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Abstract

The international trade is characterized by uncertainty, variability of events, but also and, above all, by the differences
among the entities that populates the same context and shaping its configuration. This situation gives back more
consideration to the dynamics shaping the deployment of the international trade system. Investigating the international
trade actual context, identifying its actors, connections and interactions among them, the influences and the critical
positions/roles that act in it is useful to understand the origin and nature of this dynamics. In this way is facing more and
more relationships among structure and functions of components: it’s emerging a system. Then the adoption of the
perspective of viable systems will allow to identify the connections and the critical forces conditioning the operating
system and its continuity. These forces, tight interconnections and their control ask for a structure, but also to govern
such a reality. The aim is to depict the supra-national order in which becomes critical the determination of a capable
entity to develop an institutional role exerting a crossing coordinating/governing action.

Introduction

World liberalization of goods and services represents a crossing deregulation originated by nations concerned in
General Agreement on Tariffs and Trade (GATT). The Agreement aim, when it was subscribed, was the progressive
reduction of barriers to trade mobility. WTO (World Trade Organization) is the international institution overseeing
processes and conditions for progressive reduction of artificial barrier erected by nations to protect national
economies. Its supervising and regulating function was founded at the end of 1940s conjoint to the foundation of
IMF (International Monetary Fund) and WB (World Bank). In succeeding of years it evolved in WTO. The
organization is constituted of 148 nation-member (at now). Its action is supervised by Director-General who
coordinates the units concerned in specific critical sectors for trade liberalization.

Nations joining WTO shares the usefulness of the principle of the lowering barriers for economic
development and, consequently, they are engaged with their policies. Linked to these one is reaching of competitive
advantage of nations. In a similar liberalized and ruled system of international trade, governments trade policies (and
not only trade policies) are interrelated with dynamic interactions. They are able to influence also performances of
international firms. National policies and international competition are causes for actions and determinants of
performances of firms. Governments policies are directly and indirectly linked to actions of firms and they are
causes of effects (intentional or not) on firms decisions and performances.

The international institution (WTO) influences competitive advantage of nations, originates conditions
determining influences on competitive advantage of firms operating in nations and through its action could influence
directly firms in a situation, like now, in which globalizing dynamics get over nations and crossing states through
the boundaries.

Undoubtedly now there is a reality of the international trade characterized by uncertainty, variability of
events, but also and, above all, by the differences among the entities that populates the same context and shaping its
configuration. This situation gives back more consideration to the dynamic shaping and deployment of the
international trade system. This dynamism represents the more critic factor of the reality that, moreover, takes on
more features of system.

And is for this reason that we think to proceed to the analysis of the international trade in a systemic
perspective, particularly following viable systems analysis, fit deduction to answer the interpretative requirements of
such elusive, and sometimes evanescent, expressions of the system. The adoption of this perspective, putting itself in
the side of the control unit of the system — we can say “catalyst subject” and potential governor of the system - will



allow to identify the connections and the critical forces conditioning the operating system and its continuity. These
forces, tight interconnections and their control ask for a structure, but also to govern such a reality.

To complete this we have to investigate the international trade actual context, identifying its actors,
connections and interactions among them, the influences and the critical positions/roles that act in it. We aim to
depict, in this way, the supra-national order in which becomes critical the determination of a capable entity to
develop an institutional role exerting a crossing coordinating/governing action. In this situation the institution
components could be change and it has to adapt the formal procedures to relate with them because of their different
nature and of their different requirements and “behavioral” features.

To the light of recent dynamics, also, and above all, in the international trade, then becomes clear that its
unwinding escapes to the influence of the national authorities, and this situation becomes a crossing/transnational
reality on which can intervene organisms that have a different role respect to the same governments and it is placed
above of them.

The system, given this assumption, it will not work nomore for the international trade regulation, but its
task will be monitoring and addressing trajectories of action and balancing the influences to reach the equilibrium
among interests of relevant subjects in the context of the international trade. It will pass, so, to a condition of
regulating system to the governance and government of the system that will need structures, methods and tools for
the action.

In this way we can work out a model of analysis, but reaching also the logical diagram and the conceptual
structure by which the “organ of governance” (the WTO) should operate.

Phenomenology

International trade proves to be, in its external expression, a whole deal of goods and services, transported from a
place to another beyond the geographic and national boundaries. From that emerges the dimension of the
phenomenon engaged with analysis: its composition made up kind of assets, layout of the quantities/volumes of
merchandises shaping international exchanges. The study of the phenomenon brings to the inquiry about the origin,
the destination, the quantity and means by which movements realize themselves. The result makes us to know the
feature of the phenomenon: structure and function mechanisms.

Such factors are fundamental elements to understand the dynamics and the causes that produce and that
determine the activation of the whole events of the trade. The subordinate results from the development of such
events are further cognitive moment to establish the effective activations by whose the exchange is accomplished.
The awareness of the result and the way by which it is reached, in other words, draw out the pattern through which it
is formed, allows to know the interferences and the manipulations that influences it and the way by which the
process is carried out, shaping a specific form, is productive of results directly connected to the fact that it is been
realized. Furthermore defining the dynamics of the process supplies information about pushes that determined the
choices of the actors. However, any formulation will have always tied up the observer different interest determining
a different perceptive context. This premise allow us to understand differencies among international trade scholars:
e.g mercantilists meant commercial exchange a phenomenon of the production of the wealth; classical and
neoclassical economists meant, instead, the study of the phenomenon as a part of the general economic equilibrium.
Since classical period a lot of theories supported the analysis of the international trade in the limits of real and
financial balances. Financial equilibrium objective strenghtned the need to consider the exchanges beyond boundary
also in the key of public intervention and, therefore, of economic politics and involvement of the public power. The
analysis of the composition of the international trade and its origins outlined how, since a certain period was not
ever nations to influence the direction and the quantity of international goods, but a new player: firms.

Unveiling this reality and uncovering the role the firm palyed in the field of international trade led to
highlight the way firms create wealth, their strategies, their decisions making about decentralization in foreign
countries, the management of the international operations. Infact, studies enlarged from international trading and
international markets to the strategies in international market, opening the road to set up the international marketing
studies. This perspective met the evolution of the dynamics of the international trade, whose features was changing.



These dynamics steered also the theories of the international trade. The intense activities of the scholars, from
Ricardo to Ohlin, to the same Porter that allowed a bridgehead between theories with macro base to those with basic
micro, to the managerial theories (Fayerweather, Thorelli and others had spoken from trading to marketing
strategies) are a witness to this.

However, the international trade, over the emphasis about the different sights of study, is conditioned and
shaped by various subjects that influenced its course, its direction and its composition. Working and performing of
each of them determines the same existence of the international trade. For example there are subjects that activate
relations, on that influence the governmental politics so like the preferences of the consumers. This whole of entities
interact across connections established among them to the accomplishment of the exchange, but their actions are
influenced by consumer preferences, lifestyles and rules of consumptions that determines implicit or explicit ruels of
the game: in this way is emerging a system. It’s the same to say that all the interacting parties move themselves
towards the precise end of the exchange beyond boundary even if the interest of the individual has precise nature
and is autonomous in the respect of the interest of every other party simultaneously involved in the same process.

Since the ancient times, the search for necessary furniture to survival and/or instrumental to the self
development or making easier human life was the activity that distinguished the social being. The systematic
unavailability of goods and their consequent search, united to the exceeding availability of other kind of goods
(which of the two causes was the first one to move human action?) originated flows of exchange among different
populations even separated by wide geographic distance or whose achievement natural obstacles made difficult. The
civilization helped the exchange activity more structured, on which some populations based the acquisition of their
power on the possession and the control of resourcers - so, today we would say it was a way creating value - and that
provided them the supremacy, the geographic expansion and the economic and political glory and the pride.

The Mediterranean sea was the kingdom of the trade: Phoenicians was the first, then the Greeks and again
the Romans. For these one trade had a meaning even more detailed: it was not alone an exchange with other
populations, but precious transfer of furniture, equipments and assets from the colonies towards the rich places of
the Empire, above all Rome.

Moving away over time and space from the events of the precursor civility of the European culture, dealing
in goods against something of other, constituted the engine of the human activity!™. We can think about the Celts,
the Scandinavians (with their ships), the Mongolians of the steppe and to the Arabians and to the Tuareg of the
desert that dealt in goods to increase their availability of assets'.

In the medieval age the “mercatura” remained, in an isolating and decline landscape, a flourishing activity.
Those merchants who developed such an activity, little by little, succeeded in a position to compare with those
people who had the power of the land, the feudatory.

Some of them were able to accumulated richness and treasures by trade. This was also financial availability.
Meanwhile, shapes of government were evolving. Well, the master of the territory to preserve the geographic
extension of its national power had to support productive (trading) activities and subjects producing wealth: this was
the way to maintain the safety of the state. The consequence was the increasing importance of the issue to find
resources to maintain the state and the faithfulness of the subjects that provided wealth. In practice, it resulted of a
thick institutional plot constituted by the state shape, the legal regulation that sustained it and the taxation structure,
in which took on fundamental importance the production of wealth®!. This institutional framework convey to form
and to emerge international trade structure system whose central reference was the institutional entity: the
sovereignt!.

In this historical situation-institutional the first positions to favor of the trade took shape like prior factor to
growth of the wealth of the States. Different needs of the states addressed to different study center. All of the
cognitive efforts, however, lead to and converged towards a unique interpretation: the international trade like a
factor of creation of the wealth managed managed by the sovereign for the well-being, the obedience and the
legitimization in respect of the subjects. Contingencies in each state characterized the contributions of the scholars
that studied of the phenomenon®.. Monchrétien in France, Haley in England, Scaruffi and Davanzati in Italy™ - was
some of these scholars - did not discuss other that of the solutions to the problem of the coffers of the State and the
growth of the wealth that international trade could create. The economical motion cultural that it is formed around
such phenomenon was named, mercantilism and steered first studies that brought to the to rise of the economic



sciencel”. In England the matter was transfers from colonies, in France the issue was precious finding of metals
rebalancing the coffers of the State, in Italy the culture of the commercial exchange had been the situational factors
that marked the interest around the international trade!®!,

The wealth of the nations was still the object of the analysis of Adam Smith, but its interest moved toward
the allocation and the production of the richness and towards the study of the valuel®. The laissez-faire economics
that derived treated with allocative matters for economic equilibrium. The international trade, in such conceptual
landscape, was integral part of the formation of such an equilibrium. Its belief was into the balanced strenght of the
forces of the market. The laissez-faire, in fact, has its ideal essence of system in which the natural forces steer the
allocation of the resources of a society without political and social manipulations of the national authority!®. The
international forces are governed by the flow of the exchanges and balancing forces of the advantages. The nature of
such advantages was explored, deepened and, so, fundamental object of Ricardo studies.

The phenomenon of the international commercial exchanges was explained, at the period of the Industrial
Revolution, like exchange enabled between two countries in the productions in which each of two pit specialized, in
which everyone possessed, in virtue of the specialization, an advantage of cost that make suitable the exchange of
the good produced in a country with that of the another countryt!. In reality, in the ricardian theory, the advantage
was derived from the labour factor; in fact, the theory has like a reference the specialization of the labour. Then
Heckscher-Olint*? studies emphasized, instead, that the production in which a nation has an advantage is that in
which is employed the factor of the production endowed by the Country, and of which surely an endowment
presents a cost, compared to other countries, is specially low, determining a total advantage of cost relatively to the
same productions of the other Countries. In truth, actual such last condition gave back necessary a greater
articulation of the theory — the initial hypothesis very restrictive with respect to the reality - as does not hold account
of the dynamic reality of the economical phenomena, it not perfect equality in the productions, of the organization of
the production (the increasing yields of staircase, for example) and I’imperfection of the competition in the
markets™. The back concept remains that of the strong incidence of the original endowment of the factors of the
production. Infact in subsequent economic studies the nation is considered as a complex system provided of
infrastructures, systems of production and offer. Such advantages are fit to represent a compared advantage that is
expression of everything been it nation, such to be depicted it as a competitive advantage of the nation, determined
and built across actions of the comprehensive national system. And the nation system that in the competitive
advantage of the nation gives specific endowment to the state-nation changing its role and function. Such theories
emphasize the role that comes away taking on nations from the end of the Fifties, when the development of the
international trade was driven by the activity and by the actions of the enterprises. They were the multinational
enterprises to give strong impulse, how we said, to the motions of goods and of capitals, producing a true and actual
economical phenomenon formalized by the theory of the international cycle of the product. Then also the theory of
the international trade emphasizes the way by which a central role in the international development goes to the
enterprises. The World Bank, even if in different perspective, had always considered as international trade have a
critical role in the economical dynamics of development of the States, of the enterprises and individuals!*.

The competitiveness of the nation is a result of the system of resources/factors, conditions of the demand,
strategy and structure of the competition, correlated and support areas, than the national politics and governmental
actions™™.  These last determine a virtuous circle that influences investments in the attraction capacity, but
simultaneously creates positive conditions for businesses development that, persuading firms to invest!®.

From the Trade to the Actors: The Enterprises

The most significant changes in the composition and in the direction of the international flows of changes of goods
recorded in the XX century, between the end of the Forties and the begin them some Fifties. At that time these
changes emphasized important events in financial transfers and in the productive investments. The first, in fact,
found their engine not more in exclusively financial investments with speculative nature, but in profit bearing
investments. The international exchanges were sustantious in 1850 and their development was considerable: from
1% to 7% of middle growth annual at the end of XIX century to 14% of the XX century™,



The statistical charts on movements of goods between the end ‘800 and 1929 show a continuous
development stopped by 1929 crisis™™®. In the successive two decades the world trade pointed out a slowing, started
an up and down process caused by protectionism that followed to the great crisis and political nationalist motions
that stretched out to close the nations to the exchange. Only after 19501, after a first phase of a geo-politicians
order reorganizations, there was a renewal of the exchanges of goods. The data point out, however, the features than
a world order went taking on.

During Fifities the flow of goods from the traditional productive countries towards the countries did not
increase because of the fact that the firms located production units in the countries previously consignees of the
exports. That it provoked, comprehensively, a movement from flows of goods to flows of capital, but also in the the
direction of the same ones. The flows of capital directed themselves in entry in the countries to realize direct
investments, then in exit from the countries of production towards the countries of origin of the houses-mothers.
The flows of capital arisen from direct investments of foreign countries (IDE) became more significant. Capitals has
been about destined to the accomplishment of the investments and resulting from the IDE?.,

In the Seventies the energy industry consolidated its power that met the transformation in monetary and
producing flows, outlining a strong interdependence on the economical phenomenal®. In these last years is pointed
out a slowing in the growth of the volume of the exchanges that not alone drift from an economic situation of crisis,
but from a productive change of specializations and from the change of the origin of the same exchanges. Also a
light slowing in the growth of the flows from Countries that held the greater contributions of the international trade
depressed the comprehensive rates of growth of the exchanges. The variations in the courses of the international
exchanges were derived also by the internationalization of the production that if, from a part, make move the flows
to the markets of the capitals, on the other hand determined corresponding changes in the productive national
autonomies. That it was testified from the invisible growth of entries, namely specific flows of wealth not by goods,
but by capitals and services. In the same period it changed also the composition of the exchanges of goods: the
leading assets (agricultural, mining, the so-called commodities) lost the supremacy to favor of the manufacturing
products. It provoked the development of the exchanges of the whose countries structure productive was based on
the manufacturing areas.

In synthesis, all that steered to a new layout of the commercial connections, creating new orders of the
international trade®. The years ‘80-’90 confirmed the comprehensive growth of the exchanges of goods, with
changes in their origin. In 1980 the international exchanges of goods were alone 68% (in volume) and 59% (in
value) with respect to 1999. The development tendency is continued also in the period 1990-1999, in fact the
international exchanges of goods are increased of 74% (in volume), of 60% (in value)®.

Subjects and the Connections in the International Trade

The exchange of goods and/or services beyond the national boundaries is established between two coincident
interest centers, but with an opposite mark. It is a connection purely contractual, that it has as an object the trading
practice. Technical practice describes the mechanisms of operation and the framework to enable mechanisms and
the subjects that enter in the connections activated. In this way, we can draw network of relations among subjects
that, to different right, enter in the construction of an operation diagram corresponding to the international trade. The
exchange of goods and services took place, in fact, among entrepreneurial entities (different firms or also
subsidiaries of the same enterprises geographically decentralized); but to carry out the relation other connections are
needed make or facilitate the accomplishment of the commercial transfer possible.

The firm has to fulfil its duties imposed by local or national public agency, for example state regulations of
commercial protection, or sanitary rules, to carryout rules and of international conventions (e.g. International
Chamber of Trade and the Incoterms)*! that are only examples of bind and rules condition the pattern and the flow
of the exchanges. Nevertheless, the exchanges accomplishment is also determined by the presence of subjects
similar to the firm, moved from the same interest and from the same needs of survival and that enter in the same
context in the conquest of the connection with the opposing party, as competitors so as final consumers. The flow of
goods and services, in fact, is influenced by consumers that, to second of their capacity of the acceptance of the



business output, can determine the choice of the quantity of products to destine to a specific geographical area. In
this way the arrangement of the consumption of a goods or services influences the direction and the layout of the
international trade.

It has seen, besides, like in the international economy it is pointing out the role the States play. Depending
on political positions and/ideological, either, the role of the State remains always critic to determine the fluidity or
rigidity of the international exchanges. The productive interest nature and safeguarding the economies persuades to
protection positions and tariffs and duties imposition, in other words erection of barriers to the entrance of products,
services, investments or technological transfers. The national power does some governments the agents of reference
for the overcoming of the national boundaries. The state institution, in virtue of the actual position, supervises,
observes and intervenes to maintain the coffers of the State, to develop and/or to protect the social and economical
situation of the nation. The achievement of these purposes is obtained through executive structures that apply the
more fitted program to the area of interest that carry out the governmental programs. The action of governs,
moreover, more often, it is coordinated to the events that could verify in the national territory; both the power of
repercussion of these events is so wide to exercise on the inside reality (economical, market or political
fluctuations), and the effect of the intensification of the international interrelations — agreement bilateral, multilateral
nell’longed for of international organizations — that, at the same time, are cause and the effect, of the necessary
coordination inside national boundaries. The decisions of the governments breed a trial of cause- effect, in an
iteration process, of the realtions in the international trade also. The action that they can develop through executive
structures — like ICE and the SIMEST in Italy or the JETRO (Japanese Enterprise Trade Organization) in Japan —
would allow to activate the relationship among firms for the international operations. The considerable role of the
states, in the merit of the protection, promotion and development of the international commercial realtions, is carried
out about of creation of infrastructures that are determinant factors for the competitive generation of advantage of
the firms and of the nations. The competitive position of the nations is expressed across the entities operating in
national field™!,

Just firms, their productive and/or commercial units that are able to activate the basic relationship of the
exchange of goods and/or services. Distribution channel structures determine as much as connections (because they
are subsystems of firms) in the international trade, because of their capability of influence on the acceptance of the
consumers?®, On the other hand consumer associations and the consumer culture and values make the consumer
become an entity in a position with direct influence on the decisions of consumption and of purchase from which
derives the capability to increase or except the intensity of the international flows of the exchange. The same
connection can allow to reach different ends, then the international realtion of exchange could enable a sale, transfer
knowledge among branches placed in different countries or create a collaboration. The distribution of the
preferences, the economical availability-financial and the cultural level are all factors that determine the distribution,
the quantity and the direction of the trade among countries. The distance, the lack of knowledge, the scarcity of
means to go beyond the ignorance of the foreign system could require the support of other subjects establish the
relation. This question carry out other features and other relation in the flow of the international trade: trade
intermediaries. They could play a strong role influencing the trade in the hypothesis of indirect export and a medium
level of influence in the case of direct export. This figure could alter the order or the structure of the trade, without
considering trading companies that succeed to define their same the international connections with considerable
capacity of influence on the whole system and its structure.

The entities that enter, to different title in the relational net of the system of the international trade have
equal interests, but of opposite mark, creating a composition of interests to establish and to maintain a consonant
relation to make interconneted their mutual structures; even if, however, let remind that among different structure,
driven by different values, it exist divergences of position in the definition of the formal procedure across that the
interrelationship activate themselves and/or on their potentials consequences on the other systems, so much to carry
out the entity to find conflicts in order to deteriorate the system of connections and interactions in the system of the
international trade.



The System of the International Trade: Viable Systems Perspective

The international trade of goods and services seems to be only a phenomenon that results from the synthesis of a
plot of relations and interrelations among different entities that are involved in it to operate/to work; but it is the
activation of such a tangle of relations carries out the system. Its essence is given by interrelated and interacting®”
parts for the accomplishment of a common end, that makes the system emergence®®. The characteristics of the
phenomenon pointed out that, also based on the description drawn in the previous paragraph, the entities that
populate it, in various roles, are involved in the international trade of goods and services. The reason for which the
entities activate relational channels among them is found in the need to carry out the transfer of the object of the
exchange from an area to another, between areas submitted to be able state/governmental different, with social
founding, economical, regulations and political too different. Subjects representing the different interest centre, so,
constitute the parts. The role of the exchange of relations and/or services, of transportation, of mediation, of
territorial promotion, politics and financial, and of authorization are the various kind of relations to establish to carry
out of the system. Their continuous activation and existence does to emerge the system.

The system of the international trade exists when there is in fit a flow of contacts between two or more
enterprises than either have an interest to transfer goods or services from different sides of the globe and, to the end
to obtain the spacial passage of the good and/or service — realized by banks for payments safety, or will do the same
for fluctuations in the prices of the good/service object of the transaction. But the system emerges also when a single
firm explores the market to identify actractive foreign markets, supported, or not, by a skilled and capable
intermediary, rather than by public structures supply information on the features of the foreign markets, instead of
research collaborations on foreign markets with other firms (or to undertake all and three the typologies of contact
cited simultaneously).

Each of this entity constitutes a concentration of interests which define the fundamental substrate to the
search and the activation of connections to determine the grade of the span of the firms to dialogue with other
components of the system.

In practice, the need to place on the market the actual products (structural) and the orientation to the
internationalization landscape can define the necessity and the will to open the system activating relations with the
other parts.

In the time, in the international conext, there was structural changes combined with orientation, value and
ideological changes, revealed and specified in the values and in the structures of the entity that are components of
the system. These modifications had caused changes in the capability and the willingness of the activationa of
relations. Like a consequence the experience is that of difficulty to find consonance (in viable system, means
identify points of common interests by which the entities meets the dialogue to make value). We can remember
conflicts and different interests expresse by some entities appeared on the stage in the last years, it is seen the NGO,
environmentalists, ecologists and no global movements). Although the difficulty of connection exists a certainty,
sprung by perpetuating the exchange in the time. Such a perspective lead, already to the end of the Forties of the XX
century, some States to sign an agreement across which pledged to dismiss themselves all the possible causes could
obstacle the functioning of the system®. That it outlined the logical diagram to define the first rules of address,
creating fundamental a whole of rules that subscriber Countries committed to observe. Rules had the scope to
liberalize, they did not define how to market, thing and with who to related with. This framework was the GATT
(General Agreement on Tariffs and Trade).

The agreement traced principles — like the fundamental Most Favoured Nation clause - with the purpose to
reach the development of the exchanges and through them the production of the wealth®"!,

Now the system of the international trade is characterized by a net of relations connected in the principle of
the free exchange like unifying element.

The system was not ever a viable system in an embryonic state, but began to evolve itself towards a system
in accomplishment. It tended to the completion of the viable state, but it has not reached it. There were events that
acted as introduction of fact for the to be depicted itself of an accomplishing system and actual completion had been
the continuous adherence aside of an always greater number of states, a lot include in the actual action part of the



earthly surface, namely of the national territories in which the globe was divided. The agreement concetion would
show a top-down creation pattern, even if joining the agreement happens across a bottom up trial. The
institutionalization of the agreement a top-down draws up the first viantal phase of development of the system. (It is
a demonstration like the system is becoming viable).

Such an institutionalization becomes more and stronger when there is a tangible structure than is not alone a
declaration of purposes, but takes on the clear configuration through the identification of decision-making, of staff
and executive and of control organs. That it happens in 1994 with the constitution of an international organism: the
WTO.

The complexity of the context and the real and potential conflicts already steer States to unite itself in an
organism that supervises to the fulfilment of the rules of the free exchange (in origin that was functional to the to
finish itself of a most spacious economical system international). In reality a free exchange has to be also fair®.

What emerges it is the equity and of stable composition and importance of the property and of their
governing body, that are all of the states; without the abuse of power deriving from strong positions is possible to
obtain the comprehensive growth.

The phenomenon of the globalization, in fact, would carry in short time to make to reflect the abuses of
power of transgressor. In the opposite case it arrives to a demote system of exchanges and to a degeneration of the
value created. The presence of a supranational organism, to this point rises also to function of safeguards some
survival of the world system of exchange to create that value that can be derived alone by it. Conflicts rise up for
scarcity of consonantic capacity between the entities. Then there are some entities, like the environmentalist or
ecologist associations, no global and social forum that dispute the possible pathologic dependence (we could define
it “resonance”) that each powerful entity could release resources with respect to the consumers, to the states and
other enterprises can establish in the system, or rather dispute the system of the international trade like the supra
system in which stretches out to make to cancel the systems that enter to do it.

The institutive agreement of the WTO fixed a “physical” architecture that formerly was alone an
ideal/logical framework. The operating structure is completed by a component that has a function of control. Besides
of the presence of such a component defines also precise rules. This happens across the DSB (Dispute Settlement
Body) that begins bureaucratic process resolving trade quarrels between states and that “is vital for enforcing the
rules and for ensuring that trade flows smoothly”*2. Again, the system shows its nature, more and more when the
ONG enter into decision process, even if in order to give simple advisors or information; when 148 Countries of the
globe joins the agreement, representing 90% of the world population. All these components (national governements,
ONG and others) enter in a relation of “consonance” in which they outline themselves those we call “opening
conditions” that are channels and way to dialogue and interact one another. The whole consideration of each part of
the system of the international trade in the formation of the will, the insertion of each the problematic and all of the
objects of the international trade and the force of the rules shared a lot to make them become constraints for the
functioning, because of the unfulfilled rules constitutes disapproval (and decreasing of “consonance”) and gone out
or to marginalize by the system caused by incapability to relate with others.

The respect of the variety and the consequent maintenance of the degree and capacity of opening and the
consequent relations of consonance obtain themselves with the clear definition of the of the organizational diagram
across the introduction of an agenda/summit of the Parliaments, would carry out the completion of system.
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Conclusions

The international trade constituted and constitutes a flow in a position to create and increase the available wealth for
the player of the system. The transfer of goods and services in their motions, almost like mechanical flow activated
by the productive entity moved, actual for its role to allocate wealth. Every perspective of study was anchored to
specific points of observation that risked to privilege some dynamics, misconsidering others ones. The application
of the systemic approach allowed to frame the phenomenon in the present context, to make free it by the single
perspectives exploited up to now. These ones, in their reductionistic approach give the emphasis of some
components, leaving the others in a misconsiderations and risking to not succeed to attribute the parts their actual
role, in function also the interpretation and the determination of the typology of connections that united them.
Besides of, with viable systems approach is possible to consider the emerging dynamics by the operation of the
system that the same parts form. Viable systems approach, so, into consider the parts, is the connections that
connect agrees to pick them the reality of the phenomenon in its operation. In this way, it is possible to snatch the
changes caused by the deployment of complexity that it is tested in the system like an effect of indeterminacy
confered by variety and variability of the components of the system. The incoming of such new components goes
attributed indeterminacy of the operation of the system, as has “confused” the equilibrium of the present
connections, intervening with new capacity of flu and of pressure. That it make emerges requirement of a point of
reference, namely of a component in a position of to take on such role between the parts involved, deputy part of the
system. From that it emerges a pertaining to perspective sight of warning sign towards the formation of an organ of
coordination and for the to form itself of a true and actual viable system. Recognizing the system viability makes
more and more important its governance. In the international trade system this role corresponds to that one of WTO.
Qualifying the WTO as governing body of international trade implies consequent consideration about its framework
and structure fit that it opens new ways for the analysis.
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The WTQO'’s Challenges in the New Era: Membership of the Former Communist Countries
and the Development Issues

Angela Solikova
Comenius University, Slovak Republic

Abstract

One of the traits of the economy after the World War Il. is the increased importance of the globalization. This brought
about the need for common rules in trade between countries and the idea arose to establish an organization that would
handle the multilateral trading system. Countries signed the General Agreement on Tariffs and Trade (GATT) that set a
framework for international trade and liberalized it by lowering tariffs on imports of products. This was the initial step
towards today’s World Trade Organization, which unites countries with various economic powers in order to improve the
welfare of the whole world. In our work we would like to present the WTO, its historical development, basic rules and
procedures. In the second part, we will show various cases of former communist countries in their effort towards their
accession into this organization, and finally a special focus is put on Slovakia and describe its relation to the WTO.

From GATT tothe WTO

The World Trade Organization (WTO) is up to date the only international body dealing with the rules of trade
between nations. As stated in the Paragraph 1 of Article II. of the Agreement Establishing the World Trade
Organization, “The WTO shall provide the common institutional framework for the conduct of trade relations
among its Members in matters related to the agreements and associated legal instruments included in the Annexes to
this Agreement.” Accordingly, the WTO agreements negotiated and signed by the bulk of the world’s trading
nations define and provide important and necessary legal ground-rules for international commerce. They are
essentially contracts, binding governments to keep their trade policies within agreed limits.

Establishing of the WTO was neither fast nor easy. In fact, it took almost fifty years until such a complex
legal organization, that would be able to facilitate all the needs of today’s trade, could come into being. And yet, this
long-lasting process is not finished, daily bringing many new problems to be solved.

Historical Background

After the World War II. the idea was developed to create an institution that would be in charge of handling
international economic cooperation. This was supposed to become the third part of the “Bretton Woods Institutional
System”, joining two institutions today known as the World Bank and the International Monetary Fund.

The plan of the 50 countries, participants of the World Conference on Trade and Employment which took
place in Havana in 1946, was to create a specialized agency of the United Nations called the International Trade
Organization (ITO). “Restoring international economic growth and stability through the promotion of trade was
crucial to securing a lasting peace after World War II. It was this vision that led to the creation of the multilateral
trading system in 1948.”" At first, even before the ITO Charter could be approved, 23 countries decided to start the
negotiations to reduce and bind the customs tariffs and in this way to support the trade liberalization. The
negotiations took almost two years and resulted in about 45,000 tariff concessions. In order to protect the value of
the negotiated tariff concessions, they were combined with some of the trade rules from the draft of the ITO Charter,
and signed by above mentioned 23 countries on October 30, 1947. In January 1948 they came into effect as the
General Agreement on Tariffs and Trade (GATT).

The ITO Charter was agreed to only two months later in March, but never entered into force. The
opposition in the US Congress and legislatures in some other countries made it impossible to ratify the Charter, and
the formation of the ITO was definitely ruined. As a result, the GATT, which was a “provisional” agreement based
on tariff reductions, remained the only multilateral instrument governing international trade until establishment of
the WTO in 1995. However, the contracting parties agreed to abide by the rules and needed to meet occasionally to
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discuss related issues and to hold trade negotiation. This had shown a vital necessity of a supporting directive and

control body, what lead to the later creation of an international organization with the same name.

The GATT

Basic Principles

Adoption of the Agreement was the breaking point in the post-war free trade efforts. Already during the initial

negotiations about the trade liberalization the contracting parties showed strong ambitions for “...entering into

reciprocal and mutually advantageous arrangements directed to the substantial reduction of tariffs and other barriers
to trade and to the elimination of discriminatory treatment in international commerce.”"

To reach and to fulfill the above-mentioned objectives the GATT applied some simple, fundamental
principles of the multilateral trading system. These run throughout all of the agreements, rules and documents:

« Trade without discrimination

a.) The Most Favorite Nation Treatment (MFN) — countries cannot discriminate between their trading partners.
This is so important that it became the first article of the Agreement stating that “... any advantage, favor,
privilege or immunity granted by any contracting party to any product originating in or designed for any other
country shall be accorded immediately and unconditionally to the like product originating in or designed for the
territories of all other contracting parties.”

b.) National Treatment (NT) — countries have to give others the same treatment as one’s own nationals. The NT
applies once a foreign product has entered the domestic market, and since then should be treated equally to the
locally produced good.

o Freer Trade
Encouraging the negotiations towards gradual lowering of trade barriers (both tariff and non-tariff) and
this way opening markets to gain more benefits.

e Predictability and transparency
Country’s trading rules should be as clear to others as possible and any change has to be made public
and transparent.

e Fair Competition
Discouraging unfair practices such as export subsidies, dumping and promoting non-discrimination.

¢ Encouraging development and economic reform
More benefits to less developed countries and countries in transition by giving them more time to
adjust, greater flexibility and special privileges.

“The idea of the GATT as multilateral agreement is to provide the same rights and advantages for each

contracting party by eliminating non-tariff barriers to trade and granting the MFN to all contracting parties.”

Trade Rounds

Since its adoption in 1947 until formation of a new institution for the international trade — the WTO, the legal text of

the General Agreement remained almost unchanged. “The main GATT’s activities were the trade-tariffs conferences

at which the negotiations proceeded according to the reciprocity and mutual advantages.“"" These conferences, also
called the trade rounds, served as the multilateral negotiation place for common efforts to liberalize international
trade and continue reduction of tariffs.

During existence of the GATT (1947-1995) eight trade rounds took place. As we can see in the Table 1, the
first two decades were devoted to further reduction of tariffs and only the mid-sixties brought about new topics that
should be taken into consideration.
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TABLE 1THE GATT TRADE ROUNDS

Year Place/name Subjects covered Countries
1947 Geneva Tariffs 23
1949 Annecy Tariffs 13
1951 Torquay Tariffs 38
1956 Geneva Tariffs 26
1960-1961 Geneva Dillon Round Tariffs 26
1964-1967 Geneva Kennedy Round Tariffs 62

Anti-Dumping measures
Non-Reciprocity rule
1973-1979 | Geneva TokyoRound | LoniS 102
Non-tariff measures
“Framework” agreements
Tariffs
Non-tariff measures, rules
Services
Intellectual Property
Dispute Settlement
Textiles and Agriculture
Creation of the WTO
Source: Trading Into the Future: The World Trade Organization. 2™ edition, WTO, Geneva, 1999, page 9.

1986-1994 Geneva Uruguay Round 123

The sixth — the Kennedy Round (1964-1967) introduced the Anti-Dumping Agreement, but the biggest
change in the international trading system was the newly introduced non-reciprocity. This rule was exactly the
opposite to mutual reciprocity principal and allowed lower tariff exceptions or usage of some barriers to the less
developed countries and infant industries. Although at first it might seem incomprehensible, the truth is, that it
brings positive results and many benefits for development in these countries.

Big importance received the Tokyo Round that took place in 1973-1979. Participants’ number grew to 102,
what was almost five times as much as during the establishment of the GATT thirty years ago. At this conference
was introduced the system of tariff “harmonization”, i.e. the higher the tariff the larger the cut. Attempts to reform
the system and tackle trade barriers that did not take the form of tariffs emerged for the first time, leading to a series
of agreements on non-tariff barriers. These barriers were divided into three categories: (1) barriers derived from
customs value, subsidies and countervailing measures; (2) quantitative restrictions and quotas; and (3) technical and
economical norms, sanitary and phytosanitary measures. Numerous agreements were signed only by few GATT
members and, therefore, did not become part of the GATT. They were known as the “codes”, and some served as
the base for future amendments during the Uruguay Round.

