THE POWER OF
INTERNATIONAL VALUE CHAINS
IN THE GLOBAL SOUTH

In partnership with

Q"’ International ) RIS o
/ N N ) Aot Cocmn e

Y

Centre Frasrersiter 25if @) SreueT od e gomeR






The power of
International value chains
in the Global South



The power of international value chains in the Global South

About the paper

Firms could build competitiveness and grow by engaging in South-South value chains and producing higher
value-added goods, according to a survey of more than 550 East African companies. The North offers
opportunities for international engagement and higher sales, but connecting to the South helps firms move
up the value chain and allows knowledge transfer.

This report shows major trends that have propelled the South, including the recent proliferation of regional
trade agreements and increasing trade in technology-intensive products. Decision makers should
increasingly support regional cooperation to boost South-South trade and investment alongside South-North
initiatives.

Publishers: International Trade Centre, Research and Information System for Developing Countries (RIS)
Title: The power of international value chains in the Global South

Publication date and place: Geneva, March 2019

Page count: 38

Language: English

ITC Document Number: OAP-19-89.E

Citation

Mohanty, S. K., Franssen, L., Saha, S. (2019). The Power of International Value Chains in the Global South. International Trade Centre,
Geneva, Switzerland.

For more information, contact: Vandana Prakash Nair at vprakash@intracen.org

For more information on Supporting Indian Trade and Investment for India, see http://www.intracen.org/sita-at-a-glance/

For more information on Research and Information System for Developing Countries, see http://www.ris.org.in/

ITC encourages the reprinting and translation of its publications to achieve wider dissemination. Short extracts of this paper may be
freely reproduced, with due acknowledgement of the source. Permission should be requested for more extensive reproduction or
translation. A copy of the reprinted or translated material should be sent to ITC.

Digital image on the cover: ©Shutterstock

© International Trade Centre (ITC)

ITC is the joint agency of the World Trade Organization and the United Nations.



The power of international value chains in the Global South

Foreword by ITC

Forty years have passed since the adoption of the Buenos Aires Plan of Action for Promoting
and Implementing Technical Cooperation among Developing Countries. This year, the international
community will once again gather in Buenos Aires to renew the foundations of South-South cooperation at
the Second High-level United Nations conference (BAPA+40).

Much has been achieved since 1978. South-South cooperation is now seen as crucial to achieving the
Sustainable Development Goals. Great strides are being made, particularly in the area of trade and
investment where South-South trade and investment is increasing and contributing significantly to global
growth and development. Yet, disparities in economic growth persist among Southern countries.

Much more could be achieved if the value of South-South trade and investment cooperation were better
understood, replicated and harnessed. This is why the International Trade Centre (ITC) continues to work to
build trade and investment linkages across the Global South, including through addressing information and
perception asymmetries and by piloting scalable projects and interventions on the ground.

ITC’s experience supports the data and analysis in this report: South-South value chains afford firms more
opportunities to move up the value chain than North-South value chains. This can be seen with East African
businesses which capture 10% more value when they work in South-South value chains, thereby increasing
their bargaining power and improving competitiveness. As a result, firms in South-South value chains hire
more skilled workers. They also create more high-skilled jobs than firms exporting to the North.

Technology transfer highlights the benefits of South-South trade and investment. By means of ‘frugal
innovation’, countries in the South have invented adaptable and affordable technologies appropriate to the
needs of other developing countries in the South. This system of replicability is important.

Drawing on macroeconomic data and surveys of more than 550 East African companies, this report
provides analysis to help policymakers, institutions and industry foster South-South cooperation and
promote South-South trade and investment initiatives.

2030 is fast approaching. Improving trade and investment flows responsibly, underpinned by inclusiveness,
is one important instrument for us to achieve these goals and bequeath a better world to humanity.

A frarler
Arancha Gonzalez

Executive Director
International Trade Centre (ITC)
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Foreword by RIS

The ‘rise’ of the South may be seen as a coherent phenomenon with high growth fundamentals demonstrated
by dynamic economies across all constituencies of the South. This defines the scope of Southern
‘collectivism’ as a narrative as we define the roadmap from BAPA+40. It is very evident that trade has acted
as an engine of growth for the Global South, leading to its phenomenal rise. The South’s increasing share in
global gross domestic product and world trade is largely attributable to the impact of regionalism in deepening
international value chains in the South and opportunities to move up the value chain as reflected in the rising
technology intensity of South-South trade. This joint report on ‘The power of international value chains in the
Global South’ presents convincing empirical evidence in this regard.

It brings out that there was more than a four-fold increase in the economy of the South in 2000-2016,
compared with the two-fold increase in the world economy. The total gross domestic product of the South
increased from $7.6 trillion in 2000 to $30.9 trillion in 2016, implying that the South’s share in world income
rose from 28% to 40.6% in real terms. Gross savings in the South increased to $9.7 trillion in 2016 (from a
low base of $1.9 trillion in 2000), compared to $9.1 trillion in the North.

With the proliferation of regionalism, there has been a boom in regional trading agreements in the South,
which has in turn spurred South-South trade. These trends are also supported by the fact that South-South
trade is picking up in technology-intensive products. Production and trade in parts and components have
particularly empowered a large spectrum of countries in the South, suggesting growing integration with
international value chains.

Therefore, understanding the economic foundations of the rise of the South and the mutual interdependence
ushered in by trade, capital, resource and knowledge flows is of paramount importance to strengthen the
momentum and create policy space for South-South cooperation. This has enormous implications for the
South to leverage its ‘rise’ and drive institutional efforts globally.

| congratulate my colleagues Professor S.K. Mohanty and Dr. Sabyasachi Saha for their painstaking efforts
in contributing to this report. | am also grateful to the International Trade Centre for partnering with us for this
study, and particularly thank my colleague and friend Govind Venuprasad for his ideas and support in this
initiative. | am sure that this publication will be found useful by the international community of scholars and
policymakers closely working on the agenda of BAPA+40 and on various dimensions of South-South
cooperation.

W

.

Professor Sachin Chaturvedi
Director General
Research and Information System for Developing Countries (RIS)
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Executive summary

The ‘Global South’ has made significant economic progress since the Buenos Aires Plan of Action for
Promoting and Implementing Technical Cooperation among Developing Countries was adopted in 1978.
Stronger international value chains in the Global South, defined as least developed countries, transition
economies and developing economies, ' have contributed to the South’s rapid development.

The Global South now offers opportunities that complement, but do not replace, those offered by the North.
The development implications are clear: firms no longer have to rely solely on North-South value chains, but
can take advantage of burgeoning opportunities in South-South value chains to build competitiveness and
achieve their growth objectives.

Trade has been a driver of the remarkable growth enjoyed by the South since the turn of the twenty-first
century. The Global South is catching up with the North in terms of gross domestic product and trade values.
The recent proliferation of regional trade agreements has been a major boon for the South, supported by
strengthening macroeconomic fundamentals such as savings and investment. In particular, production and
trade in parts and components have empowered many countries in the South. Trade in technology-intensive
goods has grown alongside robust performances of the agriculture and manufacturing sectors.

The power of South-South value chains is evident from data collected by the International Trade Centre
project Supporting Indian Trade and Investment for Africa. This detailed firm-level dataset provides insight
into how enterprises in the South enter and participate in international value chains.

In the Global South, firms enter international value chains by specializing in very specific tasks, foreign
investment, indirect exporting and sourcing raw materials and equipment from abroad. The South is a major
source for these imports, as up to 91% of the imports originate from the South, the data show.

By examining the number and type of tasks that more than 550 East African companies carry out in global
value chains, this report shows that Southern processing firms capture an average of 25% of a chain’s total
value added — that is, the final sales price of a product. This share can increase if a company manages to
do more tasks within a value chain or tasks of greater value addition. Firms can move up the value chain
through internationalization, because those that import and export extract as much as 35% of a chain’s total
value added.

