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Abstract

This study focuses on the analysis and assessment of competitiveness within the
Uruguayan broiler industry. Porter’s (1990) ‘national diamond’ was selected as the

appropriate framework for analysis and was applied to the six major Uruguayan broiler

firms.

This research reveals that the unique characteristics of the Uruguayan broiler industry are
successfully accommodated within the selected framework to explain the success of the
broiler industry against other meat substitutes. Therefore, this study has confirmed Porter’s
(1990) diamond system as an adequate conceptualization of success in the Uruguayan
broiler industry. These results are consistent with those found in the existing literature,
lending support to the view that Porter’s (1990) model seems to be applicable to

developing countries such as Uruguay.

However, some modifications of the model are required to fully explain the progress of
this industry. This research project presents an adaptation of Porter’s (1990) ‘diamond’ to

the singularities of the firms investigated in this study.

This study opted for an industry-level case study research strategy that is operationalized
through in-depth personal interviews with owner directors and managers in six of the seven
possible organizations within Uruguay. This is augmented by further data collection
(additional interviews) through sources in government and market relevant bodies in order
to generate information on the national context. The selected research method showed its
utility for the investigation of weaknesses and strengths within the Uruguayan broiler
industry. These findings were used to accomplish the second objective of this research
which was to elaborate policy recommendations out of the primary and secondary
collected data that would help Uruguayan broiler firms to compete with international

broiler firms in a regional economic block (MERCOSUR) without barriers.
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Chapter 1

Introduction

This is a time of great change in Uruguay. The reality of the Common Market of South
America (MERCOSUR) union working as an economic trade block comes closer. Until
now within MERCOSUR (it has four members: Argentina, Brazil, Paraguay and Uruguay),
the agreement has not been fully implemented. Some industries have requested the
adoption of an ‘adaptation regime’. This adaptation regime has allowed these industries to
benefit from various measures of protection, such as tariff and non-tariff barriers that have
given them the possibility of competing in isolated environments. As the process of
integration continues, the barriers, which have protected some industries such as poultry or
wine in Uruguay, will disappear. This will create a new competitive environment for the

companies that exist in those sectors.

Several uncompetitive Uruguayan companies belonging to industries such as sugar,
plastics, and orange juice have collapsed during the integration process. However,
MERCOSUR has also been beneficial for some Uruguayan companies and for the
Uruguayan economy as a whole. In fact, Uruguay has clearly increased its exports within
the MERCOSUR market. To get full benefit from their integration within the
MERCOSUR trade block, Uruguayan companies in different sectors and sub-sectors have
to be prepared and adapted in order to compete successfully with international Brazilian

and Argentinian companies (the ‘big players’ of MERCOSUR).

Recently, multinational supermarkets have started trading in the Uruguayan market.
Evidence from other countries reveals that these companies show a clear desire to purchase
products from the cheapest source, irrespective of where they are in the world. Therefore,
Uruguayan food companies cannot take for granted that their products will automatically

find a place on such highly competitive sales counters.

This research is concerned with an analysis of Uruguayan broiler competitiveness in this
new scenario, where MERCOSUR would operate free of any barriers. Until now, a
‘sanitation barrier’ has isolated and protected the Uruguayan broiler industry from

neighbouring markets. This measure has affected other countries, by making it impossible



to export fresh chicken products to Uruguay. This protection has permitted technological
investment and an improvement in the efficiency of some of the links in the chicken food
chain but within the comfort of a protected environment. If Uruguayan broiler companies
do not improve their competitiveness, they may be displaced by Argentinian or Brazilian
broiler firms. The elimination of trade barriers would not only affect the broiler industry

but also other agribusiness industries that would have to compete with Brazilian and

Argentinian firms.

Contextualization
Competition in regional trade agreements has been widely studied in many parts of the
world. Competition in regional trade agreements has been given a lot of attention from
both business entrepreneurs and academia. However, there is not much research about how
competition may affect industries belonging to trade agreements in a customs union where

all participants are developing countries as in MERCOSUR union.

In order to fulfil the need of studying the impact that MERCOSUR union may have on the
competitiveness of the Uruguayan broiler industry, this thesis covers the theoretical
foundations behind the ‘competitiveness’ concept and critically reviews some of the
relevant theories on international trade and competitive advantage to have been developed
to date. From that review, Porter’s (1990) diamond system was selected as the most
suitable framework to analyse the success of Uruguayan broiler firms over the industry’s

42 years of history.

Porter’s (1990) diamond system is a comprehensive model that has the ability to
incorporate concepts from traditional trade theory, new strategic trade theory and the role
of innovation introduced by Schumpeter (1934). Porter’s (1990) framework explains how
industries belonging to particular countries can achieve and sustain international
competitiveness. His approach recognises the influence that industry drivers and
exogenous factors have on firm’s level of competitiveness. Moreover, Porter’s (1990)
approach has the advantage of being developed through the use of case studies. Traditional
trade theories lack the depth of understanding of complex relations achieved by Porter
thanks to his use of diverse case studies from ten different national contexts. Porter’s
(1990) ‘diamond’ provides a useful theoretical framework to study competitiveness of

particular industries in a wide range of cultural, spatial, and temporal contexts.



The application of Porter’s diamond system to the Uruguayan broiler industry permitted to

accomplish the principal objectives associated with the study.

The conceptual objectives of this study are:

1.

il.

To confirm Porter’s (1990) theory of competitive advantage in Uruguay. The study
uses the Uruguayan broiler industry as a vehicle for investigating the validity and
generalisability of Porter’s (1990) diamond in a developing country.

To amend Porter’s (1990) diamond to take into consideration those factors and

pressures that have shaped the development of Uruguayan broiler firms.

The empirical objectives of this study are:

1ii.

1v.

To evaluate what MERCOSUR’s implications are for the competitiveness of the
Uruguayan broiler firms.
To evaluate the feasibility of Uruguayan broiler firms to compete with international

firms (from Brazil and Argentina) in a regional market without barriers.

The study also has the following policy objective:

V.

To produce policy recommendations out of the findings of the interviewed
companies, literature review, and secondary data that would help Uruguayan broiler
firms to compete with international Argentinian and Brazilian firms in a regional

market without barriers.

The Structure of the Thesis

This thesis is structured around ten chapters. Figure 1 outlines the structure of this study.

Following the introduction chapters two, three, and four cover the literature review.

Chapter two provides the conceptual framework of the research. The chapter begins with a

review of the theoretical foundations behind the ‘competitiveness’ concept. It then

discusses the relevant theories on international trade and competitive advantage to have

been developed to date. From this discussion it is concluded that Porter’s (1990) theory of

National Competitive Advantage is the most suitable framework to apply to the Uruguayan
broiler industry.



Chapter three analyses the development of the world poultry industry with particular
emphasis on its rapid growth. It identifies the key issues that have helped to shape the

success of the poultry industry as well as those aspects that will affect the future evolution

of the world poultry market.

Chapter four reviews some major works on regional agreements. In particular, the chapter
concentrates on the main characteristics of MERCOSUR and its impact on the Uruguayan
economy. The chapter ends with an analysis of the future of MERCOSUR. Chapter five
examines the literature concerning environmental politics and trade liberalization. This
chapter focuses on market failures within the MERCOSUR region and discusses what
could happen to the Uruguayan chicken industry if the cost of production was internalized.
This provides the basis for the development of environmental policies (discussed in chapter

nine) aimed to improve the competitiveness of the Uruguayan broiler industry.

Chapter six continues with an analysis of the poultry industry but now it concentrates on
the MERCOSUR and Uruguayan broiler industry. The chapter also explains the relevant
role that agriculture products (mainly poultry) play in the Uruguayan economy and
identifies major barriers to the free flow of food with particular emphasis to the intra-

regional trading and transport network.

Chapter seven details the research methodology employed in this study. It presents a
justification for using a qualitative approach and describes in detail the process followed to

analyse the collected data. It then outlines the strengths and limitations of the research.

Chapter eight presents the data of the in-depth interviews from six firms belonging to the
Uruguayan broiler industry and government employees involved with the industry. The
first section is concerned with general aspects of Uruguayan broiler companies while the
second section concentrates on those aspects that are relevant to test all components of

Porter’s (1990) diamond system.

Chapter nine provides a discussion of the results in the context of the research objectives
outlined in chapter one. Finally, chapter ten presents an overview of the main findings of
the research and draws out the resulting implications and the potential contributions to

knowledge. This chapter also reflects on the significance of the findings and their



implications for other Uruguayan agro-food industries and considerations for future

research.
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Chapter 2

Competitiveness and Trade

This chapter starts by covering the theoretical foundations behind the ‘competitiveness’
concept. It continues with a critical review of the relevant theories on international trade to
have been developed to date. These theories provide useful concepts for understanding
competitiveness and trade. The review of international trade theories discusses the main
arguments, assumptions, and then critiques the classical economic theories. Then the same
approach is applied to the neoclassical trade theory and the new strategic trade theory.
Competitive advantage theories are subsequently reviewed in the last section of the
chapter. The main objective of this chapter is to determine the most suitable framework to
apply to the Uruguayan broiler industry. A critical debate about the selected theories is

presented through out the chapter and summarized in the discussion section.

