorganisation of supply base
iexcess capacity; growing
iconcentration through M&A,;
itendency toward global
ttechnologies and regulations

I

‘Fairly homogenous but highly ‘Extremely heterogeneous

~"branded" durable products;
long product life-cycles;

ican be short

iproduct lines often coupled
‘with expert services or

average price 10-20 000 US$ disposables; rather short,

1Access to the final customer; -

'very high entry barriers

Marnly unique - retail outlets

Yes

with important marketing
nbudgets

'Economies of scale; global -

:optrmrsatron of production;
'negotiation capacities with

isuppliers and retailers
4

Strong product design and
,archrtecture key technology
control; brand management;
negotiation capacity

technology driven, life-cycles;
‘price brackets: from few US$
‘to millions for sophisticated
‘hospital equipment

“ITechnology and product

linnovation; reasonable
.contestabrlrty
BZB and B2C

'Oniy in some highly
ispecialised markets

“Controlled by strong focal firms ‘Growing but still secondary

“Management Bf'rﬁﬁrﬁﬁlé'"""

itechnology platforms

.Rather weak: muiti- technology

rand multi-product; mastery of
'synergies

Iautonomrsatron of software

Tourism

S
ILong term fall in travel
.costs ageing and more
IIersure prone societies in

{ Cinema

iGrowing vertical integration

ialong the value stream from

iproduction to distribution; IT,

iproduction from hardware; with 'OECD countries; wide use iespecially the internet, are
iof ICT.
'degree of integration; software !

Ethe "convergence age" higher

iproducers are part a wider IT

isystem; technology and internet

iconvergence or integration
1

‘Set of instructions that move

‘hardware; mass product or

“'Services related to all
:activities undertaken by

ideeply affecting traditional
'distribution channels.

I

‘Aesthetic T
‘performance/experience in a

‘customised service; shortening visitors outside their usual ‘theatre or in private

life-cycle depending on
standards and available
‘hardware. Standard mass
products ca 1000 USS$,

.environment. Price
brackets: from few

iprofessional packages may run :

in millions

IControI of standards; certain

'contestabrl ity

i ,Mir’lt’i-’éﬁéhhé'l , internet based,

fraudulent channels (piracy)

Yes

iPresent specially in horizontal

:(aII user) markets

.environment (home); very
ishort life-cycle. Price

hundred to few thousand brackets 10-50 US$

Us$

“Distribution of
products/information

1
'Services can be either

ssold in bundles or
packages through
iintermediaries or

ipurchased separately by

'the tourist

‘Tour operators aspire to
Ithrs role

iagency activities

“lAccess to distribution

‘Multiple channels; cinemas,

EDVD, downloads

“linmost cases, yes

'In air transport, hotel, tour :Global reach of successful
.operators and travel

:productS' global stars

'Capacrty to manage complexrty, Capacrty to contract out in 'Capacrty of fundrng but also -

:product architects (Microsoft),
'complex system operators
(Google Yahoo')

Standard setting, on which
;other products are developed

:advance services of
'suppliers; quality control

.and insurance

"“lintegrators of

:of advertising in order to limit
ithe financial risks involved in
.productron

Strong intellectual property_

Ecomplementary "primary" ;clearrnghouses production,
'services

.and marketing of rights



Scientific and precision
instruments

“No, but recourse to car rentals Heterogeneity
ipossible !

Automotive Industry
Existence of alternatives
GVC structures
Up-stream coordination
mechanism

|
Down-stream coordination :Growmg c_ontrol of retailers by : :

- the focal firms ‘producers: B2B
mechanism . .

e

No

"™ iStratification of suppliers, with INetworks, local ciusters
isome strategic niche suppliers |

by

e
Often direct distribution

e

No

Explicit governance

"Production is dispersed
\(possible clusters); medical

“Global production involving
potentially local clusters; global

Global vs. local market distribution iequipment products have to
: 'obey local regulations;
Eelsewhere markets are global
T T T G cal i 7 ms 6 s Possible independent of focal -

firms, but often dependent.
‘SMEs are present at any
'segment of the chain,
iespecially in innovation
processes.

structured into different tiers.
‘First tier made of global
.enterprises. SMEs appear
'mostly in second and third tiers
where they are mostly mass
suppliers. Some SMEs enter
first tier as high-knowledge
ssuppliers, including R&D.
'Ongoing concentration in
retailer networks. Repair shops
istill mostly SMEs.

“Important : Security, liability
.and environmental norms:
iglobal convergence of norms

Role of SMEs in the
upstream segment

e e e g

Role of SMEs in the
downstream segment

“ILocal safety and professional
‘norms; intellectual property
‘norms

Policy implications

4C

“'Local adaptations (linguistic) 'Global distribution; local -

Software Tourism Cinema

iProprietary vs. open source’
iphilosophies

"'Direct access by clients to illlegal (recourse to piracy)
I"primary” service providersi
iCompiexity management,~Local clusters;
isubcontracting idestinations management
i B S
:Global Reservation
'systems; franchising in
:notel industry
IFranchising in hotel
iindustry; locally joint

i isupply

?Contract with options on a
iproject basis with durable
fght
.Contract with options on a
‘project basis with durable
rght
‘Interdependent contract
network linking risks and
rrewards along the whole
'production chain

‘Localised production
\(clusters); global distribution

gy ——————
Retailers are or may be

‘customisers for vertical market
products ...
iPossible

‘may be required, but the
thardware is global

\provision of tourism
iservices

‘Exceptionally competitors of
ffocal firms; in most cases
:component suppliers or
retailers

Potential innovators and Independent niche

cchallengers of standards and  players, or linked to focal

focal firms. In most cases, mass:firms as ultimate

.code suppliers. .producers of gprimaryd

: ttourism services; locally
locked; franchisees

ISMEs are retail customisers i Traditional travel agents. Shops for distribution of DVD
iand application developers. iToday, they lost their iand screen theatres but

| 6r ai son do6° t istrongly dependent on movie
! linternet delivery. distributors and producers.
W;Public support in question;
.cultural goods

TVery important : intellectual Tlmportant but limited:
property norms and protections natural and cultural

- lack of global convergence;  :amenities are considered
public policy dilemmas :as public goods. Local
'support for destinations,
isafety and security,
.environmental and quality
'standards



4. SMESAND GLOBAL VALUE CHA INS: CASE STUDIES FINDINGS

118 This section presents the findings of the case studies carried out in several OECD-@iCibn

member economies in the five induss selected for the study (i.e. automotive, scientific and precision
instruments, softwareourism,and film production and distribution). The case studies began by gathering
the basic information necessary ntervieded,airwpardacalar 6 i der
detailingthe number of employees, the turnover, the ownership structure, the location(s), and the products

or services supplied. The investigation then focused on the core issues of the understanding of the value
chains and thestructure; the coperation with and dependence from other players in the chain(s); the role

of technol ogy, i nnovati on, standards, and intell
with respect to the role of public government in faaflitg and supporting their participation in global

value chains. As explained in section 3, the main characteristics and emerging patterns of the five
industries were analysed on the basis of desk work and interviews with key players. The results of this
analysis constituted the background context for the interpretation of the case studies findings.

4.1. Awareness and understanding of global value chains

119 Awareness of the business environment and its evolutich, uaderstanding of the critical
characteristics of jtar e t he basi c but necessary stepsfhet o bui
case studiesxplored these issues by questioning SMEsheir knowledge of the market in which they

operate and dhe role that different actors play in it. The findiraghlightedthe following:

- There isunequal understanding and appreciation of the global value chains by .SNiss
seems to be a function tfie sector and/othe position of the firm in the chai Small firms in the
automotive sector seem more apt to understandttheture of the value chato which they contribute

than the average SME wthersectos, for which the concept itself of value chain is abayseasy to
grasp.This is likely rehted to the complexity of theonfigurationof the value chairfasin the tourismor
cinemaindusties), the fact that the SME serves very different industries (as is the case of suppliers in the
precision and scientific instrument industries}taat it occupiesa low position in the chaitherefore there

is limited knowledgebeyondthe surrounding environmetisome SME suppliers in the automotive sector)

- Many SMEs across different sectors are not able to identify their competitive advimtaggh

a value chain analysis nor do they fully understand the importance of doing so in order to optimise their
participation in global value chains. Indeed, some of the interviewed firms explicitly raised this issue, by
pointing to the lack of time and resourdesdevise a market strateggpecifically,the case studies on the

tourism sector in Korea and the Toyota automotive enterprise in South Africa report timetiewed
SMEsmentioned their need for time and adequate human resources to understantaheogitext and

analyse strategic issues; this, in turn, translates into an insufficient ability to define the adequate business
mo d e | to gain or rei nf or cBox 7apre$ents anbdegampteocompneplifiedt i v e
anal ysi s o fths & itsfmarkeirod referenter e n g

- Specialised andiohe market SMEs are more conscious of their competitive strengtish
they associate in particular tbe flexibility and quality of their offer(asin the precision and scientific
instrument and softare industries) or the personalised serve®ir{ the tourism sectorSome of these
firms have also succeeded in leveraging key aséets their lead partner, namely reputation (Box 8).
However, customisation of productionpsrceived as riskwhen itcreates dependence on just one buyer.

120 Table 3 summarises the answémm the interviewed SMEs on the topic of awareness and
understandingf global value chains
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Box 7. Analysingan e nt e r p key atteiliutes

Ideally, any enterprise should be able to understand the key elements of the market(s) in which it operates and to
identify the assets critical to maintain and also improve its competitiveness in that market(s). The sort of result this
exercise would provide is exemplified in the table below, which shows the identification of the key strategic attributes
for distinct segments in the tourism sector in the Balearic Islands (Spain).