This report also highlights the complementary opportunities of connecting to both the Global North, which
comprises industrialized economies, and the Global South. While the North provides many opportunities to
access international markets and boost sales, employment and technology spillovers, the Global South
offers more opportunities for firms to move up the value chain into activities of higher value added.

The report finds that Southern enterprises that export to the Global South engage in more tasks, and in tasks
of higher value added, than those exporting to the Global North. On average, firms that are active in South-
South value chains capture 10% of the chain’s value added, or final retail price. This can partly be explained
by the fact that the effect of specialization is smaller in South-South value chains.

Moreover, by engaging in more tasks and tasks of greater value added, South-South value chains allow
developing countries to become more competitive and to increase their bargaining power in global value
chains. As such, South-South value chains can be a stepping stone for businesses to participate
competitively in international value chains. Firms will have more bargaining power and will be able to benefit
from technology that is more akin to their own, allowing for knowledge transfer.

Increasingly, trade and development policy in the South is pursued with the objective of promoting
international value chains for economic growth, regional development and employment creation. Emphasis
has been on promoting foreign direct investment and leveraging domestic and new markets in the South.
There is also a strong focus on moving up the value chain and including small and medium-sized enterprises
in the process. A multipronged approach on competitiveness building, South-South trade and investment

" These classifications are based on the World Economic Situation and Prospects from the United Nations (2018).
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flows, capacity building and trade facilitation is necessary for the development of the South, and should be
supported by appropriate regulatory frameworks.

Decision makers can assist this process by focusing on the following strategies to foster South-South trade
and investment:

Develop policies targeting complementary opportunities available in the Global North and the Global
South.

Develop policies promoting export-oriented growth in the South.

Trade policy should focus on encouraging two-way trade with the North in both primary and
technology-intensive products.

Enhance regional cooperation in the South to support greater South-South trade.

Promote investment in both low-technology and medium- or high-technology products for easier
integration into international value chains.

Pursue both bilateral and multilateral South-South trading arrangements.

Understand that international engagement happens via specialized tasks. Policy should aim to help
firms competitively execute those tasks internationally.

Facilitate imports, recognizing that this is an important way for firms to enter global value chains.

Promoting inward foreign direct investment can be a useful vehicle for companies to connect to
international markets.

Negotiations on trade should be held under equal stakeholder partnerships on all issues concerning
trade, resource flows, arbitration and regulations, considering the strong growth and trade
performances of several countries in the South, and cutting across development stages and groups.
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CHAPTER 1 RESURGENCE OF THE GLOBAL SOUTH

The resurgence of the South in the last four decades has been unprecedented in the development history of
the world economy. The process of the South ‘catching up’ with the North began in the 1950s with its move
into industrialization, which accelerated in subsequent decades. However, the intermittent reoccurrence of
external shocks adversely affected the South’s growth. Even so, Southern countries have become resilient,
building their own resource base to maintain sustained long-term growth.

In 2002—-2017, the world economy went through three distinct phases: buoyancy (2002—2007), the first phase
of recession (2008—-2013) and the second phase of recession (2014—2017). The Global South consists of
four main groups: emerging economies, transitional economies, least developed countries (LDCs) and
others. Although each group had different growth rates during the three phases, as a whole, the South is
catching up with the North.

The South is growing: Overcoming economic shocks

The growth of the South and of the world economy was not smooth in 2002-2017. During the buoyancy
period, real income in the South expanded more (7.5%) than in the world economy (4.5%). The pace of this
rise slowed significantly with the onset of global recession, but the South still grew at a faster pace than the
world economy in this period.

In the second phase of economic recession, the effects of which were particularly felt in the North, the rapidly
growing Southern economies contributed to economic stability through increased trade linkages.' Although
the South outperformed the North, the recession restrained the growth in the Global South between 2008
and 2016 (Figure 1).

Figure 1: The South’s growth performance: Rapidly catching up with the North (2001-2016)

4 South

as North

4
2001 2002 2003 2004 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Note: Annual growth rates are estimated after aggregating gross domestic product (in constant prices) of all countries, covered under
world, South and North. Data are obtained for 255 countries (world), 33 countries (North) and 205 countries (South). The South
includes emerging (20), LDCs (49) and other developing (136). The remaining comprise the transitional economies (17).

Source: Calculation by authors based on World Development Indicators, World Bank, 2019.



The power of international value chains in the Global South

In both the buoyancy and the recession periods, exports from LDCs grew faster than those from emerging
economies, with a similar contribution from other developing countries and, to some extent, the transitional
economies, despite fluctuations. During buoyancy, import demand was stronger in the South than in the
North. Indeed, the South contributed greatly to global recovery during the first phase of the recession, by
virtue of its stronger import demand and export performance. Southern exports grew significantly more than
Northern exports during this phase.

The buoyancy period provides by far the strongest evidence of the emergence of the South. The South was
clearly driving world export growth at 25% in this period, while world exports rose 17.7% and exports from
the North increased 13.6% (year-on-year average). This was possible because export growth was high
across all four groups in the Global South (i.e. emerging, transitional, LDCs and other developing countries).

Emerging countries together accounted for more than two-thirds of exports from the South, with an average
growth rate of 24.5%. Other developing countries improved their trade performance at a similar rate. LDCs
registered average export growth of 61%, with a sudden uptick in 2007, when exports from the South as a
whole more than doubled. This was not a one-off, as LDCs maintained high export volumes in subsequent
years. Meanwhile, the performance of transitional economies fluctuated.

Overall, the South’s share of global exports climbed from 30.5% in 2002 to 41.2% in 2007. Southern import
demand also rose sharply during the buoyancy period, averaging 24.2% compared to 17.5% in the North
year-on-year. Despite changing global trade regimes since the new millennium, the South’s global shares in
exports and imports have grown steadily, leading to a convergence of trade performance with the North as
shown in Figure 2.

Figure 2: Diminishing trade asymmetry between South and North: Share in the world (2002-2016)
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Source: Calculation by authors based on UN Comtrade, 2018.
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Box 1: Growth beyond regional differences

External shocks affected developing countries in different ways in recent decades, leading to a lopsided
growth performance in Southern countries. Although development in the Global South has been uneven
across regions, there is evidence showing convergence of growth in the South.

Countries in Latin America and the Caribbean and in the Middle East attained upper-middle income status
in the initial phase, followed by Asian countries at the turn of the century. African countries are on a high
growth trajectory due to sustained industrialization and a commodity boom in the last two decades.

The South’s rapid growth was closely monitored around the world. Wilson and Purushothaman foresaw the
ascendancy of large economies such as the Federative Republic of Brazil, the Russian Federation, the
Republic of India, the People’s Republic of China and the Republic of South Africa in the new millennium
and predicted that these economies would account for the biggest shares of global GDP by 2050.

Nayyar (2013) identified 14 Southern countries in Asia, Africa, Latin America and Europe that would follow
in the footsteps of China and India in maintaining sustained high growth performance. China and India
surpassed several countries in terms of GDP by maintaining high growth over a few decades. However, the
South’s ability to continue expanding will depend on a comprehensive strategy of combining growth, human
development and social progress.

Growth has converged in the South: major subgroups within the South have expanded at almost the same
pace. The South grew an average of 2.2% a year in 2000-2016, with emerging countries enjoying a
compound annual growth rate of 2.4%, LDCs 2.6% and other developing countries 1.7%. Such convergence
shows that the South should be considered as a single group of countries rather than a fragmented set of
country groups.

Similarly, during the period of global buoyancy, the entire South experienced robust growth (7.5%). The four
groups within the South mirrored this vigorous growth, with emerging countries expanding 7.6%, LDCs 8.6%
and other developing countries 7%.