The Competitiveness Concept
There is no general consensus about the meaning of competitiveness. It is a broad and
controversial topic. In fact, the term is far from straightforward and has been used in many
different ways and contexts in economics and business management. As a result, there are
many definitions, theories and different measurements revolving around the concept of

competitiveness.

Originally, the term competitiveness arose from the business literature and has been
subjected to different interpretations depending on the context in which it is used. For
instance, Feurer and Chaharbaghi (1994) define competitiveness in a holistic way.
According to these authors, a definition of competitiveness must encompass the following

two points:

i.  competitiveness is relative and not absolute; and
ii. competitiveness depends on shareholder and customer values, financial strength,

and the potential of people and technology to implement strategic changes.

Turok (2004) argues that competitiveness is a function of complex relationships between

the following variables:



i.  the ability of firms to sell their products in competitive markets;
ii.  the value of these products and the efficiency of production; and

iii.  the utilization of human, capital, and natural resources.

Economists interested in evaluating a nation’s competitiveness have focused on growth
rate and standard of living. Supporters of this definition maintain that a competitive nation
should be able to provide employment without compromising the growth potential and
standard of living of future generations (Landau, 1992). Porter (1990) offers a different
approach to nation’s competitiveness. He suggests that competitiveness does not stem from
the economy as a whole but from the firm and therefore the analysis should be
concentrated on specific industries and industry segments. Competitiveness is seen under
Porter’s (1990) view as the result of the outcome for competitive advantage against foreign

rivals in particular segments and industries in which products are created.

The value of the firm upon competitiveness has been addressed by various economists. For
them, competitiveness relies on the ability of firms to deliver goods sought by customers at
better prices than competitors while earning at least the opportunity cost on resources
employed (Sharples & Milham, 1990). At the industry level other economists define
competitiveness as the ability of a group of firms with similar characteristics to compete
with a group of firms in another sector or with the same sector in foreign markets. A
particular industry is competitive when it is able to profitability gain and sustain market

share in domestic and/or foreign markets (Coffin, Larue, Banik & Randall, 1993).

Rooted in early works of economic theories, such as Nelson and Winter’s (1982), and
industrial organization (IO), the resource based-view (RBV) argues that those firms with
the ability to accumulate and acquire valuable, rare and non-substitutable resources and
capabilities can achieve competitive advantage over competing firms (Barney, 1991).
According to the RBV theory competitiveness cannot be attributed to differences in
industry conditions but to firm’s unique capabilities such as technical know-how or

managerial ability that may translate into competitive advantage (Foss, 1997).

The strategic management school defines competitiveness as the ability to profitably create
value through product differentiation or cost leadership. According to this definition a

firm’s competitiveness is related to those factors of production affecting cost and demand



structure. This definition was later refined by Kennedy, Harrison, Kalaitzandonakes,
Peterson, and Rindfuss (1997) who included the concepts of qualitative as well as

quantitative measures on the evaluation of competitiveness.

Finally, some writers maintain that competitiveness should be associated with the
industry’s ability to respond quickly to shifts in market demand and changes in technology.
In other words they stress the value of flexible production as the driver to enhance

productivity growth and competitiveness (Best, 1990).

Looking at the many definitions of competitiveness, it is easy to get confused between the
concept of competitiveness and competitive advantage. Competitiveness is a comparative
concept that assesses the ability of a nation, industry, or a firm to supply goods/services in
a given market. Competitive advantage refers to those firms that deliver either the same
services as their competitors at a better price or they deliver better services/goods than their

industry rivals (Smith, 2006).

Even though there is no unique definition for competitiveness what is important is to
review the theoretical foundations behind the different approaches in order to identify
bases of competitiveness. Thus, this chapter continues with a review of relevant theories on
international trade and competitive advantage (from Ricardo to Porter) and critically

discusses the different approaches to competitiveness.

International Trade Theory
This section will critically review international trade theory. There is a vast range of
theories to explain the patterns of nation’s exports and imports dating back to the work of
Adam Smith and David Ricardo in the eighteenth century. Theories developed by these
authors were based on the success of England in the fields of industry and trade. Both
Ricardo and Smith supported the view that free trade was the route to achieve production

efficiency at a global level (Sen, 2005).

Changes in international competition such as the rise of multinational corporations have
weakened the traditional explanations for why and where a nation exports. New theories
have attempted to embrace these changes providing new explanations for why some

nations are more competitive than others. International trade and foreign investment have



created opportunities to boost national productivity. International trade can help a nation to
raise its productivity by specializing in those industries in which its firms are more
productive and importing those products where its firms are less productive than foreign
competitors. However, free trade also implies a threat to national industries, as they will
have to meet productivity standards of foreign companies. This is the main challenge that
the Uruguayan broiler industry would face if MERCOSUR starts to fully operate and

poultry firms from Brazil and Argentina can access the Uruguayan market.

Traditional Trade Theory
Traditional trade theory aims to explain the reasons for what goods are traded between
nations, in which amounts and with whom they are traded. In traditional economic theory,
which dominated the 18™ and 19™ century, the focus was put on the economy as a whole
and the interaction of separate decisions by capitalists and labour in the market to generate
economic wealth. Theories at that time pointed at the desire of individuals to maximise
their profits as the main driving force of economies. In that context the success of a firm
was seen to be related to how well the production process was organized through the

division of labour and demand for its products (Smith, 1776).

Theory of Absolute Cost Advantage

Adam Smith (1776) was the greatest proponent of classical economies. He maintained that
the main reason for individuals to enter into business was to maximize their profit.
According to Smith (1776), the division of labour in large-scale industries in England
created the conditions for lowering labour costs, which guaranteed effective competition
between countries. Smith’s theory of absolute cost advantage states that nations should
produce and export those goods in which they have an absolute cost advantage compared
to other nations. This theory fails to address the size of the countries. According to the
theory a larger country would have an absolute advantage in the production of all goods

compared to a small country. However, trade between countries of different sizes occurs.

Another weakness of Smith’s theory is that it concentrated on macroeconomic aspects but
overlooked the microeconomics of individual firms. The theory worked to some extent
when it was developed because at that time some of the conditions of perfect competition
were in evidence. However, the classical economics approach would not resist scrutinity

when applied to economic systems in today’s world. In the “real world™ perfect
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competition is utopian and unrealistic because of the existence of monopolies, products are
rarely homogeneous, there is imperfect knowledge about the market by buyers and sellers,
and because free market entry is a rare occurrence. Moreover, economies rarely revert back
to a state of equilibrium with a balance between supply and demand, minimal inflation,

adequate investment, and full employment as Smith’s theory would suggest (Helpman,
1984).

Self-interest of producers might not bring economic benefits for the economy as a whole,
as Smith claimed, because some producers might be willing to keep producing at the
declining stage for too long. Another problem of classical economic theory is the narrow
interpretation of the concept of self-interest. According to supporters of the theory, self-
interest is only associated with material rewards, so it fails to take into account other
factors of motivation that do not include material rewards. The final criticism of the
classical economic approach is that it fails to address the influence of distance on the

operations within an economy (Ethier, 1982).

Theory of Comparative Advantage

The theory of Adam Smith was some years later refined by David Ricardo (1817) who
attributed the international success of industries to labour productivity differences between
nations. He claimed that market forces would allocate a nation’s resources to those
industries where it is relatively most productive. According to his theory of comparative
advantage, all countries can gain from trade as long as they specialize in what they do best
and as long as the international terms of trade are different from the domestic opportunity
cost of production (Murphy, 2001). In this theory, a nation will export those goods in
which it has a comparative cost advantage and import those goods in which it has a
comparative cost disadvantage (Abbott, 1998). David Ricardo (1817) argued that a nation
might import a product even if it could be the lowest-cost producer, when the nation is

more productive in producing other goods.

In spite of being one of the most popular and oldest theories to explain patterns of
international trade, there are several limitations of the theory of comparative advantage.
Some scholars pointed to the fact that the Ricardian theory omits factors of production,
besides labour, leaving out important determinants of comparative advantage such as

capital and natural resources and it wrongly assumes that countries specialize in the
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production of tradable goods (Leamer & Levinsohn, 1996). However, the reality has

shown that import-competing sectors seldom disappear in the face of foreign competition
(Golub & Hsieh, 2000).