Most important business attributes

In the accommodation sector: In the travel agencies sector:
- service by the personnel - personalised service
- location and facilities - after-sale service
- quality and excellence in the service - quality

- brand and know-how
- customer satisfaction and individual

treatment
In the transport sector: In the leisure and catering sector:
- security - the human team
- quality

Source: Case study on the tourism sector, Centre of Tourism Research and Technologies of the Balearic Islands, 2006.

Box 8. How Egyptian suppliers are serving Microsoft globally

The case study on Microsoft in Egypt reveals that domestic SME partners have largely benefited from their
association with Microsoft (from a capability as well as a track record perspective) and are leveraging that partnership
to drive growth in the Gulf market. The Gulf market is quite vast and does not contain the necessary qualified and
skilled human resources to implement all the IT projects it is undertaking. In this reciprocal relationship with its
partners, Microsoft is benefiting as it is able to find trusted companies to do the work according to its world standards.
Support partners are increasingly serving Microsoft g
country, or region, makes it easier to serve a variety of technology companies all over the world. In the global IT and
IT-enabled services markets, these companies are addressing an extremely large fast growing market, which means
they are also competing with a large number of companies from all over the world. Microsoft is often perceived as a
highly visible Alighthouse accounto that | ends i mmedi
radar screen of other potential buyers.

Source: UNCTAD country/enterprise case study on Microsoft Egypt, 2007.
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Table3. SMEs® awareness and understanding of t
Case study The structure of the value chain(s) of
their sector, their market/ price structure/ | Their key assets or weaknesses in the chain
Question competitors
Automotive
Australia Due to long-term relationships and the flow | SMEs see their competitive advantage in niche,

of information through the GVC, automotive
firms have a high level of awareness of the
other players in the industry and the
industryds overall st

medium to high-tech, high quality production,
particularly for small volume runs.

Japan SMEs at different points in the chain seem
to have an unequal appreciation of the
elements characterising their sector. Firms
at lower tiers are less aware.

SMEs believe that the key factors for
successful participation in GVCs are quality,
cost and timeliness, which in turn are related to
strong human resources and technology.

Spain SMEs have a profound knowledge of the
auto value chain and of the main players.

SMEs consider their flexibility, adaptability, and
ability to produce short series as their
strengths, but recognise that firms of large size
have greater financial capacity and a stronger
technology base.

Turkey The firms interviewed have a good
understanding of the value chain. More than
half consider their level of transformation of
goods and services high. They have to cope
with a serious price pressure given the risk
of loss of market share although their
contracts are on confidence and long term
basis.

Well trained human resources, patents and
trademarks are considered as key assets.

India- Tata Motors SMEs 0 level — of 4
understanding of the GVC is quite high;

some of them have been practicing it for
over ten years in various forms.

SMEs 6 identity as t h
branded products has allowed to enter the GVC
slowly but on a sustained basis. The use of
latest technology, coupled with high precision,
quality control and rejection rates within
industry-specific permissible level have given
them a competitive edge.

Mexico- VolksWagen SMEs have a good or very good
understanding of the value chain structure
and are aware of the prevailing conditions in
the market(s) they serve.

1* tier suppliers have become too specialised,
producing only one product; 2™ tier suppliers
have a broader competitive edge

South Africa- Toyota | SMES supplying Toyota South-Africa have a
good understanding of the concept of GVC
and of their position in the chain. SMEs
interviewed are aware that they supply
componentry which would contribute to less
than 1% of the final price of the motor
vehicle.

SMEs consider critical the need to meet
specifications in international standards and
systems and provide their own technology
offering or that of a strategic partner in meeting
future production demand.

Scientific and precision instruments (PI)

Australia Difficult to generalise as the SMEs in the Pls
industries supply a diverse range of
industries. Typically, they find it difficult to

conceptualise their position within GVCs.

SMEs believe that the strength of their position
is related to quality, the range of products,
operation within a niche market, service follow
up, and in a few cases accreditation.

he

val



Case study

Question

The structure of the value chain(s) of
their sector, their market/ price structure/
competitors

Their key assets or weaknesses in the chain

Software

Turkey

Most of the interviewed companies believe
that they play an important role in GVC by
producing customised software, in co-
operation with large MNEs, and packaged
software solutions. This co-operation is
beneficial t o compani es®6
distribution capability.

R&D is seen as being the key asset crucial for
success. Many respondents indicated that
competitiveness is the most important factor for
successfully participating in GVC. To obtain a
larger share of the global arena, Turkish SMEs
have to develop their human resources,
improve the quality of service and satisfy sector
requirements.

Egypt - Microsoft

All the companies interviewed were clearly
aware of the global value chain. On
average, they have been part of the
Microsoft GVC for 4.5 years. Most of them
have international competitors mainly
located in the Gulf Region or in India.

Most suppliers have a relatively low degree of
transformation of their incoming Microsoft
services. Although there is a high level of
sophistication amongst firms, only one of the
companies has reached the level of innovation
required to develop its own products from
scratch, and even then, this is still done only
occasionally.

Tourism

Australia SMEs do not find the conceptual framework | Branding and well-trained staff are recognised
of GVC very pertinent to their activities. assets. Strategic alliances, geographical

clusters allow organisations to work together to
increase their market share.

Austria SME hotels participating in co-operation | For SMEs, professional co-operation
schemes have a good understanding of the | management is key to create added value that
service value chain. is both measurable and sustainable. Only few

SME alliances have launched an international
co-operation.

Germany/Jordan Jordanian SMEs recognise German tour | High costs of internalisation (establishment of a
operators i the producers of the package | branch office in the country of destination) are
tours - as the main agents of the value | an obstacle for SME tour operators.
chain.

Korea Most companies have low level of | Lack of financial capital, knowledge and
awareness of the GVC, although they try to | technical know-how, brand management and
establish new business paradigms to | marketing skills are important barriers for the
generate more revenues. participation of SMEs in GVCs.

Poland Many SMEs have a limited knowledge of | SMEs identify as key factors of competitiveness

their role in the global tourism value chain.
They consider travel agents and tour
operators, as well as large international or
domestic hotel chains, as the key players of
the value chain.

cost levels, service quality and coverage.
Competition at the local, regional and
international level pushes towards costs

reduction and training of personnel.

Spain (Andalusia)

The SME hotels recognise the large tour
operators as the main agents of the value
chain. Travel agencies acknowledge their
role of intermediation and identify the large
vertical groups and transport companies as
the main agents of the value chains.

Small independent hotels try to differentiate
themselves from establishments belonging to
the large hotel chains by dealing in a more
direct and familiar manner compared to the
more impersonal environment of those large
chains.

Spain (Balearic
Islands)

The Balearic enterprises see themselves as
producers within the structure of the value
chain, which they believe should always be
focused on the customer.

The key assets are identified in brand,
customer satisfaction, quality/ price ratio.
Product diversification is seen as an important
strategy to reduce dependence on a specific
market and also to deseasonalise.
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Case study

Question

The structure of the value chain(s) of
their sector, their market/ price structure/
competitors

Their key assets or weaknesses in the chain

Switzerland

Travel agencies and tour operators have a
better knowledge and understanding of the
value chain in the sector than SME hotels.

For SME, personalised service and advice to
their customers is a key asset.

Cinema

Korea

The value chain is dominated by few major
companies. Korean firms clearly understand
that the domestic market itself is too small
and they must expand their businesses into
global markets. Given that global market is
too large to approach by themselves, SMEs
plan to collaborate with other firms in
various activities. In particular, they would
like to co-operate for global distributions.

The most competitive asset for the Korean
firms is the digital content production skills and
IT-related technologies. Since there is a strong
trend of content convergence across related
sectors, Korean SMEs believe they may be
among the most advanced firms in the digital
aspects. They also recognise human resources
with high-talent and knowledge of global
markets as critical success factors. SMEs think
that production technologies and platform skills
are quite advanced, while the contents need to
be more adjusted to the global preference.

United States

The value chain is extremely complex, with
complementary roles for large and small
firms. The major studios depend greatly on
many smaller entrepreneurial firms to carry
out their missions. Although the major
studios have a dominant position in
Hollywood filmmaking, SMEs are essential
to t he industryods
important niches in the filmmaking and
distribution process.

0

Small firms are important sources of innovation,
compared to the studios that are slower to react
to technology and tend to follow the lead of the
smaller companies who take the risk and show
the reward of new systems. The ability to
rapidly adapt to new business models is a
critical asset. SMEs are also responsible for
many higher-quality films.

Colombia -
RCN and Caracol

Most 3D-animation companies interviewed
are not familiar with the concept of global
value chains, but are clearly aware of the
immediate supplier-producer relationship.

The two national TV channels have their
own in-house production for 3D-animation to
be used for TV shows/serials identity
packages and promotion, and TV channel
branding. When in-house capacity is
insufficient to supply demand or if outside
providers possess specialised technological
equipment for specific productions, the TV
channels outsource the production of 3D-
animation either to specialised firms or to
individuals working freelance.

SMEs benefit from the fact that Colombia
serves as a ‘“creative hub" for some
transnational advertising agencies, operating in
the Caribbean, Central- and South America.

Nigeria i Nu Metro

Nu Metro has a strategic partnership with
Warner Bros, MGM and Disney. This makes
Nu Metro part of a global value chain
stretching from Hollywood to a flourishing in
Nigerian  movie industry known as
Nollywood. The movies are supplied
through Nu Metro Distribution. Nu Metro has
been part of this global chain for about two
years. Within this framework, Nu Metro
belongs to tier 3. Nu metro has fourteen
local suppliers and belongs to two GVCs,
namely the movie/cinema industry and the
optical disc production industry.