The Uruguay Round
With the development and changes in the international trade arose in the early 1980s voices to adjust the so long
unchangeable General Agreement. After more than three decades the world trade became more complex, trade in
services received higher importance and the foreign investments have expanded considerably. The GATT was no
longer relevant to the realities, what convinced the members to reinforce a major transformation of the whole
multilateral system.

The Uruguay Round was the last and the most significant of all trade conferences. The Conference was
launched on September 1, 1986 in Punta del Este, Uruguay at presence of representatives from 92 countries. It took
participants seven long years of discussions and negotiations to finally produce an Agreement, which, with annexes,
ran to over 20,000 pages, and is one of the largest treaties ever signed. By the end already 123 countries took part at
signation of the Final Act in Marakesh that closed the Round on April 15, 1994.

Originally, the agenda involved not just trade in goods, but also the expanding services sector, which at that
time represented already 20% of global trade. Talks were supposed to extend the system also into new area of
intellectual property, improve the complex machinery of the dispute settlement, and reform the sectors of agriculture
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and textiles. Ministers did not have problems and agreed fast on the package that included concessions on market
access for tropical products, the dispute settlements system and the Trade Policy Review Mechanism — the
systematic and regular reviews of national trade policies and practices of the GATT members. But the problems
arose during negotiation on the sensitive issues of agriculture and textiles. Two main actors, the USA and the
European Communities (EU), had different views on the protection of agricultural producers and neither side was
willing to give up its position. To add, new subjects on anti-dumping rules and the proposed creation of a new
institution arose and prolonged the negotiations even more. Finally, the conclusion came after the compromise
between the USA and EU in December 1993.

The delay in negotiations that were planned to last only four years brought about certain merits. Some
aspects in the area of services and intellectual property progressed further then would be possible in 1990, which
made the Uruguay Round Agreement the most comprehensive trade agreement to date, not to forget establishing of
the WTO.

“The National Council of the Slovak Republic approved the final document by Resolution number 31 from
December 13, 1994 and it was ratified by the President on December 22, 1994. The Agreement came into effect on
January 1, 1995, according to the Paragraph lof the Article XIV., and complying with Paragraph 3 of the Final
Act.™
Formation of the WTO
The World Trade Organization came into being after the Uruguay Round on January 1, 1995. It is the biggest
organization dealing with the international trade with a fairly simple structure (Annex 1), where all decisions are
made by the member countries through their ministers or officials. The seat of the organization is in Geneva,
Switzerland with secretariat staff of 560 people headed by General Director Mr. Mike Moore from Australia.
Secretariat’s main responsibility is to support WTO bodies’ performances both administratively and technically
before, during, and also after the negotiations. Its budget for year 2002 is counting with 143 million Swiss francs.

As of January 1, 2002 the WTO has 144 members. With the most recent accession of China and Chinese
Taipei in December 2001 “... the WTO’s multilateral trading system is now near-universal, covering more than 97%
of total global trade.”"" Thirty other countries have interest to join; 28 of them are currently negotiating their terms
of membership in the Accession Working Parties, and 2 are holding status of an observer.

The WTO replaced the GATT as a new multinational institutional framework for international trade. It is
charged with overseeing the proper functioning of the expanding trade system and ensuring that it continues to
promote the ideological objectives of free and open trade set forth by the original framers of the GATT after the
World War IL It also monitors the trade activities of its members and secures that they adhere to agreed set of rules.
Fulfilling the above mentioned is done through following functions:™

o Administering trade agreements

o Acting as a forum for trade negotiations

o Settling trade disputes

e Reviewing national trade policies

¢ Assisting developing countries in trade policy issues through technical assistance and training programs

o Cooperating with other international organizations
WTO Agreements — The Legislative Base of the Organization
“The Uruguay Round saw both a widening and a deepening of the GATT multilateral trade system as it has been
functioning for almost fifty years: a widening through the inclusion of cross-border services, protection of
intellectual property fights and other additional agreements, and a deepening through the extension and
supplementing of the existing GATT provisions.””™ The General Agreement on Tariffs and Trade, which always dealt
with trade in goods exclusively, has been amended and incorporated into the new WTO Agreements. Additionally,
the General Agreement on Trade in Services and the Agreement on Trade-Related Aspects of Intellectual Property
were included, and thus formed three pillars for the present-day multilateral trade system. All three agreements
adopted GATT’s key principles, follow a single set of rules and a single system for dispute settlement.

The General Agreement on Trade in Services (GATS) sets the legally-enforceable rules covering
international trade in all services sectors such as banking, tourism, transportation, insurance and telecommunications
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to name few. It operates similarly to GATT on three levels: the main text with general principles, annexes dealing
with rules for specific sectors, and individual countries’ commitments stating which of their services sectors they are
willing to open to foreign competition. Supplemental fourth element is special to the agreement in services only,
listing areas where the MFN principle is temporarily not applied. To ensure that all operations are being followed
properly, the Council for Trade in Services was established as an overseeing body.

Agreement on Trade-Related Aspects of Intellectual Property (TRIPS) deals with rules for trade and
investment in ideas and creativity. Copyrights, trademarks, patents, geographical names for product identification,
undisclosed information and industrial design should, according to this agreement, receive protection around the
world. “The protection and enforcement of intellectual property rights should contribute to the promotion of
technological innovation and to the transfer and dissemination of technology, to mutual advantage of producers and
users of technological knowledge and in a manner conductive to social and economic welfare, and to a balance of
rights and obligations.”™ The TRIPS combined and expanded significantly the existing standards of the World
Intellectual Property Organization (WIPO) that were set in the Paris Convention for Protection of Industrial Property
(1967, patents and industrial design) and the Berne Convention for the Protection of Literary and Artistic Work
(1971, copyrights). For proper functioning of this system is important to ensure that member countries implemented
and are enforcing the adequate protection standards.

Goods Services Intellectual Disputes Trade
property policy
reviews
Basic GATT GATS TRIPS Dispute TPRM
principles settlement
Additional Other goods Services
details agreements annexes

and annexes

Market Countries
access Countries’ schedules of
commitments  schedules of commitments
commitments (and MFN
exceptions)

FIG. 1: THE BASIC STRUCTURE OF THE WTO AGREEMENTS
Source: Trading Into the Future: The World Trade Organization. 2" edition, WTO, Geneva, 1999, page 15.

The new system incorporated also number of special agreements, which became part of the general binding
commitments of the WTO. Among these are for example the Agreements on Agriculture, Sanitary and Phytosanitary
Measures, Rules of Origin, Subsidies and Safeguards, Textiles and Clothing, Government Procurement, and others.
Ministerial Conferences
The countries can make decisions through specialized committees and councils, where all WTO members have their
representation, but “...the WTO’s top level decision-making body is the Ministerial Conference, which meets at least
once every two years.”™ The Ministerial Conference settles the most important matters of functioning of the WTO,
approves the most important agreements, and has the authority to take decisions on all matters under any of the
Multilateral Trade Agreements. Every conference brings about significant results that play a great role for the future
direction of the WTO and international trade. Four such conferences took place since the WTO began its activity:
Singapore, 1996; Geneva, 1998; Seattle, 1999 and Doha, 2001.

There was put a huge stress and expectations towards the so called “Millennium Conference” that took
place in Seattle in 1999. However, Seattle failed because Members were too far apart on substantive issues. They
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disagreed on agriculture, labor, the environment, on competition policy, on rules, and on how to deal with
developing countries’ problems with implementing their Uruguay Round commitments.“™" After this mayor
setback, the WTO had to evaluate its actions and learn from the situation. It devised a two-year preparation strategy
to ensure that the next Ministerial Conference in Doha, Qatar would be a success. During this preparatory process a
great stress was put on transparency and a “bottom-up” approach to make sure that the wishes of Members will be
reflected. Thus, the responsibility for bringing inputs was placed with the proponent of particular issues. The issues
did not change much since the last conference, but the process of consensus-building consultations contributed
enormously to the spirit and outcome of the meeting. Close attention was also given to the external environment. In
two years the WTO Director-General Mike Moore, who personally drove the process, met with more than 300
ministers, and the dialogue of the Secretariat with NGOs and parliamentarians intensified considerably.
The Fourth Ministerial Conference — Doha, 2001: Launch of a New, Development Trade Round
Despite all above-mentioned efforts, the outcome of the conference remained in doubt. Representatives of the
member countries met from 9 to 13 November 2001 in the capital of Qatar, Doha to negotiate a range of subjects.
Neither the public, nor media (at least in Slovakia) put much attention to this meeting, because it was overshadowed
by the September 11 terrorist attacks in New York and from that resulting war conflict in Afghanistan. Influence of
this act was felt during consultations, too.
The first successful result was the unanimous approval of accession of China, who became the 143-rd
WTO member after long fifteen years of negotiations. Yet, much effort and political will had to be made to fulfill
the main motive of the Conference — the launch of a new Trade Round. “ Due to some controversial topics, to which
belong for example intellectual property or trade with agricultural produce, were the negotiations marked by
contrary positions of developed and developing member countries.”™" The Ministers recognized the urgent need for
solidarity in the face of dangerous economic and political uncertainty and at the end of the Conference consensus on
the final text of the Doha Development Agenda was achieved. The meeting launched the “Development Trade
Round” — the first since the Uruguay Round in 1986, making it a turning point in the history of the WTO and in the
negotiations between developed and developing countries.
The Doha Agenda places development issues and the interests of the poorer Members at the very heart of
WTO’s work. It pursues further liberalization of trade in services, as well as adoption of rules for new issues that
were until now not included in any agreement. The final result is a three-year work program with number of
objectives for all areas that should be closed by January 1, 2005. The negotiations take place in the seven Trade
Negotiations Committees (TNC) formed and active especially for this purpose since January 2002. Their progress
was reviewed at the Fifth Ministerial Conference in 2003.
Main areas of the working program:™
»  Agriculture
Members recall the long-term objective to establish a fair and market-oriented trading system through a
program of fundamental reform. They committed themselves to enforcing substantial improvements in the
market access, reducing all forms of export subsidies, and applying major reductions in trade-distorting
domestic support. Special and differential treatment is guaranteed to developing countries during negotiations to
support their development needs, including food security and rural development.
» Services
The negotiations in this sector should be conducted with a view to promoting the economic growth of all trading
partners and the development of developing and least-developed countries. The basics for the ongoing
negotiations adopted by the Council for Trade in Services on March 28, 2001 in the Guidelines and Procedures
for the Negotiations should be followed as stated. The participants were to submit initial requests for specific
sectors, in which the entry of foreign services will be liberalized, by June 30, 2002 and initial offers by March
31, 2003.
» Industrial goods
Negotiations on market access for non-agricultural goods should aim to reduce or eliminate tariffs, tariff peaks,
escalation, and non-tariff barriers in particular on products of export interest to developing countries. Here too,
the special needs and interests of developing and least-developed countries should be taken into account.
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Intellectual property rights

The Declaration stressed the importance attached to implementation and interpretation of the TRIPS Agreement
in a manner supportive to public health (e.g. access to existing medicines, research and development of the new
medicines). Negotiations will continue, according to Article 23 paragraph 4, on the establishment of a
multilateral system of notification and registration of geographical indications for wines and spirits before the
next Ministerial Conference. Countries also agreed to examine relationships between the TRIPS and the
Convention on Biological Diversity, the protection of traditional knowledge and folklore, etc.

Trade and investments

Negotiation on conditions for long-term cross-border investment that would contribute to the expansion of trade
should follow during the Fifth Ministerial Conference. Until then a special Working Group focused on the
clarification of the sections as: scope and definition, transparency, non-discrimination, development provisions,
exceptions and balance-of-payments safeguards, and others. A balance should be found between interests of
home and host countries. Parties should take due account of development policies and objectives of
governments, their right to regulate trade in the public interest, and also consider the abilities and financial
needs of developing and least-developed countries.

Trade and competition policy

The needs of developing and least-developed countries for technical assistance and capacity building in this
area should be supported. Therefore, the cooperation with intergovernmental organizations and through regional
and bilateral channels was relevant. The Working Group focused on the clarification of the core principles
(transparency, non-discrimination, and provisions on hardcore cartels), modalities for voluntary cooperation and
support.

Transparency in government procurement

Negotiations will take place after the Fifth Conference and should take into account participant’s development
priorities, especially those of least-developed countries. The process shall be limited to the transparency aspects,
not restricting preferences to domestic suppliers.

Trade and environment

Environment received considerable attention from the WTO, as this topic becomes more and more important for
the whole society. Therefore, the goal of the Organization is to strengthen mutual synergic effect between trade
and environment. Numerous assignments are planned for the Committee on Trade and Environment to be
pursued during next three years to fulfill the Doha Agenda. Negotiations are agreed on the relationship between
existing WTO rules and specific trade obligations in multilateral environmental agreements; on the procedures
for regular information exchange, the reduction of tariff and non-tariff barriers to environmental goods and
services, as well as the reduction of fisheries subsidies that do not benefit the environment. Particular attention
should be given to the environmental measures and their effect on trade and also to labeling requirements for
environmental purposes in order to identify any need to clarify relevant WTO rules.

Others

The Declaration defines the plan of action for number of other topics. Most of them were introduced for the first
time, as “new issues” brought by changing international trade environment. They will surely expand over the
time and receive higher attention during the next rounds. The topics include:

- electronic commerce - technical cooperation and capacity building
- small economies - least-developing countries
- trade, debt and finance - special and differential treatment

- trade and transfer of technologies
The good results achieved in Doha give hopes for the future. As the WTO’s General Director Mike Moor

proudly summarized after the Conference: “ There is much to do to ensure that the Fifth Ministerial Conference in
Mexico in 2003 is a success, and that the new negotiations are concluded within the three-year timeframe agreed by
Ministers in Doha. We have made a good start — we have approved a new budget, chosen the Conference venue, put
in place a negotiating structure, and agreed on the chairpersons of the negotiating committees — all within three
months of the Doha launch. That process took considerably longer after the launch of the Uruguay Round in
1986."

19



Contribution of the New Multilateral Trading System

Practice and also numerous economical researches proved the fact that a free and liberalized trade within the country
fosters its economic growth and well-being. “It is expected to improve resource allocation in line with social
marginal costs and benefits; to facilitate access to more advanced or better-suited technology, inputs, and
intermediate goods; to enable a country to achieve economies of scale and scope; to bolster competition in domestic
markets; and to provide pro-growth externalities.”™"" But the same rule applies also in a broader spectrum. Another
words, free trade encourages countries to specialize on producing the goods they make the best while importing the
rest from other countries. This exchange supports the expansion of production and brings new opportunities for
further growth. But important is that the trade among all actors is really free, without distortions of any kind. To
work on reaching this stage is a main priority of the WTO.

The trade liberalization started by the GATT more than 50 years ago. By now we could already find out
that numerous tariff reductions and continuing elimination of non-tariff barriers had brought significant results.
Some of them are: *™

e The growth of the world trade has averaged 6% annually, resulting in 18-fold growth of the total world
trade
The industrial production grew annually by 4.2%, what increased the total volume eight times
The share of the trade on the world’s GDP increased from 7% to 17.4%
The world’s GDP per capita grew annually by 1.9%
The average world income per capita was in 1998 2.5 times higher then in year 1945

And yet, the process is not finished. In contrary, the Uruguay Round was a turning point that started the
general implication of the agreed steps in the international trade liberalization in such a wide dimension, as has
never been applied before. While the average trade weighted tariff of the developed countries was approximately 40
per cent at the beginning of the 1950s, after the first seven Trade Rounds it declined to 6.3 per cent to end up at 3.9
per cent agreed during the Uruguay Round (e.g. the USA agreed on 3.4% and the EU on 4.1%). Accurate estimates
on the impact of the Uruguay Round are hard to make. Some, based on all above-mentioned measures have
calculated that “...the new liberalization will add an extra ECU 180 billion of global income per year by 2005.”**
”The new rules open up to international tenders a global public procurement market worth ECU 346 billion. The
innovation will bring more competitive bidding, greater efficiency and consequent savings in public expenditure.
And, it is estimated, the overall level of world merchandise trade will be USD 755 billion higher in 2005 than it
would have been without the Uruguay Round’s Commitment to opening up markets.”™

As every well-known institution or organization, the WTO has both supporters and opponents. I agree that
the WTO might not be a perfect vehicle for the trade relationships in multinational area, but it is nowadays the “only
doctor in town” and does bring significant benefits. Just based on the simple fact that any increase in the range of
trading partners is beneficial to the open economies, the WTO provides a wide spectrum of opportunities to its
member countries, no matter if small or large, developing or developed. “All the participating governments
recognize the contribution that liberal trading policies can make to the healthy growth and development of
their own economies and of the world economy as a whole.”™ If trade flows smoothly, the conflicts are less likely
to arise. Therefore, the confidence that the WTO Agreements bring to its members is very important.

To summarize: “According to the World Bank, complete liberalization of merchandise trade and
elimination of subsidies could add US$ 1.5 trillion to developing country incomes. And reshaping the world’s
trading system and reducing barriers to trade in goods could reduce the number of poor in developing countries by
300 million by 2015 and boost global income by as much as $2.8 trillion over the next decade.”™"

Post-Communist Countries in the Multinational System

The political changes at the end of the twentieth century played an important role in the start of the liberalization
processes of the formerly centrally planned economies. Right after the end of the Cold War, the post-communist
countries had begun a long lasting journey from a large economic isolation towards the reintegration into a global
trading system. “Since the late 1980s, the challenge has been, and continues to be, to manage this reintegration so
that all countries benefit from greater specialization and trade of the part of the transition countries, while
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minimizing the inevitable adjustment costs.”™" These countries in transition account for almost one third of the
world’s population, and even if we exclude China they contain more people than the EU or the NAFTA (Table 2).
Therefore, it is an area with a great potential.

TABLE 2: ECONOMIES IN TRANSITION - POPULATION INDICATORS

Country Population (mil.)

Central and Eastern Europe 192.0
Russia 145.5
Former Soviet Union (excluding Russia) 73.9
China 1282.4
Rest of Asian 192.0

Total 1885.8
EU 370.2
NAFTA 412.9
World 6056.7

Source: United Nations Population Division, 2000. Counted from the indicators for individual countries.

Following in this paper, we will focus mainly on the development of the Central and Eastern European
transition economies that used to be members of the Council for Mutual Economic Assistance (CMEA).

The CMEA was a foreign trade organization of the communist countries under the influence of the Soviet
Union, where the countries agreed on determined trade flows among the member states “The economies of the
CMEA member states were together very closely combined. They realized up to 50 per cent of their foreign trade
turnover in a reciprocal good exchange.” " But this mechanism was completely different from customs union or the
free trade zone, as we know it today. Communist countries were state regulated, and therefore could not follow
a non-discriminatory, open market policy. Most centrally planned economies maintained a number of direct
interventions in investment decision-making and regulated their economies by stating quantities of goods that should
be produced during five years periods so called ‘five-year plans’. They also used many state subsidies, and no
common external tariff or common trade policy within CMEA existed.
Specific Treatment for Transitive Economies
During the Cold War the political aim was to secure the technical superiority of the West. The economical relations
between the GATT and the communist countries were minimized only to the direct relations between individual
Western and Eastern countries. “Before accession of a communist country to the GATT Western governments
willing to enter into closer trade and cooperation with communist countries on a concessional basis were granting
MEFN treatment in bilateral trade agreements in exchange for easier access to the market in the communist country or
for other, often political aims.”™™ When communist countries started to negotiate the terms of their accession into
the GATT, several safeguards were implemented into the agreement. These measures were applied to assure that the
western countries could respond quickly if new contractors did not follow the basic principles and their governments
determined prices of export in a discriminating and distortive way. Otherwise, it would be almost impossible that
two so different economies as the centrally planned and regulated state economy and the neoliberal market economy
could be brought at least to a partial agreement. The GATT membership of the socialist states was, therefore, in
most of the cases based on specially designed conditions. Numerous safeguards permitted contracting parties an
easy application of new restrictions. At the same time, the member countries could use the provisions of the Article
XXXV. of the GATT Agreement, which permits contracting party not to enter into GATT obligations with respect
to a newly contracting party, and vice versa. This tool was used extensively by the USA. For all above-mentioned
reasons, the immediate economic gains for the communist countries were rather modest, and accession was seen
more as a sign of a political independence from the USSR. It could be the first step towards a membership in the
IMF or the World Bank, important institutions that provided access to financial means.

Being a contracting party to the GATT gave the communist country an opportunity to enter into new trade
negotiations with their Western counterparts from an improved basis. However, “...the GATT diverged from a rule-
based approach and established precedents of differential treatment of some centrally planned economies in the
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1960s and 1970s. These have become embodied in practices, especially with respect to anti-dumping actions, which
discriminate against non-market economies and which continue to be applied to economies in transition from central
planning.”™"'

Czechoslovakia

Czechoslovakia (CSR), the same way as Cuba, was one of the founding members of the GATT. “As a country
without a direct access to the sea, but with a significant machinery and processing industry, with inadequate resource
base and not self-sufficient agriculture, from which resulted its dependence on foreign trade, had Czechoslovakia a
positive interest on setting binding rules for international trade and this way assuring its share on the economic
benefits that would emerge from this cooperation.”™""

It was one of the reasons why the CSR participated very actively in the preparatory conferences and also
during the Trade Rounds in Geneva (1947), Annecy (1949), and Torquay (1950-51). But in the early fifties, after it
turned into a communist regime, problems arose. The US Congress passed a provision, which stated that the United
States would not grant any tariff reductions or the MFN treatment to the socialist states. Based on this, the USA
denounced the bilateral trade agreements with countries that were not members of the GATT. The case of the CSR
was more complicated, because the relations were based on a multilateral agreement (the GATT). The USA could
not use the Article XXXV., since it was applicable only towards newly acceding countries. In 1951 both
Czechoslovakia and the United States complained to the GATT that the other country was not meeting its GATT
obligations. The obligations were consequently suspended by a Declaration from September 27, 1951 and the USA
imposed a maximal tariff on Czechoslovak exports. Otherwise, the CSR was considered to be a “silent contracting
party” taking part on following Trade Rounds and applying negotiated tariff reductions and concessions, but having
no decisive power.

After the “Velvet Revolution” in 1989, Czechoslovakia started the process of transition and the political
system changed as well. It brought about a change in relations between the countries and Czechoslovakia “took
back™ its old position as a full member. The USA opened its market to Czechoslovakia by granting it a MFN at the
end of 1990, but the suspension of its GATT obligations was officially withdrawn only in 1992.

When Czechoslovakia split in January 1, 1993, the Czech and the Slovak Republics became two
independent states. They both separately applied to join the GATT and on April 15, 1993 became separate
contracting parties.

Other Countries

Poland received an observer status in 1957 and two years later applied for accession. During the Kennedy Round
the accession working group discussed the terms of accession, which were very different from a standard protocol,
because Poland was a state trading country. Since Poland did not have a meaningful tariff, it obliged itself to
increase its imports from contracting parties to the GATT by not less than seven per cent annually. Poland became
contracting party on October 18, 1967 as the first state trading country. After the collapse of communist power
Poland, the same way as all other post-communist members, presented the request to renegotiate its terms of
accession on the basis of a market economy system.

Romania was granted an observer status in 1957 and applied for accession in 1968. The accession protocol
was similar to Poland’s, but Romania obliged itself to increase imports from contracting parties by not less than the
overall growth rate of total imports as in the respective current five-year plan. In 1971 Romania became contracting
party, but the USA applied the Article XXXV. There were no relations between the two countries until August
1975, when the United States granted Romania the MFN.

Hungary applied for accession in 1969 and became a contracting party four years later. Since it underwent
economic reforms, acknowledged by Western world as successful and trustworthy, and its tariffs were considered a
meaningful device for regulating trade, no quantitative import obligation was implied. Nevertheless, the USA
invoked the Article XXXV. in their case, too, granting the MFN since 1978.

Bulgaria’s negotiations were not so successful. It became an observer in 1967 and applied for accession
after lengthy preparations in 1986. The prolongation of negotiations was caused by not transparent economic reform
moves that was Bulgaria proceeding during second half of the 1980s. Problematic were also its close relations with
the USSR which met political resistance. In 1991 the new terms of negotiations were applied in reference to
transition of the economy and Bulgaria became contracting party to GATT in 1995 and member of the WTO in
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December 1996.

The Soviet Union notified the GATT about it interest to become observer during the Uruguay Round in
1986 and got this status in 1992. After the collapse of the USSR and Yugoslavia a series of new states showed
interest in becoming GATT contracting parties and later members of the WTO. Working parties were set up and the
negotiations are being held continuously.

While the accession of communist countries in the past 30 years was seen by Western countries as a sort of
political measure, it is now considered to be a necessary ingredient in the transition process of post-communist
countries to the market economy. Almost all post-communist countries in transition from central planning have
accepted rather than challenged existing principles of the world trading system embodied in the WTO, and generally
pursue multilateral non-discriminatory trade policies. The reality proves that transition is not easy, takes a long time,
and the countries need help and support from their Western partners. Integration process into the world economy
requires several steps:™"™"

a.) To open up the domestic economy through an orthodox commercial policy

b.) To obliterate quickly all vestiges of the CMEA’s trade, pricing, payment, and settlement regimes

c.) Integration into the world economy from the beginning envisioned to encompass full participation in global
economic regimes

Even though the collapse of communism and change of the system occurred more than a decade ago,
countries still work hard on securing a well-functioning liberalized trade.

TABLE 3: WTO STATUS OF THE CENTRAL AND EASTERN EUROPEAN ECONOMIES

Country Status Date of accession
Czechoslovakia Original GATT signatory Jan. 1948
Slovak Republic Succeeded CSR Apr. 1993
Czech Republic Succeeded CSR Apr. 1993
Yugoslavia! Joined GATT (state trading econ.) Aug. 1966
Poland Joined GATT (state trading econ.) Oct. 1967
Romania Joined GATT (state trading econ.) Nov. 1971
Hungary Joined GATT Sept. 1973
Slovenia Joined WTO July 1995
Bulgaria Joined WTO Dec. 1996
Latvia Joined WTO Feb. 1999
Estonia Joined WTO Nov. 1999
Albania Joined WTO Sept. 2000
Croatia Joined WTO Nov. 2000
Lithuania Joined WTO May 2001
Moldova Joined WTO July 2001
Bosnia & Herzegovina Negotiating (applied - May 1999)
Macedonia Negotiating (applied — Dec.1994)
Yugoslavia Fed. Rep.? Negotiating (applied — Jan. 2001)
Belarus Negotiating (applied — Oct.1993)
Ukraine Negotiating (applied — Dec.1993)
Russian Federation Negotiating (applied — June1993)

! Former Yugoslavian Socialist Republic. In 1991 Slovenia, Croatia and Bosnia & Herzegovina declared its
independence and new Yugoslavia was not allowed to claim successor status.

2 The new Yugoslavia (Serbia, Kosovo, Vojvodina, and Montenegro) applied for membership.

Source: WTO list of members;

The Road to Doha and Beyond. WTO, Geneva, 2002, page 65.
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Slovakia in the WTO

As we mentioned earlier, Czechoslovakia was one of the GATT’s contracting parties since its beginning. When in
1992 the common parliament of Czech and Slovak Federal Republic (CSFR) agreed on its division into two
sovereign states: the Czech Republic (CR) and the Slovak Republic (SR) the new states separately applied to join
the GATT. The accession started already before their independence by negotiating the exact process. Both CR and
SR expressed their will to respect to the fullest extend all the provisions and commitments made by former CSFR as
its successive states. For this reason, the accession process was different from the standard. In a common
Memorandum the successor states formulated their determination to become contracting parties under the same
conditions as were followed in the CSFR. Therefore, no working group was formed (normally used to consult and
prepare the accession of a new country), but delegates submitted a proposal of the Protocols about the accession
together with the schedule of concessions. The Proposal was submitted and approved on February 9, 1993 by the
Council and already ten days later more than two-thirds of members agreed that the CR and the SR could become
contracting parties to the GATT. The Minister of Economy signed the Protocol of Accession on March 16, 1993 in
Geneva, and this way the Slovak Republic became the full contracting member under the same conditions that were
valid for the CSFR. This Act came into the force retroactively from January 1, 1993.7*

Slovakia made extensive commitments during the Uruguay Round both in trade of goods and services, and
after the establishment of the WTO became automatically its original member. During the Fifth Conference the
countries agreed to continue negotiations on liberalization of some sectors that were not included in the WTO
Agreement, but are important and will probably be discussed in the near future. Slovakia participated on these
meetings as well, made certain commitments and signed some of the resulting plurilateral agreements, e.g.
Agreement on Government Procurement, Information Technology Agreement (ITA), Agreement on Trade In Civil
Aircraft. Slovakia also participated in the negotiations on basic telecommunications, financial services, e-trade, and
transport services.™
Institutional Cooperation and Performance Appraisal
The Ministry of Economy is responsible for the representation of the Slovak Republic in the WTO. Our country has
representatives in the Permanent Mission to the United Nations and in other international organizations with the seat
in Geneva, who take part at work of different committees and working councils, and this way support Slovakian
needs. Nevertheless, the Ministry of Economy remains the main governmental body responsible for the formulation,
coordination and implementation of trade policies within the framework of domestic and international laws,
including the establishment of safeguard measures against imports, and countervailing actions against subsidized
exports. It is responsible for the coordination of bilateral and multilateral trade policies and negotiations, including
implementation of obligations; it operates the foreign trade licensing regime and administers import quotas, except
for tariff quotas, which are administered by the Customs Directorate; it is responsible for industrial policy and
dispenses most financial assistance to industry, including state aid, which is monitored by the State Aid Office. The
Ministry closely cooperates with other policy departments.

Since its establishment, the Slovak Republic has enacted a large number of trade and trade-related laws and
regulations and amended existing ones. Many of these changes have been made due to the need to harmonize the
legal framework with the EU’s aquis communitaire, but also because of the implementation of number of the
WTO’s key provisions. Today, after almost ten years of the Slovak independence, we may say that our country has
finally developed a compact legislative framework applied in the foreign trade. It is comparable with other world
open economies and provides greater security of trading environment for our investors, trading partners as well as
for our own trade. All of the significant WTO Agreements have now their corresponding Slovak regulation.

The conclusion of the Trade Policy Review of the Slovak Republic from November 2001 reaffirmed our
ongoing liberalization as a means of improving economic efficiency and further integration into the world economy.
During the period under review (1995-2001) the simple average MFN tariff decreased from 8% to 6.1% in 2001 and
the rates were skewed towards duties in a range from 0 to 5 per cent. These rates covered 45 per cent of tariff lines
in 2001, what meant a ten per cent increase from year 1995. The share of duty-free items also increased from around
15 percent in 1995 to 19 percent nowadays.
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At the same time, Slovakia is granting the Generalized System of Preferences treatment to developing
countries. All products imported from least developed countries are granted duty-free access, and the imports from
developing countries are classified into three groups:

a.) Sensitive to domestic production - receive no preferences (56% of tariff lines). This group includes mainly
agricultural products, but also certain industrial products, for example mineral products, carpets, wood pulp,
footwear, iron, and steel.

b.) Less sensitive - dutiable at a preferential tariff of 50% of the MFN rate (29% of tariff lines).

c.) Non-sensitive - enter duty-free (15% of tariff lines).

Currently, GSP applies to 98 developing and 48 least developed countries and these imports are limited
annually to US$2 million per country annually. Developments are also being made toward liberalization of services’
sector, mainly in banking, insurance, telecommunication and transport.

Conclusion

We see that the recent world trend supports membership of the small economies in the bigger international bodies.
They should take part in the international trade in order to equalize their resource limitation with the actual demand
and thus improve their performation.

Based on this, the external trade that brings greater access to inputs is a vital part also for the Slovak
economy. Slovakia’s priority is to be a vital part of the international trading system. Therefore, it is a member of the
WTO since its independence in 1993. As a member it participates on all actions in order to help the expansion of the
liberalized trade. It supports the idea that the new Development Trade Round, launched during the Doha Ministerial
Conference, should be based on agreed principles and take into consideration the needs that arose from the changes
in economy. Only through development and mutual cooperation can countries reach the WTQO’s principal aim — to
guarantee the sustainable economic development and welfare for peoples of all member countries.

Our membership in the WTO brings certain rights, but responsibilities, too. Slovakia has to comply with all
agreements it signed under both the GATT and the WTO, and apply them in relations with its trade partners. On the
other hand, membership does not only bind Slovakia to follow the rules, but gives our country numerous
possibilities. Since Slovakia is quite a small country, the opening of the markets gives us a chance to widen the area
of the export possibilities and thus to promote economic growth and development. The WTO grants Slovakia the
same treatment and chances as to the big economies. It is only up to us to use the chances given.
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Abstract

The East Asian economic integration started in 1990 due to increase regionalism in Europe and North America and the
difficulties of concluding the Uruguay Round of trade negotiation. The 1997 Asian financial crisis is an eye opener for
East Asia to integrate their economies. The conceptual leap on East Asian economic integration occurred in 2001 when
the East Asian Vision Group submitted a report on an East Asian Community to the leaders of the ASEAN+3 meeting.
The purpose of this paper is to explain the factors that influence the economic integration in East Asia. Integration act as
a platform for East Asia to discuss on economic issues and play a much-needed role to balance the power of North
America and Europe. It also strengthened the region integration into the world economy. The factors that accelerate the
economic integration in East Asia include economy, security, political, leadership, the Asian financial crisis, historical,
socio-cultural, regional identity and knowledge management. The economic integration in East Asia can be measured by
the intensity of intra-regional trade and economic interdependence. The region is believed to be a role model of market-
driven economic integration.

Introduction

Asia Pacific Economic Cooperation (APEC)' was launched in the late 1980s as part of the Asian and American
response to the success of European regionalism." Soon after, in December 1990, after the breakdown of the
Brussels negotiations in the Uruguay Round, the then-Prime Minister of Malaysia, Dr. Mahathir Mohamad
suggested the formation of what he called the ‘East Asian Economic Group’ (EAEG)." The EAEG proposal aimed
to counter the threat posed by the emergence of trade blocs in the EU and North America and to provide a stronger
voice for Asia in global trade negotiations. In late1991, at the ASEAN (Association of Southeast Asian nations)
Economic Ministers’ Meeting held in Kuala Lumpur, Indonesia put forward the proposal to replace EAEG with
EAEC or “‘East Asian Economic Caucus’ and was immediately accepted by Malaysia and the rest of ASEAN.

The EAEC was initially rejected due to opposition both from within East Asia and externally. It met with
strong opposition by the non-Asian APEC members, particularly the United States (US) and many participants of
the 1991 2™ APEC meeting in Seoul. The US Secretary of State, James Baker, demanded that the Japanese and
South Korean foreign ministers not to support EAEC." At that time, Japan agreed to oppose such a notion and Japan
seems not to take part in any kind of proposal, of which America was against it. Under the pressure from the US and
for lack of support from some Asian nations such as Japan, and with rapid success of APEC, the EAEC faded away.
Japan failed to utilize this golden opportunity to lead the economic integration in the East Asian region despite the
fact that it was the sole economic superpower in Asia.