The theory of comparative advantage is built upon two goods that are traded between two
countries. Nevertheless, trade is usually conducted between individuals and firms rather
than nations. Since individuals and firms are engaged in trade, Ricardo’s (1817) claim that

trade increases the welfare of all countries may not always be the case (Prasch, 1996).

In the early nineteenth century capital flows were absent or insignificant. Therefore,
Ricardo (1817) developed his model without giving consideration to capital flows.
However, this has not been the case for a long time and therefore, Ricardo’s theory should
be modified to take into account the impact of capital flows (Peach, 1993). For instance,
Ricardo assumed that all profits from trade would be reinvested in the country. However,
multinational corporations will deploy their profits whenever they can maximise their

profit margins and not necessarily in their own countries (Barnet & Cavanagh, 1994).

The Ricardian model has also been criticised for its assumptions. According to some
authors the theory has failed to recognize the role of transportation costs. Transportation
costs are not zero as Ricardo assumed and they place barriers to the movement of goods
affecting the world economy (Isard & Peck, 1954). The Ricardian model also assumed that
there are no environmental externalities. Ricardo’s model claims that all costs and benefits
originating from the process of production are fully considered and paid. There are
multiple examples indicating that this is not the case and that the model is not capable of
handling environmental costs (Shaiken, 1993). The theory also assumed that there are no
costs and perfect mobility of all resources including labour. However, employees from
companies that go bankrupt are rarely redeployed without costs. In fact, some reports
indicate that employees who lose their jobs are likely to be employed in jobs that pay less
money than in their previous job. This happens because the skills required for a job in a
particular firm are specific and often cannot be applied in other firm (Jacobson, Lalonde &

Sullivan, 1993).

According to Craven (1964), the theory of comparative advantage did not work as a

predictor of the direction of trade. This author argued that the Ricardian model failed to
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incorporate the impacts of decreasing cost conditions that are a result of accelerated
technological change. Due to technological changes the world has witnessed variations of
productivity, a decrease of prices and a rise of real incomes of some sectors of the
population. In that context, demand conditions may play a more relevant role than price

differences and comparative advantage has a lower impact on trade.

Neoclassical Trade Theory
From 1870 onwards the neoclassical approach became an important alternative perspective

on economic analysis.

The Supply and Demand Curves Theory

Alfred Marshall (1890) was the precursor of a line of thinking that concentrated on
marginalist concepts such as the cost of a product, determinants of product value, and
consumer utility. The neoclassical economics approach also looked at the influence of

plant size, economies of scale, and the temporal dimension of production runs.

Neoclassical theory highlighted the profit maximization function at the firm unit. The firm
is seen as a place to transform inputs into higher-valued intermediate and final products.
Neoclassical economists are recognized for the development of important concepts such as
supply-demand curve equilibrium analysis and a mathematical treatment of the price
mechanisms. The difference between classical and neoclassical economics is that while
classical economists concentrated on the source of wealth and the division of wealth
resources between labour, landowners and capitalists, neoclassical economics stressed the

importance of the allocation of scarce resources to meet consumer demand (Bharadwaj,

1989).

Neoclassical theory is based on many assumptions that aim to simplify the explanation of

how firms and consumers behave in the market place. These assumptions are:

i.  that production cost curves are U-shaped;
ii.  that the marginal utility that consumers have for products puts constraints on
ultimate market demand for those products;

iii.  that all firms seek to maximize their profits;
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iv.  that resources not used for production will be allocated to increase the firm’s

production capacity;
v.  that supply and demand curves determine the market equilibrium price a good sells
for and the amount of good sold in the market;
vi.  thata firm is a single product system;
vii.  that economic interactions occur independent of spatial factors; and

viii.  that managers will always try to maximize profits and economies of scale

(Bharadwaj, 1989).

The available critique indicates that neoclassical theories do not give enough attention to
innovation in production technology. Some scholars have also pointed out that the theory
fails to fully explain capability of processes in firms because of its simplistic notion of the
firm, its omission of the role of management, and its assumption that all firms are profit
maximizers. In spite of such criticism, neoclassical economic theory has proved to be
useful to explain the behaviour of large industrial firms. On the other hand, neoclassical
economics has failed to explain the behaviour of those firms that do not have, as a prime

objective, maximization of profits.

Pareto’s Theory

Vilfredo Pareto (1909) was a contemporary of Alfred Marshall and contributed to the
economic literature with his conception of general economic equilibrium. For Pareto, the
notion of economic equilibrium was explained in terms of transformations of economic
quantities. When Pareto referred to ‘transformations’, he focused on physical
transformations and transformations in space and time. There is no distinction between
transformations of physical or financial assets, as these are all considered by Pareto as part
of the process of transformation. According to Pareto’s theory, an individual transforms a
good into another good that then may be traded. Pareto assumed that transformations at a

fixed rate took place at constant relative prices (Tarascio, 1973).

Critics believe that most of the arguments within Pareto’s work are not new and what it is
new did not work when applied to nowadays economic life. The theory of general
economic equilibrium had been already introduced by Walras in 1897 (Marget, 1935).
Another flaw of Pareto’s theory is that it assumed conditions of perfect competition. Thus,

all the criticism of perfect competition applies to this theory. Some scholar’s stressed that
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Pareto assumed that futures markets exist for every commodity and that prices of each

market are perfectly forecast by every economic agent. Both assumptions are questionable

in today’s economic world (Allard, Bronsard & Richelle, 1989).

The Heckscher-Ohlin Model

The supply and demand curves introduced by Alfred Marshall were carried forward by the
Austrian school. This created the grounds for the development of new theories with a
different approach to the classical trade tﬁeory. A new model based on the principle of
comparative advantage was developed as an alternative to the Ricardian model. The new
model differs from Ricardo’s theory in the factors identified as sources of competitive
advantage. For Ricardo, labour was the only factor of production that influenced the
opportunity cost of production. Nevertheless, the Heckscher-Ohlin (H-O) model
developed by Eli Heckscher and Bertil Ohlin, attributes comparative advantage to all factor

endowments such as natural resources, labour, and capital (Ellis & Pecotich, 2002).

Factors of production are considered by these authors merely as inputs for production.
Therefore, nations would gain comparative advantages in industries making intensive use
of the factors the nation possesses in abundance (Gray, 1991). The H-O model predicted
that a nation would export the commodity that makes intensive use of the nation’s
abundant and cheap factor, and import the commodity whose production requires the
intensive use of scarce and expensive factor. According to this theory developing countries
would export labour-intensive goods and they would import capital-intensive commodities

(Heckscher, 1991).
The H-O model is based in the following assumptions:

i.  trade possibilities are larger between nations of dissimilar factor endowments;
il. a condition of free trade exists;
iii.  factors of production can move domestically but not internationally;
iv.  different nations have similar tastes;
v. there are no economies of scale;
vi.  perfect competition exists in all markets;
vii.  there are no transportation costs; and

viii.  all resources are employed.
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Research on patterns of trade has shown that some of the assumptions of traditional trade
theories are wrong and unrealistic (Sau, 1982). The Heckscher-Ohlin theory has been
criticized for its broad generalizations based on what is self-evident. For example, the
theory states that countries with scarce arable land will not export agricultural products and
if they export capital intensive goods they must have capital and a skilled labour force. The
critics claim that the theory is simply telling the obvious. Another flaw of the theory is that
capital is treated as an endowment, thus, developed nations are assumed to be capital
abundant without an explanation of how this capital was created. As history has
demonstrated, nations are not endowed with capital, they have created it through different
policies (Hudson, 1992). The theory also fails in recognizing the relationship between
factor prices. According to Heckscher and Ohlin developed nations must be labour-scarce,
because wages are higher. In reality wages are higher in developed nations because of the
productivity of labour. The critics also point out that the H-O model omitted to take into
account the relevant role of demand on market prices because it assumed all consumers
having identical preferences. Another problem of the assumptions of the H-O model is that

it completely ignored the possibility of different currencies across countries (Sen, 2005).

The Leontief Paradox

The H-O model was empirically tested by some authors who found the theory inadequate
to explain trade flows across countries. The Leontief Paradox contradicted Heckscher and
Ohlin arguments. Vassily Leontief (1954) found that exports from the US, which was the
most capital-abundant country in the world, were less capital-intensive than import-
competing goods. The methodology used by Leontief to test the H-O model was later
improved by other authors. However, the results of the new tests support, in general, the
original findings of the Leontief Paradox (Bowen, Leamer & Sveikauskas, 1987; Trefler,

1995).