In the case of international movies destined for
theatrical distribution, no value is added to the
product. The prints are circulated and exhibited
in a line up that begins in South Africa then

Nigeria and Kenya. However, Nu Metro, in line
with governmentds Vvisi
is partnering with government to: screen

Nollywood movies in digital format (from March
2007); establish the Africa film festival (to be
held in Nigeria commencing 2007); ensure that
quality rather than quantity is the trademark of
Nollywood; and follow attentively the
international release trends.

Source: OECD country/industry case studies and UNCTAD enterprise/country case studies, 2005 - 2007.




4.2. Co-operation in global value chains

121 The case studies investigated the degof ceoperation between SMEsheir partners and
competitors in the chains. As explained befanee important phenomenan the globalisation of value
chainsis the disengagement of lead companies from several stages of production along the value chain
which has implied the transfer of greater resploitisges to subcontractors, who are presented with an
increasingly demanding number of tasks. Contractors demand more of their partners not only to
manufacture a product or provide a service, but also to contribute to its development, to organise and
monitor a network of sulsuppliers, to implement internal systems of quality control and assure
compliance to an increasing set of standards, and to ensure delivery and quality at competitive costs. There
are, therefore, pressures on SMEs to merge, in ordahieve the critical dimension necessary to support
R&D costs, training of personnel, control of firms in lower tiers of the chains, and fulfilment of
requirements in terms of standards and quality. Although problematic for the SMEs concerned, this patter
is not inherently bad, as it can bring a more efficient resource allocation in the economy.

122 Thefindingsof the case studidsghlighted the followingpoints

- As expectedihe degree of coperation betweelffirms is a function of the complexity of the
product or serviceco-operationtends to be low in the case of manufacturing simple components, While
is high when products are more complex.

- Trust and reputatiorstill represent two relevardimensionof longterm relationshipg between
SMEs and their clienfsand are vital to the success of the busitfassdn theauto industryand tourism
However,among SMEs at every tier of the chain there isidespreadfeeling of vulnerabilitydue to
constant presure to dereasecosts

- Most SMEsthat arebelow ter 1 suffer frompoor or inefficientinformation flow as they mostly

rely on information transmitted from other suppliers working at levels betiieen and the contractor
Some complainfor not being poperly recognised and appreciated for the high standard of technical
contributions they make to the indust@n the contrary, there are caséxlose ceoperationwhere tier 1
firms assist their susuppliers in improving the quality of their offalthough this occuras part of their
contractual obligations vi&vis the main contractor (as in the example in Bpx

- SMEs sedocation in a cluster as a factdhat boosts cmperation and facilitatesechnology
upgrading to the benefit of internatialisation (as explained in Box.0). In recent years, a stream of
research on business clusters has focused on the links between cluster analysis and value chain approach
with a view to identify policies to improve international competitiveness of entespiis clusters
(Pietrobelli and Sverrisson, 2004; UNIDO, 2@# The argument is that also clustered firms are under

the pressure of global competition and experience the erosion of their competitive advantage, and therefore
they may find a new source afompetitive advantage in linkages external to the cluster, notably when
participation in global value chains improves upgrading capacity and market access. Recent research
indicates, indeed, that clustered firms have increased theirregicmal sales ahpurchases (Altemburg,

2006).

- A variety of ceoperation models exist in the tourism sector, where many small Hateés
remainedindependent. SME hotels appear confidenth® benefits of setting up alliances case of

16. Traditionally, the analysis of industrial clusters is concerned with the role of local linkages in generating
competitive advantages for firms in the clustéonversely, the global value chain literature emphasises-cross
borderlinkages between firms in global production and distribution systems.
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horizontal ceoperation (as ithe example described in Bog)1lwhile the advantages affiliation to large
groups are not alwayglear to them However, SMEs recognise that belonging to chaios
commercialisingprovides them withmore bargaining power when negotiating with othetoracin the
tourism industry and in related chains.

123 Table 4belowsummarises the answers from the interviewed SMEs on the topicogfecation
between SMEs and other partners in global value chains.

Box 9. Co-operation between first and second tier suppliers of VolksWagen in Mexico

Firms that are first-tier suppliers of VolksWagen, such as FTE Mexicana and Johnson Controls, have helped
second-tier suppliers to improve quality through certificationi ISO/TS 16949 (which is the reference standard for quality
management system in the automotive sector, and is based on ISO 9001) i in order to enter or remain in VW global
value chain. For these suppliers it was problematic to fill out quality requirements more demanding than local
standards.

These first-tier suppliers consider themselves as a key factor for VolksWagen, as their contribution to cost
reduction, product and process improvements is essential for the auto industry competitiveness. They also consider
that their role in the global value chain has increased as they have been developing second tier suppliers, have
become involved in setting product specifications, and provide advice to the VolksWagen plant on product
management.

Source : UNCTAD country/enterprise case study on VolksWagen in Mexico, 2006.

Box 10. Boosting the competitiveness of the automotive parts industry in Chinese Taipei

In its early stage, the automotive parts industry in Chinese Taipei developed along with local automakers such as
Yulon. In particular, Chinese Taipei automotive sector has specialised in the production of non-branded component
parts. These non-branded components are often cheaper than the branded ones and are sold through separate
distribution channels. The market share of these non-branded auto components is rising in Europe and North America
and is expected to continue to grow.

The case study on the automotive parts industry in Chinese Taipei showed that, despite the considerable
development of Chinese Taipei production of domestic auto parts and components, the industry has not yet been able
to join the procurement chain of big international automakers because it lacks plants operating at a sufficient large
scale. The Ministry of Economic Affairs has promoted the development of large professional auto parts traders, to act
as facilitators of SMEs integration in auto parts supply chains and assist domestic manufacturers to obtain the
certification required by international automakers.

At the same time, Chinese Taipei manufacturers see significant opportunities stemming from the increasing
demand for customised auto parts. The availability of qualified human capital and the degree of sophistication of
information technologies infrastructures in Chinese Taipei are considered as two key assets to respond to the
customization of demand. Also, the cluster approach is deemed effective to further improve the diffusion and up-take of
ICT technologies among SMEs in the auto parts sectors and facilitate co-operation between partners in the value
chains.
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Box 11. SME alliances in the Austrian tourism sector

About 99% of all establishments in the Austrian tourism sector are SMEs of which more than 90% employ less
than 10 staff members. The increasing global competition has prompted numerous SMEs in the tourism sector to
initiate or to join a co-operation scheme as a prerequisite for a more successful performance of their businesses.
Today Austrian companies representing nearly 50% of bed capacities available in the hotel sector are already involved
in an inter-company co-operation venture because they are convinced that this will help them to increase their
profitability.

Approximately 97% of all ventures involve co-operation in the fields of marketing/advertising/distribution, i.e. they
represent the classic pattern of a horizontal co-operation (i.e. a partnership between enterprises of the same economic
sector or the same service industry). Far reaching co-operation activities as for instance the pooling of human
resources, are seldom found, whereas 26% of the co-operation ventures try to realise savings by joint cost
management measures (joint purchasing or joint investments, collaboration in the allocation of staff members for
administrative, accounting or controlling tasks, etc.). In 38% of the cases this aim is already defined in the co-operation
agreement. More than two thirds of the co-operation ventures insist on compliance with specific quality criteria by all
partner establishments and have also a system of regularly monitoring them.

The positive aspects of an inter-company co-operation clearly outweigh the negative ones and appear mainly in
the marketing field; they translate i nt o an i ncrease in capacity utilisa
data like overnights and capacity utilisation ratios are commonly shared. On the other hand, business data that would
give a clear picture of the profitability status of the partner companies are revealed only very reluctantly although this
would probably be the very area where an exchange of experiences and a thorough analysis of the turnover and cost
structures of their competitors would probably be seen by the individual partners as a most welcome return on their
investment in a cooperation venture.

Note: Co-operation in the Austrian case study is defined as a sustained collaboration of businesses in the tourism sector that
has a clear-cut contractual basis as well as a jointly defined economic aim.
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Table 4. Co-operation within the value chain

Case study Level of co-operation with contractor(s), Level of dependence of SMEs from
suppliers and/or partners main contractor(s)
Question

Automotive

Australia Some SMEs have longstanding relationships | Many of the SMEs consulted, recognising
developed over many years in the industry, | that their reliance on the Australian
and believe that the team-oriented dependent | OEMSs is a weakness, were attempting to
relationships built up within the supply chain | diversify their operations into other
were vital to the success of their business. | industries so as to achieve a more
These relationships are driven by trust and | balanced income stream in the future.
reputation. Some other SMEs indicate that due
to the price pressures placed on them, their
relationship with suppliers was based on price.

Japan SMEs at the 2™ tier and below benefit from | SMEs have so far adapted to the
little or no co-operation with the leading | overseas strategy of their contractors
companies in the chain. (i.e., SMEs now serve the overseas

markets).

Spain Power asymmetry characterises the relation | Most of the SMEs sell more than 50% to
between SMEs and their clients. Co-operation | contract clients, often on the basis of
tends to be unidirectional, from the supplier to | verbal agreements. The contract duration
the client, and entails no obligations for the | corresponds to the production life of the
latter. product to which suppliers contribute.

Turkey The companies interviewed exhibited a high | Many companies consider themselves
level of co-operation with their clients | completely independent in the selection
especially regarding product design and | of suppliers, but they carefully take into
development.  Co-operation  with  their | account the requirements of vehicle

competitors is limited to benchmarking (price,
quality, production volume, etc.).

manufacturers they supply.

India- Tata Motors

There is a growing trend towards long term
relationships with customers and suppliers of
raw materials and services. Contracts are
mostly settled through negotiations and
personal contacts on a long-term basis.

Most of the SMEs interviewed are
dependent on just one GVC. Enterprises
have little or no freedom in selecting the
market in which to operate.