Sources: Wilson, Dominic and Purushothaman, Roopa (October 2003). “Dreaming with the BRICS: The Path to 2050.” Global
Economics Paper No. 99. Nayyar, D. (2013). The South in the World Economy: Past, Present and Future. UNDP Human
Development Report Office.

Catching up with the Global North

An analysis of the three major economic phases since the turn of the century has pointed to the growth of
the South despite external shocks suffered during recessions. The South’s total gross domestic product
(GDP) rose from $7.6 trillion in 2000 to $30.9 trillion in 2016. In other words, the South’s economy grew more
than fourfold in 2000—-2016, compared with the twofold increase in global GDP.

The strong performance of the South culminated in its ‘catching up’ with the North. The North’s share of
world income decreased from 71.3% in 2000 to 58.5% in 2016. In the meantime, the South’s share increased
from 28% to 40.6% in real terms. Because the North grew at a slower pace (1.3% year-on-year in 2000—
2016), the South (2.2%) largely propelled world economic growth (1.5%). The continued recession affected
the South’s growth, but its expanded more than the North in all three trade periods — from buoyancy to
recession. The South’s rising share in real gross world product reflects its resurgence in the past two
decades, as shown in Figure 3.
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Figure 3: Surging South: Growing share in gross world product (2000-2016)
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Source: Calculation by authors based on World Development Indicators, World Bank, 2019.

From the existing literature on the rise of the South, certain ‘stylized facts’ can be highlighted:

The Global South is expanding and ‘catching up’ with the North.

The South’s growth is supported by strong macroeconomic fundamentals.

The South has benefited enormously from trade and globalization and is on the path of liberalization.

With the proliferation of regionalism, there has been a boom in regional trade agreements (RTAs) in

the South, which has, in turn, spurred South-South trade.

e North-South trade complements South-South trade, and both streams of activities are growing
simultaneously.

e South-South trade is picking up with technology-intensive products.

¢ International value chains in production and trade have provided enormous economic strength to

the South that enables it to grow. Value chain activities are present in several broad sectors, but

production and trade in parts and components have particularly empowered a large spectrum of

countries in the South.

Strong macroeconomic foundations support the rise of the South

The ascent of the South is due to its own strength, particularly its sound macroeconomic fundamentals —
specifically its domestic resource base, particularly savings and investment.? The sturdiness of this resource
base has resulted in a robust growth performance in the last two decades. Starting from a low base of $1.9
trillion in 2000, the South’s gross savings increased to $9.7 trillion in 2016, compared with $9.1 trillion in the
North.

During buoyancy, the South’s gross savings rate (24.7%) grew much faster than that of the North (9.1%)
and the world (14.2%). Having a bigger share of world savings and investment has given the South a larger
share of gross world product, which has led to greater resource balance between the South and the North,
as shown in Figure 4.

During recession, the growth rate of gross savings declined across all the broad country groupings. Still, the
South and its subgroups continued to have the upper hand over the North. High gross savings helped the
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South widen its global share from 24.3% in 2000 to 51.5% in 2016, paving the way for faster growth. Similarly,
in terms of gross capital formation, the South registered a fivefold increase against the world economy’s less
than twofold increase over this period.

Figure 4: The South’s rising share in savings and investment (2000-2016)
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Note: Size of circle refers to share in the world (% of Sav/Inv)

Source: Calculation by authors based on World Development Indicators, World Bank, 2019.

Gross capital formation in the South was comparable to that of the North in 2016, though the former had
started from a lower base in 2000. Personal remittances have helped the South improve its resource base.
In 2016, 74.8% of global personal remittances flowed into the South, underscoring its strength in ‘movement
in natural persons’.

Trade is a major growth engine

Trade has emerged as a growth driver in the South.® The unparalleled expansion of South-South trade is
demonstrable; South-South intraregional exports grew faster than Southern trade with the rest of the world
in 1995-2011.4 Demand for goods from the South is significant for both the South and the North.

Expanded trade caused the Global South to open more to trade than the Global North during periods of
global buoyancy and recession. Further growth of Southern trade has been supported by its foreign
exchange reserves, which increased from 51.8% of the world’s foreign exchange reserves in 2000 to 72.2%
in 2016. Increased regionalism, technology-intensive trade and international value chain trade have also
fuelled robust growth of Southern trade.

International value chains provide new opportunities

Countries engaged in international value chains are growing 2% faster on average than those that are
unengaged.® East Asia and South-East Asia are good examples of regions where industrialization and
international value chain activities are largely responsible for the growth of regional trade.®

Foreign direct investment (FDI) flows in East and South-East Asia have also supported the expanded role
of these regions in international value chains. These factors contributed significantly to the region’s economic
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integration process.” In particular, increased trade in parts and components stimulated intraregional trade
activities in East Asia, contributing to the region’s growth in the mid-1990s.8

Technology-intensive trade: A driver of South-South trade

Technology-intensive trade with the South and the rest of the world was the main factor propelling the South’s
trade expansion. Southern countries may opt to maximize their development dividends through the trade
route.

Exports from the Global South have their own limitations. The export structure of developing countries is
characterized mostly by a large export basket, but is confined to a few products that cover a substantial
portion of their total export earnings. Export diversification to more technological content would boost export
proceeds, upgrade industry, create jobs and strengthen the domestic economy.®

In the major emerging economies, production and high-technology intensive trade have flourished on
account of global trade agreements and intra-industry trade.'® East Asian countries drafted deliberate
policies fostering technology-intensive exports with an eye towards global competitiveness.!" Towards the
end of the twentieth century, 70% of East Asian exports stemmed from the manufacturing sector.

Larger developing countries rely greatly on trade in medium- and high-technology products. More than half
of India’s imports from China were medium- and high-technology goods from 2007 to 2012, and the global
business cycle adversely affected bilateral trade in technology-intensive sectors.'? Reduced bilateral tariffs
encouraged firms in the Common Market of the South (Mercosur) region to adopt new technologies, leading
to an increase in technology-intensive exports. '3 Higher bilateral export proceeds compensated for the loss
of revenue due to lower tariffs.

Apart from technology-intensive products, South-South trade has intensified because of production and trade
in international value chains. Southern countries recognize the difficulty of specializing in final products, and
they find it easier to concentrate on parts and components, as scope for a large number of fragmented goods
is feasible.

The South’s engagement with the North in production networks, particularly clothing and electronics, has
been an age-old practice since the 1960s. Such activities between North-South and South-South could
expand in the coming decades, in sectors including automobiles, office equipment, precision instruments,
electronics, machines and tools, and surgical and medical instruments, among others.

East Asian and South Asian countries have seized opportunities in the parts and components sector,
improving their trade performances and economic development. Liberal information technology regimes,
including the Information Technology Agreement | and Il, supported production and a trade-enabling
environment to attract inflow of FDI, which led to expansion of international value chain production and trade
activities in Asia.'® Significant spillover effects of FDI on indigenous firms in China prompted these
enterprises to innovate to improve their global competitiveness, economies of scale and productivity. 16

South-South: Dynamic performances in agriculture and manufacturing

South-South trade derives its dynamism from the performance of the agriculture and manufacturing sectors
in three Southern country groups, namely, the emerging economies, LDCs and other developing countries.
Agriculture exports have picked up sharply for emerging economies, accounting for more than 30% of global
exports. This is second only to developed country exports, which stand at approximately 54%.

LDCs have achieved the biggest gains by more than doubling their share of global agricultural trade (both
imports and exports) from 2002-2017. With respect to growth in exports of agricultural goods, both
developing countries and LDCs performed better than emerging economies during buoyancy and the first
phase of recession.