Another problem of the H-O model is its assumption of perfect mobility. It is an error to
assume that factors are perfectly mobile, or can be allocated between industries without a
cost. When new factors are allocated to an industry they require a period of adjustment
before becoming fully productive. This happens because all factors have some degree of
industry specificity. During the period of adjustment, productivity levels are reduced and

therefore trade volumes decrease accordingly (Gramm, 2002).
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Changes in relative costs do not correspond with expected changes in market share as
Hecksher and Ohlin suggested. Moreover, contrary to what the H-O model argues, trade
between developed and developing nations has increased more than between nations of
similar economic conditions. Another flaw of this theory is that it does not consider trade
between the different national subsidiaries of multinational firms. Moreover, the theory is
based on many assumptions that are not true in the modern world. It assumes that there are
no economies of scale, that technologies everywhere are identical, that products are
undifferentiated, that the pool of factors is fixed, and that skilled labour and capital do not

move among nations (McCorriston & Sheldon, 1994).

The assumptions of the theory of comparative advantage worked to some extent during the
eighteenth and nineteenth centuries when many industries were fragmented, production
was more labour and less skill-intensive, and much trade reflected differences in growing
conditions, natural resources, and capital. However, as many industries became more
dependant on sophisticated technology and highly skilled employees, factor comparative
advantage theory became obsolete (Yoshitomi, 1991).

Alternative Models to the Theory of Comparative Advantage

Since the Second World War period, many factors that were not considered by the theory
of comparative advantage have played a relevant role. Among them are: economies of
scale, product differentiation, consumers’ power, and technological change. Nowadays
access to abundant factors has lost importance against the technology and skills to process
them effectively or efficiently. In addition, improvements in transportation systems have
decreased the cost of exchanging factors among countries. Globalization has allowed firms
to source components and materials worldwide, to locate activities in many nations, to take
advantage of low cost factors, to form alliances, and to gain access to foreign markets. The
easier access to factors makes the deployment of factors more relevant in determining
international trade success than possessing the factors themselves. Competitive advantage
based on factor costs is vulnerable to even lower costs somewhere else (Nilekani, 2006). If
factor comparative advantage fails to explain national success in most industries, policies
aiming to alter factor costs will often prove ineffective. For instance, measures of
protection will have little effect where competition is based on quality, product

development, and advanced features, rather than price.
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Many theories have tried to address the flaws of comparative advantage. Some scholars
tried to explain international trade based on economies of scale, which in theory would
give a nation’s firms the possibility of capturing a cost advantage (Helpman, 1981).
However, it does not explain which nation’s firms will gain scale and in which industries.
Moreover, many internationally successful trade firms have not had the largest home

demand for the products they export.

Linder’s theory.
In order to overcome the constraints of the H-O model, authors developed new approaches.
These new theories introduced imperfectly competitive markets into trade models. Linder
(1967) included differing demand conditions as another factor influencing trade. This
economist put demand at the centre stage as an explanation of trade. The H-O model had
wrongly assumed that there are no differences in tastes and preferences between nations.
Linder’s theory has brought some light to explain intra-industry trade. However, his theory
still has most of the flaws of the H-O model and therefore Linder’s work has been
neglected in the literature. Moreover, Linder’s model failed to address important factors
that play a relevant role on trade such as government policies in imperfect markets and the

role of multinationals.

Gray’s model.
Another line of thinking led by Gray (1973) attempts to explain trade based on the
differences in technology between nations. Supporters of this theory claim nations will
export in industries in which their firms gain a positive technology advantage. Again, this
theory does not address the questions of which nation’s firms will gain a technology gap
and why some firms from certain nations preserve technological advantages for many

decades.

The product life cycle theory.
Other scholars have concentrated on the role of a nation’s home market in explaining
success in trade. The best known theory is “the product cycle” of Raymond Vernon. This
author analysed the US case and argued that early home demand for advanced goods was
the trigger for American companies to become exporters. The theory puts emphasis on how

the market demand can influence innovation. Vernon (1966) identified new factors such as
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human capital, technical change, product cycles and research and development, which have

influence on trade.

Vernon’s theory (1971) has been proved to be a valuable framework to analyse the
development of some industries. Trade and investment are considered by the cycle model

when trying to explain commercial exploitation of foreign markets. The product cycle

model relies on four assumptions:

i.  products progress in a determined order following a development cycle;
ii.  technological information is restricted;
ili.  economic conditions affect production methodology; and

iv.  the only aspect of product differentiation considered is price.

Vernon (1971) maintains that a new product will originate in the most mature national
economic markets. This would occur because of the high spending power of these markets
coupled with the general replacement of costly labour with capital investment. Then, both
standardization and economies of production evolve, affecting the product. This is
followed by an increase in market demand due to a price drop of the product. When the
product has become established on the basis of these conditions, the following stage is
product export. The theory claims that the product would be exported to those markets
which offer the most rewarding profit margins. When factors of competitive advantage are
present in the domestic market, then a successful export to nations is possible even after
standardization. In the last stage of the model, as the industry margins decline some firms
may leave the industry. For those companies that remain, product and cost differentials

become the prime method for creating competitive advantage.

The critics point to the fact that the progress of many non-US companies has not followed
the stages described by Vernon. It is also noted that multinational enterprises have had the
ability to integrate the staged production cycle into one movement. The theory also fails to
address many influencing variables with important effects on competitiveness. Nowadays
the model is seen as unrealistic because it fails to take into account the progressive

sophistication of global interaction (Sen, 2005).
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New Strategic Trade Theory
In the early 1980s, a new trade theory was developed with the intention to address those
aspects of the international economy that traditional trade theory leaves out. The new

strategic trade theory introduces the following components:

i.  economies of scale;
1.  product differentiation; and

iii.  imperfect competition (Helpman, 1981).

Traditional trade theories wrongly assume that firms operate in perfect competition. They
argue that nations will trade in order to exploit their differences. However, most trade
occurs between developed nations with similar factor endowments. In addition, a great
proportion of trade is inter-industry (trade of similar products) rather than intra-industry, as

traditional trade theories would suggest (Deraniyagala & Fine, 2001).

Traditional trade theories also fail to address properly the role of technology. However,
technological change has proved to be an important driver in international competition.
Through the implementation of new technology some nations have nullified the impact of
scarce factors. Another drawback of traditional trade theories is that they fail to integrate

the impact that market institutions have on firms’ behaviour (Deraniyagala & Fine, 2001).

The new trade theory looked at the role of foreign direct investment and technology for
trade in a different way than earlier theory. The new trade theory put the emphasis on the
product-life-cycle of technology-driven foreign investments and trade flows. According to
the theory, innovations in developed countries led to the production of new products that
are exported to the rest of the world. When products reach the mature stage, they start to be
produced in less developed nations and eventually in developing countries. Critics have
pointed out that there is no explanation of how the diffusion of technology happens and
that there is no mention of the role played by multinational corporations in this process

(United Nations, 1995).

The new strategic trade theory recognizes that there are other reasons for trade than the
differences between countries. The theory shows that countries with similar factors of

endowment can trade by specializing. Product differentiation has allowed firms to meet the
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particular needs of niche markets (Helpman, 1981). The new trade theory approached
economies of scale from a different angle. It argued that industries can benefit from
relocating production activities in cost-efficient countries (Ethier, 1982). The theory also
suggests that gains from trade are likely to occur in those successful industries which enjoy
national-level scale economies. Gains are also possible for small economies that gain in
scale by conquering new markets globally (Bhattacharjea, 2004). Critic have argued that

this argument would only work in a supposed scenario with no trade restrictions in the

world economy.

Arguments of the new strategic trade theory were discussed for policy formulation during
the 1980s. Studies conducted in the US indicated that the role of history and accident were
more relevant than resources in determining what a country produces and exports
(Krugman, 1994a). Some scholars stated that the new trade theory has not departed far
from the old models of free trade. They state that in spite of addressing some of the flaws
of earlier theories, many limitations of the old theory can still be found in the new trade
theory. For instance, both the traditional and new trade theory have failed to address the

consequences of free trade in terms of development of the trading nations (Bhattacharjea,

2004).

To conclude, all theories critically reviewed above have failed to properly address the issue
of competitiveness and trade. The main drawback relies on the fact that they do not
recognize that changes occur in resource endowments, technological possibilities, income
distribution, and consumer preferences. Most of them wrongly assume that resources
consist of location-bound natural assets and that these resources are equally available for
all firms to use in the production process. However, some of these assets such as,
information, knowledge capital, and organizational capacity are, at least during certain
times, proprietary to particular firms and therefore not available to all producing firms

(Dunning, 1994).