Mexico- VolksWagen

The co-operation between tier 1 suppliers and
contractors is very focused on production with
little co-operation on process or product
development. Tier 1 co-operate closely with
tier 2 suppliers.

Most tier 1 suppliers are specialised in
the auto industry and therefore have little
independence. Tier 2 suppliers are more
independent as they serve many clients.

South Africa- Toyota
(TSA)

There is a high degree of co-operation
between TSA and its suppliers. Supply
relationships are based on trust and tend to be
maintained for many years.

Only those SMEs suppliers that have
built a close relationship with TSA are
able to remain in TSA supply chain. They
also tend to serve GVCs of other
industries.

Scientific and precision instruments

Australia

There is a low level of coordination between
manufacturers and suppliers, and the supply
base is large and highly competitive when the
components are simple. However, high level
co-ordination with a small number of suppliers
occurs when the components are critical.

SMEs in the precision instruments
industry are involved in many different
GVCs.




Case study

Question

Level of co-operation with contractor(s),
suppliers and/or partners

Level of dependence of SMEs from
main contractor(s)

Software

Turkey

Most of the companies produce under license
from large MNEs. Agreements are mainly of
two types: SMEs are sales agents for MNEs
products; or they develop customised
solutions (mostly frequently with 50:50 joint
ventures). Some of small firms serve as
liaisons for large local software developers.

SMEs that develop on-demand software
solutions have a lower level of
independency, despite their effort in order
to develop open source code software
and improve flexible solutions.

Egypt i Microsoft

A symbiotic and reciprocal relationship of co-
operation exists between Microsoft and its
Egyptian suppliers. For the Microsoft partners,
the relationship with Microsoft Egypt is of
extreme importance in terms of aiding them to
develop their business and expand their
scope. The existing eco-system of partners is
of great help to them with regards to new
market entry and credibility.

There is a general trend towards
establishing long-term contracts with
Microsoft. All of the firms interviewed are
certified Microsoft Gold Partners and
mentioned that a personal relationship
with Microsoft accentuates the element of
trust. Even if there is no exclusive
relationship with Microsoft, over the years
the Partner-Microsoft relationship grew
stronger and allowed partners to
experien c e t he il ight
credibility from serving a large well known
company, and therefore  expand
geographically especially in the Gulf
region where there is a lack of local
skilled resources. This highlights the
importance and prestige of the Microsoft-
Partner certification program.

Tourism

Australia

SMEs tend to be loyal to their traditional
partners, with whom they have longstanding
alliances. Relationships tend to be more
prevalent at the domestic than at the
international level. However, an increasing
number of SMEs are affiliating themselves
with MNESs, either as individual suppliers or as
local franchisees.

Most tourism providers continue to see
themselves as largely self-sufficient and
independent entities. They develop their
own strategies, identify and meet the
needs of particular segments of the
tourism market in their own unique ways,
and generally rely on a finite set of
partners to bring their products and
services to market. However, even the
most O6independentd
compelled to join a franchise in order to
gain power.

Austria

Inter-firm co-operation includes co-operation
between companies of the same sector (e.g.
family hotels) or with partners of a different
sector (e.g. hotels and cable car companies).

Local hotels choose to co-operate to
maintain their independence but reach a
critical mass. A co-operation venture in
the tourism sector without a clear legal
basis or a specific co-operation
agreement just does not work.

Germany/Jordan

The co-operation between tour operators and
incoming agencies is central to the operational
management of the value chain from the
market to the destination.

Incoming agencies (IAs) play a central
role as co-ordinator and controller of
package holidays in Jordan due to
regulations which force every foreign tour
operator (TO) to work in partnership with
Jordanian IAs. However, for attracting
foreign tourists, they are dependent on
the foreign TO as they have no direct
access to markets. IAs are highly
fragmented and they have little scope to
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Case study

Question

Level of co-operation with contractor(s),
suppliers and/or partners

Level of dependence of SMEs from
main contractor(s)

negotiate with foreign tour operators.

About half of the surveyed medium-sized

Most SMEs hotels (less than four stars)

Korea hotels have a partnership with companies of | are operated as independent hotels.
other industries, most frequently credit card
companies. Small hotels partner with travel
agencies, to receive support on the
reservation system.

Poland Most SMEs are affiliated with trade | More than half of the SMEs interviewed
organisations (i.e. tourism orga-nisations, | are independent of any hotel chains, and

chambers of commerce). However, it is felt
that affiliation does not bring clear benefits.

they only envisage co-operation for joint
advertising or, more rarely, to share
reservation systems. Some SMEs have
franchise contracts.

Spain (Andalusia)

The hotels consulted have signed a great
number of individualised contracts with
different tour operators, booking centres, and
virtual or traditional agencies. Prices and
quotas tend to be set, with strong pressure on
prices. A high percentage of hotel
establishments belong to commercialising
chains which allows them to increase their
negotiating power with the others in the
tourism value chain.

All SME hotels and travel agencies
interviewed are independent. However,
both depend on tour operators for most of
their reservations and turnover.

Spain (Balearic
Islands)

Co-operation occurs within associations of
enterprises in the sector at the local level and
with employer organisations at a regional,
national and international level, mainly for joint
promotion. Associations with tour operators
through guarantee contracts or co-operation
agreements for joint promotion. The large
hotel chains also establish joint venture
agreements with suppliers and partners for the
joint development of their activities or to
benefit from the brand name of specific
international enterprises.

Only big hotel groups are able to belong
to several value chains, since their
activities are both horizontally and
vertically integrated.

Switzerland

Tour operators develop close partnerships
with hoteliers and other partners with a view to
strengthen the interconnection of the different
products to quickly respond to the customer
and to make economies of scale. Travel
agencies tend to work with a limited number of
tour operators to optimise their revenues.
Hoteliers co-operate with colleagues for
marketing purposes or to optimise their supply
chain. Hoteliers also develop new forms of co-
operation with ski lifts and cable car
companies.

Some independent travel agencies
choose to join the brand of a tour
operator to increase their revenues.
Many hotels do not work with tour
operators because of their small size.

Cinema

Korea

Co-operation between SMEs is not very
active. Since major Korean firms in the film
industry participate in funding, production,
distribution, and screening, SMEs have
relatively few opportunities to collaborate with
other firms. Thus, a typical collaboration
pattern of SMEs is the cooperation in the

Korean SMEs are quite independent in
the cinema sector while very small firms
usually rely on one or two clients.
However, in the GVC perspective, most
of them are less confident that they can
expand their businesses into global
markets by themselves.
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Case study

Question

Level of co-operation with contractor(s),
suppliers and/or partners

Level of dependence of SMEs from
main contractor(s)

same sector, such as production or
distribution, which is called as parallel co-
operation systems.

United States

Although many of the companies providing
services (transportation, insurance, food
catering, set design, lighting, location scouting
etc.) are relatively small, perhaps consisting of
only a few people, it is not uncommon for such
businesses to have been long-established and
with  significant historical ties to their
counterparts at the production studios, theatre
chains, and broadcast and cable television
networks.

Many entry points are available to SMEs,
but virtually all such firms are dependent
on or require the co-operation of the large
production and distribution entities for
capital and other supporting input factors,
the most critical of which, after capital, is
distribution. Up to the point of
consumption, every part of the value
chain  requires sophisticated legal
contracts to be drawn, and expertise in
accounting, finances, and taxes to be
employed.

Colombia -
RCN and Caracol

The level of interaction between clients and
3D-animation producers varies according to
the type of client. In general, it can be
observed that 3D-animations for TV production
show a higher level of freedom in creativity
than for TV commercials. In the case of
advertising agencies and post-production firms
for TV commercials, the company submits the
story-line, whereas in the case of TV
production, the 3D-animation producer only
receives the initial idea and needs to add
value based on his own creativity. Due to such
limitations in the creative process, many 3D-
animation producers prefer working with TV-
CN or film producers than with advertising
agencies or postproduction firms for TV
commercials. Cooperation between 3D
animation producers is not very active.

The level of dependence on the main
contractor varies according to the type of
client. In the case of postproduction firms
for TV commercials, film producers and
TV-Channels, relationships are based on
trust and even sometimes friendships,
which favour a more long-term oriented
business relation. Advertising agencies,
however, do not stick to a preferred
supplier. Contracts for a specific creative
work are assigned based on tenders
where usually the supplier with the lowest
price-offer wins. Apart from the price,
trust is an important factor for supplier
selection and is based on both quality
and delivery time. Price, however, is
more important for national than
international clients.

Nigeria i Nu Metro

The most important partners for Nu Metro are
situated upstream and horizontally, that is, the
parent company in South Africa and the co-
distributors in Nigeria. The entertainment
industry in Nigeria is a cluster of determined
firms and individuals who against all odds
have moved the industry from nothing to
Nollywood. Nu Metro belongs to this
geographic cluster and is working together
with the others for the development of the
entertainment industry.

As to international movies, Nu Metro in
Nigeria is fully dependent on what is
received from South Africa. In Nigeria, Nu
Metro holds the monopoly for distributing
Hollywood films. External linkages are
quite limited as the Nu Metro group
appears to have been designed to be
self-supporting and self propelled.

Source: OECD country/industry case studies and UNCTAD enterprise/country case studies, 2005 - 2007.
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4.3. Technology, innovation, standrds and IPRs

124, The reconfiguration of production and division of labour along value chains has important
consequences on the way knowledge and innovation are created and transferred. Since the knowledge base
tendsto expand as a function of the diversity of actors that take part in the production process, the
globalisation of value chains is likely to create more opportunities for skill learning. However,
complications canalso arise for small suppliers and subaawctors because new competencies are
generated and combined in a larger network of actors than they are used to handling.