Emerging economies dominate manufacturing trade in the South, accounting for one-third of global exports.
However, in terms of annual growth of exports and imports of manufactured products, LDCs outperformed
even the emerging economies during the buoyancy period and the first phase of recession. Compared with
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emerging countries and LDCs, developing countries experienced the smallest contraction in exports of
manufactured products in the second phase of recession.

Intraregional commerce: Trade intensifies in medium- and high-technology goods

The dynamism of South-South trade is also evident in the growing focus on technology in intraregional trade.
In 2003-2013, intraregional exports of both medium- and high-technology products among developed
countries increased almost 1.5 times."” In comparison, intraregional exports of medium-technology products
in both the developing and emerging country groups rose 5.5-6 times. However, intraregional exports of
medium-technology goods from the emerging country group is almost four times greater compared with the
developing country group, with the gap widening marginally.

Intraregional exports of medium-technology products grew at an impressive 6.23 times for the LDC group in
2003-2013. Intraregional exports of high-technology goods among developed countries increased by 1.4
times. Both the developing country group and the emerging economies performed similarly, with intraregional
exports of high-technology products multiplying more than fivefold.

Developing countries performed better than emerging countries, but the gap between the two groups
decreased from 4.7 times in 2003 to 3.2 times in 2013. LDCs, however, multiplied their intraregional exports
of high-technology products by more than 20 times in the same period.

Regional trade unlocks more opportunities in South-South trade

The South’s improved trade performance is also reflected in intraregional trade growth: intraregional trade
among countries in the South is increasing more than it is in the North. This suggests that countries in the
Global South are robustly helping each other to grow. In 2002-2017, intraregional trade among developed
countries grew at a compound annual rate of 2.7%. Meanwhile, intraregional trade among developing
countries grew at a compound annual rate of 9.4% and more than 10% among emerging economies.

During buoyancy, intraregional trade in developing and emerging countries grew markedly more than in
developed countries. In fact, South-South trade underpinned global trade during the first phase of recession,
notwithstanding an across-the-board dip in intraregional trade in the immediate aftermath of the shock in
2008.

Dynamism in technology-intensive trade in regional trade agreements

The rise of the South is often captured through intraregional commerce stemming from regional trade
agreements. Leaving aside deals that primarily involve industrialized economies, and for obvious reasons
have a strong base effect, multiple regional trade agreements with robust Southern participation have
emerged. These agreements have supported growth in intraregional trade. What is most striking is that
intraregional trade within these agreements is becoming increasingly technology intensive in the categories
of medium- and high-technology products.

The leading RTAs, existing and in the pipeline, with strong participation of countries from the South and with
relatively large bases are the Regional Comprehensive Economic Partnership (RCEP), the Association of
Southeast Asian Nations (ASEAN), the Asia-Pacific Trade Agreement and the Indian Ocean Rim Association
for Regional Cooperation. These regional trade agreements primarily involve the Asia-Pacific region, with
significant overlap in membership. Their export growth in the medium- and high-technology categories was
impressive during both buoyancy and the first phase of the recession.

In this regard, members of the Asia-Pacific Trade Agreement and the Indian Ocean Rim Association for
Regional Cooperation performed impressively and members of ASEAN and RCEP posted good
performances. However, growth in technology-intensive intraregional trade is more robust in regional trading
agreements from other regions.

For example, intraregional trade in medium- and high-technology goods grew moderately or significantly
among members of the Southern African Development Community (SADC), the Pacific Alliance, Mercosur
and the Peru-Australia Free Trade Agreement.
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Regional trade agreement in the South reinforce international value chains

The Global South has gained enormously from the increase in regional trade agreements.'® Intensified trade
in the Global South through such deals stems from greater dependency on regional trade in diversified
sectors.'® In recent years, Asia has emerged as a hub of international trade because of its growing economy.
Asian countries enjoy robust trade with regional economies and with the rest of the world. Several studies
highlight Asia’s unprecedented growth in intraregional trade, which has contributed to its economic
development.

Intraregional trade among emerging countries in Asia rose 8.5 times from 1990-2006.2° More than half of all
trade in East Asia was intraregional by 2003.2" A recent study found that the Latin American and Caribbean
region had significantly improved its sectoral domestic economic performance and intraregional trade,
particularly in processed food and manufacturing activities, through a large number of RTAs.??

Trade in parts and components is often used as a proxy for measuring the degree of international value
chain participation. On the other hand, the proliferation of regional agreements has aided the surge in global
value chain trade. As the driver of global commerce, the South’s share of intraregional trade within
international value chain trade is rising, resulting in the South ‘catching up’ with the North (Figure 5).

Figure 5: Converging North-South gap in global value chain trade (2000-2015)
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Growing demand for technology-intensive products and global value chain activities has also underpinned
the rapid expansion of trade among Southern countries. The South’s share of intraregional trade in medium-
and high-technology intensive trade in global value chain trade continues to rise (Figure 6).
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Figure 6: South’s share of intraregional trade in international value chain trade is rising
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Global trade in parts and components more than doubled in 2003-2016. In terms of total trade in parts and
components, the proposed RCEP is already ahead of the EU-27.2 In this period, the Asia-Pacific Trade
Agreement increased its exports of parts and components by more than 6.5 times. Mercosur, the Bay of
Bengal Initiative for Multi-Sectoral Technical and Economic Cooperation, SADC, the Pacific Alliance and the
Peru-Australia Free Trade Agreement are examples of other developing country RTAs that outperformed
the average global gain in trade in parts and components.

In addition to the growing emphasis on technology, a major part of intraregional commodities trade among
developing economies involves intermediate goods. Asian regional trade agreements such as the Asia-
Pacific Trade Agreement, ASEAN, RCEP and the Bay of Bengal Initiative for Multi-Sectoral Technical and
Economic Cooperation have more than 50% (and often more than 60%) of intraregional trade in intermediate
goods, which include parts and components as well as semi-processed goods (2003—2016).

Agreements in other regions such as Mercosur, the Southern African Customs Union, SADC, the Pacific
Alliance and the Peru-Australia Free Trade Agreement also drove robust intraregional trade in intermediate
goods (approximately 40%—-50%) from 2003 to 2016.

2 EU-27 refers to the 27 members of the European Union. This became an international abbreviation after the European Union added
10 new members in 2004 and two more members in 2007.
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CHAPTER 2 WHY SOUTH-SOUTH CHAINS ARE VALUABLE

Global value chains can give firms a stepping stone to further internationalization, allowing them to reap the
benefits of internationalization without having to develop the full value chain of a product.2?® Over the past 40
years, many Southern countries have developed by building trade or investment linkages with the Global
North. This chapter will show that the South provides growing opportunities within Southern value chains,
which complement traditional North-South linkages.

In the absence of appropriate data, the development prospects of South-South value chains remain
ambiguous.?* This report uses a detailed firm-level dataset collected by the International Trade Centre (ITC)
project Supporting Indian Trade and Investment for Africa (SITA). A total of 558 firms in the Federal
Democratic Republic of Ethiopia (193), the Republic of Kenya (101), the United Republic of Tanzania (122)
and the Republic of Uganda (142) were interviewed in 2015, and 99 of them were re-interviewed in 2018
(see Appendix I).

These firms all participate in national or international value chains. This means that none of them produce
any of these goods from start to finish; rather, they contribute a share of the total value added. The companies
were engaged in one of the following three value chains: cotton, textiles and apparel; pulses; or sunflower
oil.

This dataset offers us a first-time detailed look into the activities of East African enterprises in national and
international value chains. This chapter shows how these firms enter global value chains and what they do
within the value chain, for whom and at what price.

It provides new evidence that East African firms connected to South-South chains participate in activities of
more value added than those connected to South-North chains. On average, these firms extract 10% more
value from South-South chains. They also tend to be involved in more diverse tasks and consequently hire
more skilled workers.