Owing to the commitment of APEC to protect the interest of Asia Pacific and after the EAEC setback,
ASEAN started an economic integration initiative with the establishment of ASEAN Free Trade Area (AFTA) in
1992. ASEAN desire to be a viable organization towards economic integration was satisfied by accelerating the
schedule of AFTA, creating forums centering on ASEAN activities such as ASEAN Regional Forum (ARF) in
1994, ASEAN-Europe Meeting (ASEM) in 1996, and expanding dialogues with various countries in the “ASEAN
Plus (+)” format. The launching of ASEM, in particular, was the European answer to the rapid progress of APEC.
This enhanced sense of urgency enabled ASEAN members to agree on the first framework of comprehensive
regional economic integration in East Asia.

Cooperation involving ASEAN and its North Asian partners (Japan, South Korea and China) gained
momentum as a result of the necessity for consensus during the initial Asia-Europe Meeting (ASEM) in 1996. The
East Asian countries, while participating in the ASEM process, came to realize the need for their own grouping to
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deal with the European counterparts. While, the European countries had the European Union, the East Asian
countries didn’t have anything of their own, and so there was urgent need to have an identity. The de facto grouping
that emerged was further forged by regional initiatives to combat the Asian financial crisis at the 1997 Kuala
Lumpur ASEAN Summit. The financial “contagion” convinced ASEAN and Northeast Asian countries that they
need a regional forum for economic cooperation that reflected their common interests, priorities and increased their
voice in the global arena.

In 1997, under Dr. Mahathir's chairmanship, China, Japan and South Korea were invited to the ASEAN
Summit in Kuala Lumpur. It was the time when the ASEAN and Northeast Asian countries leaders started to realize
the importance of a stronger East Asian grouping. They began to have an East Asian caucus within the ASEAN
meetings and the first of the annual ASEAN Plus Three (APT or ASEAN + 3) summit meetings was held following
the ASEAN Summit in Kuala Lumpur aimed at greater regional economic coordination. Prior to the 1997 financial
crisis, it was hard to imagine the formation of a group such as the APT. "' But the 1997 Asian currency crisis
changed the tide. And today, people speak about the possible formation of an East Asian Community and the
governments explore possibility of a pan-East Asia FTA (Munakata, 2002).

In 1999 the APT leaders commissioned an East Asian Vision Group to study the possibility of formalizing
an East Asian grouping. The conceptual leap on East Asian economic integration occurred in November 2001 when
the East Asian Vision Group submitted a report on an East Asian Community to the leaders of the APT meeting.
The leaders of ASEAN, Japan, China and South Korea formally acknowledged an East Asian FTA vision. They
have agreed that economic ministers should begin study on an East Asian FTA. Meanwhile, the whole process of
regionalism in East Asia has been somewhat ‘ASEANized’ in its norms. The current situation can be characterized as
“talking regional, acting bilateral” (Munakata, 2002). Meanwhile, regionalism in Europe and North America
maintained momentum and continued to expand geographically and functionally. East Asian economies are
convinced there is no way to stop it and they should also get involved in trading block or preferential trade
agreements.

Up until around 1997, China kept to the sidelines in moves toward regional cooperation. For instance,
China belatedly joined the APEC forum in 1991, two years after the regional framework was created, and it opposed
to an idea to create an "Asian Monetary Fund." From around the summer of 1999 when tensions grew in its relations
with the U.S., China began to step up efforts to strengthen ties with neighboring countries as part of its "multi-
polarity" strategy. While being engaged in negotiations for its accession to the World Trade Organization (WTO),
China watched the acceleration of moves toward bilateral FTAs within Asia from 1998 onward, feeling frustrated
and strongly recognizing the need to join the trend. It has also come to see an FTA, which provides a special access
to the Chinese market, as an effective tool to defuse persistent fears among its neighbors over a "China threat."
When Sino-US relations were particularly tense and in the wake of the US bombing of the Chinese embassy in
Belgrade in May 1999, China has embarked on ‘ASEANized’. At the ASEAN-China Summit in November 2000,
China proposed an ASEAN-China Expert Group on Economic Cooperation to recommend measures on how to
further enhance ASEAN-China economic cooperation and integration, including the possibility of establishing a free
trade area. This move was the precursor to China’s active efforts to seek an FTA with ASEAN and its leadership
role in East Asian framework for economic integration. In November 2001 China and ASEAN agreed to negotiate
for an FTA to be completed within 10 years. China’s offer of early harvest by reducing tariffs of interest to new
ASEAN members had a decisive role in persuading ASEAN to accept China’s FTA proposal.

Japan and has been criticized for lagging behind China in the "FTA race” over ASEAN economies.
Following China’s step, in January 2002, Japan proposed an Initiative for Japan-ASEAN Comprehensive Economic
(JACEP). According to a joint declaration by Japanese Prime Minister Junichiro Koizumi and ASEAN leaders,
Japan and ASEAN aim to complete the implementation of partnership measures (including an FTA) as soon as
possible within 10 years. South Korea was also considering an FTA with ASEAN.

In November 2002, a series of meetings among East Asian leaders—the 8th summit of the Association of
Southeast Asian Nations (ASEAN), the 6th APT summit among leaders of ASEAN countries, Japan, China and
South Korea, ASEAN+1 summit meetings between ASEAN and Japan, China and South Korea respectively, and
Japan-China-South Korea summit—took place in Phnom Penh, Cambodia, and there were some developments in
moves toward the integration of East Asian economies. Hence, at this stage, all East Asian economies are engaging
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in various bilateral free trade efforts. President Roh Moo-hyun sum the inevitable East Asian economic integration
when he told the ASEAN business leaders (October, 2003) at the Bali Summit, " If we join forces, South Korea and
ASEAN members and by extension, all of East Asia, will become the engine of growth for the world economy and
the 21% century will be the age of East Asia". According to Chinese Premier Wen Jiabao (2003), the world could see
a free trade area with nearly two billion people and gross domestic product of almost US$3 trillion in East Asia by
2010.

In October 2003, ASEAN and China agreed on a special tariff-busting program to start their grand plan to
set up the world's largest FTA. ASEAN and China adopted a protocol paving the way for the implementation from
January 1, 2004 of a so-called "early harvest program" under the FTA (AFP, 2003). The three-year program is
largely a concession by China to give early benefits to the ASEAN states through tariff reductions on a host of
agricultural and manufactured goods while the actual implementation of the FTA begins on January 1, 2005. The
early harvest program allows ASEAN products to be exported to China at a very concessionary rate so that ASEAN
countries can actually get benefits of a free trade arrangement even before the agreement is finalized. The ASEAN
states reciprocated by giving tariff concessions to their giant neighbor under a so-called tariff harmonized system for
agricultural products.

The Dynamism of East Asian Economic Integration

East Asian cooperation had become more urgent after the 1997 Asian financial turmoil, regional crises such as the
SARS and bird flu epidemics, and the terrorism threat. After the 1997/1998 financial economic crises, there has
been growing concern and recognition by the East Asian leaders that a major regional crises cannot be handled by
any individual state alone, hence the gradual emergence of East Asian cooperation or regionalism, such as the
ASEAN Ten Plus One, ASEAN Ten Plus Three (APT), ASEAN Ten plus Five.""

APT process has started to take shape. Government leaders, ministers, and senior officials from the 10
members of the ASEAN"" and the three Northeast Asian states—China, Japan, and South Korea—that together
comprise the participants in the process are consulting on an increasing range of issues. The APT’s emergence raises
questions about relations between it and other regional groupings such as the Asia-Pacific Economic Cooperation
(APEC) forum and ASEAN itself, as well as about the overall prospects for its future development. There are a
number of obstacles to this development that arise from the many differences among the countries of East Asia.

Subsequent meetings of the APT heads of government took place at each of the following annual ASEAN
summits. In addition APT finance ministers, economic ministers, and deputies from senior ministries also began
meeting regularly. More recently, meetings have taken place among such groups as the APT Young Leaders, the
APT labor ministers, the e-APT Working Group, APT patent office chiefs, and members of the ASEAN committee
on science and technology and their Northeast Asian counterparts. The ASEAN Summit in Vientiane, Laos, marked
the 10th Leaders' Summit for what is an increasingly significant regional dialogue process.

When the AFTA idea was first proposed, many Asian leaders saw the creation of an East Asian currency as
one of the ultimate objectives of regional integration. The idea was given further impetus by the Asian financial
crisis in 1997-98 and, more recently, the launch of the ‘euro’. The first achievement of APT was as quick as "quick
response” to the financial crisis. Immediately after the Asian crisis, Japan suggested that an Asian Monetary Fund
(AMF) be created, and take on the role of the IMF in boosting regional recovery. But the idea was quickly dropped
because of strong opposition from the IMF and the US, as well as lukewarm support from China, which felt that it
was too reminiscent of Japan's infamous Greater East Asian Co-Prosperity Sphere program, launched during World
War 1.

The network of currency swap arrangements between the 10 ASEAN countries and China, Japan and South
Korea established in Chiang Mai in 1999, set the stage for Pan-East Asian financial cooperation. Chiang Mai
Initiative (CMI) that consists of a series of bilateral currency swap agreements build on the expanded intra-ASEAN
US$1 billion standby swap arrangement. During 2001 Japan reached bilateral currency swap agreements with
Malaysia, South Korea, and Thailand. In addition, South Korea has conducted negotiations on bilateral swap
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agreements separately with China and Thailand. The spirit of Chiang Mai should live on; a common East Asian
currency should be an active goal of our region.

Given the enormous political and economic problems involved in the creation of a free-trade area, a
common currency—which represents a much deeper form of regional integration—would take much longer to
materialize. At present, East Asia has neither the political institutions, such as those of the EU, nor a central bank to
decide on common monetary policies. An Asian currency, therefore, is at best a long-term objective.

Economic reason is one of the nine factors that accelerate the economic integration in East Asia. The East
Asian economies growing concern about regionalism gaining momentum in Europe and North America after the
Cold War hasten the need for economic integration in the region. East Asia requires an effective mechanism for
cooperation and to promote sustainable economic development. The development of regional cooperation with both
economic and security aspects has substantially enriched the development of East Asian regionalism (Liu, 2003).
The desire for regional security cooperation helps to deepen the process of regional cooperation in East Asia. The
efficient and effective management of regional order in East Asia would contribute to the economic integration of
the region.

According to Drake-Brockman and Drysdale (2002), the motive for regional economic cooperation is often
political as well as economic. East Asian economies are searching for means of closer cooperation on political
motives. In the broad APT framework for cooperation among ASEAN, Japan, China and South Korea, the choice of
partners for closer cooperation is driven by political motives. Extraordinary leadership is the quintessential to the
success of the East Asian integration. The question of right leadership is critical for the success of East Asian
economic integration. China has the potential to be the leader of East Asian countries due to its physical size,
population, and economic power. The Japanese attempted to unite Asia by creating the Greater East Asia Co-
prosperity Sphere but has not been able to repudiate their past. As the bitterness over the Japanese occupation fades
with time and the passing away of those who suffered under the Japanese occupation, East Asian nations are level
headed enough not to allow the historical legacy to affect economic relations with Japan.

The Asian financial crisis in 1997 has brought about a serious commitment of regional governments to
push forward for East Asian economic integration. It also made the East Asian countries to realize how
interconnected they were for what started off as a mere currency crisis in Thailand spread very quickly to Indonesia,
Malaysia and South Korea. Thus the momentum developed for a regional approach which would be more sensitive
to East Asian condition and which could pool together East Asian financial resources that would help the affected
countries. Some analyst said that there is very little cultural unity in East Asia that binds the countries in East Asia.
There is no common religion that binds them and there are many countries with majority of the populations profess
Islam, Christianity, Buddhism and Confucianism as their religion. Regionalism must be built on some common
shared values and create a cohesive awareness in the East Asian region. The East Asian regional consciousness will
further stimulate regional coherence and send an image of a unifying East Asian region to the rest of the world. The
vision of East Asia should incorporate the concerted efforts to build a knowledge-based East Asian economies and
information-rich East Asian societies that can compete with the best region in the world. In fact information and
knowledge sharing helps to accelerate the economic integration in East Asia.

Measurement of East Asian Economic Integration

The economic integration in East Asia can be measured by the intensity of intra-regional trade, economic
interdependence and complementarities of East Asian economies. Intra-regional trade intensity can be defined as the
share of trade flows within the same region. According to International Monetary Fund (IMF), Direction of Trade
Statistics 2000, the total trade flows appears particularly high within the East Asia group of countries. At least 40%
of the total exports from 6 out of these 9 countries are directed to countries within the region. The intra-regional
export share for the East Asian region reached 41.5% in 2000 and this figure is lower than the 47.5% reached in
1996, the year before the 1997 Asian financial crisis. Europe and North America, which have major regional trading
agreement already in operation, show corresponding figures of close to 63% for EU and 46.7% for NAFTA.

Rao (1995) identified that the intra-regional trade intensity in Asia increased from 32.0% in 1980 to 43.7%
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in 1993. This relatively high intra-regional concentration of trade flows within East Asia implies strong
interdependence among the economies of the East Asia group (Park, 2002). This economic interdependence in East
Asia can be measured by the share of intra-regional exports and/or imports in the Gross Domestic Product (GDP) of
each country and in the aggregate GDP of the group as a whole. Intra-regional export dependency shows how much
of one country’s GDP is generated by its export activities (Park, 2002). The intra-regional export dependency is
remarkably high for Singapore (73.2%) and Malaysia (54.1%) and relatively low for Japan (3.3%), South Korea
(13.8%) and China (11.4%). The remaining of Southeast Asian countries and Hong Kong show the contribution to
the generation of GDP of intra-regional trade, which range from between 20.9-23.8%. The intra-East Asia trade
relations are substantially important especially for the ASEAN 5 countries in generating their GDP. Hence, when
pursuing regional integration, ASEAN has to consider seriously the inclusion of Northeast Asian countries if it
wants to maximize the integration-related benefits. Data from IMF (1997), World Bank (2001) and World
Development Report (2001) shows that the economic interdependence of East Asia in 2000 as a whole (minus
Japan) stands at a relatively high level of 15.7%, compared to 14.9% for EU and 10.6% for NAFTA. This intra-
regional export dependency indicator is lower for the whole East Asia group at 9.1% because Japan is significantly
less dependent on trade with East Asian countries and more dependent on trade relations with non-East Asian
countries.

The East Asian region was long believed to be a role model of market-driven economic integration. This
view is supported by Soesastro Hadi (1993) when he mentioned that the growing economic integration in the region
is largely market driven and is in some way closely related to the region’s high economic growth performance. Due
to a lack of cooperative experience at the regional level, the development of regionalism in East Asia has not been
directed by political will but is largely driven by the natural course of economic forces. It is therefore obvious that
this form of regionalism is characterized by market dynamism. This is in stark contrast to the institutionalized or
policy-induced regional economic integration of the EU and NAFTA. The economic integration in the East Asian
region should be modeled on the principle of equality, mutual benefit, free but fair trade. Besides, it must be
integrated, comprehensive and encompassing all sectors. It would be a living example to the whole world of how
East Asian countries despite its diversity unselfishly help to enrich or develop each other economies through
cooperation and integration.

Historically, the Asian countries have not had a strong sense of an "Asian identity", unlike their European
counterparts. But economic developments over the past decade, especially in the wake of the 1997-1998 Asian
financial crisis, have altered peoples' attitudes significantly, and a new regionalism is now emerging. A number of
forces have contributed to this process.

First, intra-regional trade, led by foreign direct investment, has developed rapidly in recent decades. Large
companies and transnational corporations have established horizontal and vertical production linkages among the
neighboring Asian countries, in order to exploit scale economies and to enhance their value chain.

These in turn, has resulted in enhanced production networks across the region and increasingly close
economic ties, providing a strong impetus for Asian governments to seek closer economic collaboration. The
economic success of other regional trading blocs, such as the EU and NAFTA, has convinced the East Asian
governments that they could achieve similar results emulating such organizations.

Second, Asian countries were greatly dismayed by the solutions prescribed by the IMF and western
governments for tackling the Asian crisis of 1997-98. To a certain extent, some countries are still suffering the side
effects. Unable to change the existing international frameworks, many Asian countries realized that in order to avoid
future economic crises and reduce their reliance on external support, they should co-operate more closely.

Third, new WTO negotiations—albeit unsuccessful so far—have added a new a sense of urgency to the
calls for greater regional collaboration. Some developing Asian countries are also increasingly concerned that labor
and environmental proposals made by some rich members will undermine their competitiveness. The growing
demand for East Asian countries speak with "one voice" has been given added impetus by the specter of a more
unified EU and a strong NAFTA together deciding the future agenda for international trade.

Fourth, China's WTO accession has added further impetus to regional co-operation. In addition to
increasing access to each other's markets and encouraging mutual investment, many Asian governments also believe
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that closer economic ties will help them to reap the benefits of China's membership, thereby reducing their
dependence on US markets.

What's more, China's integration into the region will not only contribute to greater economic stability for all
of Southeast Asia, but it may go some way towards allaying fears that China's economic growth might be achieved
at the expense of its neighbors.

From APT to East Asia Community

A significant step forward was an official proclamation of the East Asian Community as a goal to be pursued in the
declaration that followed the summit meeting of Japan and the 10 ASEAN members held in Tokyo in December
2003. It marked the first time that all of the ASEAN leaders met outside the region. The declaration put the
Community's creation on an official agenda for the region.

It is still fresh in memory that then Malaysian Prime Minister Mahathir's proposal for an EAEG in the early
1990s was stalled by the strong objection from the U.S. and Japan's reluctance to go for it for fear of offending
Americans. Again, in 1998, in the midst of the Asian financial crisis that dealt a crippling blow to the region's
economic growth, Japan's initiative for a regional financial mechanism, something to be called an Asian Monetary
Fund (AMF), intended to rescue Asian economies affected and prevent a repeat of the crisis, collapsed due to the
IMF's (actually Washington's) opposition. But the re-emergence of EAEG in APT form has been taking place now.

At the meeting in early July 2004 of foreign ministers of the APT in Jakarta, Malaysia indicated its
willingness to host the first East Asian summit meeting in 2005 or even earlier. The recent November 2004 ASEAN
Summit in Vientiane, Laos, decided to hold the inaugural East Asia Summit (EAS) in Kuala Lumpur December
2005. The summit will mark the first milestone in the "irreversible" journey towards an integrated region and send a
powerful signal to the world of their deep level of trust and cooperation. It will mark the first major step toward the
East Asian Community. But the important thing is for the countries concerned to try to give substance to the
concept--with a clear-cut view of common interests to be pursued in the face of the differences that exist in the
region. It is the realization of a 1990 proposal by Mahathir for an East Asian Economic Caucus more than 10 years
ago, which failed to take off due to opposition from the United States that feared it would undermine the 21-member
Asia-Pacific Economic Cooperation forum.

Conclusion

With their rapid economic development, the East Asian countries strengthened their integration into the world
economy. Economic integration in East Asia would enable the region to maintain a united view and have bigger
clout in international decision-making. The APT can play a much-needed role to balance the power of North
America and Europe. With its market power of 1.98 billion people (2004), East Asia would be able to bargain on
equal terms and not accept rules set by others. This will allow East Asian countries to protect themselves from
foreign interference. The APT would act as a platform to enable all the countries in East Asia to talk, discuss and act
on economic or trade issues as one united voice. The economic integration in the East Asian region would be a
living example to the world how East Asian countries despite of its diversity unselfishly help to enrich or develop
each other economies through cooperation and integration. This has significant implication to the economies of East
Asia, the EU, NAFTA and global trade.

Overall, the APT has considerable promise. Its immediate competitors, APEC and ASEAN, are in danger
of stagnating and do not represent the interests of East Asia directly. In contrast, the APT is moving forward on a
number of issues, the most important of which is the web of currency swap agreements. The round of trade talks
under the WTO agreed to in late 2001 will also give the APT a further boost as East Asian states seek to maximize
their influence on the outcome. And the long-term ‘regionalization’ trends identified in this analysis will continue to
help knit the region together. All these factors bode well for the emergence of the APT as a major regional and
international player.
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Abstract

Governments in the industrialised world have changed their role in export promotion over the past two decades.
Considering the growing dominance of free-trade principles as well as the WTQO’s limitations on government’s trade
polices, one might expect government forces to gradually withdraw from trade promotion. However, in most
industrialised countries, there has been a definite increase in government involvement in export promotion, evident in the
cases of Austria, Germany, Sweden, the United Kingdom, the Netherlands and Italy. This phenomenon has taken place
irrespective of the countries’ export performance, domestic institutional or political arrangements. The argument put
forward in the paper is therefore that the challenges of globalisation have led governments in industrialised countries to
become more interventionist in export promotion.

Introduction — Conceptualising the Export Promotion System

There is no generally recognised definition for export promotion [26]. One of the reasons for this is that export
promotion can be interpreted on different levels — most notably on the national, industry and firm levels.
Accordingly, in its broadest sense, export promotion covers measures which “actually or potentially enhance
exporting activity at the company, industry or national level” [59]. For the purpose of this paper, export promotion
is interpreted from a strictly micro or firm perspective, thus limited to assistance provided for companies to enhance
their exporting activities.

Export promotion on the firm-level usually has an institutionalised form, that is, companies receive
assistance from an established organisation or agency. There are three major types of organisations differentiated,
depending on the type of export promotion assistance they specialise in: those providing financial services,
including export credits and guarantees for exporters (e.g. export-import banks); insurance for exports (e.g.
insurance firms with export insurance services); and all other, i.e. general assistance or ‘real’ services [19] for
exporters.

This paper focuses only on organisations of the third type, which are referred to as trade promotion
organisations or export promotion organisations (EPOs). EPOs in this study are defined to only include
organisations with overall responsibility regarding exporters of any products. Hence, organisations set up for a
specific group of exporters (e.g. food export councils, meat boards, tourism agencies, etc.) are not considered here as
EPOs. At the same time, EPOs as organisations with major export promotion responsibilities, often have a broader
scope than ‘just’ export promotion, providing for instance general business development services, or undertaking
investment promotion beyond their export promotion activities.

EPOs’ general export promotion services span from standardised reports and seminars, to customised
research and sales leads databases, and through to in-market experience gained from participation in international
trade fairs and visits to foreign markets [7]. Typical EPO activities, adapted from [41] are summarised in Table 1.
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TABLE 1: EPOs’ ACTIVITIES — TYPES OF EP SERVICES

Product and
market
promotion and
development

Export supply studies

Identification of export constraints
Preparation of product profiles

Preparation of market profiles

Analysis of opportunities in foreign markets
Complete market studies

Purchase of foreign samples

Identification of export potential for development
Export promotion programmes on a product basis
Trade information service

Selective dissemination of information

Export procedures and documentation

Product adaptation

Specialised Transportation (information and negotiation) Export packaging
support Guidance on export financing Publicity
services to Marketing Legal matters/ settlements of disputes
exporters Costing and pricing Direct training
Quality control Export of services
Activities Participation in trade fairs Invitation to foreign buyers
abroad Organisation of sales missions Subcontracting of production facilities
Training programmes of specialised schools Support to small and medium sized enterprises
Pre-shipment financing Promotion of joint export mechanisms
Support Export credit insurance Quality control and standardisation programmes
activities to Free zones: promotion or administration Export packaging improvement

other entities

Motivational campaigns
Promotion of tourism

Import rationalisation programmes
Preparation of investment profiles

Economic studies/ advisory service to the government  Financing of new investment

For the purpose of this paper, export promotion is defined as export-related assistance excluding direct
export credit or guarantee and export insurance provided by an EPO and targeted at any firm in the country.

Naturally, there is usually more than one EPO in a country. Besides organisations with national
competence, regional or local bodies and small export consultancy firms also provide export promotion services in
an institutionalised form. On a broader level, the framework of the International Trade Centre (ITC), co-governed
by the United Nations Conference on Trade and Development (UNCTAD) and the General Agreement on Tariffs
and Trade (GATT), provides perhaps the most significant international forum for EPOs. UNCTAD and GATT
established the ITC in 1983, to create an organisation that undertakes systematic research on EPOs in both
developed and developing countries [41]. Importantly, the ITC also represents a forum for national EPOs’
cooperation. Other major organisations providing forum for EPOs’ collaboration are the European Trade Promotion
Organisation’s Working Group on Information Processing and the Working Group on Trade Promotion organised
by the Asia-Pacific Economic Cooperation. Nevertheless, both of these organisations have a regional scope, as
opposed to the ITC’s more global reach (including all WTO member countries).

It should be noted that the ITC and other international EPO associations include only the ‘leading’ EPO of
each country. In view of this, they have clearly identified which EPO in a particular country is considered as the
actual leading or official EPO. Accordingly, in all national export promotion systems, there is always one EPO with
a (mostly) clear leading role, stipulated by the ITC and/or other international EPO associations, and most probably
acknowledged within the country’s export forces as well. This leading or official EPO is usually an organisation
with export promotion competence throughout the entire country, having not only home-based, but also foreign
operations as well.

EPOs, including the country’s leading EPO, can be either government or private organisations. Private
forces are able to organise and manage EPOs without significant government involvement. Therefore, the
government does not have to directly participate in export promotion provision. Nonetheless, there is a variable
extent of government involvement in all countries’ national export promotion arrangements. That is to say, even
when a country’s leading EPO and other significant EPOs are private organisations, the government usually plays a
deliberate export promotion role. This government role may range from creating and maintaining the general
frameworks for private EPOs’ operations, to establishing a deliberate EP policy, but without direct involvement in
EPOs’ operations, through to direct participation in EPOSs’ activities.

This paper thus postulates that any particular country’s overall export promotion arrangements comprise,
firstly, some sort of government involvement in export promotion; second, a leading EPO, which is organised by
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either government or private forces; and third, further EPOs, which are also either government or private bodies. All
forces participating in export promotion constitute the country’s overall export promotion system.

Background — Gap in the Literature and Objective of the Paper

Export promotion (EP), even in the fairly narrow interpretation presented above, has attracted a great deal of
research attention since the late 1970s. EP research has predominantly involved ‘snapshot’ studies, that is, EP is
investigated at a single point of time; rather than a longitudinal research, where EP and its changes are analysed over
time. Both ‘snapshot’ and longitudinal EP analyses can be grouped into studies that analyse EP (1) from the firm’s
perspective (micro-level EP research); (2) from the EPO’s perspective (mezzo-level EP research); (3) from the
national, mostly government point of view (EP research on the macro-level); and (4) studies on the EP system,
where it is interpreted in line with this paper’s conceptualisation (systemic EP research). Certainly, there are no
clear dividing lines between these groups, since most studies have been written considering several levels of EP.

First ‘snapshot’ studies will be briefly reviewed then studies with more dynamic, longitudinal focus. On the
micro-level, research on EP from individual companies’ perspective has attempted to answer questions such as why
EP is needed and how it works for firms. In terms of why EP is needed, the numerous positive effects of exporting
on companies’ overall business performance have been well-researched (see for instance in [46], [16], [79], [4]).
Furthermore, the literature on export barriers explains why many companies, despite the attractiveness of exporting,
hesitate to start exporting; and also why those already engaged in exporting face serious problems in their future
progression along the internationalisation path [10] (also see [49], [10], [64], [79], [21], [46], [5], to name a few).
Some studies have addressed specific export barriers in detail, such as the lack of export information ([49], [32],
[45], [1], etc.), while also explaining why small and medium sized firms are most exposed to the informational
barrier (e.g. [64], [16], [45], [3], [58]).

Another body of literature has placed emphasis on how EP assistance changes companies’ export behaviour
(see extensive reviews e.g. in [49] and [71]). For instance, studies of this nature have revealed how the different
stages of companies’ internationalisation ([70], [1], [31], etc.) causes firms to require different EP services over their
lifecycle. In addition, other researchers have analysed how EP as a means for companies to build their export
networks improves their export performance ([50] or [78], for instance).

In mezzo-level EP research, i.e. when one considers EP through the lenses of the actual EPOs, an
interesting aspect that has been widely researched is the scope of EP that EPOs provide (see in [1], [33], [25], [51],
[15], [65], [36], to mention a few). Amongst studies dealing with EPOs’ actual services, some only focus on one
particular EP service, e.g. trade missions (e.g. [60], [61], [69]); others compare different EP services ([79], [36], [44],
etc.). Further ways to analyse EPOs’ activities is to investigate how they target their EP (for instance in [13], [70],
[51]), or how effectively they work (e.g. [47], [70], [15], [31], [53]). Of these, the dimension with the most
ambiguity is the effectiveness of EPOs. In other words, there has been a high level of uncertainty and disagreement
as to how effective EPOs and their actual EP services are in enhancing companies’ exports [63].

Looking at EP from the nation’s or government’s point of view (on the macro-level), exports’ overall
benefits for the country (for instance by [2], [4], [16], [17], [50]), as well as the role and objectives of government
EP have been commonly examined (e.g. in [18], [25], [1]). A number of studies have focussed on the government’s
strategy of EP, drawing attention to the fact that ‘blind transplantations’ of EP strategies across cultures and nations
may be undesirable, as an export promotion strategy needs to take into consideration the cultural, legal, and political
environment, as well as the stage of economic development [62] (and also see in [43], [9], [12], [14]).

Systemic EP research, unlike research on micro, mezzo and macro-level EP has not been such a widespread
area within the ‘snapshot’ EP research. That is to say, the composition of countries’ EP forces, including the
relations between the government, the leading EPO and further EPOs has been explored by only a few academics.
Research of this nature has been undertaken either by focussing on one particular country (e.g. [20], [39], [66], [6]),
or by contrasting several countries” EP systems (e.g. [27; 64]).

Compared to the above literature with ‘snapshot’ focus, EP changes over time — or longitudinal aspects of
EP - has attracted significantly less research attention. For instance, on the micro-level, studies addressing
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information barriers from a company perspective tend to emphasise the fact that global changes have caused an
increased complexity of information, which has created or aggravated difficulties for companies to compete
internationally. The dynamics of firms’ potentially deteriorated export performance (due to the growing information
barriers) have not been investigated in detail.

Another example of the lack of dynamic studies is in the field of EPO-focussed research (mezzo-level). It
has been argued that a significant improvement in EPOs’ services has taken place since the 1980s ([13], [27], [21]),
including that the availability and diversity of EPOs’ services have grown markedly [62]. Nevertheless the
milestones of these improvement processes have not been analysed.

Some researchers who have analysed EP on a national or macro-level, focussing on EP provided by the
government, have proclaimed the existence of an ‘increasing drive’ [21] or ‘strengthening commitments’ [32] for
governments for EP, as a consequence of the ‘changing landscape’ [48] and ‘new thinking’ [17] in trade policy.
Neither the actual steps, nor the evidence for these phenomena have as yet been sufficiently explored.

It should be noted that some macro-level EP research has revealed how regulations imposed by the General
Agreement on Tariffs and Trade (GATT) and its successor, the World Trade Organisation (WTO) has limited the
governments’ room to manoeuvre in EP over the past two decades or so ([37], [17]). The overall conclusion of
these studies is nevertheless those governments’ EP capabilities, besides some specific areas such as export
subsidies, have not been by and large reduced by GATT/WTO protocols.

Overall, the topic of countries’ EP systems have not been a well-researched topic in its ‘snapshot’ form,
nonetheless, it has been even more neglected from a longitudinal perspective. This current paper attempts to fill this
gap in the literature while investigating how EP systems of selected industrialised countries have changed over the
past two decades, with special emphasis placed on the government’s changing role in the respective EP systems.

The objective of the paper is to demonstrate that governments have become more involved in EP in general,
and more influential within the overall EP system in particular. Hence, there has been a shift toward government EP
in countries” EP system. The paper also seeks to find the answer to the question as to why these processes have
occurred in the countries investigated in this study.

Methodology — The Structure of the Paper

This paper takes a case study approach, focussing on some of the most developed countries’ EP arrangements and
their changes since the 1980s. Seringhaus and Rosson [62] have conceptualised industrialised countries into three
clusters: country-groups where export promotion is (1) provided predominantly by private forces; (2) provided by
both the government and the private sector; and (3) mainly provided by the government. This paper does not focus
on the third group (where governments traditionally have had the leading role in export promotion). Rather it
analyses the same country examples as Seringhaus and Rosson gave for the first and second groups — namely
Austria and Germany in the first, and Sweden, the United Kingdom, the Netherlands and Italy in the second group
[62].

It is demonstrated through the case studies that Seringhaus and Rosson’s descriptions of the respective
countries’ overall EP system prevails, however there has been a definite move toward the government’s more
influential EP role and intervention into the EP system in all of these countries since the 1980s.

The final section of the paper draws conclusions from the phenomena revealed in the case study analysis.
This section also describes general economic and export performance of the case study countries, as well as their
institutions and some national political and cultural characteristics.

Case Studies

Austria

The Austrian EP system has been described as one that “operates in the private sector” [64], exhibiting a “broad and
integrated private sector-led export promotion structure” with minimal government involvement [62]. The major
EPO is situated within the framework of the association Federal Economic Chambers (Wirtschaftskammern
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Osterreichs or WKO). In the WKO, established in 1848, all Austrian companies’ membership is obligatory, which
leads to the WKQO’s position of the legal representative of the entire Austrian business community [80]. Established
by public law, the WKO is exclusively business driven, financially self-sufficient and managed through democratic
self-government, making it fully independent from government” [42].

The WKO is responsible for providing a number of business-related services for its member companies. It
also operates an integral but largely separate foreign division called Austrian Trade (Aussenwirtschaft Osterreich or
AWO), established in 1945, nearly hundred years later than its parent association the WKO. Thus, the AWO is in
effect the WKO’s sub-organisation primarily in charge of EP, described as the “key player in export matters, mainly
in non-financial export promotion” [75]. The International Trade Centre (ITC) also reconfirms that AWO of WKO
is the official EPO in Austria, describing AWO as the only institution responsible for EP [41].

The AWO of WKO’s home network includes a head office located in Vienna, which has coordinating and
controlling role over the AWQ’s Austrian (regional) as well as foreign-based EP activities. Its regional or provincial
network consists of EP experts working at the nine provincial Chambers. These EP officials (at least one at every
Chamber) are responsible for providing assistance for Austrian companies’ exports. Outside Austria, the AWO of
WKO’s foreign network comprises seventy offices called Foreign Trade Offices (or FTOs) in fifty-two countries
around the world.

The AWO of WKO’s EP activities (within and outside Austria) include information provision on markets
and products, counselling for exporting companies, seminars, matchmaking, export clubs, assistance provision
regarding companies’ participation in fairs and missions and even provision of certain kinds of financial assistance,
to mention the major forms.

Besides the AWO of WKO, Industry Associations also participate in EP provision. In 2004, there have
been approximately a hundred and ten industry-specific trade associations in Austria [42]. Nevertheless, their EP
activities are rather limited compared to those of AWOQ’s; including for instance buyer-seller contacts, as well as
study visits or trade missions to export markets [64].

Changes to the Government’s Role in the EP System

As EP has traditionally been left to private forces, the Austrian government has not had a deliberate or strongly
expressed EP policy. The two ministries somewhat involved in EP are the Ministry of Foreign Affairs (MFA) and
the Ministry of Economy and Labour (MEL). The MFA has participated in EP through foreign diplomatic missions,
mainly by cooperating with the FTOs; whereas the MEL, albeit having a foreign economic branch, has not directly
participated in EP.