125 The case studigsdings pointed to the followingnatters

- Many SMEs see technologiaapabilities as critical and consider that continuous development
of new technology is necessary to remain competitiveaddition to the ability to respond to given
standardg(as illustrated in the case studies in #nganotive and scientific andprecsion instrument
industies). In the tourism sectpsmall and mediursizedhotels rely in particular on organisational and
marketing innovatiorno raise their competitivedge.The introduction of new technologgmainsmainly

the outcome of pressure liye governors of the chairlowever, manySMEs at the bottom of the chain
consider that they havitle or no transfer of information and technolofygm their contractors, as already
mentioned (see case studies in the auto industry).

- Some SMEs indicatthatthe capacity to finance innovatiosia requirement to participate in the
global value chainsvhich they find difficult(Box 12).

- In the automotivendustry, the issue of R&D capacity was raised by several interviewed firms
across countries. leed, the modularity of production in this sector has brought important changes in the
repartition of R&D functions. As in most assembly industries, where final assembly consists in putting
together a relatively small amount of fesembled systems, systesuoppliers are responsible also for

R&D functions. The cost savings for contractors can be very significant. In the automotive industry, more
than one quarter of the total cost associated with a new model is accounted for as development costs and is
incurred before a single car is assembled, because all the parts have to be designed, functionally related,
checked for interactions, proofed for energfficiency, noise, etc. The assembly methods based on
modularity allows a contractor to transfer the costl®felopment on its system suppliers, who become
responsible for developing the systems that they supply. This oppogtantopportunities of growth for

those small suppliers that are able to afford the investment aegcfmhis functional upgrading.

- In the tourism industry, the diffusion of information technologies, in particular the Internet,
represents both an opportunity and a threat for SMEs (as explained ir8Box 1

- SMEsconsiderrelevant tobetter managéheir intellectual assets, includintprough protection

of intellectual property rightsvhen appropriate Interviews with key players in the automotive and
precigon instruments industriesonfirmedcases reporteth recent empiricaliterature, namely that today
one form of control of theubcontractor consists in the request of complete transpaoénaprmation on
virtually every relevant aspect of its busineBassing original designs to the contractor becomes a
contractual obligation, and not just bdsen mutual trustAn additionalelement of pressurér the
subcontractors thefear that denying providing complete information could preclude future orders (White
Paper on Small and Medium Enterprises in Japan, 2003). The risk of this is that original designs and plans
submitted to th contractor can then be passed to lewgmt competitors, as reported in some case studies.
However, the issue of intellectual property is not to be reduced to one of prat€éctidomeSMES,in

fact, the realisation of value from their innovations cenieom sellingthemto the market instead of
keeping them ifhouse.For this reason, its the overall management of intellectual asskéd SMEs
should target.



- Most SMEs complain that standard requirements to be part of global value chains are very
dermanding and in some cases tbestand time invested to fulfil requirements do not necessarily provide a
basis to obtain a premium in prices. Niche players seem better equipped to face these problems, because
their higher level of technological knowledges(in the precision and scientific instruments industry).

Product and process standards

126 The case studies findingse a good illustration of the role of standards in global value chains: i
many industries, meeii specified product and process standards has become a necessary step to
participate in the global value chain. Not only is entry in the chain conditioned to meet increasingly higher
standards, but firms also need to be prepared to rapidly switch totawesals, should these evolve for
technical or strategic reasons.

127. There are many benefits for a firm in the adoption of process and product standards, especially
when they correspond to a higher level of tecbgglthan what is already used in the firm. Standards
facilitate the transfer of knowledge and they support technological upgrading of firms. However, several
issues emerge from actual patterns of standard enforcement in firms occupying lower tiershainthe ¢

First, there is a question of volume of standards. There is an increasing pressure on standard adoption in
industry in order to respond to requirements in matter of security and protection of health and environment
coming from public governments, artd satisfy an emerging demand for higher quality standards
expressed by consumers and, more generally, the civil society. These add to the standards set at the level of
enterprise to fulfil one or more of the many functions that standards serve (i.atidmlityg information,

quality, variety, etc.).

128 In addition, small volumes of orders may limit the scope to adapt to specific requirements and to
afford the cost associated with investment in new equipment ystdnss, obtaining certification, and
developing the capabilities required to meet new standards. For subcontractors that manage other
subcontracting firms, there are additional costs in ensuring standard compliance at their sites and at those
of their ownsuppliers. It is recognised that costs of certification are, on average, very high for small firms.

129 According to some researchers, lead firms tend today to externalise the control of compliance
along the value din of the whole set of standards necessary to meet the market requirements and for
which default could harm the brand image (Gereffi and Sturgeon, 2004). These standards include also
those related to matchi ng ci \nbtdncespmcecessid andmoductom c e r |
methods for organic, fair trade, sweatstia®, child labouffree products etc. Such controlling tasks are

very demanding for SMEs.

130 Finally, standardisation may bring a typEhomayenisationof offers that has both benefits and

risks for SMEs. One example is the practice of franchise in tourism. Small hotels that can be associated
with a welkknown brand in the sector will benefit from visibility and reputation on the qualitydelivery

of the service. However, they will probably loose the main advantage of a personal service that
distinguished them from competitors.

131 Table 5 summarises the answers from the interviewed SMEs oitopies of technology,
standards, and IPRs.
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Box 12. Funding innovative SMEs in the Polish tourism sector

The Polish case study on the tourism industry found
their capital in modernising their infrastructure, broadening their range of additional services and would assign free
cash flow to marketing activitieso. However, the | ac

innovation that would permit to ensure, strengthen or upgrade their position in the chain. The ability to innovate is

considered critical to better participate in tourism value chains.

Box 13. Internet usage in the Australian tourism sector

According to the findings of the case study on the Australian tourism industry, the Internet proved to be an
opportunity as well as a threat for SMEs. Some SMEs have benefited from the Internet, as it has allowed them to enter
the value chain, make themselves known and compete and interact with the larger firms. It has given SMEs an
opportunity to take control of their product distribution, and is a particularly useful marketing tool as it is relatively low in
cost. This enables SMEs to market their service worldwide with out relying on (and paying commission to) third parties.

The increased use of the Internet, which has impacted on retail travel agents through the rise of live inventory
websites (such as lastminute.com.au and wotif.com.au) has also created an opportunity for niche travel agencies.
These more specialised travel agency services provide high levels of customised service for tourists who either do not
wish to use the Internet or still like the security of a travel agent. They have the ability to organise complex
arrangements and offer a relationship of trust.

A negative impact is however felt by retail travel agents who are not currently maintaining their share of travellers
or getting repeat business. It is also felt by hotel operators. The shortening of booking periods has made it hard for
forward planning, cash-flow, staffing and other related measures. It creates additional demands on SMEs, as although
some operators understand how to use the Internet to their advantage, many are still learning about the Internet and
there is not much sharing of information to facilitate learning. The Internet is very challenging and crowded, and a
simple website by itself is next to useless. Wotif.com, Travelocity, Qantas and State Tourist Commissions are great
ways to distribute products, but for SME hotels trying to manage their inventory, it can become confusing.

For those markets without Internet access, or to which English websites are not easy to use (for example, Middle
Eastern, Chinese and Korean markets), the Internet presents another problem. An intermediary (such as an
international tour operator, restaurant, duty free shop or consortium of such players) becomes necessary to assist with
Internet access, complicating the value chain. Furthermore, prospective travellers have expectations of technology
being factual and up-to-date, which makes it important for SMEs to ensure that Internet sites are up-to-date, fast and
with good links. The costs involved in staying up to date technologically can be a disincentive for SMEs, particularly
those in rural areas with limited access.
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Table 5. Technology, standards and IPRs within the value chain

Case study

Question

Technology/ Intellectual Property (IP)/
Ability to cope with required standards

Automotive

Australia

Technological capabilities were recognised as strength by Australian SMEs. This is
reflected in their ability to create products featuring a high level of development and
innovation, and to develop unique and competitive processes to create these products.
IPRs: SMEs denounce a lack of IP security within MNESs' global value chains, resulting
in unauthorised use of SMEs' IP in low-cost manufacturing countries.

Japan

S ME s in tier 2 and | ower have insuffi
products and advanced technologies. SMEs are concerned about the lack of in-house
technological capabilities

Spain

Half of the surveyed SMEs believe that the relationship with their client(s) is not
transparent and that they do not have sufficient information. SMEs mainly introduce
new technology at the urging of clients. Most of them participate in product
development along with their clients, who have the last word. Larger firms in the
sample cooperate with clients on more equal terms. SMEs had to develop new
competencies to keep a stable pace in the chain, by investing in technology, process
upgrades and R&D. IPRs: SMEs engaged in R&D and innovation do not appropriately
protect their intellectual assets.

Turkey

A large majority of the companies interviewed implement the manufacturing processes
using international standards and technologies under license and the rest have their
own trademarks and patents using high and innovative technologies. All companies
are required by law and by the customers to fulfil necessary production standards. Use
of ICT is common in all companies. IPRs: Most of the companies use technologies,
trademarks and patents under license. Companies recognise the importance of
protecting IPRs.

India- Tata Motors

Most SMEs depend on the technical specifications given by the buyers. Overall, SMEs
invest more on tangible than intangible assets. Only some of them have activities
related to R&D, design and product development. Some SMEs have well developed in-
house product development capabilities and could therefore capture the supplies to
Fiat, Ford, Suzuki and Mercedes Benz.

Mexico- VolksWagen

First tiers firms exchange information with their suppliers. Tier 1 suppliers assist their
suppliers to improve their quality.

South Africa- Toyota

SMEs feel many of the standards requirements are very onerous, complex and absorb
much administrative time, but do not necessarily provide a basis to obtain a premium in
prices within the automotive value chain.