Other findings include:

e Specialization in specific tasks can be the first stepping stone to international markets;
e Importing is the main means for companies to enter global value chains;

e Indirect exporting can enable small and medium-sized enterprises (SMEs) and women-owned firms
to enter international value chains;

The most internationally active firms are foreign owned;

South-South chains are easier to enter than South-North chains;

The Global South is a major source of raw materials and equipment;

Southern and Northern export markets are equally popular;

East African processing firms capture on average 25% of a chain’s total value addition;
Enterprises that engage in international trade add more value;

It is easier to move up the value chain of South-South than South-North;

Firms engaged in South-North chains employ more people;

Firms in South-South chains hire more skilled workers.

Strategies for entering international value chains

Overall productivity can be maximized by separating the various stages that are required to bring a good
from its raw original conception to the final consumer and having that good made by firms that can specialize
in its production. Furthermore, businesses can enter global markets without having to produce the full value
chain, lowering the international entry barrier. To do so, firms must first concentrate on specific tasks. Other
strategies that can help enterprises enter or expand in international markets include indirect exporting,
importing and linking to foreign direct investors.

10
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It all starts with specializing in specific tasks

As per our definition, companies enter value chains by specializing in specific tasks.3 Figure 7 illustrates the
number of firms that perform certain tasks within each of the three value chains: cotton, textiles and apparel
(284), pulses (152) and sunflower oil (122). The cotton, textile and apparel value chain demonstrates, for
example, that most firms engage in multiple tasks such as designing (123 firms) and garmenting (140). This
information will be used later when estimating how much value each enterprise contributes to the value chain
by carrying out the activities listed in Figure 7.

Furthermore, despite the wide range of tasks available in the cotton, textile and apparel sector, firms tend to
specialize in two tasks, regardless of firm size (Figure 8). This differs from the pulse sector, where larger
enterprises in particular typically handle various, if not all, tasks along the value chain. In other words,
specialization happens predominantly in cotton, textiles and apparel and less in pulses or sunflower oil.

Figure 7: Distinct tasks within a value chain
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Source: Company surveys collected under the SITA initiative.

3 A firm is engaged in a value chain when it executes at least one of these tasks. It is engaged in an international value chain when at
least two stages happen in different countries. Take the example of a firm that gins cotton and sells it domestically to another firm, which
proceeds with the spinning of the yarn before exporting it to another country for further textile production. In this example, the first firm
is domestically engaged in an international value chain while the second firm is internationally engaged in that same international value
chain.
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Figure 8: Specialization in a select number of tasks
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A select group of 35 cotton, textile and apparel firms specialize solely in the task of garmenting. Those that
export these unfinished garments across the border do so via South-North value chains. These are the kinds
of well-known traditional examples where both the North and the South specialize in their comparative
advantage. Enterprises enter into contracts with Northern buyers that provide them with the necessary
inputs, knowledge, infrastructure and technology, and the promise that they will buy all the production of the
local firm. As such, these companies serve as examples of firms that concentrate on one specific task that
is in line with their comparative advantage, making themselves attractive to Northern buyers.

Attracting foreign investors

Countries spend considerable time and effort trying to attract FDI in the hope of generating business,
employment and knowledge spillovers. Foreign-owned firms tend to be larger and more productive, pay
higher wages, use superior technology and be more engaged in international value chains.? The latter is
also true for our sample. Of the 77 firms with some level of foreign ownership, 46% import and export
simultaneously compared with only 11% of domestically owned firms.

Importing: The main means of entering international value chains

There are many ways for firms to enter global value chains, such as by importing raw materials or equipment
from abroad, by exporting directly, via an intermediary, or any combination of these. Companies can choose
to import part of their raw materials or equipment to produce better goods for the home market, or to export
indigenous products. Each entry mode has its own challenges.

The data show that firms prefer importing as the means to enter international value chains, as up to 75% of

those interviewed indicated that they import either raw materials or equipment. On average, firms that import
raw materials obtain 67% of their total raw materials from abroad.

12
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Indirect exporting: A stepping stone for small businesses and women-owned firms

Of the 285 firms that export, 88 do so indirectly (i.e. via an intermediary). SMEs and women-owned
enterprises frequently choose this option, because it lowers barriers to entering international markets.
Exporting indirectly enables companies to avoid the risks and costs that come with direct exporting, such as
dealing with tariffs, non-tariff barriers and international delivery. On the other hand, the firm is ultimately
producing for a foreign client, for which buyer requirements are significantly different from domestic sales.
This can prepare a firm to deal with international clients on a greater scale.

The value of South-South trade

The data collected under the SITA initiative include detailed information about company characteristics and
workforce and trade activities, among others, making it possible to take a bird’s eye view of their specific
activities in various types of value chains. This chapter looks at some of the main differences between
engaging with South-South and South-North value chains.

The Global South is a major source of raw materials and equipment

Table 1 presents an overview of the main sources and destinations of firms’ imports and exports. It shows
that South-South value chains are especially important as a source of raw materials and equipment.
Exporting activities are more balanced, with 20% of the enterprises exporting to the South and 16% exporting
to the North.

Table 1 The Global South: A key source of raw materials and equipment for East African firms
materials
Number of firms Number of firms Number of firms
National value chain 327 77% 164 53% 335 64%
South-South value chain 97 23% 125 41% 103 20%
South-North value chain 3 0% 19 6% 85 16%
Total 427 100% | 308 100% | 523 100%

Note: A firm is engaged in a national value chain when it does not trade. Once it trades, a firm is defined as predominantly engaged in
a South-South value chain once it sources more than 50% of its inputs from the South or exports more than 50% of its outputs to the
South. The same mechanism applies to South-North value chains. Totals do not necessarily add up due to missing data.

Source: Company surveys collected under SITA initiative.

Southern and Northern export markets are equally popular

Figure 9 represents the geographic diversification of the 558 firms interviewed during the baseline survey in
2015. The main export destination for the firms is the United States of America, with 53 exporters indicating
that this is one of their three main export destinations. This is followed by China (47), India (28) and the
United Kingdom of Great Britain and Northern Ireland (27).

Ethiopia is most diversified in its export destinations, with 40 distinct export partners, which is significantly
more than Kenya (22), Uganda (20) and the United Republic of Tanzania (22). Kenya appears to be the
country most significantly engaged in regional trade, with partners such as the Federal Republic of Somalia,
the Federal Republic of Nigeria, the Republic of South Africa, the Republic of Céte d’lvoire, the Republic of
Rwanda, the Republic of the Sudan, Ethiopia, Uganda and the United Republic of Tanzania representing a
significant proportion of Kenya'’s export markets.

13



The power of international value chains in the Global South

Figure 9: Ethiopia has the most diversified export destinations, Kenya is deeply engaged in regional trade

Note: East African firms’ engagement in South-South (in green) and North-South (in pink) value chains. The four countries in the
sample are indicated in yellow. The thickness of the connections shows the average share of sales to this market, while the size of
the bubbles represents how many firms export to this specific market.

Source: Company surveys collected under the SITA initiative.

South-South value chains: Easier for first-time engagement

Recent academic evidence suggests that South-North requirements are more stringent than those in South-
South value chains.?® Due to less rigorous standards, South-South chains make it easier for smaller firms
from the Global South to export and participate in other forms of international business.?” Governments may
set quality standards or demand certification on how a product is produced. Lead firms may also set private
standards related to product quality or corporate social responsibility.

The effect of standards on firm internationalization is ambiguous. On one hand, it can limit market access.?8
On the other, it can also serve as a quality signal. Furthermore, limited competition can enable companies
that are already in the market to build economies of scale and upgrade functionally.?®

The East African firms in the research sample were also surveyed about their experiences with international
quality standards. In addition to the question of whether they complied with certain regulations, enterprises
were asked about their understanding or even awareness of such standards.