The problem of all discussed theories is that they must be modified to address the needs of
current times. However, most economists still believe that it is possible to explain today’s
border transactions by including some extensions to the old paradigms. Some scholars
argue that economists are aware of old theories’ limitations but they do not know how to

amend them (Dunning, 1995). The reality shows that none of the theories has been able to
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fully address the impact of foreign direct investment and intra-firm trade. A few scholars
such as Charles Kindleberger, Richard Caves, Giovanni Dosi, Luc Soete, and Paul
Krugman have tried to incorporate alternative disciplines in an attempt to explain
international transactions (Bensel & Elmslie, 1992). Some of the new models incorporate
some of the analytical tools of industrial and locational economics. However, they fail to
recognize the importance of supply and demand, they omit taking into account the role of
the firm as an organizing unit and the growing mobility of firm-specific assets, they fail to
address the importance of created assets, and they underestimate the role played by
national governments in the macro-organization of economic activity (Dunning, 1995). For
instance, it is of public knowledge that the governments of Singapore, Japan, and Korea-
through policies- have facilitated firms in order to create competitive advantages to address

market needs.

Other authors had different approaches: the most recognized critics of old models have

developed newer theories that are discussed below.

Competitive Advantage Theories
International trade theories provide useful elements to explain competitiveness in some
sectors. However, business strategy theories are more likely to succeed in explaining why
some industries are more competitive than others (Abbott & Bredahl, 1994). Different
authors have presented different approaches on how to create competitive advantage, the
main factors being: manufacturing practices, resource management, the creation of
competencies, the creation of a competitive position, and organizational learning. The most
recent approach has pointed to the RBV and core competences as the main determinants of
competitive advantage. This view puts more attention on firm specific resources and how
they can result in differential performances between firms (Foss, 1997). Among all theories
on competitive advantage, Porter’s theories (the five competitive forces and the
competitive advantage of nations) and the RBV are the most influential in the area of

competitive advantage.

The Five Competitive Forces Theory
According to Porter (1986), competitive advantage is created through a highly localized
process. It embraces segmented markets, differentiated products, technology differences.

quality, and new product innovation. Porter (1986) also maintains that it is in the industry
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where the competence starts and where firms have to develop a competitive strategy that is
both profitable and sustainable. His industry analysis is based on a simple model that uses
five determinants. The application of this model appears to be powerful in identifying the

nature of industry competition and developing the appropriate strategy to create

competitive advantage.

Figure 2: The Five Competitive Forces
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Source: Adapted from Porter (1986).

Threat of entry.
Porter considers that new entrants to an industry contribute new capacities, the will to gain
a portion of the market, and (often) substantial resources. He also argues that when new
entrants target an industry, the profitability might be reduced as prices can go down and
costs can go up. According to the model, the threat of entry into an industry depends on
both the barriers to entry and the expected reaction of existing competitors. When the
barriers are high and the new entrant can expect strong retaliation from existing firms the

threat of entry is low (Porter, 1980; Porter 1986).

Intensity of rivalry among existing competitors.
Porter considers rivalry as one of the strongest forces in shaping the characteristics of an
industry. The theory identifies many forms of competition such as price competition,
advertising battles, product introductions, and increased customer services or warranties. In
most industries when one firm makes a movement, competitors react because firms are

mutually dependent (Ergas, 1984; Porter, 1986).
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Pressure from substitute products.
Porter (1986) suggests that the whole pool of firms in an industry is competing with those
industries producing substitute products. The theory stresses that substitutes have a direct

effect on the profitability of an industry as they limit the prices firms in the industry can

charge.

Bargaining power of buyers and suppliers.
The last factor that Porter considers to be important in identifing the nature of industry
competition is the bargaining power of buyers and suppliers. Buyers and suppliers are seen
within the context of Porter’s theory as direct ‘agents’ who try to use their power in order

to get better prices, higher quality and more services at the expense of industry

profitability.

The state of competition in an industry depends, according to Porter (1980), on the above
five basic forces. The theory revolves around the interaction of these forces which would
ultimately determine the profitability of the industry. Porter emphasises that the essence of
a good strategy is to create a defensible position against the five competitive forces. In
order to do that the theory points at two types of strategies: lower costs and differentiation.

Porter states that successful companies must choose between one of these two strategies
and therefore it would be possible to map firms into strategic groups which would tend to
respond in the same way to external events or competitive moves. This is a particular

aspect of Porter’s theory that has been strongly criticized and it will be discussed below.

Strategy.
Strategy plays, according to Porter (1986), a vital role leading the way a firm performs
individual activities and organizes its value chain. A theme stressed throughout Porter’s
work is the fact that different industries require different activities to be performed
outstandingly to succeed. The theory states that firms can gain competitive advantage by
using new ways to conduct activities, employing new procedures, new technologies, or

different inputs.
Porter (1996) maintains that strategic competition should be understood as the process of

perceiving new positions that will attract customers from established positions or draw new

customers into the market. Porter considers that strategic positions emerge from the
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following sources: producing a subset of an industry’s products services; serving most or

all the needs of a particular group of customers; and segmenting customers who are

accessible in different ways.

There are many examples that have shown that choosing a unique position is not enough to
assure a sustainable advantage. The sustainability of competitive advantage depends on:
the source of the advantage, the number of distinct sources of advantage a firm possesses,
and constant improvement and upgrading. Hannan and Freeman (1984) argue that once the
advantage is created the firm must work on its improvement and upgrading, because
sooner or later a competitor could replicate any advantage. These authors state that to keep
changing is a huge challenge for firms, which generally feel more comfortable in a
predictable and stable environment. According to them, the process of changing goes

against the culture of the firm and therefore, outsiders are required to overcome the inertia.

Resource-based View Theory
The other most discussed theory on competitive advantage has pointed to the resource-
based view as the main source of competitive advantage. The RBV view theory has been
supported by those scholars who believe that competitive advantage is associated with
firms’ specific resources (Wernefelt, 1984; Foss, 1997). Supporters of this theory claim
that the management of firms’ specific resources is the main determinant of differential
performances between companies. They argue that those companies capable of developing
rare and non-substitutable resources and capabilities such as technical know-how,
managerial ability, and organizational capabilities (routines and interactions), will achieve

competitive advantage over competing firms (Barney, 1991; Grant, 1991).

At difference with those theories that focus on market structures, the resource-based view
theory propose that the unique capabilities and assets of firms are the core factors which
give rise to imperfect competition and extraordinary performance. The theory suggests that
even though many firms use the same type of resources, only a few firms achieve
sustainable success. The main contribution of the resource-based view model is that it
explains differences in a firm’s competitiveness that cannot be attributed to differences in

industry conditions (Peng, 2001).
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The resource-based view has been criticized because of its narrow scope that only
considers the firm, leaving other factors that impact on competitiveness out of the model. It
has also been criticised for its lack of clarity, as the model uses different concepts such as
competences, resources, assets, and capabilities as the same thing (Foss, 1997). The theory
also fails to clarify how firm’s specific resources are developed. In fact some of the model
supporters have stated that non-substitutable resources might be created in unique
historical conditions, causal ambiguity, and social complexity (Barney, 1991). Again, there
is not much clarification on how these resources are created, except for identifying the
conditions that might be necessary for them to be created. Some authors have pointed out
that one of the drawbacks of this theory is the assumption that there are homogeneous and
immobile product markets. These authors state that as the competitive environment

changes, resource values may change (Barney, 2001).

How to achieve competitiveness advantage is a central topic for strategic management.
Those firms able to achieve competitive advantage will achieve superior performance.
There is no consensus among scholars about how to achieve competitive advantage.
However, many authors have pointed at Porter’s theories and the RBV as the main sources
of competitive advantage (Powell, 2001). Porter’s other well-known theory, ‘The

Competitive Advantage of Nations’, is discussed below.

Porter’s Theory of National Competitive Advantage
Porter (1990) with his work ‘The Competitive Advantage of Nations’ has been the main
contributor to the development of a framework that explains those factors responsible for
the success or failure of a firm. ‘The Competitive Advantage of Nations’ discusses the role
that the nation’s environment and governmental policies has on a firm’s competitiveness.
Porter (1990) maintains that a nation succeeds where the country’s environment helps to
develop the ‘proper’ strategy for a particular industry or segment. National factors
affecting the possibility of pursuing a particular strategy include: norms of behaviour that
shape the way firms are managed, the availability of skilled labour, the nature of home
demand, and the goals of local investors. Porter’s (1990) main objective is to explain the
way in which a firm’s domestic environment shapes its competitive success over time and

why some nation’s industries and firms succeed at international trade where others fail.
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Porter (1990) emphasises that developing a competitive advantage in industries demands
continuous improvement and innovation. According to him, nations succeed where the
local environment pushes firms to take risks and to invest in new strategies for competing.
To pursue this kind of strategy demands having sophisticated technology, skills, and the
financial resources to continuously invest. When these sources are present nations will
succeed in pursuing the right strategy. Nations will also succeed in industries where their
home base advantages are valuable in the international arena (Hood & Vahlne 1988).
According to Porter (1990) the nation’s ‘right’ environment, that supports the creation of
competitive advantage, is based on the attributes included in a national ‘diamond’ model
based on certain determinants. Even though Porter’s approach uses the firm as the centre of
analysis he also takes into account the role that exogenous factors have on firm’s

competitiveness (van Duren, Martin & Westgren, 1994).