The EP initiative ‘Go International’, launched by the MEL in 2004, is an important milestone in the EP
system’s evolution in Austria, indicating that Austrian governments no longer stay away from EP matters [81].
Until the early 2000s, the rather symbolic government program ‘Exportoffensive’ was the only noteworthy form of
government involvement in EP. Through the program ‘Go International’ however, the government has established a
new, more active form of co-operation between government and the private EP providers: an informal ‘contract’
between the government and the WKO resulted in the government providing funding for EP, and established EP
guidelines and overall targets which are to be implemented by AWO of WKO. It should be remembered however,
that the AWO of WKO has still remained an independent private EPO, fully responsible for the implementation of
EP activities.

This new government approach, which signals a more active engagement with EP matters, has been met
with a positive response by the Austrian exporting community. At the same time it has also been perceived by the
contemporary Austrian press as a great achievement in Austria’s EP (see in [54]).

Germany

In Germany, the government has traditionally opted for minimal involvement in EP [62], and therefore German
exporters have received “surprisingly few governmental export promotion and trade assistance funds” [27]. The
philosophy behind this general government approach on EP has been the strong belief in the free enterprise system
which has led to the dominant role of the private sector [51]. This philosophy has been also strongly expressed by
government forces in the early-2000s: “In our free market economy, the own initiative of companies is to the fore.
State promotion of foreign trade cannot replace industry's own efforts” [24].
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Accordingly, most EP efforts have been channeled through private organisations [27], mainly through
Chambers of Commerce and Industry Associations [8]. In fact, the major force behind EP provision for German
companies has been the centrally organised Association of German Chambers of Industry and Commerce
(Deutschen Industrie- und Handelskammertages or DIHK), established in 1861. The DIHK is the umbrella
organisation for all Germany-based as well as Bilateral Chambers, and because every German company is legally
obliged to join a local Chamber, the DIHK in effect represents the entire German industry. The DIHK’s dominant
role in EP is demonstrated by various government documents, where the DIHK is referred to first as the most
significant institution in providing support for companies’ internationalisation (see in [24] or [22] for instance).

The DIHK’s home network includes eighty-one local Chambers, which all have standardised EP services in
place, regulated by the DIHK. At the same time, the DIHK’s foreign operations (since 1888), have by 2004
comprised a closely-knit network of approximately one hundred and twenty Bilateral Chambers in more than eighty
countries [23]. Bilateral Chambers are considered as “independent institutions which earn a major share of their
income themselves through the services they provide” [23]; nonetheless their EP tasks, similarly to Chambers within
Germany, are centrally (by the DIHK) defined with great precision. Importantly, Bilateral Chambers provide EP
services for members and non-members alike.

EP assistance undertaken by the DIHK’s home and foreign networks (that is, by Chambers within and
outside Germany) includes information provision on markets and products, export consulting, seminars as well as
organisation of missions, fairs and conferences, amongst others.

Besides Chambers, Industry Associations and the Federation of the German Export Trade are perhaps the
most significant private organisations that undertake EP activities, e.g. information provision or contact search.
Their EP services however are less extensive or centrally organised compared to the Chambers’ EP provision. The
German Center for Productivity and Innovation (RKW) should also be mentioned, as a nationwide private company
with a general business development profile, mainly targeted at small and mid-sized companies. The RKW however
has only limited EP focus in their service provision. On the other hand, due to the unique focus on trade fairs in the
German economy, there is a single body called the Association of the German Trade Fair Industry (AUMA) the
main responsibility of which lies in trade fair matters. Even though the AUMA is not a typical EP organisation, its
high importance for German exporters and its activities to mediate trade fair-related EP between government and
private companies make AUMA an important component of Germany’s overall EP system.

Changes to the Government’s Role in the EP System

The German government, having promulgated the private sector’s supremacy in EP, has not traditionally laid
emphasis on creating a coherent EP policy. The Federal Foreign Office (FFO) has been involved in EP through
foreign diplomatic missions, but diplomats have mostly had only symbolic EP roles rather than providing actual EP
services. The Ministry of Economy and Labour (MEL), however, has been more engaged with EP policy, most
notably through its operational body German Office for Foreign Trade (BfAl), and by supporting (mainly through
the AUMA) German companies’ trade fair participation.

Since the 1990s, there has been a general shift towards the government’s more active engagement with EP,
which has manifested in several operational changes. Firstly, the government has extended the BfAl’s EP
responsibilities, so that the BfAI has been transformed from an information-providing agency with limited EP
responsibilities, into the leading ‘informative-harmonising’ body in Germany’s overall EP system. This includes
that Germany’s major export portal, iXPOS, has been launched (in 2001) and maintained by the government — rather
than the DIHK.

Secondly, the government in 2003 established an initiative with EP focus, which, albeit not having major
budgetary implications, has indeed signalled the more proactive stances of German governments. This has been
most apparent in two specific areas: the BMWA'’s aim to strengthen the foreign network of Bilateral Chambers; and
to further enhance German companies’ participation in international fairs.

It should be noted that some international sources consider the government (through the BfAIl) as
Germany’s major EP organisation (see [41; 42]). Within Germany, the BfAl, since its establishment in 1951, has
challenged the leading role of the DIHK as private EP organisation, and the BfAl’s EP influence has become
stronger since the 1990s. At the same time, outside Germany, Bilateral Chambers’ leading role in EP is still evident
and has not been challenged by government forces. Overall, the government’s increasing engagement with EP is
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more significant within Germany, whereas in foreign countries EP assistance is still mainly provided by private
rather than government forces.

Sweden

In Sweden, the EP system is described as one where there has been an “active involvement of the industry in the
Government financed export promotion” [67], constituting a form of organised collaboration where government
shares EP responsibilities and intensely cooperates with private EP providers [62]. In other words, the government
has a leading role in EP, nonetheless a “major responsibility for Swedish trade [promotion] rests with the Swedish
firms” [66].

The official leading EP organisation is the Swedish Trade Council (STC). The STC is co-governed and co-
owned by two principals, the government through the Ministry for Foreign Affairs, and private forces through the
Confederation of Swedish Enterprise. In its current organisational form, the STC has operated since 1972, and has
been funded by both government and private contributions.

The STC headquarters in Stockholm, and has a regional network of twenty (recently established) one-stop-
shop offices within Sweden. At the same time, the STC operates a long-existing foreign network, including forty-
eight offices in forty countries [72]. The STC’s major EP services can be summarised as export information, e.g.
about Swedish exports and market information, identification of business opportunities and conveying them to
companies, advice where export techniques are concerned, promotional activities; export consulting, covering tailor-
made solutions for setting up business in international markets; and export programmes, which focus on networking
between companies or on companies that are new to the export market [73].

In the overall EP system, the two major private forces are the Confederation of Swedish Enterprise and the
Swedish Chambers of Commerce. EP responsibilities of the Confederation of Swedish Enterprise are integrated into
the leading Dutch EPO, as it is one of the co-owners of the STC. At the same time, the private Chambers of
Commerce also constitutes major forces in EP. Chambers have an umbrella organisation, the Association of
Swedish Commerce and Industry, and their major EP services are limited but standardised (see in [35]).

Changes to the Government’s Role in the EP System

Swedish government EP has been administered by the Ministry of Foreign Affairs (MFA), the Ministry of Industry,
Employment and Communication (MIEC), as well as organisations attached to the MIEC, i.e. Almi and Nutek. EP
involvement of the MFA has been especially significant since the 1972 establishment of the STC (which the MFA
co-governs). Besides, the MFA has undertaken some EP activities through diplomatic missions, albeit this has been
subordinated to the STC. The MIEC, as well as Almi and Nutek, have participated in general business development,
which has included EP provision. EP activities across these government bodies have traditionally been
uncoordinated, and the government is yet to start harmonising its EP policy structure — apart from a proposed
increase in consultation through the STC. Therefore, the overall government strategy for EP policy appears to be a
‘no-strategy’ approach [66].

On the operational level of EP, however, the government has since the 1990s implemented a number of
significant changes. First, government-private forces have deepened their close affiliations — institutionalised in
1972 with the establishment of STC, through the government’s legal assignment of Sweden-based Chambers with
EP responsibilities in 1990 and through including them in the STC’s operations, when in 1995 the STC was
expanded with a regional network. At the same time, Bilateral Chambers have traditionally worked closely but
independently from the STC’s foreign operations.

Second, not only Chambers, but also Almi’s operations have become better coordinated within the overall
EP system, as Almi’s EP activities have become clarified and at the same time integrated into the STC-network in
1995. This has signified the government’s intention to reduce duplications within its own EP activities. Altogether,
by means of the three-pillar-based Export Centres (constituted by Chambers, Almi posts and the STC itself), the
government has attempted to supply a healthy one-stop-shop environment for the export efforts of enterprises [67].

The third change has been the government’s increasing control over the STC’s activities. Since 1990, the
government has not just simply allocated funds for STC’s free of charge services, but it has also set up guidelines
and requirements for the STC. Despite the significant decline in the extent of government funding for the STC, the
government has become more interventionist in the STC’s operations.

41



Overall, in Sweden, coordination across EP organisations has not increased structurally on the government
policy level. Nonetheless, the government has indeed instigated better cooperation on the operational level by
increasing its involvement in Sweden’s overall EP system.

The United Kingdom

In the UK, EP is provided by both the government and the private sector under an “[o]rganized partnership approach
with extensive sharing and cooperation”, with the government dominating the system ([62], emphasis added).
Sharing aspects of government-private partnership refer to the fact that the government makes “extensive use of
private [forces] for the delivery of [its own EP] programs” [7]. At the same time, cooperation between government
and private forces in the field of EP can also be described as a ‘grass-roots’ system that “integrates suggestions and
monitors changes from organizations and individuals in close contact with occurrences in the field” [27].

The body that has leading role and main responsibility for the provision of EP assistance is the UK Trade &
Investment (UKTI). UKTI as a government agency falls under the dual responsibility of the Ministers for the
Department of Trade and Industry (DTI) and the Foreign and Commonwealth Office (FCO), and is entirely funded
by the government (see [42]or [7]).

UKTI’s onshore network consists of the London headquarter and forty-five national branch offices,
whereas outside the UK around two-hundred commercial posts at diplomatic missions constitute UKTI’s overseas
network. UKTI’s EP services include information provision on countries, companies and products, database of local
offices that offer assistance to exporters, export sales leads, tailored market research, trade fair and trade mission
sponsorship, grants to cover companies’ export marketing research costs and costs stemming from export difficulties
faced with due to foreign culture and language in the destination country, amongst others.

Major private organisations that have participated in EP provision include Business Link hubs and
Chambers of Commerce (with optional membership), which are organised under the British Chambers of Commerce
(BCC); as well as Trade Associations. Further private organisations, such as Export Clubs, the Confederation of
British Industry (CBI) and the Institute of Export are also involved in certain aspects of EP. Underlining this, UKTI
sources refer to these latter organisations as the government’s partners when developing, whereas the former ones
are cooperating with the government when delivering its EP services [74]. It should be noted that the Export Clubs,
the CBI and the Institute of Export do not get directly involved in the actual provision of EP services.

Changes to the Government’s Role in the EP System

On the structural or policy level, the UK government has made extensive attempts to harmonise its traditionally
divided onshore and offshore EP activities since the late 1980s. As a result, EP operations inside the UK, operated
by the DTI; and those outside the UK, organised by the FCO through diplomatic missions, have become unified by
creating the organisation UKTI (established in 2000). UKTI is thus the first single government body in the UK
which is jointly in charge of and has integral targets for both onshore and offshore EP.

In parallel with these processes, the government has also introduced operational changes to the UK’s
overall EP system, including reforming both its own (government) EP networks as well as private EP providers’
operations. Within the UK, links between government and private EP providers have become tighter. Most notably,
the government has become more engaged and more authoritative with EP activities of Business Links and
Chambers of Commerce (which are greatly overlapping). The outcomes of this process have been that the
government has delegated more EP tasks to the Chambers (since 1988 and 1996); and that by the 2000s, the
government has developed a more integral, but still privately managed home network for EP, through Business Link
offices.

Outside the UK, the government has significantly strengthened its EP forces. Most notably, offshore
government EP services have become more precisely defined and highly centralised, with the number of diplomats
involved in EP trending up, and their funds relatively increasing.

These processes imply that UK government forces, having traditionally dominated the country’s EP system
while also assigning private forces to deliver EP services on their behalf, have become even more hands-on in EP.
This has resulted in an EP system which is more coordinated and controlled by the government.

The Netherlands
The Dutch EP system is characterised by parallel-existing government and private services, where the government’s
role is central [41]. On the operational level, beyond the government’s activities, EP services have been largely
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carried out by independent organizations [62]. In areas where government and independent private EP bodies have
provided similar EP services, they often competed with each other — causing potential clashes between government
and private forces. Nonetheless, cooperation rather than clashes between government and private EP organisations
has been more representative in the Dutch EP arrangements [20].

The official leading Dutch EP organisation is the Netherlands Agency for International Business and
Cooperation (abbreviated as EVD, based upon its original Dutch name, Economische Voorlichtingsdienst). The
EVD legally constitutes a part of the Ministry of Economic Affairs and is thus entirely funded by the government
(see [28]). It should be noted that besides the EVD that has operated since 1936, the Centre for Promotion of
Imports from Developing Countries (CBI), an agency of the Ministry of Foreign Affairs, has also worked with an
EP focus since 1971 [52]. Nonetheless, as the CBI does not target Dutch companies, it is not considered as a major
EP body for the purpose of this research.

The EVD has a central office located in The Hague, and has not traditionally had formal integral networks
either within or outside the Netherlands. Since the early 2000s, however, the EVD has managed foreign operations,
through the Netherlands Business Support Offices (NBSOs). The EVD’s activities include export information
provision, such as export data published on the web, export newsletters, tailor-made export services; matchmaking
(i.e. bringing together Dutch suppliers and potential foreign buyers), including managing data bases, organising
trade missions, amongst others; and general ‘Holland promotion’, for example through trade fairs, special events, etc.
(see in [28]).

Of the major private EP providers, Netherlands Chambers of Commerce, where all Dutch companies’
membership is obligatory; and Bilateral Chambers of Commerce Abroad should be mentioned in the first place.
They do not have a strong umbrella organisation, however, EP services, especially in the case of Netherlands-based
Chambers are largely standardised. Other private organisations with EP responsibilities include the Federation for
Netherlands Export (Fenedex), the Netherlands Center for Trade Development (NCH) and the Netherlands Export
Consortia (NEC). Traditionally, Chambers (both within and outside the Netherlands) have been the best-known
and most widely-used private organisations for EP [20], nonetheless the NCH and Fenedex have also been
significant.

Changes to the Government’s Role in the EP System

In the Netherlands, the ministry mainly in charge of EP is the MEA (as the parent organisation for the EVD), with
its EP responsibilities complemented by those of the MFA. A great level of EP policy coordination between the
MEA and the MFA has taken place since the 1950s, resulting in EP activities of the MFA-operated foreign
diplomatic missions have becoming integrated into and controlled by the MEA’s central EP operations (at the
EVD’s The Hague-based headquarter). Therefore, the MEA has not been compelled to open foreign (EVD) posts
for EP.

The EP policy equilibrium between the MEA and the MFA was underlined by the 2003 government
decision to reform the information system across the two Ministries and the EVD, by introducing the Hermes
intranet system. This has caused the EVD to become an organisation with official ‘clearing-house’ and coordination
responsibilities regarding EP-related information exchange between the MEA and the MFA. Overall, by the early
2000s, the government has cemented its highly integrated policy approach towards EP, making it very unlikely that
EP policy becomes fragmented across the MEA and the MFA in the foreseeable future.

On the operational level, the mixed government-private EP system has shifted towards more government
involvement since the 1980s. This shift has manifested in the EVD’s significant enhancement, including the
extension of its operational roles as well as creating foreign EVD posts to add to diplomatic missions’ EP work; and
the tightening government-private EP relations under government leadership.

The EVD’s organisational evolution from passive information provider to “active export promoter” [20]
has been apparent since the 1980s, with its main manifestations being the EVD’s increasing EP responsibilities with
the inclusion of tailor-made export consulting, matchmaking, specific country promotion programmes, etc., as well
as the EVD’s merger with other government bodies with internationalisation focus. In addition, the EVD has also
been strengthened by the government’s establishing foreign EVD offices since 1997. Creation of foreign EVD posts
has taken place despite the long-established MEA-MFA agreement that diplomatic missions constitute a sufficient
foreign network to support the EVD’s EP activities (and thus no separate EVD foreign representations are needed).
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Bearing this in mind, as well as that private forces of Bilateral Chambers have traditionally constituted a strong
foreign network for Dutch EP, the fact that the government has indeed decided to open foreign EVD posts signals a
definite increase in the government’s commitment to foreign EP arrangements.

Government cooperation with Chambers and the NCH has been intensified remarkably. This has resulted
in that, on the one hand, Netherlands-based Chambers have by the early 2000s become considered as the EVD’s
integral home network. On the other hand, almost every NCH office has had government officials participating in
their EP activities, causing that the NCH has been referred to as a ‘government agency’, despite its fully private
budgets and decision making capacity (see in [30]). In addition, establishing the Dutch Trade Board (DTB) in 2004,
the government has intended to involve all major EP providers (the organisations of Fenedex and NEC as well,
beyond the more traditional government allies of the Chambers Association and the NCH) in the planning and
coordinating processes of the Dutch EP system. Thereby the government has not only aimed at improving the
transparency and efficiency of the country’s overall EP arrangements, but has also clearly expressed its own leading
role in the system.

To conclude, the most significant changes to Dutch EP arrangements have occurred on the operational
rather than the structural policy level. This is due to the fact that EP policy has traditionally been well-harmonised
in the Netherlands, thus it has not been necessary for the government to carry out reforms in this respect. On the
other hand, the government has recently intensified its involvement in EP, by strengthening its own EPQO’s influence
at the expense of other EP provider organisations, both within and outside the Netherlands; and by more closely
cooperating with and coordinating private EP providers’ activities.

Italy

In Iltaly, government and private forces have traditionally “carried out own separate [EP] activities” [62],
constituting a symbiotic EP system where the government dominates. Nonetheless, there have not been a great deal
of positive synergies gained from this symbiosis, as private EP providers have not been well integrated with the
Italian government [27]. In addition, EP policies and mechanisms between government and private forces have
been criticised for being “largely inadequate in terms of [...] coherence, homogeneity and functionality” [6].

The main Italian EPO has been the Italian Institute for Foreign Trade (lIstituto Nazionale per il Commercio
Estero or ICE). ICE as a statutory organisation responsible to the Ministry of Industry and Trade and was
established in 1926 [42]. Funding for ICE is dominantly, at around eighty per cent, by the government, whereas the
remaining twenty per cent of ICE’s budget stems from the private sector in the forms of charges to customers for
services as well as subscription and membership fees [40].

ICE’s headquarter is in Rome, and operates through sixteen (recently established) national offices across
Italy; whereas ICE’s foreign networks include hundred-and-four offices abroad. ICE’s major EP services (provided
through its onshore and offshore networks) are divided into four groups: information, promotion, multilateral
cooperation and training services; ranging from market analysis, through partner identification and corporate
promotion, to technical and operational assistance.

Besides ICE, other major actors participating in EP provision include the organisations of Chambers of
Commerce (where all Italian companies’ membership is compulsory), Trade and Industry Associations and Export
Consortia. These organisations also play a significant role in EP provision, especially Chambers and Export
Consortia (see in [6] and [76]). However, EP services of individual Chambers or Consortia are not standardised,
therefore they do not constitute as homogenous organisations as for instance ICE’s networks.

Changes to the Government’s Role in the EP System

The Italian government has implemented structural changes to EP policy by improving coordination between
ministries involved with EP matters; and operational changes regarding both government and private EP providers’
services, including enhancing the government’s own operations, increasing government intervention into private EP
providers’ activities and better coordinate between the two.

The Ministry of Foreign Trade (MFT) and the Ministry of Industry, Trade and Crafts (MITC), as well as
the Ministry of Foreign Affairs (MFA) have traditionally undertaken separate and un-coordinated EP activities,
which has led to a highly fragmented overall policy for EP. The MFT’s involvement in EP has been most
significant by virtue of the fact that the MFT is the steering body behind the ICE. At the same time, the MITC has
undertaken EP activities through its general business development bodies, such as the Institute for Industrial
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Promotion (IPI), while the MFA has also been engaged with EP, mainly through diplomatic missions’ ‘ltaly
promotion’ activities.

Bringing about structural changes to EP policy have been considered vital since the late 1990s, and thus the
government has initiated an extensive harmonisation process, signalled by the 1999 creation of ‘super-ministry’
Ministry of Productive Activities (involving the MFT and MITC), and the 2003 establishment of the National
Coordination Body for Foreign Economic Policy.

On the operational level, the government’s shifting approach on its own EP activities has been apparent in
that ICE, after a trial of changing it into a semi-private-like organisation, became operated under full government
control again in 1997. Moreover, the government has intended to take better advantage of EP capacities at Italy’s
diplomatic missions, and thus throughout the 1990s strengthened the EP support undertaken by commercial
diplomats, while harmonising it with ICE’s foreign operations.

On the other hand, the government has also carried out changes to the overall Italian EP system by
increasing its own authority in private EP providers’ activities — mainly with regards to Chambers, when the
government’s regulative power over EP operations of Bilateral Chambers was extended in 1993. , EP activities of
the Export Consortia started to be regulated by the government in 1989 and 1991. The government has also
intensified cooperation between government and private forces in EP. Major manifestations of the improved
cooperation have been the establishment of Consultative Committee (1997); Programmatic Agreements (since 2000);
creation of one-stop-shops for internationalisation both within Italy and abroad (from 2003); and developing
common information network between government and private EP providers in 2004.

Overall, the most crucial change to the EP system in Italy has been the government’s attempt to resolve
problems caused by the fragmented nature of the overall Italian EP system. Government EP operations (mainly
through ICE and EP activities of diplomatic networks), accompanied by a number of private EP providers,
previously constituted a system of “useless duplication and frequent overlapping” (Bonvicini et al 1998). As the
government has increasingly perceived EP as an important policy area, and has established a more harmonised EP
policy, the obvious disadvantages of the parallel EP structures between government and private EP providers
became increasingly intolerable.

Conclusions

The major steps of the government’s increasing engagement with EP are summarised in Table 2.

Comparing some of the fundamental constant (or slowly changing) differences across the investigated
countries’ EP systems; the first remark to make is that these countries have different institutional systems. Adapting
Hall and Soskice’s framework (see in [34]), the case study countries can be grouped by different values of
capitalism. The UK is the only country with liberal market economy institutional arrangements; Austria, Germany,
the Netherlands and Sweden are coordinated market economies; whereas Italy cannot be clearly grouped into either.
General characteristics of systemic arrangements in liberal market economies are described as “firms coordinating
their activities primarily via hierarchies and competitive market arrangements” as opposed to the coordinated market
economies’, where “firms depend more heavily on non-market relationships to coordinate their endeavours with
other actors and to construct their core competencies” [34]. These fundamental differences have contributed to
some of the traditional differences across the investigated countries’ EP systems.

Another difference, overlapping with the above general institutional reasons, is the framework of Chambers
of Commerce. Four of the investigated countries, namely Austria, Germany, the Netherlands and Italy, have
Chambers with public law status where companies’” membership is obligatory [29]. These Chambers are unique in
the sense that they represent both public and government as well as private interests within their internal structures
[77]. In theory, it appears relatively easy and cost-effective to organise an integral EPO within the existing
framework of Chambers networks (both in their home and foreign countries). Of the four countries, in Austria
(clearly) and Germany (less clearly) the leading EPO has operated through the Chambers system. In the
Netherlands and Italy, however, the government has developed its own EPO, with both home and foreign operations.

45



TABLE 2: SUMMARY OF CASE STUDY FINDINGS — BY COUNTRIES

|  AUSTRIA

| GERMANY

SWEDEN

UK

| THE NETHERLANDS |

ITALY

THE EP SYSTEM

Major EPO

AWO of WKO (private
org.)

- AWO (est. 1946) is a
separate org. within the
Chambers’ framework
(est. 1848), with a
home-based headquarter
and strong foreign
network for EP

- All companies’
membership is
obligatory in Austria-
based Chambers

DIHK (private org.)
- Germany-based
Chambers (est. 1861)
and Bilateral Chambers
(est. 1888) with clear
and standardized EP
responsibilities
- All companies’
ship is obligatory in
ly-based Chambers

STC (government-private org.
since 1972)

- Traditionally rather foreign-
based, with 1 home-based
headquarter

UKTI (government org.)

- Foreign operations within
the diplomatic missions’
organisation, home
operations traditionally run
by the DTI

- Est. in 2000 in its current
organisational form

EVD (government org.)

- Traditionally 1 home-based
headquarter (est. in 1936), strongly
cooperating with diplomatic missions

ICE (government org.)

- Traditionally rather foreign-based,
with 1 home-based headquarter (est.
in 1926)

Other major
organizations
involved in EP

- Private, industry-
specific trade
associations

- The government body
BfAl

- Industry Associations
- Federation of the
German Export Trade

- Private Chambers, where
membership is not obligatory

- Private Chambers, where
membership is not obligatory
- Private trade associations

- Chambers (with obligatory
membership)

- Private NCH

- Private Fenedex

- Private NEC

- Chambers (with obligatory
membership)

- Private Trade and Industry
Associations

- Private Export Consortia

THE GOVERNMENT’S ROLE INTHE E

P SYSTEMAND ITS C

HANGES

Ministries/ - MFA: cooperates with - FFO: diplomatic - MFA: its involvement has - FCO: in charge of offshore - MEA: responsible for steering the - MFT: responsible for steering the
gov. departments foreign AWO posts, missions’ involvement is | been significant since the 1972 EP through diplomatic EVD ICE
traditionally th_rOL_lgh diplomatic mainly onl)_/ formation_of the STC, in which missions - MFA: diplgmati(_: missions’ strong - MITC: EP_ involvement through )
“ivalvad fim [EP missions representative rather the MFA is co-owner; - DTI: in charge of onshore EP cooperation with the EVD general business development bodies
- MEL.: operates a than actively additionally, involvement EP, traditionally through its - MFA: involved in EP through
foreign economic participating in EP through diplomatic missions headquarter office for EP diplomatic missions
branch, however - MEL: more significant | - MIEC: EP involvement
traditionally has not had involvement in EP, through its business
a specific EP policy mainly through development bodies
supporting trade fair
participation
Overall gov. - As EP provision is - EP is handled mainly - No apparent government effort - The two Ministries” EP - Traditionally good harmonization of | - Strong government view that EP

policy for EP and
changes

mainly left to private
forces > the
government does not get
significantly involved in
EP matters, even on the
policy level

by the MEL, through the
BfAI; however, this
does not involve
developing a strong EP
policy, as EP provision
is dominantly left to
private forces

to better coordinate EP policies
of the two Ministries to create
one coherent, overall EP policy

policies have recently
become fully harmonized >
the result is the creation of
UKTI (2000)

the two Ministries” EP policies

- EP collaboration between the two
Ministries have become even closer
with a common information system
(2003)

policy harmonization across all
participating government bodies is
vital > deliberate coordinating
efforts since late 1990s

Operational
changes to the
overall EP system

- The government
started to initiate EP
programmes (1998,
2004), while also
providing guidelines and
targets for the AWO of
WKO’s EP operations
9

- The AWO of WKO,
although still
independent, has
become closer linked to
government forces

- The government has
extended the BfAI’s
responsibilities (1990s)
-> the government has
become the
‘information-ruler” in
the EP system

- The government has
established initiatives
(2003) to enhance trade
fair participation and
boost AHKs

- The government legally
assigned Chambers with EP
responsibilities (1990)

- The government has included
Chambers into the STC’s home
network, Export Centers (1995)
- Increasing cooperation
between the STC and Almi (a
MIEC agency), through joint
participation in the Export
Centers (since 1995)

- Government’s more direct
intervention into the STC’s
overall operation (since 1990)

- The government has
intensified its EP ties with
Chambers through delegating
more EP tasks to Chambers
(1988, 1996)

- EP activities of Business
Link private offices (mainly
run by Chambers) have
become more directly
regulated by the DT (2000)
- UKTI’s foreign operations
(undertaken by commercial
diplomats at diplomatic
missions) have been
enhanced (since late 1990s)

- The government has expanded the
EVD’s roles (since 1980s), as well as
merged the EVD with other
internationalisation agencies (2004)

- The government has created foreign
EVD posts, to establish an integral
EVD network at strategically
important markets

- Chambers have traditionally
cooperated with the EVD, but this
has been even more intensified
through a covenant (1990) and
common campaigns (2003-2004)

- The government has intensified its
EP cooperation with the NCH (early
2000s)

- The government has also intensified
its cooperation with the Fenedex and
the NEC, through establishing the
DTB (2004)

- The government has strengthened
its control over the ICE (1997)

- Diplomatic missions’ EP activities
have been enhanced (1990s)

- The government extended its
regulative power over Bilateral
Chambers’ EP activities (1993)

- The government started to
intervene into Export Consortia’s EP
(1989, 1991)

- Government initiatives to improve
cooperation across all EP providers:
establishing the Consultative
Committee (1997); Programmatic
Agreements (2000);
internationalisation one-stop-shops
both in Italy and abroad (from 2003);
common information network (2004)




This signals that governments in the latter two countries have traditionally had more proactive stances on direct
intervention in EP.

Cultural differences can also explain some aspects of the variation of EP systems. Within the “culture’ of
exporting, companies’ motivations to export or the lack of them are worth considering. Exporting and especially,
starting to export is always associated with a certain degree of uncertainty. Therefore, cultural dimensions can be
traced back to firms’ ‘avoidance of uncertainty’ [38]. The level of uncertainty avoidance varies to a great extent
across the case study countries, which is demonstrated in Figure 1 ®. Due to space limitation, no detailed analysis is
provided here. Nonetheless, uncertainty avoidance, being correlated with companies’ perceived need for EP,
appears to contribute to the differences across the investigated countries’ EP systems.
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FIG. 1: CASE STUDY COUNTRIES’ NATIONAL CULTURES — THE ‘UNCERTAINTY AVOIDANCE’ ASPECT
Source: [38]

These differences partly account for the traditionally large variation in the investigated countries’ EP
systems. However, they do not explain why all case studies exhibit a definite shift toward more government
involvement in the EP system. Seeking the rationale behind this common phenomenon, other, less constant factors
with significant impact on a country’s EP system are considered. One of the most obvious factors is perhaps the
countries’ export performance, as poor macro-economic and export indicators can lead governments to intensify
their EP policies.

Figures 2-4 present some indicators on the case study countries’ general economic performance, export
growth and trade balance. First, Figure 2 establishes comparability across the case study countries from a general
economic perspective, as neither the past decade’s gross domestic product (GDP) growth rates, nor recent GDP and
GDP/capita rankings of the case study countries exhibit a great deal of variation. In other words, all these countries
perform well by overall economic standards.
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FIG. 2: CASE STUDY COUNTRIES’ GENERAL ECONOMIC PERFORMANCE - GDP GROWTH
Source: [55] and [11]

At the same time, the case study countries show slightly more variation in their exports growth. As Figure
3 shows, Sweden, Germany and Austria, as well as the Netherlands to a lesser extent, exhibit close to average export
growth. The UK and Italy, on the other hand have slightly slower export growth, ranking amongst OECD countries
with the lowest exports/GDP level.
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Figure 4 provides the indicators which perhaps play the most important role in government decisions on
export policy that is the trade balance indicators (i.e. the country’s overall exports minus imports, expressed as the
proportion of the country’s GDP). As it is demonstrated, only Sweden and the Netherlands have had very ‘healthy’
trade balance indicators, while Germany and especially Austria and the UK have exhibited strong deficits in their
trade balance over the last decade.
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Source: [57]

Overall, the most significant export-related differences lie in the investigated countries’ trade balance
indicators. The UK and Austria’s poor trade balance situation has certainly put pressure on governments in these
countries to improve their export policies, and perhaps intensify their EP engagements. In Sweden and the
Netherlands, however, due to their healthy trade balance indicators, this pressure has not been present.

There are other factors that potentially cause governments to become more active in EP, for instance
domestic political groups, the companies themselves, or other country-specific factors. However, these significantly
vary across countries. Therefore it is unlikely that domestic factors influencing governments’ engagement with EP
would bring about similar tendencies across the case study countries’ EP systems.

In conclusion, the investigated countries exhibit great variation in terms of their institutional systems,
company-organisation methods (i.e. the Chambers system), export culture and export performance (expressed by
trade balance indicators). Nevertheless, they all have experienced an increase in government involvement within
their EP systems. Hence, the shift towards the government’s EP influence has occurred irrespective of domestic
factors influencing the EP system. This indicates that factors that have caused EP systems to undergo analogous
changes have come from the global arena.
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End Notes

! In Figures 1-4, data on the case study countries is compared to the average of twenty-two OECD countries (which
includes the case study countries as well). These countries, referred to as (OECD-8) include all OECD members,
excluding those which are not amongst the world’s top fifty countries in terms of their GDP ranking, namely the
Czech Republic, Hungary, Mexico, Poland, Slovakia and Turkey [11]. In addition, Luxembourg and Iceland have
been omitted, due to their small size. Hence, (OECD-8) refers to the following countries: Australia, Austria,
Belgium, Canada, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Japan, Korea, Netherlands, New
Zealand, Norway, Portugal, Spain, Sweden, Switzerland, United Kingdom, and United States.
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Abstract

Globalization, if properly managed, may help push some developing countries into modernity and affluence. But as the
Asian financial crisis of 1997-98 suggests, embracing global financial markets can also be highly dangerous and costly.
The severity and contagiousness of the crisis underscored the need for reforming the international financial system.
Numerous proposals have been put forward, but little progress has been made. As long as the structural problems on the
supply side of international capital flows are not addressed, the emerging market economies and developing countries will
remain as vulnerable to future speculative attacks on their currencies and financial crises as they were before the Asian
crisis. Given this reality, emerging market economies and developing countries may have no choice but to develop their
own defense mechanism. In light of the Asian financial crisis, this paper examines the recent debate for establishing
regional financial arrangements such as the “Asian Monetary Fund” and the Chiang Mai Initiative as a defense
mechanism against speculative attacks on currencies in the future.

Introduction

The Asian financial crisis has raised a series of questions regarding international financial architecture, including the
governance of the international financial system and exchange rate regimes. Unlike the two previous financial crises
in the first half of the 1990s—the ERM crisis of 1992 and the Mexican crisis of 1994-95, the Asian crisis of 1997-98
provided a wake-up call to the international financial community. The severity and contagiousness of the crisis
underscored the importance of renewed interests in reforming the international financial architecture, and numerous
proposals have been advanced and debated. The G-7-led reform, however, ignores the problems of the supply side
of international finance, and concentrates its efforts on reforming the financial and corporate sectors of developing
countries. From the perspective of developing countries, therefore, it appears that they will remain vulnerable to
future financial crises even if they faithfully carry out the kinds of structural reform recommended by the IMF and
the World Bank.