Scientific and precision

instruments

Australia SMEs consider that there is a high level of knowledge and transparency in the industry.
IPRs: There is concern over the lack of IP protection and its enforcement, particularly
when designs are sent offshore and reverse-engineered.

Software

Turkey IPRs: SMEs are well aware of the importance of IPRs; and believe it is important to

protect IPRs in every field of software development.

Egypt - Microsoft

There is a lack of originality amongst domestic SMEs and a relatively low percentage
of product transformation. Most IT firms tend to be service-oriented companies that
offer add-ons on an already existing Microsoft product rather than come up with their
proper innovative and creative solutions. IPRs: All interviewed companies are aware of
the importance of IPRs. In Egypt, IPRs are protected by newly passed laws specifically
mentioning software, database designs and layouts of integrated circuits. The Egyptian
government, in cooperation with multinational donors, has also started educating
judges and district attorneys on the specific issues related to IPR violations.
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Case study

Technology!/ Intellectual Property (IP)/
Ability to cope with required standards

Question

Tourism

Australia Operators of small accommodation see the Internet as a complex opportunity which is
currently being only partially utilised. Tour operators and travel agents are much more
likely to view the Internet as a barrier to increasing their role within the GVC. The
Internet boosts the power of consumers by allowing them to by-pass a step in the
value chain.

Korea ICT uptake by SMEs is gradual and is seen as a tool to strengthen competitiveness.

Poland The majority of hotel SMEs make insufficient use of ICT tools, due to the high costs of

implementing new IT solutions and buying licences. As a consequence, the companies
tend to use only basic IT tools.

Spain (Andalusia)

The use of new technologies is imposed by the large touristic intermediaries or
suppliers more in travel agencies than in hotel establishments. However, set-up costs
are paid exclusively by the agencies, what means a considerable effort for them. They
all work with Amadeus that pays the maintenance costs for its IT application.

Spain (Balearic Islands)

The travel agency sector sees the Internet as a very serious competitor. Innovation is
intended in the form of expanding and improving the offer. Information systems and the
Internet are making this process easier

Switzerland For tour operators and SME travel agencies, the use of ICT for connecting the various
providers of services is primordial for giving the consumer accurate information and
prices and for validating the reservations in real time. Many SME hotels are still not
connected to networks and to reservation systems but would like to make progress in
this area to increase their profitability.

Cinema

Korea Korean SMEs actively utilise new IT and digital platform technologies in the film and

other content production. These trends make them very open to adopting various
innovations. Considering the rapid progress of the digital convergence in Korea, SMEs
will be among the earliest players to leverage new technologies and innovations.

United States

Due to the technological upheaval, traditional production and distribution business
models have become dysfunctional and this has created myriad opportunities for
SMEs. Much of their work will ultimately be applied to entertainment distribution and
display devices and to production processes. Yet, given the great need for expansion
capital and for marketing and distribution expertise, it is unlikely that many successful
SMEs can or will remain independent for long.

Colombia -
RCN and Caracol

The driving factor behind outsourcing of 3D-animations for the two national TV
channels mainly lies in the degree of specialisation of many 3D-animation firms. In
many cases suppliers possess more specialised technical equipment, as well as
excellent talents in terms of human resources. The bulk of employees of 3D-
animations firms either studied publicity or graphic design at Colombian higher-
education institutes. Additionally, a software provider for 3D-animations opened
recently a training centre in Colombia.

Nigeria 1 Nu Metro

In the case of DVD sales, Nu Metro faced strong competition from local pirates who
had a more efficient distribution system and an advantage in pricing. Outright
importation of DVDs made Nu Metro uncompetitive despite the superior quality. Thus,
Nu Metro reappraised its policy and set up a DVD replicating plant in Lagos, and
converted some of the erstwhile pirates into legitimate distributors.

Source: OECD country/industry case studies and UNCTAD enterprise/country case studies, 2005 i 2007.
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4.4, Perceivedbend i t s of SMEsd®6 participation in gl obal

132 From a theoretical point of view, many factesggesthat the integration of SMEs in global
value chins, under specific conditionss for the benefit of these firms. During the interviews conducted
for the case studieSMEs were asked about their perception or experience of participation in global value
chains.The main findings can be summarised as follows:

- Overall, theanswers by theSMEs interviewedin all sectos support the argument that the
participation in gldal value chains brings benefits to SMESs or is expected to bring Fians that have
successfully integratedh one or more value chains have been able to gain stability or expand their
businessEven those SME®who havechosen to remain at tiearginsof the global value chajmecognise

the potential for growth associated to participation to global value cfizimnsl4).

- One key factoof successful integratiois cooperation with the network: eordination of work
with partners upstream and dowmestm the chain increases the chances of sycdassto substantial
benefits in terms of information flovaccess to superior technolayd learning opportunities.

133 Table 6 summarises the answers from the inter@d SMEs as regards their perception of the
benefits of participating in global value chains.

Box 14. Hovering on the edge of the value chain of Toyota South-Africa

One of the interviewed firms indicated that it had made a strategic choice to place itself at the margins of the
global value chain by producing vehicle accessories that had less onerous requirements than full production
components. Yet this firm continued to actively pursue various forms of accreditation and built up its own design and
technological capability to remain in line with the overall approach of Toyota South-Africa. In light of this, the firm
reiterated the importance for management to retain a good working knowledge of the global value chain and its
dynamics in order to understand customerd seeds. All the interviewed suppliers indicated that, should they wish to
expand the scope of their production to export to other Toyota plants, they have no choice but to seek international
partners and work within the GVC framework.

Source : UNCTAD country/enterprise case study on Toyota South-Africa, 2006.
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Table 6. Perceivedbenefits of SMEs globalvalueichmingpati on i n

Case study Question Benefits of being part of a supply/value chain
Automotive
Australia Many of the SMEs consulted indicated that the GVC was critical to the future of their

business and has allowed them to grow and achieve economies of scale. Australia
has only a small automotive market and being a part of the GVC has enabled SMEs
to form new alliances, to access more customers, to build more comprehensive
networks and to source new suppliers.

Chinese Taipei

There are significant benefits from strengthening the role in the GVCs of small
specialised suppliers of non-branded auto components used for maintenance.

The benefits of participating in GVCs depend on the capacity to contribute to

Japan s . .
activities with a high degree of value added.

Spain SMEs estimate that the GVC offers them expansion opportunities, along with the
acquisition of key knowledge. They also believe they can increase turnover and
sales benefiting from growth at the worldwide level of the automotive sector.

Turkey The large majority of the companies interviewed stated that involvement in GVCs

provides new business and co-operation opportunities. In addition, involvement in
GVCs also keeps them informed of state-of-the-art technologies, and of
developments in their industry and market.

India- Tata Motors

All the respondents unanimously feel that the GVCs they serve bring opportunity for
them to globalise and opens up both national and international outlets. Technical
know-how also comes from the large companies seeking supplies from them.
Opportunities are floating but it is entirely up to SMEs to capture them for their own
advantage. Entering GVCs on a sustained basis, they feel, is only possible via latest
technology route and proper supply-chain management system.

Mexico- VolksWagen

SMEs consider that being involved in the VW global value chain is quite profitable:
they can reduce marketing costs because their sales are guaranteed by VW
demand, and they receive the benefits of global demand expansion. As one SME
i nt ervi ews difficaltata be putsidd the global value chain, because it is the
only way for growtho.

South Africa- Toyota

Linking to GVCs is perceived by suppliers as the ultimate condition to remain in
business, although participation in GVCs is often associated with very strict
requirements.

Scientific and precision inst

ruments (PI)

Australia Although the PIs firms interviewed did not have a high appreciation of the GVC,
most firms benefited from being involved. High trust relationships established within
the GVC allow firms to form temporary partnerships to increase services and attract
6probl em solvingd wor k whi ch benefi
manufacturers.

Software

Turkey The most important benefit of participating in global value chains for Turkish

software developers is co-operation. Co-operation allows Turkish SMEs to improve
their innovation and R&D abilities and to increase their export. Involvement in global
value chains also keeps them informed of state-of-the-art technologies,
developments in their industry and market.

Egypt- Microsoft

The Microsoft partnership has been instrumental in enabling local companies
address regional growth opportunities and therefore become more integrated in the
GVC, as opposed to being just a small local implementer. Many partners that have
developed a successful relationship with Microsoft Egypt have used that network to
implement Microsoft projects in other neighbouring countries. Microsoft has
encouraged this expansion and has provided its trusted Egyptian partners with the
necessary support (on technical and commercial fronts) to succeed in the regional




Case study
Question

Benefits of being part of a supply/value chain

markets. Microsoft benefits from this expansion in serving its customers in other
Arab markets where resources are less available and technical know-how is less
developed.

Tourism

Australia The idea of greater participation in GVCs is not necessarily a high priority for most
tourism operators in Australia. Although there is strong awareness of the immediate,
first-hand interactions that connect particular businesses, there is little conception of
the significance of the multiple linkages that occur along the entire length of these
chains.

Germany/Jordan Jordanian travel agencies can gain access to foreign markets.

Korea In todaydés highly competitive businessts
the importance of the value chain system for their competitiveness at both industry
and company levels.

Poland Lack of knowledge about the potential benefits hinders SME participation in value

chains and also co-operation with large companies.

Spain (Andalusia)

To face competition pressure, travel agencies estimate that they should focus on
offering a better quality product, with greater added value, in order to increase

clientsd fidelity.

Spain (Balearic Islands)

Enterprises believe they are in a leading position as a result of their specialisation,
the quality of their service and their accumulated experience, and therefore do not
intend to increase their role in the value chain in the sector. However, most of them
admit that they are experiencing a loss in competitiveness due to the increased
competition.