Figure 10 shows that companies exporting to the North report higher compliance with and awareness and
understanding of international quality standards than firms exporting to other Southern countries. Notably,
both groups of firms are already engaged in international value chains by exporting, obliging them to adhere
to potential standard regulations in the destination market.

Figure 10 also shows that 41% of enterprises predominantly engaged in South-North value chains comply
with international quality standards. This means that more than half of their exports are shipped to the North,
which indicates compliance with international quality standards. Of the companies that export predominantly
to the South, only 26% indicate compliance with such standards. Moreover, firms in South-North chains
signal greater understanding and awareness of standards, which can be interpreted as meaning that serving
Northern end markets requires greater standards management.
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Figure 10: Southern value chains and global standards: Less awareness, understanding and compliance
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Note: A firm is engaged in a South-South value chain when it sources more than 50% of its inputs from the South or exports more than
50% of its outputs to the South. The same applies to North-South value chains.
Source: Company surveys collected under the SITA initiative.

Box 2:  Spicy knowledge spillovers

Although India is one of the leading producers, consumers and exporters of premium-quality chilli in the
world, it still depends on imports to satisfy domestic demand. Reaching production saturation in national
markets, Indian producers are looking outward to satisfy high demand for chillies and establish alternative
sourcing destinations.

Rwanda’s chilli production, on the other hand, is at a very nascent stage, marked by limited production
capacity and basic agronomic practices. However, the country’s rich soil fertility and climatic conditions
present enormous potential for the cultivation of certain high-value chillies.

Under the SITA project, ITC has been working to connect the two markets. SITA has conducted a
feasibility study on spice production in Rwanda and presented it to various Indian companies, the
Rwandan Government, selected Rwandan farmers and the National Agriculture Export Development
Board. An Indian spice company agreed to cooperate on a pilot project to source hybrid chili varieties
from Rwanda.

Under this project, Rwandan farmers have been selected to grow different hybrid chilli varieties in different
locations in the country. The farmers are provided with the seeds, a ‘package of practice’ and formal
training by Indian agronomic experts. In addition, various Indian buyers have agreed to purchase the
entire harvest for the current season (if their quality requirements are met) at $1 per kilo of dry chilli, in
addition to supporting a warehouse in Rwanda and export logistics to India.

After some initial start-up problems, such as determining the best season to grow chilli, four Indian buyers
are now participating in the pilot. By supplementing the production of chillies to satisfy the enormous
Indian consumption on the one hand and providing an alternative source of income and access to
international markets for Rwandan farmers on the other, this type of South-South cooperation creates
clear win-win outcomes.

Source: SITA.
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Firms’ bargaining power affects international value chain participation

Academic research has focused extensively on the power structure of various international value chain
participants.3® The power structure is a large determinant of the benefits firms extract from global value
chains or the extent to which they can improve their position. Typically, in the buyer-driven value chains that
are present in developing countries, the global buyer holds the most bargaining power.

Think of large multinational textile companies that can choose among many garment producers; the
producers are unable to distinguish themselves in order to get some bargaining power. Critical determinants
of bargaining power include the firm’s overall competitiveness, whether it holds any competitive advantages
such as human or technological capital and its client base, but also how it enters the value chain, the
complexity and value added of the tasks that it does and for whom.

Firms extract on average 25% of a chain’s value added, which can rise via international trade

As described in Box 3, the detailed nature of the data allows for calculation of a company’s current position
in international value chains. Specifically, it is possible to estimate a firm’s contribution to the share of a value
chain’s total value. Such estimations demonstrate that, on average, the sampled firms capture 25% of a
value chain’s total value addition.

This means that as much as 75% of a value chain’s value is derived from outside the firm and potentially
outside of the country. As shown in Box 3 and Appendix Il, service providers such as wholesalers and
retailers add significantly more value than processors. This is in line with the famous theory of the smiley
curves of international value chains that says the majority of value is added at the upstream and downstream
parts of the chain. The midstream, typically the production part, tends to have the lowest value added.*

So how can firms improve the share of value added to value chains? Naturally, by taking on more tasks, or
tasks of higher value added, it becomes possible to move up the value chain. One way to do this seems to
be internationalization, because internationally trading firms add up to 14% points more value than
enterprises that are not internationally active (Figure 11).

Figure 11: International firms add more value than national enterprises
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Source: Company surveys collected under the SITA initiative.

4 The concept was first proposed by Stan Shih, the founder of Acer, an information technology company headquartered in Chinese
Taipei, around 1992.
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Box 3: International value chains implemented

Despite extensive research into global value chains, there is no uniform practice to measure an
enterprise’s engagement in value chains. Such a measure would be a start to quantify a firm’s bargaining
position in a chain and examine how it could improve the benefits it reaps from it.

The data collected by the SITA project allow us to provide such a measure for the first time at firm level.
Namely, by having information on the exact task that firms execute and how much value is added at each
stage, it becomes possible to calculate for each firm the share of the chain’s total value added that it
extracts. The value-added numbers provided in this report are based on the following three-step
methodology.

1. Map the value chain. It is vital to understand the value chain by mapping all the individual stages that
bring a product from its original conception to its end use.

2. Calculate each value chain stage. The value added at each stage can be simply calculated via an
input—output practice, namely by looking at the difference between the buying and selling price at each
individual stage.

3. Compute value-added share per firm. Knowing how much value is added at each stage and knowing
in which stage each firm is engaged makes it possible to calculate the total share of value added per firm.

The results of Steps 1 and 2 are shown in Figures 12—14. These figures are based on primary research,
such as consultation with ITC experts and local sector associations, but also secondary sources such as
academic literature (See Appendix Il for more information). Step 3 relies on the business surveys
undertaken by SITA, which were at the task level in order for this methodology to work.

Cotton, textiles and apparel

These three steps have been applied to the three value chains analysed in this chapter. Consider, for
example, the cotton, textile and apparel value chain as depicted in Figure 12. On the basis of one primary
and three secondary sources, the different stages that take raw cotton to a finished textile product can
be mapped, as shown in Figure 12. Roughly, ginning turns cotton into fibre, spinning turns it into yarn,
and knitting and weaving turn it into finished fabrics. After a design determines the patterns, apparel
production turns the fabric into finished apparel goods and then (after) sales services such as branding,
distribution, marketing and sales add further value to the final product. Figure 7 shows that most firms in
the dataset are engaged in garmenting (141), design (129) and knitting (99).

The value-added shares are calculated as an average of the numbers provided in secondary sources,
as highlighted in Appendix I.

Figure 12: Mapping of the cotton, textile and apparel value chain, and value-added shares at different

stages
I - Textile - Apparel (After) sales
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Source: Author’s calculations based on Fernandez-Stark, Bamber and Gereffi (2016, p.12), Frederick (2010), United Nations
Industrial Development Organization (UNIDO) (2009) and ITC in-house knowledge.
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Sunflower oil

Unlike the cotton, textile and apparel value chain, there has been little research into the sunflower oil
value chain. However, a report on the agricultural value chain in Northern Uganda provides good insight
into this value chain. Seeds are cultivated and traded to millers, who process the seeds into sunflower
cake and sunflower oil before selling it to wholesalers and retailers.

Figure 13: Mapping of East African sunflower value chain
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Note: ‘Miller’ has been split into seed crusher and oil processors. Based on ITC value chain roadmaps (2016), oil processors extract
twice as much added value as seed crushers.

Source: Author’s calculations based on lan Dalipagic and Gabriel Elepu, “Agricultural Value Chains in Northern Uganda” (Action
Against Hunger | ACF-International, 2014). ITC value chain roadmaps (2016) and ITC in-house knowledge.