In light of the Asian financial crisis, this paper examines a few select issues dealing with: (1) the role of
international financial institutions such as the IMF, (2) the choice of an appropriate exchange rate regime for the
emerging market economies (EMES) and developing or less developed countries (LDCs), (3) the impact of financial
liberalization and capital controls, and (4) the arguments for and against for establishing regional financial
arrangements such as the “Asian Monetary Fund” as a defense mechanism against speculative attacks on currencies.
Each of these issues will be examined and discussed from the perspective of the East and Southeast Asian EMEs and
LDCs.

Financial Market Liberalization in Developing Countries

Since the early 1990s, financial markets in the world have been integrating rapidly. This has led to surges in private
capital flows to developing countries and other EMEs. Major advances in information technology have reduced
transaction costs. Foreign investors saw higher long-term rates of return and the new opportunities for risk
diversification in developing countries. At the same time, ongoing economic reforms and financial liberalization
have made developing countries more attractive to overseas investors.

Outstanding economic performance of the Asian “miracle economies” in the late 80s and the early 90s
attracted a surge in private capital into these emerging economies. That surge in capital inflows helped fuel the
increase in the bank credit-financed investment boom. At the same time, however, the surge in private foreign
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capital made these economies extremely vulnerable to a financial panic. According to the Bank for International
Settlements (BIS), the total net private capital flows into the Asian emerging markets during 1994-96 amounted to a
whopping $184 billion. In 1996 alone, there was a record capital inflow of $93 billion into Thailand, Malaysia,
Indonesia, the Philippines and Korea (hereafter called the Asian 5). With the onset of the crisis in the second half of
1997, markets overreacted and international investors panicked. Off they ran with $105 billion! This reversal was
equivalent to 11 percent of the combined GDP of the Asian 5. This was the greatest reversal of private capital flows
ever recorded in the world economy, and represents “the most significant geo-financial adjustment to date in the
relatively new era of globally integrated capital markets” (Makin 1999, p. 408).

The East Asian Meltdown

It was this reversal of capital flows that precipitated the Asian currency crisis, eventually pushing “miracle”
economies into a dramatic financial meltdown with serious economic, social and political consequences. Grenville
(1998, p. 13) sums up the story of the “Asian meltdown”:

Large capital inflows led more-or-less inevitably, to excessive credit growth and growth of the financial
sector, because it was not possible to sterilise them fully. The large flows meant, also, that there was easy funding
available for projects (both good and bad), and that asset prices were bid up. Similarly, the large capital flows made
it difficult to raise interest rates higher (they were already quite high), for fear of inducing even more capital inflow.
High domestic interest rates, at the same time, persuaded many borrowers to take the risk of tapping into attractively
lower foreign currency-denominated borrowing. Further, with quasi-fixed exchange rate regimes in these countries,
there was little incentive for institutions borrowing in foreign currencies to hedge their debt. These issues should
have been recognised as sources of vulnerability, but the focus was on growth, without enough concern about
resilience in the face of variance in growth.

The crucial combination was the large volatile foreign capital flows and fragile financial systems. These
two elements, in combination, made the Asian emerging market economies extremely vulnerable to changes in
investor confidence. Thus, “In a matter of just a few months, the Asian economies went from being the darlings of
the investment community to being virtual pariahs... Suddenly, Asia’s leaders could do no right. The money fled.”
(Sachs 1998).

The International Financial Architecture

The Asian financial crisis has rekindled the debate on the role of international institutions, especially that of the
IMF, and has raised a series of questions regarding international financial architecture, including the governance of
the international financial system and exchange rate regimes. The Asian crisis has shown that there are serious
systematic problems inherent with the current global monetary and financial arrangements. It has increased our
awareness of the need for global governance of international finance so as to prevent the recurrence of similar crises
in the future.

One of the main problems with the current international financial system is that there is no governance of
international financial transactions similar to that found in the area of international trade. The present structure is
designed to discipline international borrowers rather than international lenders. International institutions and
arrangements that we now have are designed to manage rather than to prevent crisis. With ever-rapidly increasing
degree of financial integration taking place in the world economy, the global impact of interest and exchange rate
policies has become much more important than before. There is no effective surveillance mechanism in these areas.
There is also a dire need for the orderly workouts based upon rules and bankruptcy procedures that govern
international debtor-creditor relations. All countries in the international community need to focus their attention to
these issues as part of their efforts towards improving the governance of international finance.

Alternative Foreign Exchange Rate Regimes for Developing Countries

The recent Asian crisis has shown that in the world with increasing degree of capital mobility, the traditional means
of fixing the exchange rate do not work. The goals of exchange rate stability and capital mobility are simply
incompatible as can be explained in terms of the so-called “open economy trilemma.” Countries now face two
crucial questions: One is the question of choosing appropriate exchange rate regimes, and how flexible they should
be. The other is the question of liberalizing international capital flows, and how rapid it should be.

Countries have three choices in determining the monetary linkage between their economy and the rest of
the world: (1) Flexible regimes where countries let their currency float in the exchange markets against all other
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currencies; (2) fixed regimes where they can fix the price of their currency against a specific foreign currency or a
basket of foreign currencies; (3) intermediate regimes where they let their currency float to some extent but
intervening to limit those fluctuations according to some pre-determined parameters such as “target zones,”
“crawling bands,” and so forth.

The choice of exchange rate regime depends on the particular circumstances facing the country under
question. One proposition is that countries should move toward increased exchange rate flexibility. Those who take
this position point to the consequences of the futile attempts to maintain the fixed rates in Thailand, Indonesia,
Korea, Russia, and Brazil, which all ended in costly currency crashes. Another proposition is that all countries
should move toward making institutional commitment to firmly fixing the exchange rate. For instance, use of
currency boards in Hong Kong and Argentina has enabled these economies to weather successfully the storms of
financial crises in recent years.

In the wake of the Asian financial crisis, however, there appears to be an increasing consensus on the view
that the intermediate exchange regimes are not sustainable in a world with large scale capital flows, and
consequently, countries are increasingly forced to choose either free-floating or firm-fixing. The logic behind this
proposition can be explained by the open economy trilemma. The principle says that with its open economy, a
country simply cannot achieve all three goals of exchange rate stability, monetary independence, and financial
market integration simultaneously; it must give up one of three goals at a given time. Two goals of exchange-rate
stability and monetary independence can only be attained with the imposition of capital controls; in other words, the
goal of financial market integration with increased capital mobility must be sacrificed. Likewise, two goals of
exchange rate stability and capital mobility can only be achieved at the expense of giving up the autonomy of
monetary controls. With freely floating exchange rate regime, currency volatility is the price for attaining goals of
monetary independence and free capital mobility.

The globalization of financial markets has increased the degree of cross-border capital movements in recent
years. In terms of the open economy trilemma diagram, this trend of greater financial integration has pushed most
countries toward the lower part of the triangle. If further financial liberalization efforts push these countries to the
bottom line of the triangle, the choice will be narrowed down to choosing either free-floating or firm-fixing as in the
case of a monetary union. As emphasized by Jeffrey Frenkel, however, “there is nothing to prevent the country
from choosing an intermediate solution between floating and monetary union” even under perfect capital mobility
(Frankel 1999, p. 6).

Free-floating allows a country to maintain its freedom in conducting monetary policy and other
macroeconomic policies since it does not have to use them to defend the exchange rate. However, markets can
overshoot the economic fundamentals: They can push the value of currency far below its underlying economic
value, generating inflationary pressures and raising debt servicing costs, or they can push the exchange value far
above the true value, hurting the country’s export competitiveness and therefore its trade balance. On the other
hand, fixed exchange rates can help countries avoid those costs if the governments can successfully establish the rate
at a sustainable level and convince the markets of their willingness and ability to maintain the rate at that level.
Fixed exchange rates also reduce the transaction costs of international trade and investment. Moareover, the option
for adjusting the fixed rate according to some predetermined parameters provides countries with “an additional
policy tool that can be used to correct an excessive external deficit or surplus” (Bergsten 1999, p. 2). In fact, this
has been the most important rationale for adopting a variety of intermediate exchange rate regimes by many
countries, including the Asian 5 since 1976.

The pegged exchange rates were frequently singled out as one of the leading causes of the Asian crisis of
1997/98. Before the crisis, many East and Southeast Asian countries pegged their currencies to the U.S. dollar in
one form or another, even though their economies were more closely linked to the Japanese economy. As a result,
these countries benefited any time the yen appreciated against the dollar, but lost their export competitiveness in the
world market badly whenever the yen depreciated against the dollar. In other words, the exchange rates of the Asian
currencies simply could not reflect the fluctuations in the dollar/yen exchange rate, and their economies were highly
susceptible to these dollar/yen rate fluctuations. Thus, as was pointed out by McKinnon (1998), it is more correct to
say that the Asian crisis was caused by the instability of the dollar/yen exchange rate rather than the pegged system
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itself as used by these countries. Also, the performance of the stock markets of East Asian countries was greatly
influenced by the dollar/yen exchange rate fluctuations (Moon, Rhee & Yoon 2000, p. 165, Figure 2).

Successful defense of a fixed rate can be costly, requiring a country to raise interest rates and slow down its
economy to avoid speculative attack. The main trouble, however, is that governments may try to maintain a rate at
unsustainable level for too long until private capital flows will eventually force devaluations or revaluations. Such
“forced” adjustments in exchange rate can become very devastating and costly, as was amply demonstrated by the
Asian crisis. In the era of globalization of financial markets with huge private capital flows, there is a growing
consensus that countries can enjoy the benefits of fixed exchange rates only in two ways. They can impose and
maintain extensive capital controls in order to directly limit their vulnerability to speculative attack. Or they can
establish a currency board as adopted in Hong Kong and Argentina, officially dollarize their currency as in Ecuador,
or establish/join a monetary union as in EU.

Financial Market Liberalization and Capital Controls

One lesson we have learned from the Asian crisis is that opening up the financial market before nurturing a sound
financial system and institutions is a very risky business. Korea, for instance, has overestimated the potential
benefits of joining the OECD (Organization for Economic Cooperation and Development). One of the requirements
for joining the club was to liberalize its financial market.

Several lessons can be drawn from the Korean case of premature financial market liberalization. First,
domestic financial systems must be liberalized before opening to foreign capital. By and large, the East and
Southeast Asian countries were more or less in the same boat as was Korea. Ceilings on interest rate, government-
directed lending, insider relationships between banks and borrowers have all served to channel credit without regard
for rates of return, thus leading to misallocation of resources. Foreign capital inflows were channeled through the
same process of intermediation, leading to excessive investments and maturity mismatches in assets and liabilities.
Second, financial liberalization requires strict bank regulation and supervision in order to prevent a reversal in
capital flows. This includes the imposition of ceilings on foreign currency exposure for the banks. Third, free
capital movement and pegged exchange rates are simply a dangerous mix: Goals of capital mobility and the stability
of foreign exchange rates are not compatible. A fixed exchange rate regime prevents central banks from using higher
interest rates to keep the economy from overheating, but it also encourages foreign currency borrowing when
interest rates overseas are lower than those at home. Fourth, financial markets require reliable information and
transparency to function efficiently. If foreign lenders had better information about the borrowing activities of
Korea's private sector, they would have pulled back their funds earlier, and the impact of the abrupt withdrawal of
funds on the economy would have been much less severe.

Many in the economics profession argue against capital control measures. They argue that the financial
market is the best device for allocating global capital efficiently among countries and between competing uses.
Global capital markets will provide capital-needy countries with additional funds for their growth, while allowing
investors to diversify their portfolios. If capital is allowed to flow freely, markets will reward countries that pursue
sound economic policies and pressure others to do the same. We all become beneficiaries of free capital movement.
The Asian crisis, however, has given us an important lesson-- that is, financial liberalization must come only after
nurturing of the incentive structure and capacity to regulate financial markets. Until then, various measures for
restricting capital flows may be in order.

The Tobin Tax—One way of limiting international capital flow is to selectively tax capital account related
transactions, such as the Tobin tax or variants of it.> Such a tax involves the differential taxation of foreign
exchange conversions arising from capital flows (Tobin 1978; Eichengreen, Tobin & Wyplosz 1995; Garber &
Taylor 1995). The Tobin tax provides market participants with an incentive to take a long-term economic outlook
rather than short-term hunches in buying and selling foreign exchange and securities. Traders must pay a tax (for
example, say, 0.1 %) for every transaction so that they would buy or sell only when the expected returns justify the
additional expenses, resulting in fewer transactions. One difficulty for implementing the Tobin tax, however, is that
all major currency trading countries must apply the tax at the same time. Otherwise, traders could simply shift their
transactions to tax-free countries (Kasa 1999).

Controls on Short-Term Capital Flows—One way of preventing the possible unproductive use of foreign
capital when channeled through the domestic banking and financial system is to prohibit its entry by imposing
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capital controls. Capital control measures used by Chile, for instance, are not designed to discourage inflow of
foreign capital at large, but they are specifically aimed at discouraging short-term capital inflows. Local firms that
borrow abroad are required to keep 30% of all non-equity capital on deposit at the central bank, interest free for one
year. This deposit requirement is tantamount to a tax on capital inflows with a maturity of less than one year; it is
aimed at encouraging firms to borrow more for longer-term purposes. Studies have shown that such capital control
measures in Chile have not adversely affected the size of foreign capital inflows, but simply affected the
composition of such flows, although capital controls in Chile caused “a large increase in the cost of foreign
financing for Chilean companies.”

Chile also requires that any foreign money coming into Chile must stay in the country for at least one year.
This requirement has discouraged many hedge funds and pension funds from investing in Chile at all. In the wake
of the Asian financial crisis, several countries have adopted capital controls. Among them was Malaysia, which
imposed currency controls and prevented foreign shareholders from taking their money out of the country for a year.
Taiwan delayed implementation of its plans for full liberalization of international capital flows.
Financial liberalization is critical in this era of globalization for a country’s long-term growth and development. But
financial liberalization should follow a sequence. The East Asian countries made the mistake of increasing their
vulnerability by wooing foreign capital through capital account convertibility before addressing their fundamental
financial weaknesses in a timely manner.

Regional Financial Arrangements

The Role of International Financial Institutions

In the mid-1990s even before the onset of the Asian financial crisis, some observers were suggesting that the IMF
should be closed down. The crux of the argument was that in a world of floating exchange rates and globalized
financial markets, an agency such as the IMF was no longer needed. Opinions differ widely on whether the IMF has
a systematic role as under the Bretton Woods system—such as “managing global exchange rates, coordinating
macroeconomic policy, and seeking to ensure that the quantity of international reserves was adequate” (Bird 1999,
p. 955).

In “bailing out” the three crisis-stricken Asian countries—Thailand, Indonesia and Korea, charges were
made against the IMF for prescribing the same old medicine for a new illness. Take Korea as an example. The
immediate cause of the financial crisis in Asia in general and Korea in particular was the abrupt withdrawal of
foreign capital, especially short-term hot money flows. Especially for the case of Korea, the crisis was clearly a case
of temporary illiquidity rather than fundamental insolvency. The IMF adjustment program called for a severe
contractionary macroeconomic policy of higher taxes, reduced spending, and high interest rates, raising a specter of
slow or no economic growth and of massive layoffs. The program was applied in the 1980s, when macroeconomic
imbalances, government profligacy and hyperinflation were behind the Latin American debt crisis. The prescription
was little more than the same old medicine for a new illness, and thus ill-suited as a cure for the troubled Southeast
Asian economies in general and for the Korean economy in particular.®

Unlike the currency crises in Thailand, Indonesia and Malaysia, the currency crisis in Korea spread
irrationally from the other currency crises, which were compounded by the so-called "reverse free rider" behavior of
foreign lenders. In a sense, therefore, the 1997-98 Asian financial crisis can be characterized as an “international
liquidity crisis as much as a fundamental economic crisis” (Y.S. Park 1999, p. 27). What Korea needed was the
rollover of their short-term loans. The IMF could have taken initiatives in convincing the international financial
community to provide coordinated action by creditor banks in the G-7 countries to restructure Korea’s short-term
debts, lengthening their maturity and providing temporary credits to help meet the interest obligations (Felstein
1998).

Others charge that the IMF “bailout” programs for the Asian countries involve tax money being used to
“pail out”--rather than “bail in”--multinational banks and financial institutions in the North (read, developed
countries or the G-7). These banks and institutions had extended loans “recklessly” without careful risk analysis to
private banks and business firms in emerging markets. They were equally responsible for the Asian financial crisis--
a crisis of “international liquidity” in this era of globalization. What the IMF was doing in East Asia was a replay of
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the debt crisis of the 1980s in Latin America, when the Fund recycled public funds through indebted governments in
Latin America to the coffers of the heavily exposed banks and financial institutions in the North.

Other critics of the IMF contend that the Fund’s approach to Asia was simply a “continuation of its policies
since the early 1980s, when, together with the World Bank, it imposed programs of “structural adjustment’ on over
70 Third World developing countries.” The indebted countries in Latin America and Africa were allowed to use the
IMF-released funds to service their debts only on condition that they accept programs of radical liberalization,
deregulation, and privatization (Bello 1999b & 1999c).

In its rescue package for Korea, the IMF demanded a fundamental overhaul of the Korean economy. There is no
denying that many of the structural reforms that the IMF included in its program for Korea (in exchange for the $57
billion bailout) would improve the long-term performance of the Korean economy. Failure to undertake some of the
badly needed structural reforms earlier was, no doubt, one of the root causes of the Korea’s financial crisis.
However, "a nation's desperate need for short-term financial help does not give the IMF the moral right to substitute
its technical judgments for the outcomes of the nation's political process” (Felstein 1998, p. 27). The structural
reforms "demanded" by the IMF were those well recognized by Korea, but they were not needed for Korea to gain
access to capital markets. The legitimate political institutions of the country, not an international agency such as the
IMF, should determine the nation's economic structure and the nature of its institutions (Felstein 1998).*

In Search for Regional Monetary Cooperation and Stability

The severity and contagiousness of the Asian financial crisis underscored the need for reforming the international
financial system. Numerous proposals have been put forward. The G-7-led reform, however, ignores the problems
of the supply side of international finance, and concentrates its efforts on reforming the financial and corporate
sectors of developing countries. Again, as in the case of the Mexican peso crisis of 1994-95, the appetite for radical
reform of the international financial system has receded considerably in the wake of economic recovery of the crisis-
hit countries. From the perspective of developing countries, therefore, it appears that they will remain vulnerable to
future financial crises even if they faithfully carry out the kinds of structural reform recommended by the IMF and
the World Bank.

Given this reality, developing countries may have no choice but to develop their own defense mechanisms
against recurring speculative attacks on their currencies in this era of volatile capital movements. Some of these
defensive mechanisms may include pooling of foreign exchange reserves to be used for emergency purposes,
establishing a system of capital controls, and adopting an exchange rate regime that lies between the two extremes of
free floating and fixed, e.g., an intermediate regime such as “BBC” as recommended by Williamson (1996, 1999a,
2000c). Developing and implementing such defensive mechanisms would require close monetary cooperation and
integration among countries in the region, whose economies are closely linked and are susceptible to similar external
shocks.

In this respect, the case of EMU holds many lessons for regional financial arrangements and monetary
cooperation. It has been successful in maintaining stability in intra-regional exchange rates, containing financial
contagion, and coping with fluctuations in exchange rate vis-a-vis the dollar and the yen. There are many important
questions, however, that must be answered beforehand such as: (1) to what extent such arrangements can be
replicated by LDCs as a means of collective defense against systematic instability emanating from global financial
markets; (2) whether it would be feasible for LDCs to establish regional financial arrangements among themselves
without involving G-3 countries, and to follow a path similar to that pursued by Europe, that is, moving from a
regionally secured exchange rate band to a currency union; or (3) whether they could move directly to currency
union by adopting a regional currency (UNCTAD 2001, pp. 121-124).

In the wake of the Asian financial crisis, interest in regional financial arrangements and monetary
cooperation in the developing world has increased rapidly. As mentioned earlier, this increased attention on regional
solutions has been attributable to little progress so far made in the reform of the international financial architecture,
and especially to the resistance of the G-7 countries to “genuine reform” of the system (Park & Wang 2000). For
instance, the G-7 finance ministers at their meeting in Cologne in June 1999, explicitly ruled out the creation of any
new institutions and made it clear that their aim would be to work with the existing system, strengthening it when
necessary. The trouble with such an approach only involving some incremental changes is that it would not
safeguard financial stability in the EMEs and LDCs. As long as the structural problems on the supply side of
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international capital flows are not addressed, the EMEs and LDCs will remain as vulnerable to future speculative
attacks on their currencies and financial crises as they were before the Asian crisis. Instead of waiting for the G-7 to
create a new financial architecture, which now appears highly unlikely, it would be in the interest of the EMEs and
LDCs to find ways of developing an alternative safeguarding scheme in the form of regional financial arrangements
and monetary cooperation. Such an alternative scheme is, of course, aimed at supplementing and complementing,
but not replacing, the existing international financial architecture.

When the Asian 5 were attacked by massive capital outflows and were short of international liquidity, they
could not depend on the IMF or other international institutions as a lender of last resort. Liquidity is key to self-
protection: A country with substantial international liquidity is more likely to defend itself better in the face of a
currency attack (as in the case of Taiwan, Hong Kong, Singapore, and China as compared to the Asian 5 during the
Asian financial crisis). The Asian crisis has shown that no matter how much liquidity a country holds, the amount
could easily be dwarfed by the sheer magnitude of international capital movements that can be generated nowadays
in the global financial markets, and that a country alone cannot protect itself against the attack of such capital flows.’
Given this reality, self-protection of the EMEs and LDSs can be done better only through collective action via
regional financial arrangements and monetary integration.

For these reasons, there has been increased discussion and support in East Asia for establishing a regional
defensive mechanism in the form of financial cooperative arrangements. The proposals for such arrangements
include the Asian Monetary Fund (AMF) of 1997, the Asia Pacific Monetary Fund (APMF) of 1998, and the Chiang
Mai Initiative in May of 2000.

The Asian Monetary Fund

In the middle of the Asian financial crisis (at the 1997 annual meetings of the IMF and the World Bank), a proposal
was made by Japan to establish an Asian Monetary Fund (AMF) with a US$100 billion funding and Japan as the
main contributor. The AMF should operate at the regional level to help maintain monetary stability in the region.
The ASEAN members and other Asian countries welcomed the proposal. The proposal, however, was immediately
and effectively blocked by the U.S., which favored the exclusive control by the IMF over emergency funds, and
feared that such regional institution could undermine the U.S. leadership role in the region.’ Despite the defeat of
the proposal, the idea of an AMF did not die. In 1998, Japan launched a plan drawn up by its finance minister,
Kiichi Miyazawa. The Miyazawa plan involved a US$30 billion financial assistance scheme to help overcome the
Asian currency crisis. This time, the Japanese initiative was even supported by the IMF, and the U.S did not attempt
to block the proposal. But the amount provided by the plan was too small and was too late to be used as emergency
funds in a timely manner.

This idea of a regional financial arrangement in East Asia was modified by Bergsten (1998) to include the
United States and several other Pacific Asian countries to be called an “Asia Pacific Monetary Fund” (APMF)
instead of an AMF. According to Bergsten (1998), there are at least three reasons why such an expanded regional
scheme is necessary: One, at the present time there are no Asian countries that could effectively lead the regional
efforts towards financial cooperation and integration. Few Asian countries will accept Japan-dominated/led
arrangement at the present time, and China is not yet ready for such a role. Two, an Asian grouping, exclusive of
non-Asian countries, would have the effect of dividing rather than uniting the two sides of the Pacific. Three, the
United States as a member of the Pacific community, could play a decisive role in making an Asia Pacific Monetary
Fund work, thereby contributing greatly to the regional monetary stability.

The Chiang Mai Initiative

In May 2000, an initiative was launched in Chiang Mai, Thailand, to discuss currency swap and repurchase
arrangements among members of the ASEAN and three East Asian countries—China, Japan and the Republic of
Korea, the so-called “ASEAN + 3.” The agreement is widely perceived as a major step toward strengthening
financial cooperation among the East and Southeast Asian countries. This so-called “Chiang Mai Initiative” is
aimed at “building networks for multi-layered financial cooperation to match the growing economic
interdependence of Asian countries and the consequently greater risk that financial shocks could lead to regional
contagion” (UNCTAD 2000, p. 125, Box 5.2). The Initiative envisages the use of the ASEAN+3 framework to
improve exchange of information on capital flows and to build a regional economic and financial monitoring
system. At the core of the Initiative is a financing arrangement among the ASEAN+3 countries to provide intra-
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regional support against currency runs. The arrangement is intended to supplement, but not replace, existing
international facilities.

For self-protection purposes, many EMEs and LDCs, especially those hit hard by the Asian crisis, are
taking measures to build up foreign exchange reserves beyond the level that has been regarded as adequate in terms
of their import requirements. Holding excessively large foreign exchange reserves, however, is costly and
represents a misallocation of resources. A regional financial arrangement could create new credit facilities by
pooling a certain percentage of member countries’ reserve holdings. An individual member country would not have
to hold as much reserves as it would otherwise if it can borrow from the credit facility of the regional monetary
fund.” These regional financial arrangements could be structured and managed to be complementary to the role of
the existing international institutions such as the IMF.

Regional financial arrangements and monetary cooperation may also involve establishing regional
currencies, as opposed to the adoption of official dollarization as adopted lately by Ecuador and El Salvador in Latin
America. If established and sustained, regional currencies among EMEs and LDCs could bring considerable
benefits, similar to those expected from the introduction of the euro. They can reduce transaction costs of doing
business within a region and eliminate exchange rate risks associated with intra-regional trade and investment. Few
believe that the EU’s experience with regional financial arrangements and monetary cooperation can easily be
replicated in the other regions of the world. But the EMEs and LDCs must begin seriously to examine the
possibilities and desirability of closer financial cooperation and coordination in conducting exchange rate policies,
establishing credit facilities, creating a regional currency unit, and eventually a common currency. From the
perspective of Pacific Asia, an Asian Monetary Fund or the Chiang Mai Initiative could serve well as a forum for
examining and discussing these long-term, but crucial issues.

Concluding Remarks

The Asian countries (and all other non-Asian countries as well) have been simply too slow to fully appreciate the
new challenges and risks posed by the rapidly globalizing financial markets. Consequently, they have been too slow
in formulating appropriate responses and policies. Globalization has increased the speed and magnitude of the
market reactions. It has magnified the costs of bad, inconsistent policies and weak, inefficient institutions. In
today’s global environment, the forces of globalization are simply beyond one’s control. In short, Pacific Asian
countries have simply fell victim to globalization.

Globalization, if properly managed, may help push some developing countries into modernity and
affluence. But as the Asian financial crisis suggests, embracing global financial markets can also be highly
dangerous and costly. The severity and contagiousness of the Asian financial crisis underscored the need for
reforming the international financial system. Numerous proposals have been put forward. The G-7-led reform,
however, ignores the problems of the supply side of international finance, and concentrates its efforts on reforming
the financial and corporate sectors of developing countries. Again, as in the case of the Mexican peso crisis of
1994-95, the appetite for radical reform of the international financial system has receded considerably in the wake of
economic recovery of the crisis-hit countries. From the perspective of developing countries, therefore, it appears
that they will remain vulnerable to future financial crises even if they faithfully carry out the kinds of structural
reform recommended by the IMF and the World Bank.

Given this reality, developing countries may have no choice but to develop their own defense mechanism
by establishing a system of capital controls and by adopting an exchange rate regime that lies somewhere between
the two extremes --free floating and fixed. In this respect, the EU experience may provide the EMEs and LDCs with
useful lessons about the institutional arrangements for the maintenance and adjustments of intra-regional currency
bands, intervention mechanisms, and various facilities designed to provide payments support for member countries
in the region. An attempt to apply the EU experience for arrangements for developing countries may pose all sorts
of difficulties, however, especially in the area of choosing the exchange rate regime to be pursued vis-a-vis reserve
currencies and access to international liquidity. Thus, in effectively facilitating regional financial arrangements, the
involvement of a major reserve-currency country may be required. In this respect, the Asia-Pacific Monetary Fund
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as suggested by Bergsten and the recent Chiang Mai Initiative adopted by ASEAN+3 represent an important first
step towards a difficult path to closer regional monetary integration and, hopefully, to a more stable global financial
system.
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4. But, then, one has to recognize that significant institutional changes that have taken place in Korea in recent years
would not have been enacted in the absence of the painful and (to many Koreans) "humiliating™ implementation of
the IMF regime.

5. No country is immune to currency crisis in a world of capital mobility. No country would be safe in the face of a
massive international capital outflow such as one that took place in Southeast and East Asia in 1997, which
precipitated the Asian financial crisis. As discussed earlier in the paper, there was a record capital inflow of $93
billion into Thailand, Malaysia, Indonesia, the Philippines and South Korea. Then there was a net outflow of capital
of $12 billion in the following year 1997. This greatest reversal of private capital flows ever recorded in the world
economy involved $105 billion, the amount equivalent to 11 percent of the combined GDP of these five Asian
countries. In terms of the U.S. economy, this would be equivalent to a change in capital flows of over $940 billion,
which would no doubt wreak havoc on the U.S. financial markets!

6. During the annual meeting of the IMF and the World Bank in Hong Kong, Japan’s vice finance minister of
international affairs, Eisuke Sakakibara, was summoning a number of East Asian officials to discuss the AMF
proposal without informing the Americans. When the U.S. deputy secretary of the Treasury, Larry Summers, found
this out, he immediately left his own meeting and went into their room, sat down by their table and said, “Now,
where were we?” The cost of blocking the AMF proposal was high. The contagion from the Thai meltdown might
have significantly be reduced if the AMF agreement had been in place by October 1997. The foreign investors’
knowledge of a US$ 100 billion defense line to be used on short notice could have calmed down the market
(Nordhaug 2000, pp. 5-6).

7. The group of thirteen countries in the ASEAN+3 has a combined total foreign exchange reserves estimated at
more than US$ 800 billion. Depending on how these reserves are pooled together and managed, a mere ten percent
of the total amount will be sufficient to provide a first and second line of defense against any speculative attack. If,
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on the eve of the Thai meltdown, the East Asian countries had a regional credit facility in place to be able to supply
short-term liquidity to Thailand, the world could have been spared the Asian financial crisis (Park & Wang 2000).
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Optimal Choices for Risk Management:
The Economic Value of Institutional Reform in Globalizing Economies
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Abstract

Increasing interdependence in the global economy entails increasing levels of risk in economic decisions. For economies
engaged in global economic integration, success depends to no small degree on the effective management of risk through
institutional innovation. In this paper, we apply panel regression analysis to a sample of 103 countries for the 1980-2002
period to examine the determinants of aggregate country risk, and in turn, to estimate the economic value of changes in
those determinants on a country’s level of per capita income. We provide estimates for the economic value of improving a
society’s degree of property rights, judicial independence, civil liberties, and political rights on the underlying rate of
growth. Our findings are consistent with studies on corruption, economic freedom, and democracy and provide a
concrete basis for assigning weights to the value of economic reform.

Introduction

Increasing interdependence through globalization provides both a challenge and an opportunity. For developing and
emerging market economies, globalization offers the prospect of increases in real per capita income through
expanded international trade and investment. At the same time, successful integration in the global economy also
poses increased levels of risk. These risks reflect changes in political, economic, financial, and environmental
conditions. For many developing and emerging market economies, institutional innovation that can manage these
risks is often neglected in the process of reform, with the result that the benefits of globalization are either weakened
or negated, thus leading some to call for a return to a more autarkic model of development. A retreat to autarky is
likely to increase even further the gaps in per capita income that now exist’. Economic reform is thus essential, but
the institutional choices that need to be addressed must first and foremost take into consideration the impact of risk.
In this paper, we provide a model for the economic assessment of country-level risk, and from which we provide
estimates of the economic value of institutional reform.

Risk Management Innovations

Risk exists in the presence of incomplete markets. To the extent that markets are incomplete, risk shows up in four
broad institutional settings: financial and economic markets, political instability, as well as in environmental
quality. While important innovations have taken place to identify sources of risk and to derive pricing instruments
in financial markets, in other areas, risk management tools have been less well developed. As a result, risk
management choices involve some combination of market forces and public sector intervention.

To the extent that market institutions lack instruments for the pricing of risk, government intervention will
be greater. Historically this has shown up in public sector intervention to address risks in health (Goldstein and
Goldstein, 2002), but also in terms of the provision of social security and other forms of social insurance (Kotlikoff,
1992; Kingson and Schulz, 1997)2.

Of the four major sources of risk, some of the most important advances in measurement and in developing
risk management instruments have taken place in the field of finance. Bernstein (1996) provides a detailed
discussion of the evolution of risk measurement with partifcular emphasis on applications to the field of finance.
Advances include not just the existence of financial markets for pricing various types of insurance, but also for

65



developing asset specific risk management tools, notably the market for derivatives, even though they may not
provide efficient signals in all cases (Shleifer, 2000; Lo and MacKinlay, 1988).

While financial contracts generally contain various insurance default options, innovations in the field of
finance have helped to make the task of pricing those defaults much more precise. Innovations include optimal
portfolio management tools (Markowitz, 1952), along with the development of derivative contracts. The latter
include in particular the stock option pricing models of Black and Scholes (1973), and Merton (1973), and which
have since been extended to a much broader range of tradable assets (Malcolm, Sharma & Tanega, 1999), including
interest rate, foreign exchange, and primary commodity assets. These innovations have been further extended to
include value at risk and risk metric models models (Jorion, 1997; J.P. Morgan, 1995).

At the macro level, risk management tools include measures that address interest rate stability, inflation,
and balance of payments dynamics, including the pricing of sovereign debt instruments and country insurance
contracts (Cordella and Yeyati, 2004; Canales-Kriljenko and Habermeier, 2004; Das, Quintyn, and Chenard, 2004;
Lee, 2004; Schinasi, 2004; Shiller, 2003) However, while tools for pricing risk exist at the micro and macro levels
for financial assets, they do not operate in all markets and do not cover all forms of risk, especially in developing
and emerging country markets®, The result is that the problem of incomplete markets is far from resolved”.

Globalization is the process of opening up both domestic product and factor markets, The case for its role
in raising per capita incomes is the standard principle of comparative advantage first stated by David Ricardo
(1817), and since restated in any number of studies (Bhagwati, 2004; Easterly, 2002, 2001; Tokarick, 2004). What
makes globalization problematic is that when factor market mobility exists and where risk is present, it is not
obvious that expanded globalization will raise per capita incomes at expected rates of growth. Financial crises such
as the one that severely affected a number of East Asian economies in 1997 have cause some to question the benefits
of globalization. This has raised critiques of standard models of globalization (Stiglitz, 2002; Samuelson 2004;
Mattoo and Subramanian, 2004). In turn, this debate has also turned on the relative importance of international aid
versus private capital market flows, particularly to developing and emerging country markets (Sachs, 2004; Hansen
and Tarp, 2001; Guillaumont and Chauvet, 2001; Burnside and Dollar, 2000)

The literature on growth and globalization has been further expanded to address the role of democracy,
particularly its effects on controlling for corruption (Huther and Shah, 2000; Jones, et.al. 2000; Knack, 2000). Barro
(1999, 1998,1996) finds that while democracy can be important, it is not as critical as other determinants such as an
efficient pricing regime. This finding has been questioned for some areas (Boko, 2002). It leaves open the question
of whether democracy is a necessary pre-condition for economic development or whether other variables such as the
level of economic freedom are more importantS.