The main determinants embraced by Porter’s (1990) ‘diamond’ are: factor conditions;
demand conditions; related and supporting industries; and firm strategy, structure and
rivalry. This model is then expanded with the inclusion of another two determinants (the

role of government and chance) that address exogenous forces.

Figure 3: The Complete System
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Porter (1990) claims that the success or failure of a specific industry is a result of the
interaction among all ‘diamond’ determinants and that each determinant can be influenced
and influences the conditions of chance and government policy. As in his previous work,
Porter (1990) stresses the importance of competition as firms benefit from having
aggressive home-based suppliers, strong domestic rivals, and demanding local customers.

The theory suggests that firms would gain competitive advantage if their nation supports
the accumulation of specialized assets and skills, if they have access to ongoing
information, and if the goals of their personnel support intense commitment and sustained
investment. The dynamic of a nation’s environment is also an important factor in
encouraging firms to upgrade and widen their advantages over time. Porter (1990) argues
that competitive advantages that are based on lower-order advantages are possible when
the industry succeeds only in one or two determinants. This kind of advantage is difficult
to sustain because it may shift rapidly and global competitors can circumvent it.
Conversely, higher-order advantages are created throughout the ‘diamond’ and are very

difficult for foreign rivals to nullify or replicate (Porter, 1990).

The main determinants of Porter’s (1990) system which are described below embrace some
notions that were previously discussed in a similar way by other authors. For instance
Ergas (1984) discussed the role of rivalry; Leigh (1987) discussed the concept of firm
strategy; Ravenscraft and Scherer (1987), and Keegan (1989) delved into how to achieve
competitiveness in foreign markets; Clutterbuck and Crainer (1988), Lieberman (1988),
Campbell (1985), and Abernathy and Hayes (1980) all contributed to the notion of factor
conditions; and Cooper (1986), and Thomas (1989) discussed the notion of the role played

by the government in achieving competitiveness.

Those authors that have applied the concepts of Porter’s (1990) theory to analyse the
competitiveness of industries and segments in different countries include: Thurley and
Wirdenius (1991), Lockwood (1991), Van den Bosch and Van Prooijen (1992), Dunning
(1993), Allan (1993), Al-Awadh (1996), O’Shaughnessy (1996), O’Connel and Clancy
(1999), Peart et al. (1998), Davies (2001), Oz (2001), Espafia (2004), Bridwell and Kuo
(2005), D’Souza and Peretiatko (2005), Sledge (2005), and DeWitt, Giunipero, and Melton
(2006). The studies of these authors are reviewed below under ‘Prior Work on Porter’s

Theory of National Competitive Advantage’.
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Factor conditions.

For Porter (1990), human resources, knowledge resources, physical resources, capital and
infrastructure are the main factors of production influencing the competitiveness of firms
in any industry. Porter’s argument is that an industry achieves competitive advantage when
it has low-cost or high-quality factor conditions that are relevant to competition in a
particular industry. The role of factors in creating competitive advantage must take into
consideration how efficiently and effectively they are deployed. Nowadays human
resources, knowledge, and capital factors can move among nations. Therefore, factor

endowments will not be an advantage if they leave (Connolly, 1998).

Porter (1990) divides factor conditions into basic and advanced factors. Basic factors relate
to those factors that are inherited or that can be created with small investments. These
factors can be deployed in a wide range of industries, support limited types of advantage,
are available in many nations, and are easy to nullify. Examples of basic factors include
natural resources, climate, location, unskilled labour, and debt capital. On the other hand,
advanced factors are those that they are created through a large and continuous investment
in both human and physical resources. These factors tend to be more specialized, provide
more decisive and sustainable bases for competitive advantage, and require riskier private
and social investment. Advanced factors include modern digital data communications,
infrastructure, highly educated personnel such as graduate engineers and computer
scientists, and university research institutes in sophisticated disciplines. Porter states that a
nation’s success will be guaranteed not through the creation of advanced factors but the

stimulus to continuously upgrade the needed factors

Demand conditions.
Porter (1990) gives significant attention to the determinant of demand conditions in his
‘diamond’ framework. He believes that home-demand conditions play a considerable role
in shaping the rate of improvement and innovation of a country’s industries. The theory

points at three attributes of domestic demand that affect competitive performance:

i.  Composition of home demand. When domestic demand gives firms an idea of
future buyer needs, then the industry will have an advantage against foreign
competitors. Demanding buyers stimulate firms to keep improving and to move

into more advanced segments, often upgrading competitive advantage in the
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process. Another advantage of having sophisticated buyers is the fact that they are
more eager to adopt new products and services that later on will be demanded
elsewhere giving national firms the chance to anticipate buyer needs of other
nations. The segment structure of home demand is another aspect of the
composition of home demand that affects competitive advantage. A nation’s firms
are more likely to gain competitive advantage in those global segments that
represent a highly visible share of home demand but represent a less important
share in other nations.

ii.  Demand size and pattern of growth. For those industries where economies of scale
are present, a large domestic market can lead to competitive advantage by fostering
the industry to invest in technology development, large-scale facilities, and
productivity improvements. Also, the presence of a large number of buyers, a rapid
growth rate of home demand, and early home market saturation further spurs
industry innovation. However, the large home demand for a product will not lead to
a competitive advantage unless is demanded by segments in other nations.

iii.  Internationalization of domestic demand. Porter claims that multinational local
buyers and the transmission of a nation’s preferences to foreign consumers is

another determinant that helps an industry to achieve international competitiveness.

Related and supporting industries.
Porter’s (1990) theory emphasises that firms that succeed internationally usually have
national suppliers or other related industries which are also competitive in the international
arena. He argues that the presence of competitive national suppliers helps industries to
develop competitiveness through: the access to the most cost-effective inputs; close
working relationships between firms and suppliers which helps innovation; and more
coordination between firms and suppliers in product development. The theory states that
home-based suppliers lose importance when the inputs do not have a relevant effect on
innovation or on the performance of an industry process. In this case inputs can be sourced

from foreign nations.

Related industries refers in Porter’s theory to those industries which share activities and
that can provide ideas which can help to achieve international competitiveness. The author
maintains that information flows more easily between related and supporting industries

located in the same region than with foreign industries. National success in an industry is
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more likely to happen when the nation entails competitive advantage in a number of related

industries (Porter, 1990).

Firm strategy, structure and rivalry.
The fourth determinant in which competitive advantage is sustained in a particular industry
is the context in which firms are created, organized and managed along with the nature of
domestic rivalry. Porter’s (1990) work suggests that the way firms are organized and
managed is influenced by the domestic environment and national policies. He believes that
nations are likely to succeed in industries where management practices favoured by the

national environment fit with the industries’ sources of competitive advantage.

Porter argues that nations’ differences in managerial approaches and organizational skills,
both relevant for creating competitive advantage, stem from a wide range of unique factors
from each nation. The most important are: goals of individuals, attitudes toward authority,
norms of interpersonal interaction, attitudes of workers toward management and vice
versa, social norms of behaviour, professional standards, and the attitude of management
towards risk taking. All these factors stem from the educational system, social and

religious history, and family structures (Porter, 1990).

As in previous work Porter (1990) stresses that a firm can gain competitive advantage
when it offers comparable buyer value but runs its operations at a lower cost, or when it
creates a product identified as unique and commanding a premium price. The firm’s
strategy may help firms to achieve competitiveness through the way firm’s operations are
conducted. The theory points at the optimization and coordination of a firm’s operations as
the way to create competitive advantage. The pool of activities performed by a firm in a
particular industry can be grouped into categories in what Porter calls the value chain.
According to him all activities in the value chain contribute to buyer value and therefore,

the management of the value chain is a source for competitive advantage creation.
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Figure 4: The Value Chain
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The theory stresses that the firm’s strategy must also consider generic strategies. Generic
strategies are approaches to superior performance in an industry. There are plenty of
approaches as every firm is unique and the best strategy for a given firm must consider its
particular circumstances. However, at general level Porter (1990) identifies four consistent
generic strategies for a firm to compete in an industry. These generic strategies are: overall
cost leadership, cost focus, differentiation, and focused differentiation. Porter claims a firm
must choose a position and plan a strategy accordingly. The worst scenario is to pursue

different strategies or to be stuck between strategies.