Switzerland Travel agencies can increase their profitability through a more focused participation
in GVCs. Hotels can reach a critical mass for marketing/branding, organise their
reservation systems and streamline their purchases.

Cinema

Korea Participating in the GVC presents opportunities to the Korean SMEs, such as

learning from advanced firms especially about content production and foreign
market knowledge. SMEs believe that participating in the GVC is a necessary step
to expand into global markets and gain value from their advanced knowledge about
digital technologies.

United States

The opportunities for value chain participation by SMEs are substantial and
expansive, but primarily in independent production and applications of new
technology. While the decline of traditional production and distribution methods
caused by rapid technological change leads to heightened volatility and uncertainty,
it also leads to prospective gains by small, young, and restless enterprises as
compared to the large legacy-bound companies.

Colombia 1
RCN and Caracol

Many companies consider international markets, especially the US and Canada,
more attractive for animated products because of high demand and better price
margins.

Nigeria- Nu Metro

Belonging to a GVC has created some advantages for the local subsidiary with such
benefits of continental/global brand, capital, technology, and management. Nu Metro
in turn is required to bring in standard of execution.

Source: OECD country/industry case studies and UNCTAD enterprise/country case studies, 2005 - 2007.
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45, The role of government

134 As the globalisation of value chains presents both opportunities and challenges for SMEs, the
case studies have tried to understand at  SXNEcwtinareon the rolejf any, governments could
undertakeo support thenn theevolving environment. The following points emerged:

- Across countriesmany enterprises interviewed indicated that governments at the local or
national level have provided them with little or no support for facilitating their participation inatjlob
value chains This answer mirrors the fact that many SMEs have a limited understanding of the global
environment and therefore cannot easily identify policy initiatives facilitating their effective participation
in global value chains. For instance,haligh the area of skill upgrading is certainly one of the most
relevant for the successful integration of SMEs in global value chains, interviewed SMEs did not
acknowledge programmes in the field of SME training,

- In most of the case studies, two thentk® mi nat e S MEtkebneed donimpeoren s :
technology and innovation capacity and the lack of adequate finance and human capital for this process

- Other important areas includdghe capacity to respond to standards and certification
requirements the ability to better manage intellectual assets, including the protection of IPRs when
appropriate (for instance, Box 15 illustrate policy initiatives for protecting IPRs in one developing
country); the uneven bargaining power SMEs face with large contractared the support of
diversification in activities to reduce dependence from one or few customers

135 Table 7 summarises the policy issues which emerged frofiettievork

Box 15. Protecting IPRs in the cinema industry: the case of Nigeria

The case study on the cinema industry in Nigeria revealed a strong need to reduce a high level of IPR
infringements and violations. It is estimated that over thirty five thousand video clubs in the country rent out local and
foreign movies without authorization. Piracy, especially counterfeiting suffered a setback in recent years because of
the aggressive strategies of the Nigerian Copyright Commission. Major efforts aimed at strengthening the regulatory
environment include:

9 The approval of the Optical Disc Regulation, under the Nigerian Copyright Commission.

9 The establishment of Motion Picture Council of Nigeria.

9 The Nigeria In the Movies (NIM) initiative launched by the National Film and Video Censors Board.
)l

The Strategic Action Against Piracy (STRAP) initiative launched by the Nigerian Copyright Commission,
under which vigorous anti-piracy raids have been embarked upon, pirated goods worth billions have been
seized and destroyed.

The revamp of the Video Rental Regulation by the Nigerian Copyright commission to ensure all persons

engaged in the business of rental, hiring, leasing, loaning comply with the guidelines and ensure that right-
owners receive a due compensation for the use of their works.

Source: UNCTAD country/enterprise case study on Nu Metro in Nigeria, 2007.
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Table 7. Policy issues: Insights from the field work

Case study
Policy issues
Question
Automotive
Australia SMEs are concerned with increasing their innovation and R&D, flexibility and

ability for just-in-time delivery, and marketing.

They realise that their small firm size can inhibit their buying power, investment
opportunities, and economies of scale. This is reflected in their heavy reliance on
producing for the Australian auto industry due to undiversified operations.

SMEs face difficulties due to a lack of IP enforcement in low-cost manufacturing
countries and a lack of skilled and willing workers.

Chinese Taipei

SMEs are concerned with increasing their reach in the international market while
maintaining the quality of their service. They realise the importance in
decreasing their costs in order to enhance competitiveness, yet need to continue
developing new products and new markets to increase diversity and add value to
the products.

SMEs seek assistance in acquiring certification from giant international
automakers.

Japan

SMEs need easier access to an information infrastructure, namely for the
collection of accurate information about the global business environment.

Also, the strengthening of in-house processing and production technology is one
of the major difficulties confronting them. Policy recommendations for increasing
SME participation in global value chains include: i) building an information
infrastructure for the collection of accurate information about the business
environment; ii) supporting SMEs through improving their technological
capabilities; and iii) supporting cluster development (matching between SMEs in
different fields, encouraging the provision of technical and management support
from regional facilities such as universities and SME support organisations).

Spain

SMEs acknowledge investment in R&D and innovation to boost competitiveness
and internationalisation as key to their growth. Among the central concerns of
SMEs are rising cost of production and their reduced access to finance for new
business projects compared to their larger competitors. This translates to low
investment in R&D, marketing and internationalisation. Also, SMEs have little
interaction with universities and a low patenting rate.

Turkey

SMEs are concerned with increasing their investments, research and
development and innovation efforts. They consider increasing production costs
as a significant threat for them.

India- Tata Motors

SMEs need to improve their in-house technical capabilities, while maintaining
the highest technical precision with efforts to reach a zero rate of rejection and
honouring the delivery schedule.

SMEs need access to the latest technical information and venture-type financial
support for R&D and new product development.

Mexico- VolksWagen

Local SME suppliers need greater support to undertake the learning process
which allows them to meet global quality standards.

They realise the importance of R&D; however, at present first tier firms do not
have R&D departments in Mexico. SMEs would like to be represented in the
bargaining process with VW and to have the rights of the subcontracted
businesses preserved.

South Africa- Toyota

SMEs are concerned with their ability to upgrade and respond quickly in order to
deliver products and production systems that are in line with expectations of
Toyota in terms of quality standards, supply standards, and delivery times.

SMEs draw attention to their need for increased skills development, investment,
and technology development, as well as an increase in safety and security and
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Case study

Question

Policy issues

improved infrastructure.

Scientific and Precision Industry

Australia

SMEs risk a shortage of skilled labour as well as competition from emerging low-
cost producers. This problem is linked with the lack of IP protection in low wage
countries.

SME would like to see an increase in capital access for investments, research
and development, and marketing as well as a harmonisation of requirements for
technical standards and regulation compliance.

Software

Turkey

The most compelling problem for SMEs is the availability and cost of qualified
personnel. Other concerns point to insufficient infrastructure, difficulties of
reaching global market and financing R&D, capacity to stand competition with
giant firms, and piracy.

Egypt - Microsoft

To expand their market and growth SMEs underline the need for a larger pool of
qualified and skilled human resources, requiring a focused effort by the
government in higher education. Capacity building activities for local companies
to strengthen their management and technical capabilities would help equip
them to compete more effectively.

SMEs consider that the general business environment needs to be improved
through faster and more efficient governmental service delivery and the
enforcement of stringent piracy regulations.

Tourism

Austria

When clear market failures occur, it might be worthwhile for national/local public
authorities to accompany SMEs in planning their cooperation strategies with a
view to optimise the service chain both on supply and on demand sides or to
upgrade the cooperation ventures at international level.

Germany/Jordan

Recommendations include: i) to protect the established value chain relationships
between Jordanian and German SMEs from unexpected structural changes and
political shocks; ii) to help SMEs diversify their offer in international markets; iii)
to develop a policy in Jordan for upgrading the tourism destination to attract new
investors (e.g. vocational training, investment regulation, infrastructure
development, quality and standards); iv) to increase the coherence of tourism
with other policies.

Korea

SMEs need support to: modernise their professional management techniques in
line with modern hotel management; upgrade information system and facilities
and equipments; improve the levels of service quality and standards; develop
nation-wide and world-wide marketing networks; and strengthen the financial
structure.

Poland

SMEs need support for modernising, including improvement of service quality,
adoption of ICT, and innovation of business strategies (such as new incentive-
based personnel management systems and new marketing techniques).
Companies should be encouraged to participate in networks and industry
associations and strengthen their competitive position through joint actions.

Spain (Andalusia)

SMEs would like to see simplified administrative procedures. Requests are for
direct public support for ICT development, renewing of infrastructure or
promotion of co-operation, although some SMEs see the role of public
authorities more in designing the appropriate policy framework (standards and
certification, infrastructure) or in creating an industry advisory board.

Spain (Balearic Islands)

SMEs consider it critical to pursue continual improvement and innovation to face
the fierce competition with international offer and compete with enterprises that
have very different costs structure and that are able to set lower prices for
products.




Case study

Question

Policy issues

The request in terms of public aid focuses on the promotion and improvement of
the tourism environment and the infrastructures, although many enterprises
acknowledge that they have the financial means to afford certain actions aimed
at improving their role in the value chain in their sector.

Switzerland

Tour operators consider that airport taxes are too high while at the same time
recognising thatthi s i s t he 0 pgoad infastructure pral ysecuritf. d
Travel agents are in need of support for vocational training. Hoteliers point out
the necessity to increase their added value through innovation and infrastructure
development but have difficulty to undertake action due to lack of financing.

Film Production and Distr

ibution Industry

Korea

SMEsd® concerns focus on short term
They would like to see public investment used wisely and not just for major firms
since that could undermine the balance of development and growth essential for
global competitiveness.