In our view, much of the debate on globalization through international aid and democracy misses the
important role that institutions play in the management of risk (Arestis and Basu, 2003; Obstfeld, 1994; Shaw, 1973,
McKinnon, 1973). In placing emphasis on the measurement of risk and the choice of tools for its management,
globalization can make important contributions to economic growth and development. However, for globalization
to succeed, institutional innovation for effective governance is a necessary pre-requisite (Moss, 2002). This is
particularly true for developing and newly emerging market economies (Loukoianova and Unigovskaya, 2004). In
this context, the role of institutional economics (Williamson, 2000,1996) is central even though governance has only
recently become a focus of globalization mechanisms (Gradstein, 2003; Kaufmann et. al. 2002, 1999a, 1999b;
North, 1990; Olsen, 1982).

An Institutional Model of Risk

Risk generally is measured in terms of some level of volatility of an asset’. Yet if markets are substantially
incomplete, capturing the underlying level of risk will be imperfect at best, even if we choose to model such

environments under uncertainty, or subjective risk”. What is clear is that in the presence of such incomplete markets,
risk has a negative effect on the level of income, since it adds to the transactions costs of production and exchange.
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At the macroeconomic level, some efforts have been undertaken to general indices of financial risk (IMF,
2004; Gasha and Morales, 2004; Worrell, 2004; Gilson, 2004). Many of the indices have been developed to
determine the level of financial instability of an economy, particularly in response to such episodes as the East Asia
financial crisis of 1997, and prior episodes in Central and Latin America, notably Mexico in 1984, and Argentina
in1982. Yet these measures have not yet been capable of anticipating such financial crises, perhaps because the
sources of risk go beyond what may be more directly observable in financial markets.

Given the importance of risk to economic growth, and given the absence of suitable risk instruments that
can capture its various dimensions, we pose the question of whether one can utilize a risk proxy to explain
differential levels of per capita income. We propose that one can do so through an index that incorporates the
influence of financial, economic, political, and environmental factors.

The index we choose for our analysis is aggregate country risk. The appeal of such an instrument is that it
does seek to incorporate various sources of risk that are not likely to be reflected in existing financial measures.
Investors operating in a global economic environment often seek to assess whether the expected rate of return
reflects the major sources of risk, and thus whether a given risk premium is adequate to compensate for perceived
levels of risk. In economies with sufficient financial intermediation and institutional development, one can look at
soverign debt ratings, reports on political and economic stability, as well as on the level of environmental quality to
make judgments. However, as we have noted, in many instances, such measures are not readily available, and proxy
measures must be used. Our choice of the ICRG aggregate country risk index is based on the consistency of
aggregation across sectors, countries, and time, which is perhaps also the reason why it is included among the World
Bank’s development indicator series®.

This ICRG index is not a traded asset, but one that could be used in framing derivative contracts for

purposes of risk management choices®. However, it has the advantage of including assessments of political,
financial, economic, and environmental risk. In our view, it is likely to be more representative of the various
sources of risk than a macroeconomic volatility index, for example.

We proceed with the specification of an institutional model of risk in several steps. First, we conduct a
simple test to determine if our ICRG index explains differences in levels of per capita income across regions and
across time. To do so, we use panel regression estimates for a sample of 103 countries for1980-2002 in two simple
initial models of economic growth.

Panel regression models take the following general form:
Yi=a+ X +sq,fori=1,2,...,N,and t=1, 2, ....,T, (1)
where N is the number of cross-section units and T is the number of time periods.

Because there often are aggregation problems within panels, we do not use a pooled regession model.
Instead, we rely either on an ordinary panel regression estimate, or on a fixed effects panel regression model™. Ina

fixed effects model, dummy variables enable the intercept term to vary over time and over cross-section units. For a
fixed effects model, we write:

Yie = a+ X+ 7 Wor + Wi + .+ 7 Wiy + 65255 + 0325 +...+ 61 Ziy + &5, )
where:
W., = 1 for the ith individual, i = 2,....,N
it — Y0 otherwise
7. = 1 for the ith time period, i = 2,....,N
it = 0 otherwise

First, for a given panel, we write the level of per capita GDP as a function of two key variables, namely, a
country’s rate of national saving and its level of trade dependency:
PPPRPCGDP = f(GNSGDP, TRDEP), where: (3.)
PPPRPCGDP is the purchasing power parity estimate of real per capita Gross Domestic Product.
We now factor in the ICRG revised aggregate country index to determine the importance of risk in
explaining the level of per capita GDP™M:
PPPRPCGDP = f(GNSGDP, TRDEP, RCCRISK). 4.
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Results for these two initial equations are given in tables 1 and 2 for a global sample, and sub-samples for

Africa, Asia, East Europe, West Europe, the Middle East and North Africa, and Central and Latin America’?. As

can be seen, when risk is taken explicitly into account, it works adversely on the level of per capita real GDP. Given

the significance of risk, we choose to include the ICRG index as a determinant of real per capita income.

TABLE 1: BASIC GROWTH REGRESSIONS

PPPRPCGDP Global Africa Asia E.Europe W.Europe MENAf CLAmM
[ o7173.6840 471.3547 2289.3310 i g | 3208.7640 4352.1520
GNSGDP 5.6279 55.6112 27.3139 126.8943 220.4064 44,2231 7.6255
(3.5294) (17.2381), (4.1156) (11.3665) (4.7581) (4.4849) (3.2407)
TRDEP 19.6851 6.3335 36.3898 20.3131 38.9697 1.1199 5.0010
(10.0882) (5.4097) (16.6977) (7.3372) (6.8167) (0.3330) (4.4318)
Adj. R-Squared 0.9656, 0.5738 0.8983 0.6891 0.8254 0.7428 0.9793
F-statistic] 640.4054 464.7979 188.9702 280.2423 9222.6464 398.2049| 1024.92

Granger 2-lag test
GNSGDP 9.7873| 21.3251 9.5331 0.0593) 4.0557] 3.1841 5.0353|
Pr 0.0000, 0.0000 0.0001 0.9425 0.0181 0.0431 0.0070,
TRDEP 33.7893 26.0789) 1.8583 10.7656 15.6435 5.1298 1.3387
Pr 0.0000, 0.0000 0.1579 0.0000 0.0000 0.0066 0.2635,
TABLE 2: RISK-ADJUSTED BASIC GROWTH REGRESSION

PPPRPCGDP Global Africa Asia E.Europe W_Europe MENAf CLAmM

c 6403.1200 1834.5860] 2968. g : Y .
GNSGDP 3.0954 53.2853 21.0913 114.6346 160.7002 16.5584 3.7217
(1.1594) (15.7805), (2.7260) (9.9965) (4.2103) (2.8287) (1.1997)
TRDEP| 18.4644 6.0435 34.8320 8.0662 33.7641 3.0873 0.4981
(9.0286) (4.6299) (16.3602) (2.6080), (7.1136) (0.9866)| (0.3296)
RCCRISK -13.5974 -28.7966| -11.4117 -99.9562 -387.9944 -98.4798 -16.6096
(12.4976) (8.5593) (3.6748) (7.8227) (18.0232) (10.9969) (10.0316)
Adj. R-Squared 0.9632 0.5534 0.9142 0.7456 0.8547 0.7689 0.9769
F-statistic] 591.1167| 285.5705 212.8083 247.1279 765.4428 37.60475 870.6361

Granger 2-lag test

GNSGDP 9.7873| 21.3251 9.5331 0.0593) 2.0557] 3.1841 5.0353|
Pr 0.0000, 0.0000 0.0001 0.9425 0.0181 0.0431 0.0070,
TRDEP 33.7893 26.0789) 1.8583 10.7656 15.6435 5.1298| 1.3388
Pr 0.0000, 0.0000 0.1579 0.0000 0.0000 0.0066 0.2635,
RCCRISK 3.4225 8.7110) 7.8114 3.8554] 1.6913 0.1265 10.8720
Pr] 0.0328 0.0002 0.0005 0.0226 0.1858) 0.8813 0.0000

Given the significance of aggregate country risk, we now develop a model of its determinants. Instead of
treating aggregate country risk as a direct determinant of per capita GDP, we now specify a model of the
determinants of a country’s rate of national saving and its level of trade dependency. We further develop two
separate sub-models, and then incorporate the estimated level of risk on a sample’s rate of national savings and its
level of trade dependency. This framework will permit us to examine the economic value of institutions that
determine a given level of risk through the estimated effects on the level of per capita income that operate on a
country’s rate of national saving and its level of trade dependency.

Using Granger causality tests, we construct a hierarchical model of the determinants of growth. Instead of
savings and trade dependency alone, we look at separate determinants for these two variables. In this model, we
find that savings depends on a country’s rate of market capitalization, the level of international aid, as well as on the
level of aggregate country risk. In turn, we find that the level of trade dependency depends on the foreign direct
investment ratio, as well as on the level of international aid and aggregate country risk. In turn, we find that a
country’s level of aggregate country risk is a function of the underlying level of economic freedom and democracy,
and that these determinants depend in turn on the level of property rights, judicial independence, civil liberties, and
political rights. Property rights, judicial independence, civil liberties, and political rights thus become the
institutional variables that drive the level of aggregate country risk.

Fig. 1 illustrates the structure of the model, and includes the directional sign that each determinant has on
the respective variable for the global sample. It also lists the Granger 2-lag causality F statistic for the global
sample, along with the corresponding probability value in parentheses.
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| PPP Real Per Capita GDP (PPPRPCGDP) |
|
+ Gross National Savings Rate (GNSGDP) + Trade Dependency Ratio (TRDEP)
9.79(0.0000) 33.79(0.0000)

+ Market Capitalization Ratio (MKTCAPRATE) + Foreign Direct Investment Rate (FDI)
6.26 (0.0020) 3.00 (0.0499)
| - International Aid Ratio (AIDGNI) + International Aid Ratio (AIDGNI) |
10.12_(0.0000) 5.70_(0.0033)
| - Country Composite Risk Index (RCCRISK)| - Country Composite Risk Index (RCCRISK) |
7.53_(0.0006) 6.14_(0.0008)
| |
| - Economic Freedom (ECFREE) - Democracy (DEMOCA) | - Economic Freedom (ECFREE) - Democracy (DEMOCA) |
5.26_(0.0052) 9.25_(0.0010) 5.28 (0.0052) 9.25_(0.0010)
| + Property Rights (PROPRT) _I + Civil Liberties (CIVLIBS) ‘ | + Property Rights (PROPRT) _I + Civil Liberties (CIVLIBS) |
19.60_(0.0000) 10.41_(0.0000) 19.60 (0.0000) 10.41_(0.0000)
+ Judicial Independence (JUDIND)| _I + Political Rights (POLRTS) ‘ | +Judicial Independence (JUDIND) _| + Political Rights (POLRTS) |
6.53 (0.0015) 4.46_(0.0117) 653 (0.0015) 446 (0.0117)
FIG. 1

From the structure of Table 1, we can now write a set of nested panel regression equations as:

ECFREE = f(PROPRT, JUDIND) (5.
DEMOCA = f(CIVLIBS, POLRTS (6.)
RCCRISK = f(ECFREE*, DEMOCA¥) 7.)
GNSGDP = f(MKTCAPRATE, AIDGNI, RCCRISK*) (8.
TRDEP = f(FDIGDP, AIDGNI, RCCRISK*) 9.
PPPRPCGDP = f(GNSGDP*, TRDEP*), (10.)

where asterisks denote estimated values of variables that are then used in the hierarchical model.

One useful feature of the model is that it leaves open the relative separate effects of international aid on a
country’s national saving rate and its level of trade dependency. In some cases, international aid may work adversely
on a country’s saving rate while increasing its level of trade dependency, effects which we would like to estimate
separately to determine the net effects. Because international aid serves a variety of objectives, we choose to
include it in our model to link it to institutional factors that influence the level of aggregate country risk.

Data sources for the variables used in these regressions are listed in Appendix 1. In general, data on
PPPRPCGDP, GNSGDP, TRDEP, MKTCAPRATE, FDIGDP, and AIDGNI are taken directly from the World
Bank sources. Beyond these sources, our index of economic freedom (ECFREE) is based on estimates reported in
The Index of Economic Freedom™>. We use the measures for property rights (PROPRT) and judicial independence
(JUDIND) from the broader index as determinants of the level of economic freedom.

Measuring democracy is a more complicated question. Although some work exists on tracking the
frequency and fairness of elections across countries (Gurr, et.al., 2000), we rely on a simpler measure, namely
estimates of the degree of civil liberties (CIVLIBS) and political rights (POLRTS), that are reported by Freedom

House™®. Our measure is an index of democracy based on the product of a country’s index of civil liberties and its

index of political rightslS. The resulting democracy index (DEMOCA) thus does not attempt to measure the
frequency or accuracy of elections but is designed to serve as a proxy for their operation.
Results of the panel regression estimates for equations 3 through 8 are given in the following tables.
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TABLE 3: DETERMINANTS OF ECONOMIC FREEDOM

ECFREE Global Africa Asia E.Europe W.Europe MENAf CLAmM
c 0.2131 0.3639 1.6556 0.4847 1.483 -0.5001 1.3392]
PROPRT] 0.5239 0.3612 0.0689 0.1941 0.1916 0.7378 0.2351
(88.5494) (23.7811), (2.0321) (5.8043) (2.0388) (2992.8550) (15.2679)
JUDIND| 0.0114 0.0433 0.0075 0.1864 0.0485 0.0096| 0.0140
(3.6604) (5.0350) (0.6603) (6.9164) (4.3503) (26.8235) (2.0253)
Adj. R-Squared 0.9940 0.8070 0.6957 0.9090 0.9986 1.0000 0.9763
F-statistic| 196128.2 3361.421 3416415 1258.97 6747.893 44984575 8036.637|

Granger 2-lag test
PROPRT 19.6025 3.7657 9.9859) 0.4972] 0.8917 3.5643|
Pr 0.0000, 0.0237 0.0000 0.6089 0.4113 0.0293,
JUDIND 6.5283 0.1752 2.6212 0.7933 0.1026 2.8387,
Pr 0.0015, 0.8303 0.0746 0.4536 0.9025 0.0598,
TABLE 4: DETERMINANTS OF DEMOCRACY
DEMOCA Global Africa Asia E.Europe CLAmM
c 14.7759] -8.6486 15.1165, -8.6752 -21.507
CIVLIBS 4.8145 2.4347 4.9891 1.7528 5.6048
(62.0770) (29.7386), (28.3810) (9.3322) (50.9047)
POLRTS 3.7724 4.0716| 3.2460 5.5547 3.9673
(61.5396) (60.6153), (26.1196) (41.1315) (47.6880)
Adj. R-Squared 0.9814 0.9660 0.9821 0.9877 0.9888,
F-statistic| 62308.94 9777.094| 8172.627 10085.83 17198.48
Granger 2-lag test

CIVLIBS 10.4132 2.5844) 42917 2.1662] 3.2166 0.0055, 1.3497
Pr 0.0000, 0.0106 0.0146 0.0167 0.0413 0.9946 0.2607
POLRTS| 4.4605, 1.4610 1.0376 1.8908 2.8779 4.9370 9.4579
Pr 0.0117, 0.2328 0.3557 0.1533 0.0576 0.0079 0.0001

(t-statistics are reported in parentheses in all regression estimates for all tables.)

Democracy depends directly in all regressions on higher levels of civil liberties and political rights at
statistically significant levels. Differences in coefficients reflect differences in baseline values of the underlying
level of democracy. While regression estimates are statistically significant, we cannot reject the null of reverse
causality in some cases. Our Granger null tests for civil liberties cannot be rejected in the case of the Middle East
and North Africa sample and in the case of the Central and Latin America sample. In addition, we cannot reject the
reverse causality null for political rights in the cases of Africa, Asia, and East Europe. We thus treat our regional
findings as conditional even though the maintained hypothesis holds true for the global sample.

In terms of economic freedom, we find that the Granger null tests can not reject reverse causality for
property rights in East Europe, and the Middle East and North Africa sample. In terms of judicial independence, we
cannot reject the null in terms of judicial independence for the Africa, East Europe, West Europe, and Middle East
and North Africa sample, even though the maintained hypothesis holds true for the Global and other samples.

TABLE 5: DETERMINANTS OF COUNTRY COMPOSITE RISK

RCCRISK Global Africa Asia E.Europe W_Europe MENAf CLAmM

[ 71.1234 63.121 B E B .
ECFREE* -15.5668 -8.7776 -74.1102 -9.7693 -12.0128 X -12.3417
(45.2652) (7.14086) (16.9932) (21.6962) (51.8279) (10.2397) (3.2317)
DEMOCA* -0.1992 -0.3226 -0.0529 -0.1169 -0.3975 0.4223 -0.2324
(15.9724) (10.7414)| (2.8673) (18.5001) (29.8371) (4.6837) (7.4849)|
Adj. R-Squared 0.8474 0.8619| 0.9540 0.9954 0.9888 0.9377 0.9470
F-statistic] 6577.887 2150.546 442 6509 27040.94 15447.45 173.3827 1785.1245

Granger 2-lag test

ECFREE| 9.6882 1.3535 1.1914 3.1867 2.2151 1.9688 3.6263
Pri 0.0000 0.2591 0.3054 0.0432 0.1107 0.1418 0.0276
DEMOCA| 8.7296 1.1429) 0.1702 5.5335 0.6524| 1.8033 1.7265)
Pr] 0.0002 0.3196| 0.8436 0.0045/ 0.5214 0.1669 0.1794

(*Asteriks denote estimated values used in the given panel regression estimates).

Our nested panel estimates of country composite risk generally uphold the maintained hypothesis of an
inverse relationship between economic freedom and risk and between democracy and risk. The only exception is in
the Middle East and North Africa sample, where there is a slight positive effect of democracy on risk. As to our
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Granger tests, we find that the null cannot be rejected for economic freedom in the Africa, Asia, West Europe, and
Middle East and North Africa samples. As to the democracy determinant, we cannot reject the Granger null in the
cases of Africa, Asia, West Europe, the Middle East and North Africa, and Central and Latin America, even though
the maintained hypothesis holds true for the global sample.

TABLE 6: DETERMINANTS OF NATIONAL SAVING

GNSGDP Global Africa Asia E.Europe W.Europe MENAf CLAmM
c 17.6765 25.3906 27.6272 28.9924 22.6631 21.4470 27.6505
MKTCAPRATE 0.0319) 0.0443 0.0491 0.0834 0.0243 0.1195 0.0205
(4.9370) (5.1973) (5.3975) (5.9646) (6.7806) (1.9669) (1.2802)
AIDGNI| -0.0619 -0.2378 -1.0126 -1.0957 0.5270 -0.5035
(1.9019) (7.9411) (8.4427) (14.4232) (2.0683) (8.3397)
RCCRISK* -0.0443 -0.2590 -0.0564 -0.2164 -0.0770 -0.1240 -0.2578
(5.9102) (5.4944) (7.3261) (5.0141) (2.5914) (2.0773) (3.2347)
Adj. R-Squared 0.9207 0.5150 0.7667 0.9925 0.9399 0.8395 0.6484
F-statistic] 261.5727| 244.8666| 302.1753 11082.35 3048.806| 40.94597 240.7221

Granger 2-lag test

MKTCAPRATE| 6.2582 0.1267 0.8396 0.8132 0.6793] 0.3686] 1.3163]
Pr] 0.0020, 0.8810 0.4330 0.4447 0.5076 0.6921 0.2694
AIDGNI 10.1182 2.9757 0.6028 14.4842 1.2987| 7.3970
Pr] 0.0000 0.0517 0.5481 0.0000) 0.2747 0.0007
RCCRISK* 7.5267 0.5686 0.1144 2.9187 0.3924 2.5406 4.5795
Pr] 0.0006 0.5666 0.8919) 0.0560) 0.6758 0.0809 0.0109

(Western European countries are generally donor rather than international aid recipients. Hence
there are no data applicable to the estimate of the national saving rate for this panel)

We now proceed with using our estimated value of country composite risk as a determinant of the national
savings rate (GNSGDP). Other determinants include the market capitalization ratio (MKTCAPRATE) and the
international aid to gross national income (AIDGNI) ratio. The market capitalization ratio generally varies directly
with the national saving rate, but the international aid ratio has a more mixed effect. With the exception of the
Middle East and North Africa sample, international aid generally has a negative effect on a country’s rate of national
saving. As to aggregate country risk, it displays a negative effect on saving at statistically significant levels for the
global and regional samples, consistent with our general hypothesis.

In terms of Granger causality tests, the market capitalization ratio null cannot be rejected for the regional
samples, even though it does hold true for the global sample. As to international aid, we cannot reject the null in the
regional cases of Asia, and the Middle East and North Africa samples. In terms of aggregate country risk, we cannot
reject the Granger null for Africa, Asia, and Western European countries, even though it holds in the global, E.
Europe, Middle East and North Africa, and Central and Latin American country samples.

TABLE 7: DETERMINANTS OF TRADE DEPENDENCY

TRDEP Global Africa Asia E.Europe W.Europe MENAf CLAmM

cl 93.4835 62.1355]  62.1322] 149.6690 155.7017 g :
AIDGNI 0.5997 0.1115 0.8344 -0.2136 0.9556 1.3901
(9.3314) (1.7710) (2.7682) (3.9195) (2.7645) (59.2363)
FDIGDP 1.1728 2.8952 9.5301 5.3908 0.3136) 2.0989 0.4594
(3.4115) (7.1901) (15.1042) (21.5471) (13.6097) (4.1408) (8.9224)
RCCRISK* -0.8385 -0.2187 -0.5017 -2.4600 -4.4360 -0.2517 -2.1307
(5.1283) (1.9360) (19.7154) (17.8955) (144.0787) (4.1422) (45.2431)
Adj. R-Squared 0.8618 0.7311 0.7631 0.9858| 0.9909 0.9638 0.9959
F-statistic] 1979.993 753.9477| 296.3336 5842221 21243.27 524.3222 31949.55

Granger 2-lag test

AIDGNI[ 5.7457 0.2989) 1.9006 7.6113] 0,2977'| 0.4335)|
Pr 0.0033 0.7417, 0.1517] 0.0008| 0.7428 0.6486
FDIGDP| 3.0024 0.0578 3.4810) 2.8114 0.5179| 3.0686 0.8649
Pr 0.0499 0.9438 0.0322] 0.0622] 0.5962 0.0483 0.4220
RCCRISK 6.1354 2.2126 1.8546 6.3325] 0.6155 1.1604 0.2653
Pr 0.0022 0.1103 0.1585| 0.0021 0.5410 0.3151 0.7671

(Western European countries are generally donor rather than international aid recipients. Hence
there are no data applicable to the estimate of trade dependency for this panel)
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Turning to trade dependency, we find that with the exception of East European countries, international aid
generally increases the level of per capita GDP, as does the level of foreign direct investment. FDI has a greater
effect on the level of trade dependancy than international aid. However, for all regional samples, risk lowers the
level of trade dependency, consistent with our maintained hypothesis.

Taken together, risk works adversely on a country’s rate of national saving and on its level of trade
dependency. Measures that reduce a country’s level of risk thus increase the rate of saving and trade dependency,
which in turn increases the level of per capita GDP. With this framework in mind, we now examine the separate
effects of changes in institutional variables on the underlying level of risk, and thus on a country’s real per capita
GDP.

Estimates of the Economic Value of Institutions

From our nested panel regressions, we now turn to our estimates of the economic value of institutions. In our model,
property rights and judicial independence determine the level of economic freedom, while in turn, civil liberties and
political rights determine the level of democracy. We derive estimates of changes in these institutional variables
through the nested effects that these variables have on a country’s level of aggregate country risk, and in turn, on its
rate of saving and trade dependency, and then on the level of PPP per capita GDP.

Our estimates proceed in several steps. First is to determine the difference in PPP per capita income from a
one point increase in the corresponding index of an institutional variable. We then use the real rate of interest to
derive the present value of a one point increase in each institutional variable. Finally, we estimate the relative
change in per capita income through both a one-year change in per capita income and on the present value of per
capita income. For purposes of comparisons we use change in the estimated value of real per capita GDP for 2002.
Results of all four estimates are summarized below.

TABLE 8: THE ECONOMIC VALUE OF A ONE-POINT INCREASE IN INSTITUTIONAL VARIABLES

Global Africa Asia E.Europe W.Europe MENAf CLAmM
PROPRT $1 456%' $50.22 $10/.27 $144.69 $437.03 $26.04] $47,g%|
JUDIND $3.1 $6.03 $11.76 $138.93 $110.55 $0.34 $2.
CIVLIBS 518.72 $12.45) 57.59 $15.18 $528.29 -55.35 $521.50
POLRTS $14.67] $20.82 $4.94 $48.11 $452.75 -57.71 $15.22
AIDGNI -$0.35 -513.23 -$27 66 -5139.04 $0.00 $23.30 -$3.84

TABLE 9: PRESENT VALUES OF A ONE-POINT INCREASE IN INSTITUTIONAL VARIABLES

Present Value of Given Unit Change in Institutional Variable at Real Interest Rate

Global Africa Asia E.Europe W.Europe MENAf CLAm
PROPRT 578. g $1,684.85 $3,004.75 $71,046.48 g
JUDIND $34,23| $57.39 $164.65 $2,971.57 $3,002.47 §
CIVLIBS : $106.18 $119.22 $324.69 $14,443.48 :
POLRTS $158.95 $177.5 $77.56 $1,020.00 $12.376.15 2
AIDGNI $3.77 11 2,73 $434 .42 52,973.79 $0.00 $406.48| -520.19

TABLE 10: RELATIVE ONE-YEAR EFFECT OF A ONE-POINT INCREASE IN INSTITUTIONAL VARIABLES ON PPP
GDP PER CAPITA

Global Africa Asia E.Europe W.Europe MENAf CLAmM
PROPRT 2.05%) 3.50%) 2.33% 1.93% D 20%, 0.65% 1.00%
JUDIND 0.04%) 0.42% 0.26% 1.85% 0.56% 0.01% 0.06%|
CIVLIBS 0.26% 0.87% 0.77%) 0.20% 2.66%, -0.13% 0.45%
POLRTS 0.21%) 1.45% 0.11% 0.64% 2.28%, -0.19% 0.32%]|
AIDGNI 0.00% -0.92% -0.60% -1.85% 0.00% 0.58%) -0.08%|
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Table 11: RATIO OF PRESENT VALUE TO PER CAPITA GDP FROM A ONE-POINT INCREASE IN INSTITUTIONAL

VARIABLES
Global Africa Asia E.Europe W_Europe MENAf CLAmM
PROPRT 22.19% 20.83% 36.64% 47 24%) 50.20% 11.30% 5.27%)
JUDIND 0.48% 3 58%) 7. 00%) 39.60% 15.093%, 0.15%, 0.31%
CIVLIBS 2 85%) 7 40% 2 59% 7 35%) 72.77% 2.820% 2. 36%)|
POLRTS 2.23%) 12.37%) T.60%, 13.71% 57.36% 3.35% T67%
AIDGNI 0.05% ~7.86% 0.45% ~30.63%, 0.00% T0.11% 0.42%

Policy Implications

Our estimates provide a framework within which to determine the economic value of institutions. Policy reforms
that strengthen a country’s level of property rights and judicial independence can increase its level of per capita
through a corresponding reduction in the level of aggregate country risk via an expansion in economic freedom.
This is also true for expanding the level of democracy via increases in civil rights and political liberties. However,
the impacts vary across regions and suggest that there is a hierarchy to a sequence of proposed reforms.

From our estimates, we note that for our global sample, strengthening property rights has a greater positive
effect on the level of per capita income than does an increase in civil liberties and political rights. This is not to
suggest that a democratic political system is inconsistent with a globalization model built on expanding levels of per
capita income. Rather it reflects debates about illiberal democracy in which an expansion of democracy per se may
not be as effective in raising per capita incomes as strengthening the underlying institutions that more directly affect
the underlying level of risk. It is not a brief for postponing democratic incentives but simply places a metric value on
the relative contributions of economic freedom and democracy in shaping which choices will produce a greater
effect on risk, and thus a country’s level of per capita income.

Strengthening a country’s property rights, judicial independence, civil liberties and political rights does not
work evenly across our sample of countries. We find that property rights dominate other institutional variables in
determining a country’s level of aggregate country risk. As to international aid, we find mixed effects by sample
and by type of influence. With the exception of Middle East and North African countries, international aid generally
reduces a country’s rate of national saving. This is not surprising, given that international aid can create moral
hazard by reducing incentives for national saving. However, as general as this finding is, it does not distinguish
among forms of aid, notably whether aid consists of loans or grants, or by source of funding, such as bilateral or
multilateral funding. Our primary purpose is to recognize that where aid is concerned, it may often be driven as
much by political as economic considerations, and thus tends to be less effective than it could, a finding consistent
with the general literature.

In terms of trade dependency, international aid generally works to strengthen trade dependency, which
would be consistent with raising levels of per capita income. Again, we find the opposite result in the case of our
Middle East and North Africa sample. Taken together, then, the net effect of international aidis that it tends to
reduce a country’s rate of saving while increasing its trade dependency, but the net effect is generally negative
except in the sample of Middle East and North African countries where it shows a positive effect. The general
implication is that international aid can have a positive effect on a country’s level of per capita GDP, but as long as
political criteria outweigh economic ones, it may be less effective than efforts to strengthen institutions that reduce
the level of aggregate country risk.

By adding the separate effects of the determinants of economic freedom and democracy we find that with
the exceptions of Africa, West Europe, and Central and Latin American countries, economic freedom adds more to a
country’s level of per capita income than does an increase in democracy. We also note that we undertook separate
panel regressions on the effect of international aid on democracy and economic freedom and found that it has a
small positive effect on democracy but a generally negative effect on economic freedom, suggesting that political
criteria are more important than economic ones in determining international aid levels.
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TABLE 12: NET EFFECTS OF AN INCREASE IN ECONOMIC FREEDOM AND DEMOCRACY

Economic Freedom
Democracy
AIDGNI

ON PER CAPITA GDP

Global Africa Asia E.Europe W_Europe MENAf CLAmM
$148.80 556.25 $119.03 $283.63 $54/7.58 $26.08 $50.80]
$33.39 $33. $12.53 $63.29 $981.04 -$13.06] $36./2]
-$0.35 -513.23| -$27.66 -3139.04 $0.00] $23.30 -$3.84

The effect of economic freedom is derived from the sum of the separate increases of a one point change in

property rights and judicial independence. The democracy effect is derived from the separate one point increase effects in civil
liberties and political rights. The international aid ratio is included for purposes of comparison.

Table 13: PRESENT VALUE OF NET EFFECTS OF AN INCREASE IN ECONOMIC FREEDOM AND DEMOCRACY
ON PER CAPITA GDP

Global Africa Asia E.Europe W_Europe MENAf CLAmM
Economic Freedom $1.612.63 $479.65] $1,869.50 $6,066.31] 970. T460.10 $267.19]
Democracy 536181 $283.74 $196.78 $1,353.69 $26,821.63 -$227.79 $193.09
AIDGNI 53.77 T112.7 543442 ~52,073.79 $0.00 $406 48 52019
Conclusion

We have provided evidence of the role of risk in determining a country’s level of per capita income. Measures to
expand international trade and investment will produce positive effects on per capita income if countries also
embrace institutional reforms that strengthen property rights, judicial independence, in concert with an expansion of
democratic institutions. International aid, which often has been driven by political criteria, has historically produced
generally negative effects on per capita income. If international aid is to serve as a tool for successful globalization,
it needs to be crafted in ways that strengthen risk management institutions.

Secondly, we find that economic freedom carries stronger weight in raising per capita incomes than the
level of democracy. This is not to say that measures to promote an expansion of democracy have no positive effects,
but that economic reforms that strengthen property rights and judicial independence will produce stronger effects on
per capita income. This finding is consistent with ongoing studies regarding the level of governance as a
precondition for expanding per capita income (Kaufmann and Kraay, 2004; Zakaria, 2004). What these findings
leave open is what incentives may be needed to bring about the kinds of institutional reform that are most effective
in raising real per capita incomes.
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TABLE Al: DESCRIPTIVE STATISTICS
(global sample)

PPPRPCGDP GNSGDP TRDEP MKTCAPRATE FDIGDP AIDGNI RCCRISK

Mean 7168.35 18.28 65.62 24.23 2.19 5.53 37.00
Standard Error| 155.42 0.21 0.74 0.84] 0.08 0.19 0.31
Median 4417 55 18.99 57.68 8.32 0.98 2.02 37.50
Standard Deviation 7564.76 10.24 35.99 40.70 3.94| 8.20 15.12
Kurtosis 2.57] 1.53 4.17] 29.57 47.73 16.36 -0.74
Skewness 1.59 -0.24 1.61 3.67] 5.56 3.19 0.07
Jarque-Bera 1646.86 250.84, 2736.45 51012.44 236096.50 24407.04 56.45
(Prob.) 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Range 53762.19 87.33 279.14 548 54 62.48 87.65 73.00
Minimum 438.61 -32.06 6.32] 0.00 -6.87 -0.57 4.00
Maximum 54200.81 55.27 285.46 548 54 5561 87.08 77.00
Count 2369.00 2369.00 2369.00 2369.00 2369.00 1909.00 2369.00

Mean ECFREE DEMOCA PROPRT JUDIND CIVLIBS POLRTS REALINRATE
Standard Error| 1.94 21.60 3.21 5.06 4.15 4.27 6.19
Median 0.01 0.23 0.02 0.04] 0.04] 0.05 0.63
Standard Deviation 1.92 16.00 3.00 473 4.00 4.00 572
Kurtosis 0.67 1717 1.05 1.88 1.89 2.22 30.62
Skewness -0.21 1.63 -0.64 -0.28 -1.18 -1.53 231.46
Jarque-Bera -0.21 0.37] 0.20] 0.68] 0.01 -0.10 11.36
(Prob.) 22.04] 240.69 57.05 188.37 137.37 233.72 5316890.00
Range 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Minimum 3.35 48.00 4.00 8.65 6.00 6.00 887.94
Maximum 0.05] 1.00 1.00 1.15 1.00 1.00 -98.15
Count 3.40| 49.00 5.00] 9.80] 7.00 7.00 789.80
2369.00 2369.00 2369.00 2369.00 2369.00 2369.00 2369.00

Table A2: VARIABLE DEFINITIONS AND SOURCES

Variable Definition Source:
PPPRPCGDP Purchasing Power Parity Real Per Capita GDP World Development Indicators, the World Bank
GNSGDP Gross National Saving Rate World Development Indicators, the World Bank
TRDEP Trade Dependency World Development Indicators, the World Bank
MKTCAPRATE Market Capitalization Ratio World Development Indicators, the World Bank
FDIGDP Foreign Direct Investment to GDP Ratio World Development Indicators, the World Bank
AIDGNI International Aid to Gross National Income Rati World Development Indicators, the World Bank
RCCRISK Revised Country Compasite Risk Index* International Country Risk Group, as reported in World Development Indicato
ECFREE Index of Economic Freedom Index of Economic Freedom
DEMOCA Derived Democracy Index** Freedom House
PROPRT Index of Property Rights Index of Economic Freedom
JUDIND Index of Judicial Independence Index of Economics Freedom
CIVLIBS Index of Civil Liberties Freedom House
POLRTS Index ot Political Rights Freedom House
REALINRATE Real Interest Rate World Development Indicators, the World Bank

*For consistency, the scale is inverted in the present model
**Based on the product of the civil liberties and political rights indices
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TABLE A3: PANEL SAMPLE COUNTRIES

Global Africa Asia E.Europe W.Europe MEN.Africa C.L.America
Alrical Benin| Bangladesh Albania Austria Iran Belize
Asia Botswana China Bulgaria Belgium Lebanon| Costa Rica
E.Europe| Burkina Faso India] Czech Republic Denmark Oman| El Salvador
W.Europe| C.Af.Republic Indonesia Estonia Finland Qatar| Guatemala
MEN. Africa Cameroon Japan Hungary France Syria Honduras
C.L.Americal chad| Korea,Rep. Latvia Germany Turkey Nicaragua
United States| Congo D.R. Malaysia Lthuania Greece| Yemen Rep. Panama
Canada Congo R. Pakistan Poland Ireland Egypt Argentina
Mexico| Céote d'lvoire] Philippines Romania Italy Libya Bolivia
Ethiopial] Singapore Slovakial] Luxembourg Tunisia Brazil
Gabon SriLanka| Russian Fed.| Netherlands Algeria Chile
Ghana Thailand MNorway Maorocco Columbia
Guinea Vietnam Portugal Ecuador
Kenya| Spain Paraguay
Madagascar Sweden Peru
Malawi Switzerland Uruguay
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Mauritius

Mozambigue
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Nigeria
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Sudan
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End Notes

! The Great Depression of the 1930s is instructive on this point. As individual economies erected barriers to trade in
a begger-thy-neighbor cycle, per capita incomes either declined or grew at far lower rates than took place during the
1920s. This response was anticipated by John Maynard Keynes in his 1919 analysis of the Versailles Peace Treaty,
The Economic Consequences of the Peace (London: MacMillan, 1971 [1919]). See also Christina Romer, “The
Great Crash and the Onset of the Great Depression,” Quarterly Journal of Economics 105(3) (1990): 597-624.