Pulses

A seed is cultivated into a raw pulse that needs to be cleaned, sorted and aggregated. This may be
exported as such or may be processed further into a final pulse, after which services such as packaging
and branding add final value.

Figure 14: Mapping of East African pulse value chain
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Source: Author’s calculations based on the United Nations Development Programme (UNDP) (2012) and ITC.

Naturally, trying to simplify such diverse value chains into standardized sets of tasks with predetermined
value-added shares has its shortcomings, as it cannot capture the finer details of different kinds of textile
products or pulses, for example. This is mitigated by working with shares rather than absolute numbers.
Furthermore, by using several primary and secondary sources to get these value-added shares, as
demonstrated in Appendix |, a balanced overview is being represented.
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Enterprises in South-South value chains engage in more tasks...

An important source of bargaining power is the number and diversity of tasks that firms carry out. In this
context, it is interesting to investigate how many tasks East African processing firms engage in. As Figure
15 shows, firms that export mainly to the South execute on average 1.2 more tasks than firms that export
mainly to the South. In other terms, firms in South-South value chains carry out 41% more tasks than firms
in South-North chains. This suggests a lower specialization effect through South-South value chains and
allows firms to execute more tasks and steadily increase competitiveness and bargaining power.

Figure 15 Firms exporting to the South carry out 1.2 more tasks than firms exporting to the North

No trade

Import raw materials

Exports to South

Exports to North

Imports and Exports to South

Imports and Exports to Morth

0 1 2 3 4
Average number of tasks

Source: Company surveys collected under the SITA initiative.

...And in tasks of higher value added than enterprises in South-North value chains

Figure 16 shows the value of Southern end markets. Exporting to the South results in 10% more value added
than exporting to the North. This suggests that the activities that firms undertake for Southern buyers are
more diverse or higher up the value chain than those undertaken for the North. This makes sense in terms
of specialization. Namely, the specialization effect will be stronger within the traditional North-South divide,
with the North focusing on high-end tasks and the South focusing on low-end tasks.

Figure 16: Southern value chains add more value than domestic or Northern value chains
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Source: Company surveys collected under the SITA initiative.
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This is in line with a growing body of literature that suggests that, while Northern end markets are good
avenues for product and process upgrading, they might hamper economic or functional upgrading.3' This is
related to the incentives of the Northern buyer, who benefits by improving the service of the delivered
product. Due to specialization, however, it would not be in the Northern buyer’s interests if the Southern
supplier moved into other activities that might interfere with its core activities.

One specific example can be drawn from a case study of the apparel export market in Lesotho.32 This market
is connected to South-North value chains via US exports and investments from Chinese Taipei,® as well as
South-South value chains via South African trade and investment linkages. While South-North value chains
offer various opportunities for product and process upgrading, South-South value chains are more conducive
for functional upgrading or moving up the value chain.

Referring back to the earlier example about the select group of firms that exclusively garment clothes, the
export destinations of these finished garments (as previously mentioned) are all in the North. This is an often-
cited example of how the Southern enterprises can link up with international lead firms in the global North
and increase sales. 3

In the research sample, garmenting firms connected to the Northern markets make twice as many sales as
garmenting firms operating domestically. Nevertheless, the value added of garmenting is very low (see
Figure 12). This highlights the main differences between South-North and South-South value chains. While
the former may provide more scope for short-term sales, the latter may facilitate longer term upgrading,
learning and development.

North-South and South-South value chains: Quantity versus worker skills

Enterprises serving end markets in the North tend on average to hire three times as many employees as
those serving the South, even after taking into account significant outliers. On the other hand, firms that
export to the South typically employ higher-educated machine operators. In fact, up to 74% of machine
operators in South-South companies have at least a secondary education and 48% even have a specific
diploma or university degree. For firms engaged in the South-North value chain, 68% of machine operators
have at least secondary education and 32% have a diploma or university degree.

Collectively, these findings suggest that the Global North offers more work than the Global South. However,
activities for the South might be more complex and, therefore, of greater value added, as they require
workers who are more skilled. Firms can increase their bargaining power in global value chains by engaging
in activities of higher value added, allowing them to reap further internationalization benefits.

5 While officially part of the People’s Republic of China, the authors of the case study consider Chinese Taipei as part of the Global
North.
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Box 4: South and North meet in Lesotho’s apparel sector

Lesotho’s apparel sector is often hailed as a success story for preferential trade agreements and FDI
stimulating industrial development and international engagement. Under the African Growth and Opportunity
Act (AGOA), which secures preferential market access to the United States, Lesotho managed to become
the largest sub-Saharan African exporter of apparel to the United States. This also triggered investment from
abroad, as Asian investors in particular sought to gain access to the United States through the AGOA. As
such, a triangular manufacturing network has formed where Taiwanese FDI flows into the Lesotho apparel
sector for further export to the United States. Here, both the backward (investor) and the forward (export
market) belong to the Global North.

At the same time, initiatives under the Southern African Customs Union have stimulated regional integration.
Particularly, South African retailers have been investing in Lesotho, benefiting from lower labour costs, a
flexible labour market, a more compliant union environment relative to South Africa and duty-free access to
South Africa under the Southern African Customs Union. This linkage of South Africa—Lesotho—South Africa
is one of the Global South.

Figure 18: Manufacturing networks connecting Lesotho to Northern and Southern value chains

United States

Lesotho

South Africa

Note: Blue indicates North-South linkage and orange indicates South-South linkage.
Source: Author’s illustration based on Staritz and Morris (2013).

South Africa

The distinct North-South and South-South value chains linking Lesotho to international markets make for an
interesting case study. Lesotho’s manufacturing plants in both chains engage in cut, make and trim activities,
but there are distinct differences in engagement with each value chain. For example, exactly what sort of
goods and processes are required for each buyer? What are the differences in investments between the
Taiwanese and South African investors? Most importantly, what are the opportunities to learn and upgrade
in each chain?

For starters, the Taiwanese-owned firms are typically involved in basic and long-term production processes
that involve relatively few operations, are generally easily constructed and have a low level of difficulty.
Examples include cotton trousers, sweaters and pullovers. Training is, therefore, also limited to basic job
skills such as how to handle sewing machines. Higher-skilled employees are usually hired from abroad,
limiting skill transfers.

Furthermore, this international value chain is widely distributed across the globe, which means comparative

advantages can be maximized. Asia also has low production costs, so the activities carried out in these
factories are easily substitutable with local production. Lesotho’s main advantage instead comes from
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preferential access to the United States under the AGOA. As such, the plants of Lesotho have little
bargaining power or other prospects to move into activities of higher value added.

Although the South African-owned factories also engage in cut, make and trim, they produce more diverse
goods and sometimes also more technical products. One example is the manufacture of work wear for the
South African mining industry that must meet strict health and safety requirements. In addition, these
production processes typically require quicker turnaround, and there is even some evidence (Gibbon, 2002;
2008) that these suppliers contribute to design. As such, the South African-owned Lesotho plants are less
substitutable, have more decision-making power and engage in cut, make and trim activities of higher value
added.

Furthermore, rising costs in South Africa have prompted these manufacturers to transfer more production
and other activities of higher value added — such as pattern making, fabric management and logistics
coordination — to Lesotho. South African investors, therefore, also have a greater incentive to invest in skills
upgrading. This can be seen, for example, by the fact that they invest 1.5 times as much as their Taiwanese
counterparts in training local supervisors.

This brief review of the case study on Lesotho’s apparel sector highlights the distinct differences between
South-South and South-North value chains. This may not be the case in other sectors or countries, of course.
The South-North value chain is motivated predominantly by the AGOA, which has stimulated economic
activity in Lesotho as well as some spillovers in terms of learning. However, this motivation has also locked
local factories into a very specific activity with limited skills and largely low-cost machinist workers producing
basic products. It is, therefore, perhaps not necessarily the South-North versus South-South distinction that
drives the degree to which local firms can benefit from international value chains, but rather their specific
motivations.