A theme stressed throughout Porter’s work is the intensity of domestic rivalry that is
strongly associated with the international competitiveness of a nation’s industry. When
there is vigorous domestic competition firms are pushed to innovate and upgrade, to
improve quality and services, and to create new products and processes. In closed
economies, monopolies are profitable but in global competition they have been shown to
lose competitiveness against firms coming from more competitive environments (Ergas,
1984). Another positive side of domestic rivalry is the stimulus to create a range of

products and services that cover many segments. This process enhances innovation and
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provides a defence against foreign penetration. The national industry is benefited when
some avenues for entry by foreign competitors are removed. Local firms copy the good
ideas and the stock of knowledge and skill flows in the national industry increase as

personnel move among firms (Porter, 1990).

Porter considers that an economic reason is not the only factor pushing domestic firms to
improve. For instance, pride is a very important determinant for many local firms, which
fight not only for market share but also for people and prestige. When there is strong local
competition firms are forced to sell abroad in order to grow and gain efficiency and higher
profitability. When there is no strong domestic competition firms tend to rely on the home
market. It is rare to find firms that have developed the competitive advantages necessary to

succeed abroad, in an environment with little domestic rivalry (Porter, 1990).

Chance events.
The other external determinants that complete the diamond are chance and government.
Chance refers to those events that firms cannot control but can influence competitive
advantage. Examples of chance events are: technological breakthroughs, inventions, wars,
a shift in exchange rates, discontinuities in input costs and so on. Porter (1990) maintains
that chance events change the rules of the game because they nullify advantages of former
competitors and create new market conditions. Firms with the ability to adjust to the new

environment will achieve competitive advantage.

Government.
Government policy can affect the ‘diamond’ system and as a result the competitive
advantage of a nation’s industries. In like manner, government can be influenced by the
other four determinants of the system. Porter (1990) argues that the government can help to
improve competitive advantage but it cannot create it by itself. He points out that a good

government policy toward a nation’s industry should:
i.  Stimulate dynamism and upgrading.

ii.  Create the right environment to encourage firms to upgrade competitive advantages

and to penetrate more advanced segments.
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iii.  Support the ability of the nation’s firms to enter new industries where higher

productivity can be achieved compared to less productive industries and segments
(Porter, 1990).

Porter (1990) maintains that the rate of upgrading in an economy is a function of the
improvement of quantity and especially quality factors. In order to achieve high
productivity firms must have access to specialized human resources, scientific knowledge,
economic information, infrastructure, research, and other factors of production. The

government can play a role enhancing the quality of these factors.

The dynamics of national advantage.
The preceding sections described the effect of single determinants in contributing to
national advantage. However, the effect of one determinant usually depends on the state of
others. Porter (1990) suggests that sustained competitive advantage relies on the
combination of advantages in many areas, creating an environment, which is difficult for
foreign competitors to replicate. For instance, domestic rivalry and geographic industry
concentration convert the “diamond” into a system. Domestic rivalry promotes upgrading
of the entire national “diamond” and geographic industry concentration magnifies the

interactions within the diamond.

Porter maintains that nations are successful in the international arena when they possess
advantages in the “diamond”. Advantages in the entire “diamond” are not necessary when
competing in natural resource-intensive industries or industries with low levels of
technology. In these cases factor costs are the main determinant of competitiveness.
However, competitive advantage in more sophisticated industries rarely results from one
single determinant. For these industries the combination of many determinants leads to the

creation of the conditions necessary for a firm to succeed internationally.

It is very common to find internationally successful industries or clusters of industries
located in small geographic areas within a nation. According to Porter, the concentration of
domestic rivals creates a fertile environment for suppliers to settle in the area. When this
level of concentration occurs, customers are usually sophisticated and the region becomes
a unique environment for competing. A high level of geographic concentration spurs

efficiencies, specialization, improvement, and innovation. The reasons for this to occur are:
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closely located rivals have a higher level of competition, universities located nearby will
respond faster to needs of the industry, suppliers located close will be best positioned for
interchange and cooperation, sophisticated customers located nearby provide information

about emerging needs and technologies and will demand superb performance, and talented

people will be attracted (Porter, 1990).

Another factor that Porter (1990) identifies as important to competitive advantage is
globalization. Globalization and increasing global trade has made the differences in
national competitive advantage between nations even larger. The process of
internationalization has forced industries to compete with the world’s best rivals. Over
time, national advantage has concentrated in particular segments of industries. Porter
believes that productivity in nations is closely linked with the capacity of a nation’s
industry to upgrade itself over time. The continuous creation of sophisticated competitive
advantages in established industries is, according to the author, the best way to compete

successfully in more sophisticated segments.

Criticism and Recognition to Porter’s Theory

This section will present the academic critique of Porter’s book, The Competitive
Advantage of Nations since its publication in 1990. Most of the studies reviewed argue that
in spite of Porter’s work being enormously rich in its range and scope it fell short of some

of the claims made for it. That failure arose from a number of sources discussed below.

Porter (1990) claims that a firm must choose between competing on the basis of value
added for customers (differentiation) or at the lowest cost (cost-based leadership).
Professor Michael Valos conducted a study on 314 Australian businesses to test Porter’s
(1990) prescriptions of company strategy. He found that a combined strategy of
differentiation and cost-based leadership proved to be the most successful strategy. 73 out
of the 314 businesses studied combined strategies effectively. Therefore, Valos argued that
Porter’s claim (1990) that a company should choose only one strategy is incorrect (James

1998).

Thurley and Wirdenius (1991) and O’Shaughnessy (1996) recognize the contribution of
Porter’s competitive advantage theory but maintain that his theory is weakened because it

does not give enough attention to cultural factors. The critics see Porter’s (1990)
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interpretation of the cultural dimension as simplistic. National stereotypes of different
countries such as Germany, Italy, Japan, or Switzerland are defined without the type of
empirical support necessary for statistical generalization. The critics also see Porter’s
(1990) assumption that national culture is something unchangeable as too simplistic. The
authors stress that the role of national culture might be more important in determining

national competitive success and Porter (1990) avoids addressing it in depth.

Davies and Ellis (2000) have reservations about the research methods followed by Porter
(1990). According to them Porter’s hypothesis are not tested and there is no indication of
how the cases were selected. They also claim that the four integrants of the ‘diamond’
complemented by chance and government are so broad that they include everything that
might contribute to develop competitiveness, thus identifying nothing as particularly
relevant. Finally, the review by Davies and Ellis (2000) found evidence that Porter’s
argument of clusters is irrelevant for many industries in different countries. They found
several studies of successful industries in Netherlands, Hong Kong, or Japan where clusters
were shallow or nonexistent (Jacobs & De Jong, 1992; Suzuki, 1994b; Davies, Whitla,
Kwok, 1995).

Other authors have pointed out that despite the value and global recognition of Porter’s
(1990) approach there are a number of shortcomings. The critics argue that Porter’s (1990)
theory lacks predictive capability, it is complicated to identify the large number of
variables impacting on industry competitiveness, and it fails to describe a process to
modify an industry-competitive environment. They have also criticized the model’s
underestimation of the importance of the globalization of production and markets, and its
failure to adequately address the topic of foreign owned firms (Dunning, 1993; Peart,
Hatch, Masia & Binedell, 1998).

Krugman (1994b) and Francis (1995) believe that Porter’s (1990) focus on national
competitiveness might lead governments to erroneous policies. According to these authors
the real problem is located at the micro level, inside the firm, with management practices
playing a relevant role. Thus, they believe the grand strategy proposed by Porter (1990) is

not enough to ameliorate those problems that are internal to an industry.
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Porter’s (1990) arguments are mainly formulated from case studies of developed nations.
All his theory may work in developed countries but there is no certainty that it would work
in developing economies because Porter’s theory does not address certain aspects that
might affect competition in developing nations (Bellak & Weiss, 1993; Hodgetts, 1993).
There is no room in Porter’s model (1990) to examine nations confronted with enormous
economic, social, and political problems. This is the scenario of most economies in Latin
America, Africa, Eastern Europe, and Asia. Similarly there is no mention of the impact of

the International Monetary Fund on indebted countries (Aktouf, Chenoufi & Holford.
2005).