! Much of the New Deal programs in the United States during the 1930s were driven by the absence of markets to
address various forms of risk: unemployment, old age and disability, bank deposit insurance, and the distribution of
income. To the extent that market institutions offer asset choices to manage these risks, the justifiable level of
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public sector intervention is reduced. Where no such market institutions exist, it falls inevitably on the public sector
to manage those risks, even though the result may be substantial transactions costs and the presence of moral hazard
by economic agents.

L one emerging macro financial risk indicator is the Chicago Board of Options Exchange Volatility Index, or VIX.
While the VIX seeks to measure stock market volatility, it does not capture other sources of risk for untraded assets
such as political instability and environmental quality. Historical data on VIX daily prices can be found at
http://cboe.com/micro/vix/historical.aspx

! one example is the risk of terrorist attacks. In the muchdebated discussion over re-organizing intelligence services
to anticipate terrorist attacks, some have proposed inclusion of terrorist futures markets as a way of pricing such
risks. Such a market was proposed by DARPA director John Poindexter in the aftermath of the 9/11 terrorist attacks
in the U.S., but was dropped following protests that it confounded such risk with the presumption of encouraging
such attacks.

Y The question acquired a broader framework with the Fareed Zakaria’s 1997 essay, “The rise of Illiberal
Democracy,” Foreign Affairs, 76:6 (November-December):22-43, and restated more recently in The Future of
Freedom (New York: W.W. Norton, 2004).

1 While the standard deviation of the volatility provides an absolute measure, relative risk is measured in terms of
the coefficient of variation. The existence of such measures requires the existence of functioning markets in which
the volatility of a traded asset can be observed. Yet risk can exist for nontraded assets, which makes the
measurement issue more problematic, and which is why we adopt an index of aggregate country risk in the present
analysis.
! This becomes even more problematic in the context of conditional risk, rank ordering, and the framing of
alternatives. The field of behavioral finance derives from insights derived from psychology, in particular, work
undertaken by Kahneman and Tversky. See, for example, Kahneman, Daniel, and Amos Tversky (1979), “Prospect
Theory: An Analysis of Decision Under Risk,” Econometrica, 47:263-91.
! In more complete markets, aggregate country risk can be tracked to some extent through sovereign bond ratings,
measures of political stability, indicators on environmental quality, and on the presence of financial risk
management instrument prices. Since many emerging and developing countries lack these measures, our use of the
ICRG aggregate country risk serves as a proxy to those measures.

This is a qualified statement. It is possible that the ICRG index may be used in some derivative contracts,
although we have not direct evidence to support or refute this possibility.
! Two factors motivate the choice of an ordinary or fixed effects approach. One is that with a random effects model
there is a considerable loss of degrees of freedom. The other is that because we include developed countries in our
sample, the international aid to GDP ratio is absent.
! We have rescaled the ICRG index so that higher values of the index reflect higher levels of risk, and thus to derive
a more intuitive insight on the inverse relationship between aggregate country risk and per capita income. Our
revised index is thus listed in various regression estimates as RCCRISK.
! Two criteria have been used in the selection of countries. One is data availability, while the other is a simple
grouping by geographic region. No attempt has been made here to disaggregate countries by policy reform
environments, as is done in many World Bank studies.
! The Index of Economic Freedom is based on an unweighted average of ten factors, based on a compilation of 50
idepenedent variables drawn from a sampling of expert opinion and published data sourcs. The ten factors are:
trade policy, taxation, government intervention, monetary policy, capital flows and foreign investment, banking,
wage and price controls, property rights, regulation, and black market conditions. We apply the property rights and
judicial independenc indicators as independent variables for this analysis.
! Ted Robert Gurr and others have developed various polity measures as indicators of the level of democracy across
countries. While the polity index does provide some insights, it does not cover the range of countries we seek to
examine, nor does it resolve the issue of whether one is measuring elections as the primary determinant of
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democracy or whether civil liberties and political rights can capture important pre-conditions for electoral
democracy to function effectively. See T.R.Gurr, K Jaggers and M. Marshall (2000). Political Regime
Characteristics and Transitions, 1800-1999. (College, Park, Md.: Center for International Development and
Conflict Management, University of Maryland).

1 One other variant we considered is the weighted average of the index of civil liberties and political rights. The
product index works better as it matches more closely the range in per capita GDP for the sample of countries used.
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Abstract

Italian agriculture is one of the “made in Italy” systems which characterises the whole Italian production system. The
present organisation and production of the Italian agro-industrial system results from a complex evolution leading to the
modernisation of this sector. Consumer food buying behaviour proves to be influenced by brand (46%), expiry date
(41%), ingredients (29%), price (28%), brand experience and previous purchases (13%), production origin (9%o),
promotion (8%), store loyalty (6%0). So far typical products, which present a strong socio-economic link with the
territory, play a proactive role in this system. This paper investigates the performance of Apulian olive oil, both from the
production side and the consumption one. It deals with its typicality and its contribution to local development.

Introduction

Following its important role in the 1960s the Italian agricultural sector was, on the one hand ‘involved’ in the
country’s process of industrialisation which greatly influenced the manufacturing industry, while on the other it was
progressively reorganised both in terms of workforce and in the share of income produced, bringing it into line with
the rest of Europe (Casati, 1997). The demographic rise of the 1960s, together with this increase as a consequence of
the modernisation of production in the manufacturing industry, resulted in increased agricultural demand. This in
turn created an analogous increase and reorganisation in supply which tried to follow the trend of demand by
continuously increasing productivity and technical progress in the production processes. However, in conformity
with Engel’s law, the incidence of food consumption on Italian family expenditure gradually decreased; on increase
in absolute values of demand resulted also in a decrease in relative values due to the growing interest in the quality
of goods purchased. [1]

In this context supply was re-evaluated in terms of its contribution to the national income — and therefore to
employment — while simultaneously undergoing a type of ‘industrialisation’ in the productive “filiera”, characterised
by closer and atypical relationships with other sectors; initially with inward production input and machinery
suppliers, and outward product transformation and distribution. These circumstances, together with the introduction
of technical progress in agriculture, led to a continuous increase in productivity. Over time this also led to the
‘historic’ surplus of agricultural labour which continues to characterise the industry even at European levels.

Although now a perfectly integrated process, the national agrifood industry also showed a series of unusual
factors which, at times, seem to restrict the total and efficient modernisation of the system, and at others create
opportunities which may lead to a real growth process. In this context the main characteristic is the small or very
small size of the agricultural businesses which permeate every aspect of the production unit involved, from the
number of hectares (90% of national agricultural businesses are between 1-10 hectares; slightly more than1% is
more than 50 hectares) to the derived income (in 2003 more than 60% of national agricultural businesses — which
account for about 1/3 of total production — declared an average income of 7,000 euros, while slightly more than 10%
declared around 65,000 euros, accounting for 2/3 of total production). In a context of rapid intensification of
commercial exchange, expanding markets and increasing organisation of the production process, the smaller
businesses may undermine the competitivity of the national agricultural industry. If the highest level of productivity
is not achieved then a good result as regards standardised goods will not be reached and may prove to be a limitation
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in satisfying market demand for raw materials, resulting in reduced market power compared to the larger distributors
(Pieri & Venturini, 1995; Casati, 2003).

This paper deals with typicality as a competitive asset for the agricultural sector in a global scenario (par. 2
and 3). In particular Apulian olive oil has been chosen as a typical product, which contributes to industrial and
economic development. The performance of Apulian olive oil has been studied, both from the production (par. 4)
and the consumption points of view (par. 5).

Agribusiness: The SMEs Production Approach in the Global Era

Small sized firms are characterised by traditional methods of production and of goods, which consequently are
closely linked to their original areas. This creates a type of ‘identity trademark’ which renders the product, and the
firm, semimonopolistic. Moreover, the persistently traditional nature and high demand for territorially linked
traditional products is partly becoming a competitive advantage for the national agrifood industry which seems to
find a market in those segments where product ‘typicality and quality’ are appreciated. Within the sector territorial
differences are extremely important and related to a complex mix of factors ranging from the obvious differences in
environmental and geographical conditions, to the various historical events which influenced different areas of Italy,
to recent economic development which affected different areas to varying degrees, in some cases reducing the
differences between stagnant and dynamic areas and increasing them in others.

The first significant dualism is the well-known one between North and South. Northern agriculture appears
industrialised, capitalised and part of a developed and organised agrifood system, characterised by more efficient
productive units, due also to the numerous productive infrastructures. Southern agriculture, however, while having
the ‘exogenous’ advantage of a favourable climate, providing an agricultural offer in keeping with the rest of Italy
and most European partners, is limited by the low number of territorial infrastructures. The different environmental,
geographical and historical conditions previously mentioned, the different rate of technical progress as well as the
varied physical territorial conditions have, over time, led to a type of division in the national agricultural industry
which is reflected in the type of cultivation. This ranges from intensive agriculture, mostly in the North,
characterised by high economies of scale, product standardization and the continued use of technical progress
(lacoponi & Marotta, 1995), to the so-called quality agriculture characterised by non-standardised production which
is differentiated according to the area and therefore typical, and is potentially very competitive even when
considering that relative demand seems to be more elastic.

The national agribusiness, however, is influenced by other more significant differences which are more
closely linked to the type of supply and relative production methods. The many environmental differences which
characterise the country create specialised production areas which are restricted and homogenous, so much so that
many of the principal national agricultural products are almost exclusively from particular areas. This concentrated
area of production and the smaller size of the productive units together with a society deeply rooted in its own
territory are the factors which create the unique productive “filiere” known as “sistemi produttivi locali” (Garofoli &
Mazzoni, 1994), in which the businesses involved in the different stages benefit from the presence of firms which
are differentiated, complementary and interactive. In this way the smaller dimensional economies linked to
production technology are balanced, making use of significant economies of localisation and agglomeration thus
creating a greater differentiation in production (less standardisation) having greater flexibility in the organisation of
processes which only small interactive production units can generate.

Other positive influences on competitivity of production concentration are the possibility of lower
transaction costs due to the proximity of the businesses and continued mutual contacts. This type of production is
closely linked to the territory and its history and initially operates on the local market but in time acquires an added
‘competitive’ value, even in global markets, for its “typicality’.

Based on this categorisation for industrial districts (Becattini, 1987; Becattini & Rullani, 1993), the unique
factors necessary for a hypothetical agroindustrial district ought to be:

e  Typical quality products;

e Co-ordination between agricultural and local transformation industries;
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Flexible specialisation;

Ability to use innovations;

Good training and entrepreneurship;
A common market;

Local institutional support networks.

These factors identified different types of local development models which vary from local agricultural
systems to local agrifood systems, from local agroindustrial protodistrict to agroindustrial area (Gurrieri et al.,
forthcoming).

Most of the identifying factors of an agroindustrial district can be seen in the typical traditional cultivation
by clusters of small businesses and, even more noticeably, in the offer of organic products which can be defined as a
‘niche market’, now increasing both in competitivity and in satisfying all the ‘new’ needs of the demand for
agricultural goods (traceability and origin, food safety, typicality, territorially linked history, culture and tradition).

The identification of these products (brand, label) whether it reflects the choice of the business or the
existing related law, has a signalling function necessary for food products which become an experience goods and
for which correct customer information through the brand is a basic requirement for market functioning or credence,
as for the case of organic products.

Agribusiness: The SMEs Consumption Approach in the Global Era — Typical Products

Typical products not only represent an important resource for the local economy, rooted in a delimited area, but also
impact positively on the consumer systems to whom they are targeted. Therefore they are linked in a biunique
relation with the territory and its economic systems (both production and consumption). So far typicality derives
from place specific factors that, in turn, are a source of wealth especially if boosted by the interaction between place
governance and local entrepreneurship (Golinelli C.M., 2002).

This kind of goods communicates its own identity, transferring emotions, sensations and tradition. They are
also a tool for understanding the local community, its habits, traditions and spatial features; it is more than an
economic asset, it is a cultural matter, a way of life.

Typicality can be appreciated in two ways: the production one, that derives from the qualitative
peculiarities of the raw materials, their origin, the environmental and morphological conditions of the area, and the
know-how of the transformation industry. The consumption direction depends on the relation with the consumer
market, on the consumers’ perception, who, by identifying themselves in the product ambience, contribute to
strengthening the product and the community images (Cardinali, 1998; D’Amico, 2003). Again the biunique relation
summarised in the word typicality, is obvious.

Typical products result as being the offer of a whole, complex system, that group together the benefits
derived from taste, traditions, and place (see Fig. 1). Being typical constitutes the added value that can differentiate
the physical product; in this sense it is no longer important to invest in branding or packaging but in trying to
preserve the values through typical brand or packaging. That is not to say that marketing actions are not to be used,
but the classic marketing thrusts should help to retain and constantly renovate this particular source of
differentiation, avoiding all the niche problems that occur.
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FIG. 1: THE LEVITT MODEL FOR TYPICAL PRODUCTS
Source: elaboration on Levitt (1980)

The more typical the product, in a sense linked to the territory’s production and consumption, the more
difficult is its success in global competition (Gurrieri et al., forthcoming). Therefore, in order to change the
weaknesses into strengths and exploit the market opportunities boosted by globalisation, a systemic approach
(Golinelli G.M., 2001) in the offer management should integrate consumption models and different regional diets, to
project/design a unique selling proposition under a collective brand. In fact, the approach now used does not manage
to support the growth of typical Italian products, because it does not succeed in customer loyalty, or in turning non
resident consumers into regular ones.

The threat is represented by the lack of consumption culture, identified in the link with the territory and its
traditions. Therefore global acceptance is an important factor based on local specificities and using a market
orientation, product differentiation, brand image, innovation, packaging, and long term relations with a proactive
distribution, both in department stores and specialist retailers (Magni & Santuccio, 1999; Malagoli, 2002).

Apulian Olive Oil: The Production Side

Italian domestic expenditure for typical products is showing a slight decrease due to the price cut that is higher than
sales volume increase, olive oil shows the strongest performance, together with wine, with a growth of 243.7% per
year due to an increase in sales volume linked partially to the drop in the average price. This product scores an AC
Nielsen penetration index [2] less than 5%, showing a niche performance. On the contrary higher index performance
are recognisable for products with a long tradition in the convenience category, such as cheese, salami and wine
(e.g. Parmigiano Reggiano, Prosciutto di Parma e Prosciutto San Daniele).

Therefore, olive oil is one of the most traditional foodstuffs on the national agricultural market. It was
chosen not only because it is produced nationwide but it is also ‘linked’ to the area with different results in supply,
information and mainly in typicality and tradition which distinguish it from other national products and especially
foreign ones (Nomisma, 2000).

In this context the term “typicality’ presupposes and summarises a quality product, in particular virgin olive
oil. Quality has also become the subject of European Community Agricultural Policy (Ari & Datar, 2002) since the
1990s adopting Community regulation 2081/92 on PDO and PGI and 2092/91 on organic agriculture. According to
Community regulation the PDO trademark can be applied to “agricultural and food products deriving essentially or
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exclusively from a geographical environment which includes natural and human resources and where production,
transformation and elaboration occur in the place of origin” [3]. Therefore, all stages of the production process must
occur in a restricted geographical area. PGI on the other hand, is applied to agricultural or food products in which
quality and characteristics or reputation are attributable to geographical origin and production and/or transformation,
and/or elaboration occur in a specific geographical area, therefore only one stage of the production process must
meet this requirement (Federalimentare, 2001).

In adopting the Regulations of PDO and PGI the EU decided to protect and increase the value of the quality
and typicality of some products. Moreover it tried to satisfy the consumers’ increasing need for information and
support the local rural reality, especially in outlying and disadvantaged areas of the Union, as well as aiding the
development of quality control systems based on respecting specific productive regulations established by the
production controllers.

These European initiatives for safeguarding quality were favourably accepted by the producers as an
important opportunity to increase the value of local agricultural products by certifying origin both in terms of
geography and variety. As regards Italian olive oil in particular, in the areas of oil cultivation where most of the
virgin olive oil was sold unbottled and anonymously, obtaining a PDO and PGI certificate could give additional
value and partly repay those producers interested and involved in the production of quality oil. The introduction of
this certification has the natural and advantageous consequence of favouring the production of virgin olive oil of
consistent typicality as this can be obtained only from certain varieties of olives typical to the production area and of
a very specific nature. Table 1 shows the different types and consequent commercialisation of nationally recognised
PDO and PGl olive oils.

TABLE 1: COMMERCIALISED PDO/PGI EXTRA VIRGIN OILS (TONS

1998/99 | 1999/00 | 2000/01 | 2001/02 | 2002/03
Toscano 550,0 1521,2 1252,2 1904,4 2419,4
Umbria 283,3 431,8 576,1 525,5 685,8
TerradiBari | --—---- 694,2 499,4 592,2 650
Riviera Ligure 223 225,1 441,9 379,4 540,4
Valli Trapanasi | ------ 23 57,3 160,8 164
Garda 71,1 86,6 121,6 127,9 150
Dauno | -—---- 189,8 193,9 142,9 113,8
Chianti classico | -===--- | ===---- 60,6 107,2 111,7
Aprutino Pescarese | 60 78 71,4 63,4 76,4
Sabina @ | ---—--- 85,3 90,7 118 72,1
Val di Mazara | === | === | eeee | e 68
Canino | --—--- 41,5 84,7 131,4 62,9
Colline di Brindisi | ----- 17,5 22,5 24,7 57,3
Monti Iblei | == | - 4,4 69 55,5
Colline Teatine | ------ | ---—--- 55,1 95,2 44,6
Colline Salernitane | ------ 4,1 29 65,3 40,7
Terre di Siena | - | ---—-- 6,3 26,9 40,5
Lametia | === | -mee-- 38 68,5 22,1
Terrad’Otranto ™~ | --—--- | ---—--- 10,9 14,5 17,4
Bruzio | - | —eeee- 24,9 86,1 17,1
Cilento | --—--- 9,6 6,4 17,2 15,2
Penisola Sorrentina | ------ 11,6 11,3 8 13,1
Veneto | ------ 10,1
Laghi Lombardi = | ------ | ------- 0,7 2,8 49
Brisighella 2,8 9,3 5,6 17,9 1,8
TOTAL 1190,1 3428,5 3664,9 | 47494 | 5454,8

Source: Ismea
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The Italian regions with the highest recognitions are Apulia, Sicily, Calabria, Campania and Abruzzo,
testimony to the southern tradition of oil production which merits protection and interest. While PDO and PGl
recognition presents good opportunities for becoming well-known, of specific additional value and transparency and
safeguarding for the consumer, it must be stated that this potential can be neutralised by a series of restrictions
which reduce the effective potential.

Firstly, size restrictions determine the main decision of producers to satisfy family needs, reducing the final
amount available. This partly reflects the expression of what appears to represent, in the short term, the greatest
restraint on PDO/PGI development, identifiable not only in the real availability of the product but in the low
propensity of the producers to have it certified and commercialised. This behaviour should be considered a response
to the difficulty in finding a market for a certified product at the price which this added value implies, or rather, a
price which covers the main production costs when respecting PDO/PGI regulations. A possible short term solution
could be the reduction of certification costs, thus ‘unburdening’ the company accounts.

The role of the Protection Agencies would seem to be important, and ought to be widespread and active in
the support and promotion of PDO/PGI recognition, both individually on a territorial level and at national and
international levels. This would help the local, national and international consumers who are inclined to buy quality
products but also require guarantees on choice by offering them further security which may justify the higher cost of
certified products on the market compared to similar conventional ones (see table 2).

TABLE 2: PDO/PGI PURCHASED BY ITALIAN FAMILIES

Volume Value

T. Var % | Millions of euro | Var %

2003 | 2003/02 | 2003 2003/02
ITALY 1923 | 7,9 13,5 19,4
Areas (%)
North West 246 | 119 32 31,7
Nord East 69 1,7 59,6 8,3
Centre 2,4 30,8 3,4 33
South 4 240 4,9 172,5
Family members (%)
Single 30,8 | 64,2 34,2 76,4
2 people. 29,3 | 104 30,9 26,4
3 people 22,6 | 13,4 18,5 11
4 people. 116 | -38,2 11,9 -16,2
5 people 5,7 -34,4 4,6 -49,8
Income (%)
Income to 260 euro 45 -33,1 3,3 -52,2
Income 260-420 euro 23,3 | 46,7 16,5 45,2
Income 420-620 euro 29,4 | -28,2 25,9 -18,7
Incombe > 620 euro 42,6 | 46,3 54,3 61,5
Purchaser (%)
Up to 34 years old 9,5 14,4 11,1 64
34 -45 years 13 -22,2 11,5 -18,3
45-54 years 23,2 | -23,1 25,5 -12,8
55-64 years 28,5 | 14,5 26,2 28,2
More than 65 years old | 25,6 | 102,3 25,7 94,7

Source: Ismea elaboration on panel family data Ismea/ACNielsen
In this scenario Apulia is the major Italian producer of olive oil, with 350 thousand hectares that represent

70% of the agribusinesses. This product is strongly linked with the region’s morphological structure and landscape.
So far it has become an identification symbol all over the world. While the oil production is strong, it also shows
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huge weaknesses in marketing, especially in packaging and promotion. So far it does not impact the entire Apulian
economy, failing in its role of typical product and local development tool.

The creation of a protected denomination of origin (PDO) label should be the basis of a successful action to
compete on domestic and foreign markets. In fact, Italian olive oil has a well established image abroad, which,
together with the expansion of demand in non-consumer countries, represents a good opportunity to exploit. In
foreign markets, where the elasticity of demand to price is higher, Italian oil is positioned in the convenience
category offering a high value.

The consumption evolution and the attention given to the Mediterranean diet, especially by the large
organised distribution, create some opportunities for the Apulian system. The high and stable national consumption,
on one hand, pushes towards differentiation strategies, while on the other hand it gives the opportunity to plan long

term investments without the risk of demand and commercial margin fluctuations.

In this sense the first step to restructuring the oil system is to improve the product image focusing attention
on the product and the Mediterranean diet during the purchase action. Therefore synergy between producers and
bottling firms should be fostered in order to promote the typical oil (see Table 3).

TABLE 3: SWOT ANALYSIS OF APULIAN OLIVE OIL

Strengths
« Territory with a long tradition in olive production, that is
relevant all over the world.
 Favourable environment for cultivation.
« Various types of olives in relation to the area of origin.
« Strong link with the territory, that offers the possibility to
exploit this product for the environment, landscape, tourism.
* PDO, geographical features and production standards are
tools for product differentiation.
< Predisposition of the farmers to invest especially for
machinery.

Weaknesses
< High fragmentation of the sector that impedes the renewing of
the plants and the use of new methods of harvesting because of
high costs.
 Lack of bottling firms in the region: a high percentage of the
production is bottled outside the region transferring the added
value.
 The need for rotation and so the misuse of adequate techniques.
 Low propensity to export.
« Production localised in marginal, profitless areas.
« Insufficient infrastructures.
« High presence of illegal work.
« Lack of associative behaviour.
« Lack of investments in research and experimentation.
« Lack of marketing actions, especially promotion.

Opportunities
« Strong demand for typical extra virgin olive oil, with a
stable and high national consumption.
* Very good image abroad and a steady demand growth in
non-consumer countries.
« Convenience positioning on the foreign food market.
e The development of irrigation and storage practices to
reduce production rotation and stabilise consumer prices.
e Widespread oil mill distribution, together with modern
cultivation techniques, to produce a valuable oil.
« Consumer sensitivity to quality and rediscovering of local
traditions.
« Political action to foster cooperation among all those
involved, also providing incentives.
« A territory with a tourism vocation.

Threats
« Risk of not exploiting the PDO or PGI from the EU properly.
¢ Increased competition from Mediterranean countries with
similar production and all the requirements for EU financial help,
due to European market enlargement.
« The high amount of direct selling, that does not reach the break
even point to bear the higher promotion costs.
« Due to personal relation in the direct selling, the oil quality
could not fulfil the qualitative standards required by the EU
regulations for bottled oil.

Apulian Olive Oil: The Consumer Side

Considering the consumer evolution, olive oil, as a typical product, evokes a sense of “we-ness” and rediscovers the
link with the territory; while, as a firm product, stating its strong demand and rapid supply growth, differentiation
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strategies based on territorial aspects, production standards and promotion are needed in order to underline the
different features.

In an attempt at analysing the performance of Apulian olive oil as a typical product, this paper investigated
consumer attitudes towards the product by a questionnaire distributed in department stores, supermarkets and
superstores. The objective was to measure the consumer perception of olive oil typicality and territoriality and to
what extent the link with the Apulian territory is a purchasing choice criterion.

Olive oil is a demand-oriented market, differentiated by high product quality (Ismea, 2000). On the other
hand informational asymmetries between producers and consumers cause a persistent gap between the tangible
quality of the various types of oil and the perceived quality of the segments. Therefore buying behaviour is based on
income, social, cultural and psychological factors such as food habits, personal opinions, acquired knowledge,
traditions.

Data were collected by interviewing a random sample of 353 people, near to the possible points of purchase
in the province of Bari, where 1/3 of the regional production is carried out. The dataset was analysed with SPSS;
firstly by descriptive statistics, in order to describe the main characteristics of the sample; secondly by the MDS
technique and the factor analysis (Molteni & Troilo, 2003) to measure Apulian olive oil perception and its presence
in consumption attitudes and in the shopping basket.

The sample was of 52% of women, who are, generally, mostly involved in the household shopping
especially regarding food, and the average age is 40. Surprisingly, men from 30 to 50 years old were the most
informed and very precise in answering, confirming consumer behaviour evolution. As regards buying behaviour,
they are strong consumers of typical products, especially pasta (28%) and mozzarella (23%); this derives from their
food culture that is strongly shaped by their origin.

In order to investigate the link between the sample’s buying behaviour and geodemographics (Roth, 1995;
Peterson & Jolibert, 1995), a chi-square analysis was carried out, correlating the place of purchase (oil mill,
supermarket, private and own production) to sex, age, and profession. Thus it has been hypothesised that there is a
relationship between the purchase of oil and consumer culture, namely tradition, search for quality and healthiness;
but also the available income can influence purchasing, since consumers can pay a premium price for a quality
product. In fact, the analysis showed that the point of purchase is correlated only to profession, as a measure of
money supply [4].

In order to understand why olive oil, and in particular the Apulian one, is bought, an in-depth analysis has
been carried out on the benefits and features sought, the different types and brands bought.

Of the oil features that are predominant in the decision making process, taste is the first characteristic that
the sample looks for (72%), so a hedonistic feature, but also a quality index of the product; secondly, consumers
look for density (30%) and colour (36%). These two attributes regard the outward appearance and the oil pureness in
relation to the refining process [5]. Moreover, the benefits sought by consumers are identified in fig. 2. Two main
areas are identified: the first regards the healthy consumers, the latter the price oriented ones; while in the middle
there is a third area identified by the single “usage” variable.
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FIG. 2: APULIAN OLIVE OIL FEATURES

The first segment is composed of people very focused on the genuine quality of the product and the benefits
they gain in diet and consequently in health. They consider the Apulian product better than others from other
regions. Instead the second one has underlined the importance of the relation between price and quality, even though
from the production side the olive oil still has high costs. The affordability increases the use of the oil that is
considered in this segment, “light” in the sense that it can be used to flavour most foods, as also required in the
Mediterranean diet.

Lastly, an analysis on the brands’ position in the consumer perception has been carried out (see fig. 3). A
local brand (De Santis) resulted as being the most well known and purchased, due to its link with the territory, acting
on the made in and the authenticity. The main competitors prove to be two national brands (Bertolli and Carapelli)
that can have access to better marketing actions, such as advertising and wider distribution. However in the buying
choices, consumers do consider the oil mills, which provide a product they trust, being typical. In fact, the oil mill
choice can give the consumer the possibility to appreciate the distinctive features of local production and the
producer to establish a high level of differentiation.

89



1,0
Private 0ODe Santis
O
0,5 o
OOil mill Bertolli
N
c Carapelf®
S 00 O
@ CI%rivate labels
(8]
£ 05—
a -
O Monini
-1,0 OSasso
[ I I |
-2 -1 0 1 2
Dimension 1

FIG. 3: OLIVE OIL BRANDS’ POSITIONING MAP

In confirming the findings, data on the percentage of purchase for each ACNielsen area in the two opposite
channels (modern — Hyper & Supermarkets - vs traditional distribution) show how in Nielsen’s area 4 (Southern
Italy) the gap between the two distribution forms is less than the other areas, with a greater weight for the traditional
one, due to the culture and the purchase behaviour of southern consumers. This confirms the fact they are not greatly
influenced by advertising and classical marketing tools, but are more focused on “typicality” assets, in the fact that
they look for direct contact with the “producer” acting on trust and genuine assurance (see fig. 4). In fact, in the rest
of Italy, except for the North East, the bottled product is consumed, especially in the modern distribution channels.
In conclusion, the purchases of oil are strictly correlated to consumer socioeconomic features: high income, high
level of education, and a preference for modern distribution in order to buy quality products at good prices.
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FIG. 4: PURCHASE FOR AREAS AND DISTRIBUTION IN ITALY
Source: elaboration on ACNielsen data (2004)

As can be seen in fig. 5, the market shares confirm the brands’ positioning. The national and the local
situations show a fragmented market, in which the link with territory plays an important role. The market can be
divided into six groups in relation to distribution strategies and level of differentiation, three of which are clearly
identifiable in both the figures: 1) the big firms, with national and international markets, a strong penetration in the
modern distribution, and brands with a well-established image that requires huge investments in promotion and
advertising (i.e. Carapelli, Sasso and Monini); 2) the big modern distribution chains, with their private labels that are
correlated to their logo; 3) small and medium enterprises, with a limited territorial market, differentiated by product
quality, geographical origin, local traditions and taste (i.e. De Santis and the oil mills). Moreover, on the national
scene three more players are operating, such as 4) firms that distribute their products through door to door and mail
order selling (i.e. Fratelli Carli); 5) multibusiness firms, with niche strategy, producing extra virgin olive oil with a
high price and quality (i.e. De Cecco, Del Verde); and 6) export only oriented firms (i.e. Olitalia, Oleifici Colavita).
In the local arena there are a lot of very small (micro) enterprises (labelled private in the figure) which serve small
segments, mostly linked by kinship and friendship.
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FIG. 5: OLIVE OIL BRANDS’ ITALIAN AND APULIAN MARKET SHARES
Source: elaboration on ACNielsen data (2004)
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Conclusions

Globalisation has opened many opportunities to the Apulian agribusiness, in particular for olive oil, as well as many
challenges, such as new competitors (i.e. Spain, Greece, Tunisia, Morocco), managerial issues (i.e. organisation of
the “filiera”, new productive process, marketing activities). The expansion of demand is due to cultural and social
phenomena, which have shifted consumer attention on quality, traditions, and typicality.

This last feature proves to be the main asset on which a strong management approach should be based to

foster the position of oil in order to enhance its image effect and increase its global market penetration. In this sense
consumer attitude and perception represent the first elements on which typical products can develop successful
competitive strategies in global markets, exploiting the product and the competitive advantage of national system.
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End Notes

The authors wish to thank the voluntary interviewers.
L. Petruzzellis contributed specifically to section 3 and 5, A.R. Gurrieri to section 4, M. Lorizio to section 1 and 2.

1. National food consumption was approximately 55% of total consumption in the post-war period, but in the
1990s was less than 20%.

2. The index measures the percentage of families that have bought the product at least once.

3. To date 111 Italian PDO and PGI have been registered within the Community, including both agricultural

and agrifood production. The registered production are present in all regions of Italy and divided into six
main areas: cheese, fresh and processed meats, fruit, vegetables and cereals, extra virgin olive oil,
condiments and essential oils. Cheese is the leading group with 30 types/categories, followed by fruit,
vegetables and cereals = 28, fresh and processed meats = 26, extra virgin olive oil = 24, condiments
(traditional balsamic vinegar) = 2 and essential oils = 1. As regards regional division, the highest number of
types/categories is in Emilia Romagna (20), followed by Lombardy (18) and Veneto (13). The division of
number of types by region shows that almost 70% are from production areas in Northern Italy, with slightly
more than 30% of products from the Centre- Southern area.

4, p = 0.001 for the variables point of purchase-profession; p = 0.683 for point of purchase-sex; p = 0.941 for
point of purchase-age.
5. For example, the green colour means that the oil is very pure; the greener the oil the less it has been treated.
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Abstract

The agricultural sector has a central role in the development process and the challenges facing agricultural development
has both national and international implications. In recent years there is much concern for the maintenance of the
ecosystems which is featured high on the agenda particularly as the pressures for agricultural growth occurs with an
increasing global population. According to the FAQO’s agricultural department there are inevitable links between
agriculture and the ecosystem. However a positive outlook by the FAO stated that in 2030 there is hope that the average
arable land per agricultural person is expected to increase a little allowing the opportunity for more land to be cultivated
in a sustainable way. This paper addresses the following questions: what is the relationship between agriculture and
development? Who depends on agriculture? Which agricultural policy objectives should receive most emphasis? Is it
growth, modernisation, increased marketed output and export or equity?