The IT cluster should play an important role; for example it could be used as a
testing field for new value-adding businesses.

United States

In order to remain independent, SMEs should continue developing new
innovative technology. For this they need access to expansion capital and
improve marketing and distribution expertise. Funding may become a real
problem due to long-run uptrend in costs of production and rising costs of
capital.

Colombia -
RCN and Caracol

SMEs would like to have a more business friendly environment, including: tax
benefits for technology acquisition; an ease of travel restrictions for business
purposes; an ease of restrictions for foreigners working in Colombian that
hinders a firmés business devel opmen
promotion of English | anguage commun
linkages with international TV channel and networks.

Nigeria i Nu Metro

SMEs suffer from the lack of basic infrastructures which has led to high costs of
doing business. Promotion of FDI, local investments and tax breaks would
improve these financing difficulties.

SMEs would like to see greater efforts to improve the regulatory environment ex:
IP infringements and piracy; in addition to enforcement as prosecution is to date
slow and cumbersome.

Source: OECD country/industry case studies and UNCTAD enterprise/country case studies, 2005 - 2007.
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5. CONCLUSIONS AND POLICY RECOMMENDATION S

136 Although it is difficult to establish common trends in the diversified universe of SMEs, the case
studies conducted in severaEOD membersand normembersprovided some new insights on the
performance of SMEs in global value chains. One result that stands out from the different findings across
sectos is thatsuccessfuparticipation in global value chains brings stability: snfiaths that are able to
remain in value <chain(s) despite keen gl obal con
normally gain stability and even expand their business. This is often aéstoedby the upgrading of
technological and human cagditas a result of the greater exposure and facilitated access to information,
business practices and technologies that SMEs in global value chains experience. Iroleedtion with

the network appears a key factor. Case studies in the automotiveuaisint sectors indicated that-co
ordination of work with upstream and downstream partners increases the chances of success of small firms
in the value chain. This seems related to substantial benefits in terms of status, information flows and
learning possilities. Successful SMEs in global value chains acquire more autonomy from their larger
counterparts and increase opportunities to grow further by leveraging on access to an extended network of
partners and to superior technology, and on improvemerafbskills.

137 The increased opportunities for SMEs come along with serious challenges in terms of managerial
and financial resources, and ability to upgrade and protdubuse technology and to innovate. When
guestioned on these issues, SMEs point to their lack of critical dimension necessary to support adequate
R&D costs, training of personnel, and fulfilment of strict requirements of product standards and quality.
Insufficient working capital is also indicatets a barrier to the participation in global value chains, in
particular to face delayed payments from interna
position in the value chain is possible, it is typically linked to the-tgkef a larger ad more corplex set

of tasks. In thease of a small suppligthiswould include thenanufactuing of a product othe provision

of a service, but also contribobhsto product developmerandorganistionand motitoring of a network

of subsuppliersto ensure delivery and quality at competitive costs. The lack of awareness on the
complexity of the issues at stake, which unfortunately many SMEs surveyed revealed, plays against their
possibility of responding timely and effectively to the challenges ofajjidtion.

138 Governments could facilitate SME gainful participation in global value chains through policy
initiatives in specific areas:

1 Awareness raising of the potential of participation in global value chaiMany SMEs that are
used to serving local markets may find it difficult to gain a good understanding of the advantages
and potential of subcontracting for foreign customers. This also applies to the potential for SMEs
to subcontract abroad part of their guation, in order to improve their competitiveness through
rationalisation of resources. Although the diffusion of ICT has made market intelligence easier
also for SMEs, their limited resources and lack of managerial capacities still hamper accurate
information and analysis on the opportunities inherent in foreign markets.

1 Increasing participation in global value chainshroughinitiatives such as the facilitatioof
SME consortia forjoint marketing or forentering joint bids, particularly in government
procurementpr promotion schemes fpotential suppliers.



Supplier financing. Gainful participation in value chains often requires substantial investments

to acquire or develop superior production technologies and logistics systems, invest in human
capital or certify newly required standards. Moreover, suppliers normally receive incoming
payments from their customers several weeks or even months after the delivery of orders and
contract enforcement and collection of payments may be a significant chaltenge SME.
Policies aimed at ensuring confidence in SMI
financing can help small subcontractors overcoming liquidity problems, e.g. by contributing to

the development of financial schemes such as factoring.

Promotion of technological upgradings critical in order to encourage SMEs to capture more
value added from participation in global value chains. Policy in this area should aim to support
training and capacity building via skill development programmes; prepartnerships between

SMEs and organisations overseas that can develop or transfer technology, products, processes or
management practices; and to facilitate the technological upgrading through various financial
schemes, such as credit lines for upgrgdin

Protection of intellectual propertyThe protection of intellectual property rights @ high
relevance to SMEdAs discussed, the insufficient protectionSoM E stéllectual property rights

in international markets is already having harmful effemisthose small subcontractors that
experience unfair behaviour by their customers. The negative impact is twofold. In addition to the
direct damage created by deceptive business p
well be reduced if apppriation of eonomic benefits is threatenetGovernments should
considerincluding provisions for technology transfer frasmall subcontractor® MNEswithin

the OECD Guidelines for Multinational Enterprises (MNES) presentthese Guidelinesonly
evokethe transfer of technology, and the need for protection of intellectual property rights, from
multinational enterprises to other partners it isconsideedthatMNEs are the main conduit of
technology transfer across bord€&ection VII) Science andechnology OECD Guidelines for
MNEs, Revision 2000

Facilitation of compliance proceduresThe adoption of product and process standards has
several wellknown benefits for firms. It enablélsemto introducenew technology and integrate
business practés that ameliorate their overall performanidewever,different and concurrent
standardscan become barriers to transmission of information and to trade. #Alsocosts of
compliance to required standards are proportionally too high for small firhesproblem is
aggravatedvhenthese firms have to cope with an increasing numberigate standards set by
customersn addition tomandatoryones Governments should ensure that national certification
systems do not impose an excessive burden on smadl ind encourage SME participation in
the standardetting process. Initiatives such as group certification for small firms in local regions
might also prove effective, if trust in the control mechanisms can be gained.

Promotion of skills developmenkEffediveness of aforementioned policy measures, to a certain
degree, is contingent on having skilled human resources in SMEs. Participation in global value
chains can accel erate SMEs 0 upgrading of h |
technology and knowldge transfer and implementation of new business practices. Conversely,
participation may be demanding as well, to the extent that a threshold of capabilities could be
necessary to successfully enter value chains. Policies that aim at raising technmahagdrial

skills in SMEs can booster integration of these firms into global chains.

Attracting foreign direct investmentFDI promotion policies may facilitate the integration of

firms in global supply chains. Some policies can explicitly be designedtriact MNEs that
would promote technology and knowledge transfer to local suppliers boogtactors, whereas

6€



others may aim at helping established foreign affiliates to enter and/or upgrade intevhlgker
activities. After-care services offered toorkeign investorsare very important to influence
investors6 decision on |Iinkages devel opment .

Promoting the development of industrial cluster€luster initetives allow for economies of

scale and agglomeration and also help developing an experiencepldokcaf skilled labour and

a network of firms cooperating in complementary areas of specialization. By doing so, they
strengthen their comparative advantages in a sustainable manner and become attractive sites for
quality FDI. In many cases, the presenndeMNEs becomes crucial to integrate clusters into
GVCs, and to strengthen their export capacity both from the production and distribution point of
view.

Promoting in developing countries the development of domestic industries and service
networks able b link effectively with international production networks, by promoting
entrepreneurship and enhancing competitiveness at firm level through technology and business
linkages. This calls for using official development assistance (ODA) more effectivelpporsu
developing countries efforts to undertake a wide range of proactive measures to support an
integrated approach to promoting trade and investment for development. To address these
challenges at the multilateral level, besides the building of appremsigport for trade policy
formulation for WTO accession and the negotiation of bilateral and regional agreements, there is
need to enlarge the scope of the Aid for Trade to include support for productive capacities
development.
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ANNEX I.
CASE STUDES: COVERAGE, MAIN FINDINGS AND RESEARCH TEAMS

Automotive industry

Australia

Research teanmAustralian Government Department of Industry, Tourism and Resources (DITR)

Coverage Australian automotive SMEs based in Victoria and supplying one or more fafuthenultinational
car manufacturers based in Austrdli&ord, Toyota, Holden and Mitsubishi. Overseas suppliers to the (
of these manufacturers and vehicle distributors are not included.

Main findings SMEs recognise that their international competitadvantage lies in high quality, higéch,
specialised products, not in high volume, low cost, standardised production. As a consequence, entg
both ends of the Australian automotive sector have become keenly aware of the ways in which &%t
and where they fit within them.

ReferenceDocumentCFE/SME(2005)16

Chinese Taipei

Research teanMinistry of Economic Affairs
Coverage The study covered both SMEs involved in production and in-aftlers services shops.

Main findings Thecas st udy focuses on strategies to bog
parts and components makers. These are found in the uptake of ICT technologies and the diffusic
agents in the sector of B2B practices. As the internal markeo ismall to achieve economies of scale, S|
in Chinese Taipei would gain by specialising in customised and instant production and thus particig
global value chains as specialised/niche suppliers for foreign automakers.

ReferenceRoom document bl 7, 28" WPSMEESession6-7 June 2006, Paris

Japan

Research teanMinistry of Economy, Trade and Industry, Organization for Small and Medium Enterpris
Regional Innovation in Japan

Coverage The study focuses on the structure and characteristitse Japanese automotive industry
surveys automotive parts makers in Japan and Japanese auto parts makers in some ASEAN
(Indonesia, Malaysia, Philippines and Thailand).
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