Going forward, the Lesotho apparel industry will require an appropriate industrial policy, with the dual aim of
expanding skilled labour and fostering a culture to make manufacturing operations more competitive.
Likewise, a regional perspective will be crucial for sustainable competitiveness and upgrading in the industry,
as the absence of regional sourcing networks for textiles and other inputs constrains competitiveness and
value added. Otherwise, the benefits of international engagement will be limited to its direct employment
creation, rather than its ability to generate skills and knowledge spillovers, greater levels of upgrading and
local and regional linkages that support the industrialization of the Lesotho economy on a broader front.

Source: Staritz and Morris (2013). Local Embeddedness, Upgrading and Skill Development: Global Value Chains and Foreign Direct
Investment in Lesotho’s Apparel industry.3
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CHAPTER 3 POLICY RECOMMENDATIONS

Policymakers should boost South-South trade and investment to achieve economic growth targets. The
geography of international trade and development is shifting beyond the traditional approach of connecting
Southern suppliers to Northern end markets. There are opportunities to do business and enhance
competitiveness in the South, which should be encouraged at the policy, institutional and enterprise levels.

Strategies to increase South-South trade and investment

Strategies for export-oriented growth in the South are necessary. The Global South should pursue
trade with both the North and the South to take advantage of complementary opportunities offered
by both regions.

At the same time, policies must take into consideration that the North and the South provide different
opportunities to Southern enterprises. While a Northern lead firm typically has an incentive to
upgrade products and processes, moving into activities of higher value added (also known as
functional or economic upgrading), this clashes with the Northern buyer’s incentives. Specialization
in certain tasks means such upgrading might interfere with the Northern lead firms’ core activities.
As discussed in Chapter 2, this is less likely to happen in South-South trade, where there is less
specialization.

Policies are needed to encourage two-way trade with the North in both primary and technology-
intensive products. The older paradigm of exports of primary commodities from the South to the
North is increasingly losing relevance.

Support more regional cooperation in the Global South to improve South-South trade. Regional trade
agreements in the South must target improved engagement with South-South value chains, with a
focus on technology-intensive trade.

Simultaneously promote investment in low-technology and medium- or high-technology products,
with scope to diversify into manufacturing parts and components for easier integration into
international value chains.

Policymakers should target both bilateral and multilateral South-South trading arrangements.
Regional trade agreements may promote South-South commerce in goods and services with a
strong component of value chain creation in the South. South-South value chains might provide
better opportunities for Southern firms to add value and absorb skills.

Understand that the number of tasks that firms perform can have implications for engaging in value
chains, depending on the sector. In the low-technology segments, firms of all sizes may have diverse
capabilities, but integration into value chains in the medium- and high-technology categories through
parts and components would require specialization and skills.

Understand that international engagement happens via specialized tasks. Policy should aim to help
companies competitively execute those tasks internationally. The data presented in the report show
that importing is the preferred way through which firms enter international value chains. More than
three-quarters of the firms imported raw materials or equipment from abroad.

Facilitate imports, recognizing that this is an important way for firms to enter global value chains.

Promoting inward foreign direct investment can be a useful vehicle for companies to connect to
international markets.

Negotiations on trade should be held under equal stakeholder partnerships on all issues concerning

trade, resource flows, arbitration and regulations, considering the strong growth and trade
performances of several countries in the South, and cutting across development stages and groups.
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Appendix I: Enterprise survey data collection

The data used in Chapter 2 of this report were collected as part of the ITC initiative Supporting Indian Trade
and Investment for Africa (SITA). The data were collected in two phases. First, a total of 558 firms located in
Ethiopia (192), Kenya (101), the United Republic of Tanzania (122) and Uganda (142) were interviewed in
2015. From this baseline survey, a random sample of 99 firms were re-interviewed in 2018.

The baseline survey was collected following a three-step procedure. As a first step, the SITA team identified
as many firms as possible within the respective country—industry that fitted the interest group. Besides
externals sources, the team could rely on an extensive internal network, such as client relationship
management, business registries, ministries, trade and industry associations as well as personal contacts
between ITC staff and local companies. The interest group comprised firms active in processing within one
of the three value chains. These chains were chosen based on a thorough analysis of export potentials and
stakeholder engagement processes during SITA’s needs assessment and project design phase in 2014.

Second, a sample framework was constructed by focusing on specific target groups related to firm size and
the broad value chain activity in which a firm is engaged. Firm size levels are small, medium and large. Here,
small enterprises are defined as having fewer than 10 employees, medium-sized firms as having between
10 and 50 employees, and large firms as having more than 50 employees. Three broad types of value chain
activities were identified: farming, processing and exporting. Here, SITA’s main interest was in processors
and exporters. The total sample framework consisted of 669 firms.

After constructing the sample framework, the third step involved reaching out to these businesses to do the
actual interviews. While the goal was to reach at least 50% of this sample framework, response rates
averaged 84% (see the table below).

Country Sample framework Sample size Percentage

Ethiopia 195 192 98%
Kenia 120 101 84%
Tanzania 192 122 64%
Uganda 162 142 88%
Total 669 557 84%

After the baseline survey was collected, a second round of interviews was conducted in 2018. A total of 141
firms located in Kenya (12), Uganda (44), Ethiopia (45) and the United Republic of Tanzania (40) were able
to provide follow-up answers to the baseline survey of 2015. The numbers provided in Chapter 2 always rely
on the most recent information of each firm.
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Appendix ll: Mapping and valuating value chains

This appendix describes in greater detail how Steps 1 and 2 of the three-step methodology as described in
Box 3 of Chapter 2 are executed. As stated, primary and secondary data sources were used to map and
valuate the three different value chains discussed in that chapter. This appendix provides an overview of the
different sources used for each value chain to determine these key components.

Table 2: An overview of value-added shares in the cotton, textile and apparel value chain

VC task Ginning Spinning Textile Design Apparel (After) sales

production production services

Fernandez-Stark et 4%A 2% 8% 70%"5 16% 70%"5
al. (2016)35

Frederick (2014)3¢ 25%—-40%° 60%— 25%—-40%° 60%—75%>5

75%8

UNIDO (2009)37 4% 5% 12% 57%8 23% 57%8
ITC in-house 10% 10% 10% 25% 15% 30%
knowledge

Final values used in 5% 5% 10% 25% 15% 40%
this paper

Note: A This includes the value added from agroprocessing as well. ® These values are shared between the ‘design’ and ‘(after) sales
services’, with the exact breakdown being unclear. € These values are shared between these production stages, with the exact
breakdown being unclear.

Table 3: An overview of value-added shares in the sunflower oil value chain

Producer Trader Miller (seed miller (Oil service provider

crusher) processor) (wholesale/retail)

Source

Dalipagic and Elepu 38% 5% 17% 40%
(2014)38

Chisoro-Dube and 16%— 0%— 68%—-84%

Paremoer (2018)%° 32% 10%

ITC in-house 33% 3% 34% 30%
knowledge

Final values used in 33% 5% 7% 20% 35%
this report

Table 4: An overview of value-added shares in the pulses value chain

sk Producer Cleaning, sorting and | Processing Trader Service provider

Source aggregating (wholesale / retail)

UNDP (2012)%° bean 27% 48% 25%
flour

UNDP (2012)# 66% 11% 23%
Nambala long variety

IFPRI (2010) 42 68% 9% 23%
Chickpeas in Ethiopia

ITC in-house 60%" 20% 60%* 20%
knowledge (India)

Final values used in 20% 6 tasks, 45% left = 7.5% 10% 25%
this report

Note: A This value is shared between producing, cleaning, sorting, aggregating and trading, with the exact breakdown being unclear.
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