Introduction

In virtually all developing countries agriculture continues to play a major role within the process of development. It
may be appropriate to begin by stating that out of the 5.1 billion people who live in developing countries, 3 billion
live in rural areas and 80% (2.5 billion) of the rural population depend upon agriculture for their livelihood [16]. But
what is of major concern is that it is estimated that 70% of the poorest people in developing countries are located in
rural areas and engaged primarily in agriculture bearing in mind that the differences in levels of poverty vary from
country to country. In a recent World Bank presentation Mellor [18] highlighted the importance of tackling rural
poverty to change the situation of those who work in agriculture. Mellor [18] stresses that the crucial employment
creating linkages that stems from agricultural growth will inevitably have a beneficial impact on the rural poor.
Accelerated growth in agriculture indirectly boost demand for goods and services within the local rural community
and towns. Furthermore knowledge of the behaviour of the landless peasant farmer and near landless rural
households who account for the majority of the world’s poor is vital for shaping any government policy aimed at
reducing poverty.

Historical Perspective

Presently there is a lot of focus on industrialization which is seen as a means of upgrading society to improve the
overall standard of living. However, it is without doubt that agriculture still remains the dominant sector in many
developing countries. In countries like Zimbabwe and Tanzania agriculture accounts for about 65% of the total
labour force whilst in Nepal, Malawi and The Gambia it accounts for roughly 80% of the labour force [9]. One of
the most amazing phenomenon of developing countries during the 1950’s and 1960’s was the neglect of agriculture
even though a high proportion of the population were engaged in agricultural production. But a high cost was paid
when the rural — urban migration resulted in higher poverty levels.

A major explanation for the poor performance of agriculture is that traditionally poorer countries have
tended to exchange primary commodities ( food and unprocessed raw materials ) for manufactured consumer
durables. Even today about 50% of developing countries’ exports comes from trade in primary goods [16]. This
pattern of trade has persisted since the days of colonization when the trade of developing countries were subservient
to the needs of colonial powers. The pattern of trade has often resulted in deterioration in the balance of payments of
developing countries due to fall in the price and demand for primary in relation to those manufactured imports. The
latter lead many governments to reorient their economies by pushing industrial development within their strategic
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planning programmes. During the 1950s and 1960s Import Substitution Industrialization (ISI) strategy was
epitomized as the way forward to the achievement of development. In Latin America Prebisch [10] was the
instrumental force behind ISI which many Latin American countries followed at the time. In a nutshell Prebisch [10]
and other advocates including the development economist Singer [12] argued that the developing countries were in a
dynamo of “unequal exchange” as they exported vital raw materials at low value due to the existence of an
unorganised labour force and an abundant supply of labour whilst they imported high cost industrial goods from
developed countries where labour was highly organised and workers received high salaries. Prebisch termed this
trade “unequal exchange between the centre and the periphery”. ISI advocated the philosophy of self-reliance and it
arose out of the economic experience of developing countries which were experiencing balance of payments
deterioration leading to indebtedness and dependency which meant that developing countries needed to produce
what they were importing. In order to cut off dependency, ISI stresses that the state needs to protect infant industries
from foreign competition until such time when they can gain economies of scale to allow them to compete
internationally. More importantly it implicates more economic sovereignty i.e. less dependence by developing
countries on the imports of technology and capital from developed economies.

In response to the problems there was a quest for industrialization by some Asian, African and Latin
American developing countries. This led to negligence of the agricultural sector which suffered from both
institutional and moral support. Most governments laid emphasis on urban investment and rural areas received little
or no attention. Poor infrastructural development in the form of poor transport, lack of water facilities and lack of
farming technology resulted in low output. Many farmers left the land in search of the flourishing urban life
resulting in a shortage of labour in rural activities. Poor farming methods lead to insufficient innovation, cultivation
on marginal land leading to severe erosion and deforestation. In some African countries civil wars and high
occurrences of tropical diseases caused massive disruption in normal farming activities. Moreover the effect of
colonial economies left a very unequal divide between rich and poor farmers. Most crops were geared exclusively
for exports and neglect of the internal markets by post-colonial governments resulted in failure of reformation.

The Contribution Agriculture Makes to Growth?

The agricultural sector is crucially important since billions of people in developing countries live in rural areas and
depend upon agriculture for sustenance. Agriculture still remains a means of livelihood for about 60% of the people
in countries like Indonesia, Sri Lanka, India, Bolivia, The Gambia, Ethiopia, Zaire and Malawi.

Moreover estimates have also shown that women participation in agricultural labour force within
developing countries is very high amounting to about 80% from a recent study [17]. It shows that women do most of
the agricultural work yet they generally lack credit facilities or land ownership.

The Lewis [8] model predicts that agricultural changes occur via an overall shift in the pattern of
investment encouraging increased productivity and better wages. According to Lewis [8] in the initial stage of
industrial development surplus labour from the agricultural sector can be attracted to the industrial sector which
offers a wage above the subsistence wage in agriculture. The industrial’s sector demand for labour depends on the
marginal product. If the marginal product is above the wage rate then more labour would be employed as this would
increase the profit levels of employers. However one consideration within the strategy of agricultural policy in poor
countries is that the growth of the workforce outstrips the rate of job creation in the non-agricultural sectors. The
surplus labour in agriculture contrary to Lewis’s model may remains an unemployed pool as there comes a point in
time where no room is left for absorption of labour in industry. Moreover concentration on industrial expansion
exacerbated income inequality in many developing countries during the 1950s and 1960s and the trickle- down
process took many years before any benefits could be felt by the working population. The Lewis model justified
industrialization policies biased towards capital-intensive production and ignores agriculture’s contribution to
economic development other than labour release.

During the 19th century the production and export of cotton from the UK and dairy products from Holland
gained substantial revenues for development. Even in Cuba in the 1960s the production and export of sugar helped
in achieving massive revenues for development. But there are insufficient reasons for the present developing
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countries to follow the same pattern of historical development pursued in the past by rich countries. Although there
is a large amount of technology and experience to gain from, developing countries face an entirely different and
highly adverse environment from that which existed when present rich countries developed before their industrial
growth. There is stronger competition for export markets than that which existed during the nineteenth century.
Huge barriers are set up against the exports of agricultural products by developing countries and products like sugar
and pulses are subsidized in developed countries. For example although the EU’s cost of sugar production is the
highest in the global markets subsidization enables it to be ranked as the second largest exporter of sugar in the
world. Moreover political and institutional structures are more complex in developed countries determining the
current options for the development of poorer countries.

The Dual Carriageway between Agriculture and Industry

The agricultural sector not only provides output to other sectors but it can be viewed as an important source of
demand for other sectors’ output. To quote Viner [14]: “there are no inherent advantages of manufacturing over
agriculture or for that matter of agriculture over manufacturing”. A thriving agricultural sector is useful for the
manufacturing sector as it provides tax income, supplies food and raw materials to the rest of the population. Raw
materials such as timber, jute, cotton and rubber are all essential inputs for the industrial sector for helping a country
to sustain itself and the production and exports of such agricultural products where the country has a comparative
advantage can help to earn valuable foreign exchange. Agriculture also utilises inputs supplied by the industrial
sectors such as tractors, agricultural tools and equipment. According to Meier [9] the demand for farming inputs
from industry depends upon the dynamic growth in agriculture. Moreover the tertiary sector expands together with
marketing and transport to cater for the additional demand from agriculture. But one setback faced by farmers is
that the prices of such commodities have low price elasticises of demand because when world supply increases,
prices fall placing exports in a disadvantageous position when compared with exporters of industrial goods.

The experience from current developed countries shows that as countries develop, the proportion of GDP
and employment accounted for by agriculture falls. It has been observed that the rise in living standards shape
consumption patterns which increases demand for durable goods and services whilst proportionately less income is
spent on food. The richer developing countries like South Korea, Malaysia, Brazil, and oil-rich countries have
peaked on the size of the agricultural labour force whilst many of the poorer countries need to development
strategies to firstly develop agriculture which spreads timely industrial development. Very poor countries like
Ethiopia and Sierra Leone are still far from this goal.

State of Agriculture in Selected Developing Countries

Sub-Saharan Africa contains most of the poorest countries in the world which are extremely dependent on
agriculture for support. Since the mid 1950s food output per capita has been falling. The decline was 0.4 % annually
from 1960 to 1984 with further decline in the 1990s [16]. Per capita income has been falling since the 1960s in most
of Sub-Saharan Africa. Droughts from the 1960s up until the 1990s have deteriorated their food problems. An
estimate of poverty given by Deaton [3] for Sub- Saharan Africa showed that 49.7 5 of the people are living in
poverty where poverty is calculated as the proportion of the population living on less than $1 a day. Much of the
land mass is not water fed and so will require expensive irrigation schemes to expand it’s potential for cultivation.
The United Nations Food and Agriculture Organization (FAO) has helped to increase the amount of arable land that
can be cultivated. Financing transport infrastructure is very expensive but the governments have also failed to invest
in agriculture. Moreover these countries are highly indebted and are heavily dependent on aid. It must be mentioned
though that Kenya was successful in Schultzian policies as it developed the high yielding variety of maize and
increased its tea output within the region.

China accounts for approximately one fifth of the world’s population and highly deserves attention in any
discussion of agricultural production. Between 1950 and 1978 when the command economy was in operation in
China the growth rates in grain production was as high as the growth rate in population though the full potential of
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Chinese agriculture was not realised. The incomes of the rural farmers were depressed resulting n a loss of morale
and at the same time interregional trade was very limited. The reforms involving more free trade which took place in
agriculture after 1978 led to exceptionally high gains in agricultural production. But removal of intervention in
agricultural markets has led to much higher prices offset a little by a rise in public sector wages. A dramatic revision
of policy reforms since 1979 has led to vast technological improvements and capital inputs into Chinese agriculture
though China also experienced high inflation and income inequality in the 1990s. Technological innovation
increases the welfare of society but market forces works in such a way that that innovating producers may not be
able to increase profits or may suffer from loss of profits. Presently China has been very successful in reducing
poverty to an all time low partly due to the success of the Green Revolution.

Land Reforms

The economic rationale for land reforms is that it reduces land inequality and gives more opportunity to increase
productivity. Griffin [6] argues that land reform is a pre-requisite for agricultural growth. An analysis of economic
development of countries post 1945 by Dovring [2] showed that there is a positive relationship between land reform
and productivity. However the results of land reforms are mixed and it may be a necessary condition but not always
sufficient. Extensive land reforms pursued in Taiwan, South Korea and India resulted in massive gains to
subsistence farmers giving them a chance to engage in mixed farming as well as a sense of worth and identity. Gini
coefficients for land ownership calculated by Todaro [13] showed that Taiwan, and Japan had a low Gini, ranking
them high in terms an egalitarian land structure of ownership. India, Pakistan and Mexico had moderate inequality in
land ownership whilst Brazil and Columbia came out with very high inequality in land ownership. During the 1970s
low productive agriculture stood side by side with an unevenly developed industrial sector in Brazil where there was
a high concentration of land ownership. This has led to high concerns for radical changes to develop a more
egalitarian system which is not only beneficial for poor farmers but for the country as a whole.

Taiwan makes an interesting case for the analysis of agricultural progress. Before 1945 almost two-thirds of
Taiwan’s labour force was engaged in agriculture producing food surpluses for Japan, its colonizer. Agricultural
production between 1923 and 1937 grew by 4% a year when new technology helped to transform agriculture.
During this period a high diffusion of a new high yielding rice was introduced to Taiwanese farmers backed by the
support from local agricultural institutions funded by the USA. Land reforms led to rapid growth in agriculture
during the 1950s and 1960s. Savings from agriculture helped to promote productivity in the industrial sector and
later on mechanisation in agriculture raised the profile of the sector incorporating it as part of the modern economy.

Barriers against Exports of Agricultural Goods

One of the factors affecting the demand for primary product exports is that trade barriers have been erected by the
industrialized nations against agricultural imports from developing countries. Both tariff and non-tariff barriers
which include sanitary laws regulating food and fibre imports, packaging, safety regulations, import quotas and
production subsidies in importing countries are the main forms of protection against agricultural goods both
(processed and unprocessed) from developing countries. These barriers principally operate against the class of
products exported by developing countries. In spite of the Uruguay and Doha round of talks within the WTO forum
there still needs to be much more reduction in barriers against agricultural goods from developing countries by
developed countries.

Another issue at stake is that the export of agricultural goods both (both food and non-food products) have
been subjected to falling demand and prices. One of the factors affecting demand for agricultural goods exports is
that the per capita income elasticities of demand for agricultural foodstuffs are relatively low. When relative
agricultural prices are falling as they have been for the last fifty years (real commodity prices have fallen by 50%
between 1957-1992, (see Todaro [13] and World Bank, [16]. All of these have devastating effects on developing
countries’ export earnings. Even the EU’s Common Agricultural Policy discriminates more against developing
countries’ food exports than the policies that had previously prevailed in the individual EU nations.
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The supply of agricultural products has been affected by the structural rigidity of many developing
countries production systems. These structural rigidities include limited resources, poor climate, arid land,
undeveloped rural institutions and non-productive land tenure. No matter what the global demand for a product is ,
export expansion is stifled by the rigidities facing supply.

Developing nations also face dualistic farming structures where multinational corporations are engaged in
capital —intensive agriculture side by side with low-production farming pursuits. Multinationals have a powerful
position and a strong hold over the production and exports of major agricultural commodities produced in
developing countries. These multinationals are both forward and backward integrated controlling the exploitation of
raw materials, processing, manufacturing and marketing allowing huge economies of scale to be gained. Examples
include Broke Bond control of tea production, Del Monte involvement with pineapple, Cadbury control of tea cocoa
and Nescafe holdings of coffee plantations in Brazil. It remains to be seen what impact globalisation would have on
agriculture.

Research and Development in Agriculture

According to Schultz [11] the transformation of traditional agriculture would bring huge gains in productivity if
there is increased investment in new technology. Schultz argue that traditional farmers have peaked out in
production with existing technology and the usage of modern techniques would benefit farmers’ research. But poor
farmers are unable to finance new technology so state support is necessary to create dynamic changes. However the
impact of technological change creates unequal distribution of benefits as the consumers gain more than producers.
Consumers gain more in the case of inelastic demand as the more inelastic the demand the greater the price
reduction as supply increases. The crux of economic development is that technological change leads to a decrease in
real prices enabling consumers to spend an increasing part of their income on consumer durables.

In agriculture technological innovation increases the welfare of society but market forces work in such a
way that innovating producers may not be able to increase profits. Bhagwati [1] calls this immerserising growth
since increased production and exports leads to lower price and deterioration in the terms of trade.

Estimates show that research expenditure has more than tripled over the last three decades. But research
expenditure in the pacific region and Asia increased more than in Sub-Saharan Africa. As early as 1944 the
Rockefellow and Ford have been involved in the establishment of more than five international research centres
which provided a huge stimulus to the implementation of modern techniques in developing countries agriculture.
The high -yielding varieties of wheat and rice was the breakthrough in agriculture gained from research and
technology transfer by CIMMYT (Centro Internacional de Mejoramiento ) and IRRI (International Rice Research
Institute) leading to the formation of the central features of the Green Revolution. The Green revolution stemmed
from the latter created a huge impact on agricultural yields of rice, maize, wheat and many other crops. In many
cases the new hybrid varieties were adapted by local research centres to suit the local environment. The central
features of the Green Revolution are easily divisible for small farmers (irrigation, fertilizers, hybrid seeds,
fungicides and insecticides) are all scale neutral. According to Griffin [6] it is often found that credit availability
and interest rates are much less favourable for small farmers than for big landlords which still remains the case
presently. While small farmers face a disadvantage as small loans cost more, many subsidised loan schemes are
specially targeted at better —off farmers whereas small farmers have to rely on the higher cost informal loan market.
Such strategies are clearly unhelpful to smaller poor farmers who are vastly out-competed by the big farmers.
According to De Janvry [4] in Latin America there is a self reinforcing nexus of interests amongst large landowners,
industrialists and politicians resulting in benefits to the better off farmers.

India gained substantially from the Green Revolution as it became self sufficient in grains during the 1980s
when previously it was an exporter of wheat. In some African countries the problems of structural deficiencies exist
within agricultural markets and institutions which include lack of rural infrastructure and general government
support. But sometimes local expertise and knowledge have been ignored by international research bodies in the
design of production and agricultural strategies. Critics argue that if research is to be beneficial to poor farmers then
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more attention must be paid to the preferences and ideas of locals and local conditions. In some cases the local
adaptive research programmes have enhanced the value of the international varieties to particular locations.

In the past insufficient attention has been given to drought resistance food crops in Africa or to tree
management whilst the bulk of attention has been given to export crops and a few major food crops. If changes are
to occur amongst the poor the research programmes should be more closely geared to the perception which the poor
have of their problems, to the resource they work with and to their own ranking of agricultural priorities and ideas
for solutions. Very recently research has led to the introduction of New Rice for Africa (NERICA) is a high yielding
rice variety developed to combat attacks by pests and weeds as well as problems of droughts. The New Partnership
for Africa’s Development partly assisted by the FAO has proposed investments amounting to US$250 billion
between 2002 and 2015 to raise agricultural productivity in a sustainable way. Hopefully this can solve many of the
regions’ problems.

Conclusion

In spite of the strong controversy of what is development, there is agreement about certain key criteria of
development as a process which elevates human society economically, socially, politically and culturally. We can
fairly say that the centre-periphery still remains as the economic order especially so since the majority of developing
countries are becoming increasingly excluded from global affluence. There is still much to believe that the future of
agriculture lies in institutional transformation
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Abstract

Descriptive theories of the internationalisation processes of firms are authors’ observations that describe what firms have
done to internationalise. Conventional theories about the internationalisation processes of firms appear less able to
explain observed behaviour in a contemporary global marketplace. This paper posits that management decisions (and
internationalisation theory development) need to be responsive to, and generated in response to pervasive global forces, as
this is the environment all firms must compete in. In a global world that values choice, speed, information, collaboration,
risk transfer, market convergence, business cost reduction and increased consumer value, the focus of theory and model
development to explain firm internationalisation processes might better be shifted towards providing more practical
guidance to firms. This paper seeks to provide a decision framework around international marketing planning and assist
firms to decide ‘what’ they should do in response to the dynamic environment they’re obliged to operate in.

Introduction

Business will not be as usual in Asia/Pacific in the third millennium. There will be new ways of doing business in a
new environment with new players using new communication and product delivery technologies and product
distribution systems. This premise alone questions the validity of theories developed to explain the
internationalisation of firms. This is a function of time and change. As more and more firms internationalise in
greater numbers than ever before for fundamental reasons (and operate in a more dynamic and turbulent trading
environment than ever before), it may now be preferable for academics to provide more practical guidance than to
perpetuate internationalisation theories that explain past behaviour.

The consequences of globalisation has seen increased regional integration of economies and markets
Solberg, (1997) and Rugman, (2001), increased mobility of human capital and skills, and flows of foreign direct
investment across borders. Trade liberalisation has opened markets. The current phase of liberalisation is supported
by rapid progress in technology in telecommunications and transport services. According to Moen (2000) and Jolly,
Alahuhta and Jeannet (1992), ongoing globalisation is believed to have an important impact on the nature of
competition. Like trade liberalisation and regional economic integration, information technology and e-commerce
are powerful and new drivers of change and growth in the Asia Pacific region. ‘Interconnectedness’ is already
drastically transforming regional economies and reshaping how companies operate with one another. Lazer and
Shaw (2000) suggest, ‘As multinational firms increase their global outreach, the interconnectedness and linkages
among companies and countries will intensify,” (p68). The shape of competition and the ‘unit of analysis’ moves
from an individual firm to a network of firms that compete against other networks. Elements of Porter’s ‘value
chain’ undergoes change that effectively reflects vertical integration and interdependence between companies.

Internet and e-commerce applications are affecting the basis of competition by radically altering the buying
behaviour of all businesses and consumers. Possibly even increasing competition by fostering lower prices and
improving service delivery. IT and e commerce offers companies opportunities to build an infinite number of end
customer relationships that will increasingly threaten and transcend middle layers of the supply chain. Consumers
seeking information about products will be less reliant on intermediaries to identify, filter and deliver options. As a
consequence of these factors conventional customer definition, supply chain management practice and basis of
competition are rapidly becoming redundant.

The global pervasiveness of broadcast media is an enormous ‘driver of change’ and has added weight to
academic and commercial arguments about consumer convergence (Levitt 1983), (Czinkota and Ursic, 1984), (Bell,
1995), (de Chernatony et al 1995), (Schlegelmilch and Sinkovics, 1998), (Ohmae, 2000) in many industries,
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especially consumables Schlegelmilch and Sinkovics (1998). Further, not only are consumer needs converging and
homogenising, but they transcend geographical borders making the unit of analysis no longer country by country.
Consumer and businesses are demanding similar satisfactions driven by new communications (IT and broadcast
media) and faster transportation and product delivery options. Global competition intensifies and product choice
increases. Herein lie enormous implications for marketers and marketing academics. How do conventional theories
of firm internationalisation fit with these global phenomena?

In his empirical study Fletcher (2001) proposed a holistic model of internationalisation with recognition of
a dynamic global business environment. To empirically test the model Fletcher (2001) suggested an operational
model with four distinct constructs and a fifth construct, which he called ‘linked’ that placed his model within a
network perspective as well as an ‘environmental’ approach. He was very critical of what he terms,

“...early approaches to internationalisation, such as the ‘stages’, ‘learning’ and ‘contingency’

approaches [which] were developed on the basis of empirical surveys of past export practices in

the US and Europe in the 1970s and 1980s, the ...changes in the international business

environment mean that such approaches may no longer be relevant. These changes in the

environment call for a new approach that embraces a more holistic view of internationalisation,” p

29.

Fletcher is not specific about what the ‘changes in the international business environment’ are, as this paper
suggests, but agrees that a new and more holistic approach to internationalisation is appropriate now. That is, a
contemporary approach to business development that embraces awareness of, and awareness of the impact of global
forces and in turn, the measured responses (marketing activities) of exporting firms transpire.

Conceptualisation

Understanding this paper and research area might best be achieved by constructing a conceptual framework around
what the author considers is the essential problem. Rather than understand the process of internationalisation the
paper posits there a salient ‘marketing problem’” exists. It concerns managers’ ability to recognise there are pervasive
and ‘impactful’ forces operating in the global marketplace. And that these forces need to be identified and evaluated
with implications determined for their international business operations. The entire problem however, is not only
about recognising, identifying and evaluating forces and trends at play in his environment, but just as importantly, to
determine what decisions need to be made and what ‘responses’ are appropriate. Potentially, otherwise, business
responses may be impulsive and/or ill conceived. Il conceived decisions are very probable if pervasive global forces
are not recognised at all or their impacts are misinterpreted or underestimated. The problem is essentially about
strategic pathways, global marketing management and simply making better marketing decisions. It can be
conceptualised in the following manner, Fig. 1.
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FIG. 1: CONCEPTUALISING THE INTERNATIONALISATION PROBLEM

Companies need a clear understanding of the relationships between pervasive external forces and trends
that impact upon growth, and well conceived marketing ‘responses.” The consequence of businesses not recognising
this is equally evident. A poor understanding of external factors or intelligence gathering ability about possible
opportunities/markets by exporters, may lead to ill conceived or impulsive responses. For example,

e “Lets develop an e-commerce strategy,” or

e “Let’s enter China” (new market development), or

e  “Lets appoint this distributor” (assuming this is the appropriate market entry mode and that this is the most
suitable distributor) or

o Lets “cluster’ with other similar companies and meet capacity constraints

Heresy? “Of course firms need an e-commerce strategy these days.” But why does it need one? Why
cluster? Why diversify markets now? This conceptualisation is an attempt to tie these decisions to the fundamental
reasons to make them in the first place. Addressing fundamental issues of marketing, resource and capability.

The four essential elements of this model seek to provide a decision making process that addresses
internationalisation problems in a reasoned and integrated manner.

The business planning begins by defining the key ‘exposures’ the firm/industry faces (Box 1). These
exposures may represent a mix of threats and opportunities. Box 2 identifies the implications of these exposures and
opportunities. Box 3 details significant business decision areas that are (un) consciously made by managers. Box 3 is
also about strategy development. Finally, Box 4 are the responses and actions the entity makes. A decision support
framework.

Global Forces and Trends (Box 1)

e The widespread pervasiveness of global broadcast (Western) media and its content

e Increasing regional integration (Solberg 1997, Lazer and Shaw (1999), Rugman (2001) witness CER, ASEAN,
ASEAN Plus Three, NAFTA, MERCOSUR, EU and common currencies, with 10 new members ratified in
6/04")

102



e Trade liberalisation and the opening of markets (Lazer and Shaw 1999, DeRosa 2000, Sacha 2001) topical
developments such as new trade agendas at multilateral trade forums eg agriculture at WTO 11/01’,
China/Taiwan’s entry into the WTO 11/01°)

e New multi and bi-lateral trade negotiations that are forged between Government Ministers and their foreign
counterparts (NZ & Hong Kong 2001, NZ & Singapore 2000, NZ & Chile 2000 & 2001, NZ & US negotiations
currently and also NZ & China)

e  Structural changes in the way markets operate and are regulated (Lazer and Shaw 1999, Lowengart and Mizrahi
2000)

e ‘Consumer convergence’ (Levitt 1983, Czinkota and Ursic 1987, Bell 1995, de Chernatony et al 1995,
Schlegelmilch and Sinkovics 1998, Ohmae 2000) and the internationalisation of lifestyles (Douglas and Craig,
1999)

e Economic and business cycles (Weber 1996, Lazer and Shaw 1999)

o Unexpected ‘wildcards’ (Trade NZ 1996, Petersen 1997, Cornish 2003) for example the Asian economic crisis
of 1997-8, Sept 11, geopolitical crises Iraq 4/03’, SARS 5/03,” Bird Flu 4/04,” tsunami 12/04’...)

e Global branding issues including their decline/demise (The Economist, 8/9/01 p 26-28) and

e Last but not least, the diffusion and rapid adoption of IT and e-commerce technologies by both exporters and
foreign customers (Vlahos 1995, Molloy et al 1995, Hamill 1997, Hamill and Gregory 1997, Schlegelmilch and
Sinkovics 1998, Lazer and Shaw 1999, Douglas and Craig 1999, Cummings et al 1999, Heintze et al 2000).

Lazer and Shaw (1999) suggest,

‘Marketing managers will have to give increasing attention to company specific implications

of WTO rulings, IMF pronouncements, G7 meetings, regional trading block arrangements,

government actions on trade and tariffs...(p72).’

Lazer and Shaw don’t go far enough to illustrate the host of other externalities that managers have to be
mindful of but the relevance of their statement is clear; that managers will have to be more diligent than in the past
because of a more turbulent external environment. These “drivers of change’ encourage managers to come back to
the basics of business planning beginning with review or audit of the situation. This invites fundamental questions.
These may be a revelation to practitioners and academics alike whereby challenging conventional thinking,
commercial practice and approaches to IM strategy development.

These forces can be made or interpreted to be industry specific. The corollary of this is that industry
specific and customised responses may be made that reflect the reality of industry global trade.

Managerial Implications (Box 2)

There are significant implications for firms and entities given an understanding of the impact of these ‘drivers of

change’ upon international business. These include a need to redefine their...
= Customer groups (who are our future customer groups, what do they look like and how do we reach them?)
=  Global supply chain management (both forward and backward, what partner characteristics do we need?

What do we want them to do?)

= The nature of competition (can companies continue to operate independently or are interdependencies (to
source and supply) salient for competitiveness? What is the new nature of competition? and ‘business to
business’ relationship management?)

= Risk transfer to local partners, (Osland 1994))

= Dis-intermediation trends and consequential product distribution and channel selection

= Company location issues (how can companies operate from fewer locations yet find, keep and supply a
wider array of customers?)

= Increasing global competition and the greater proliferation of products and consequently, greater consumer
choice. More discerning consumers (what is the appropriate basis of competition we should adopt?)

= Market research and market intelligence gathering systems.

These are big issues. How are companies responding to these paradigm changes that reflect a contemporary
global business environment?
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Research has looked extensively at ‘internal’ or “firm specific’ determinants of internationalisation and
performance (Cavusgil et al 1993; Diamantopoulos and Schlegemilch, 1994; Thirkell and Dau (1998), and
specifically product attributes (Day and Wensley, 1988; Cavusgil and Zou 1994; Terpstra and Sarathy, 2000), firm
resources (Reid 1982; Terpstra 1987), resourced based theory (Grant 1991), firm capabilities (Aaker 1988) and
linking resources, capability and competitive advantage in studies by (Grant, 1991; Day and Wensley, 1988). Other
bodies of research have focused on government influence via export development programmes and assistance etc
(Cooke, 1991; Julian, 1995). However, this literature has not been written with a view towards the externalities of
the global trading environment that prevailed at the time these were researched.

Strategy Development and Decision Areas (Box 3)

This framework is iterative. Table 1 details the business decision and strategy formation areas that reflect analysis of
the implications (Box 2) of the ‘drivers of change’ mentioned in Box 1. Much of the rest of this paper discusses
elements of strategy development.

TABLE 1: BUSINESS DECISION AREAS AND STRATEGY FORMATION

Decision Areas Dimensions

Market performance measures = How do/should companies determine when they should or need to diversify
their market and supply activities?

= How do companies determine business exposures?

= What economic and financial market performance measures should they use?

Resource allocation . How should resource allocation be determined?
= Commensurate with market/segment investment priorities?
= and actual and forecast return?

International market portfolio ] How are markets/segments rated against each other according to market share,
management ROI and other objectives for being in each?

Global marketing management and = IPLC analysis, customer and competitor analysis, internal objectives by
positioning market and product

Company location issues = Business done over ‘the ether’ is forcing a change in the physical nature of

firms. Will companies need multiple locations in all markets?
= Are there contemporary mechanisms that allow companies to expand their
reach, product supply and customer servicing abilities, yet operate from fewer

locations?
International market selection (IMS) = When should companies do this? Importantly, is the validation to (further)
internationalise solid?
= How do they go about this fundamental activity?
= Is market concentration preferable to diversification? What circumstances

lend to diversification rather than market concentration? How do companies
determine which strategy is appropriate?

Market entry strategy (MES) = How should companies determine entry mode and international marketing
development plans based around the corporate and marketing objectives (of each market)?
= How should market investment alternatives be evaluated to determine the

trade-offs to be made?

= What contemporary thinking would lend towards long term and sustainable
market development mechanisms? That is, mechanisms beyond simple
indirect exporting.

Product strategy = Do companies ‘customise or standardise’ their offerings in light of their

understanding of their markets?

= Is there growing homogeneity amongst previously disparate markets that will
simplify marketing mix decisions?

= How is ‘brand strategy’ affected by these trends? And what is the value of our
‘equity’ now?

= Does ‘product management’ take a different form? NPD? Product and market
lifecycles?

International supply chain management = Do companies compete by themselves or do the combination of the linkages
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(forward and backward integration) and forged with other companies (hetworks) compete?
company inter-dependence. = Should company thinking reflect network competition rather than their
individual entity competition?
= Does this contemporary thinking transfer risk? And is this a desirable goal
anyway?
= Is there a correlation between supply chain management decisions and market
entry mode choice?
Forward and scenario planning, and = Avre these still relevant disciplines in global environments that are ever more
sensitivity analysis uncertain and more turbulent than ever before?
= Can alternative scenarios be adequately envisioned in these contemporary
times?
E-commerce, intra company = Is this important? Why?
‘interconnectedness.’ = Is this decision supplier, customer or competitor driven? Does it matter?
Developing a competitive model = What is the appropriate and contemporary ‘business to business’ model?
= How do companies determine this?

These decisions are not new. They are already, either consciously or unconsciously being addressed by
managers. What is perhaps more important is that they are addressed in isolation of a framework that does two
things

e  Links them together in a holistic manner and,
e Validates each decision against a better understanding of the reasons for it in the first place. ‘Trade-offs’
can be made after careful evaluation.

What is the alternative for competition in a modern global environment?

We should imagine a third column to Table 1 entitled the *Answers.” These answers are also known to us
(marketing academics) and to a varying extent, practitioners as well. The answers are a mix of theoretical concepts
often grounded in practice and may also be described as ‘best practice.” The pathways to answer each one of these
decision areas may be disciplined and proven by academic/empirical research. Practitioners may not always be
operating to best practice standards and herein lies another challenge for academic educators and Crown export
development agencies to disseminate and transfer what may be described as best practice knowledge.

Strategy Development Discussion

Wild cards will always be played. Imagine your own delight (or despair) when the left bow is played. It’s played
when it should be by you or your partner, or when expected, or not. The key in global commerce success however, is
how companies do respond when their environment is dealt a wildcard (a new competitor, a new competitive
product, compliance change, change in channel configuration, consumer preference change, geopolitical
upheaval...)? How should these scenarios be planned for and pathways charted that take into account sensitivities
when forecasting? How can any of these scenarios reveal the extent of exposure?

Alternatively, can companies create ‘wild cards’ or outcomes that advantage themselves? For example, a
new technology, breakthrough in product development or new delivery channel to market, a precise redefinition of
customer groups that competitors have not realised, other developments that extend competitive advantage?
Generating and responding to wild cards should be a part of strategy development.

China and Taiwan’s admittance into the WTO (WTO Doha, Qatar 11/01°), might be the single largest
influence on Australasian companies’ international market selection decisions in 2003 and beyond. China’s entry to
the WTO means relaxed market access barriers in accordance with a rules based system advocated by the WTO.
With its mass market potential, world beating cost base, high skills level and intensive internal consumer demand it
has a strategically dominant position in the minds of many Australasian exporters who previously would have
concluded the barriers to entry into China are too onerous including psychically difficult. The demand prospects
alone of consumerism are expected to significantly weigh China as a priority new market for entry and development
by Australasian exporters. This risks displacing any ‘methodical process’ exporters may use to determine
international market selection (let alone valid reasons to diversify in the first place).
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In addition to trade liberalisation and regional integration trends, business done over ‘the ether’ is forcing a
change in the physical nature of firms. Will companies need multiple locations in all markets? Possibly not in the
future. The company location decision is a relatively new and exciting area in the global management area. In part,
this area of decision-making has been driven by IT and e-commerce as much as being responsive to market
demands. IT systems linking downstream supply allows commensurate resource allocation according to (future)
market value. IT and e-commerce practice is also both a reflection of and driver of new values (choice, speed,
consumer value, collaboration, risk transfer, cost reduction etc). We might expect to see further advancements in IT
and e commerce enabling companies to develop strategies of broader geographic reach yet operate from fewer
physical locations based on real time information management. A combination of wireless and broadband
technologies, revised ‘forward and backward’ supply chain management arrangements and contemporary in-market
investment mechanisms including appropriate network partnerships will set in place a company’s forward growth
pathway including its physical infrastructure.

Blankenburg (1995) and Fletcher (2000) provide models that offer more holistic views of the external
environment facing the firm. Blankenburg suggests that the firm may perceive this environment as one that
comprises both internal and external perception of the forces that comprise the external environment. The model
views markets as being structured as networks, with the focal firm, to some extent dependent upon its connected
actors and their interactions. Our posit has not changed despite discussions of relevant and semi relevant models in
that model and theory development needs to first identify both external forces and the commercial environments and
necessarily be responsive to both.

Crick (1995) found that decisions to enter markets with a perceived low ‘psychic distance’ were less
important than decisions based on global trends in technology markets and relations in networks. The markets
served were perceived to be those with growth opportunities for a firm’s particular niche products, i.e. the desire to
be close to particular customers played a major role in the decision to invest in subsidiaries overseas. Initial modes
of market entry tended to be limited, but the types and pace of further internationalisation varied.

Burgel and Murray (2000) suggest