Grant (1991) assessed whether Porter’s (1990) theory provides a satisfactory answer to the
following question: Why do some social groups, economic institutions, and nations
advance and prosper? In doing so, the author points to the main contributions and flaws of
the book. He stresses that the main contribution of the book is in expanding previous
theories of international trade to better explain observed patterns of trade between
developed nations. For instance, Porter’s (1990) meticulous analysis of factors of
production is a considerable advance on the theoretical analysis associated with Hecksher-
Ohlin models. In the same way, Porter’s (1990) analysis of the effects of domestic demand
conditions on national competitive advantage extends prior analysis associated with a large
home demand. Moreover, Grant stresses that one of the strengths of Porter’s (1990)
analysis is its ability to span three levels of aggregation: the firm, the industry, and the
nation. However, he considers that there are some low points in Porter’s (1990) theory. For
instance, he points at the lack of clarity of some of its arguments. When Porter (1990)
refers to the upgrading of competitive advantage he fails to consider the role played by
sophistication in technology, skills, and customer relationships. Moreover, sustainability,
factor complexity, and productivity are not perfectly correlated as Porter (1990) suggests.
The links between upgrading of competitive advantages and national economic
development are also not very clear. Canada, at the factor-driven stage, is one of the
world’s most prosperous nations. There is also inconsistency as the analysis of competitive
advantage moves from the industry to the national level. Porter (1990) assumes that firms’
increase of competitive advantage translates into increasing national productivity. This
assumption is not always true. Since 1985, dollar depreciation coupled with wage erosion
has improved US competitiveness in some industries; however, these developments have

not been always translated into an increase of national productivity and living standards.
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Yetton, Craig, Davies, and Hilmer (1992) discussed the validity and relevance of Porter’s
Theory of National Competition as applied to Canada, New Zealand, and Australia. The
researchers, using empirical findings, argue that the industry case studies used by Porter
(1990) for New Zealand and Canada have no strong diamonds. However, Porter (1990)
fails to note this absence and to consider its impact on the theory. If neither New Zealand
nor Canada have strong diamonds, then their economies must be compromised. Clearly
this is not the case and Canada has shown a strong and improving economic performance.
The critics conclude that either the negative effects of the lack of diamonds are simply
assertions, or if the Canadian industry were a test of the diamond, the theory would fail. In
the last part of the study Yetton et al. (1992) assessed the application of Porter’s theory on
the Australian economy. Porter’s theory stresses the importance of having firms and
industries that export a considerable portion of their output, as they will provide the
resources for national economic prosperity. However, this export-based approach applied
in Australia’s case would fail to identify those successful manufacturing firms that do not
export. These are multi-domestic organizations that produce goods in the location in which
they are to be sold. Therefore, these firms compete when locating production facilities in
the markets in which they sell. For them, overseas direct investment is a much better
parameter to measure international competitiveness than exports. Due to the lack of
attention of Porter’s (1990) theory to offer insights for resource-based or multi-domestic
industries, the critics conclude that Porter’s thesis has limited application for Canada, New

Zealand, and Australia.

Another flaw of Porter’s approach (1990) to competitiveness stems from his assertion that
the group of successful firms for whom the country is the home base determines a
country’s prosperity. The findings of Chia (1994) show that in the case of Singapore
Porter’s (1990) argument does not work. Singapore is a country that has made much effort
to attract foreign direct investment. If Singapore’s prosperity was measured according to
the activities of firms for whom Singapore is a home base, then its residents would be poor,

but this is not the case.
Prior Work on Porter’s Theory of National Competitive Advantage

This section presents a review of the main authors that have used Porter’s theory of

National Competitive Advantage in different scenarios and countries.
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Lockwood (1991) studied the main variables affecting the competitive advantage of the
European (France, UK, and Germany) construction industry. This was examined using
Porter’s (1990) ‘national diamond’ of competitive advantage. The unique characteristics of
construction and the relative distinction between nations is successfully accommodated
within the research model to show ‘how, why, where, and when’ to undertake
internalization. Therefore, Porter’s (1990) framework has proved to be a good tool for the

assessment of competitive advantage within the European construction environment.

Oz (2001) used Porter’s (1990) model of competitive advantage to analyse the
international success of the Turkish construction industry. The application of the
‘diamond’ framework allowed Oz (2001) to identify the reasons why the Turkish
construction industry has created competitive advantages. It also provided an
understanding of why Turkish contractors have succeeded in international markets where
contractors from other developing countries failed. Oz (2001) author concludes that

Porter’s ‘diamond’ framework works properly in a developing country as Turkey.

Van den Bosch and Van Prooijen (1992) used Porter’s model of the national ‘diamond’ to
analyse the implications of different national environments for strategic management. The
study focused on European Nations and particularly on the impact of national culture.
Porter (1990) mentions national culture as one of the relevant factors in the competitive
advantage of nations. Nevertheless, his theory has been criticized for not including national
culture in the descriptive framework of the national environment. This research tested-
through the dimensions of Hofstede- the impact of national culture on every determinant of
Porter’s (1990) diamond. According to the findings of the study, national culture works
through the determinants of Porter’s ‘diamond’. However, the authors stress that not
enough attention has been given to the role of national culture in Porter’s framework

because the national diamond rests on national culture.

Allan (1993) conducted research in three growth sectors of the Scottish economy (plastics,
oil and financial services) with the aim of testing the validity of Porter’s model as a
conceptual framework of growth. According to the findings of the research Porter’s (1990)
model did appear to have some limitations in explaining some aspects of sectoral and firm
growth in all three sectors. Alternative models largely based on Porter’s (1990) framework

were developed to address its limitations.
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Espafia (2004) applied different theories of competitive advantage to explain the
commercial success of the Brazilian aircraft manufacturer EMBRAER in global markets.
Among all the theories of international trade only Krugman’s New Trade Theory and
Porter’s ‘diamond’ of National Competitiveness explained, to some extent, the company’s
success. Porter’s (1990) model seems to partially explain the success of the Brazilian
aircraft industry. Even though, most of the determinants of Porter’s (1990) competitive
advantage were present, domestic rivalry termed many times by Porter as a relevant
determinant of successful firms in global competition was absent in the Brazilian case

study.

Davies (2001) studied the South African manufacturing industry with the aim to develop a
model to overcome the constraints that limit competitiveness in South Africa. Porter’s
(1990) model of competitive advantage and in particular its approach to clusters as a mean
for enhancing competitiveness was applied to the South African manufacturing industry.
The study’s findings stress the appropriateness of Porter’s (1990) framework to identify
relevant factors that impact on competitiveness. The study concluded that the cluster
approach is a strategy with strong potential to position South African manufacturing firms

in the global arena.

Bridwell and Kuo (2005) analysed the computer industry in China and Taiwan using
Porter’s four determinants of National Competitive Advantage. They discuss Porter’s
‘diamond’ of national advantage and the role of government in both nations. Using Porter’s
arguments, the authors have brought light to the future capabilities of the computer
industry in China and Taiwan as well as the potential of both countries to compete

globally.

Sledge (2005) tested Porter’s theory of The Competitive Advantage of Nations in the
automotive industry using data collected from fifty automotive companies belonging to
eight different nations. The four forces of the ‘diamond’ were tested. To test the
hypotheses, several regression equations were used. The study provided empirical evidence
that the global automotive industry supports Porter’s (1990) model that defines national

competitive advantage.
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Research undertaken by D’Souza and Peretiatko (2005), found that what makes Australia
an attractive country for foreign investment is not supported by what the literature had
stated. The authors particularly focused on Porter’s (1990) four factors that determine
national competitive advantage. One of the objectives of multinational companies is to
create and sustain competitive advantage and therefore, Porter’s (1990) thesis seemed to be
a good predictor for the attraction of foreign investment. However, Australia scored low on
the determinants of competitive advantage described by the ‘diamond’. The findings show
that the US multinationals with investments in Australia placed more value on the culture
similarities between the US and Australia rather than on the determinants of competitive

advantage described by The Competitive Advantage of Nations.

Extensions to Porter’s Diamond Model

Some scholars have extended Porter’s diamond theoretical framework, by incorporating
multinational activities (inbound and outbound foreign direct investment), to explore
sources of competitive advantage in industries belonging to small industrialized countries
(Byoungho & Hwy-Chang, 2006). The extended model developed by Rugman and D’Cruz
(1993) was termed the double diamond model and aimed to demonstrate the influence of
US firms upon the Canadian competitiveness. In spite of this model being useful to explain
some aspects of competitiveness in countries such as Canada and New Zealand, it cannot
be successfully applied to other small open economies. This model was later refined by
Moon et al. (1998) to fit with all small open economies. The generalized double diamond
of Moon et al. (1998) emphasizes the role that domestically owned and foreign owned

firms play for the economy of some countries.
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Figure S: The Generalized Double Diamond
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Source: Adapted from Moon et al. (1998).

Those scholars that have used Porter’s diamond argue that in small industrialized
economies such as Korea and Singapore, internationalization plays an important role over
the competitive determinants identified by Porter. According to them, sources of
competitive advantage achieved by many firms span from their activities in different
countries and therefore these international activities need to be incorporated into the

diamond (Gereffi, 1999).

The Singaporean economy has been used as an example where Porter’s diamond fails to
fully explain the success of one of the newest industrialized countries. According to
Porter’s (1990) hypothesis Singapore is a production base for foreign multinationals
attracted by favourable domestic factor conditions. Porter (1990) argues that factor
conditions are not the prime factor to gain competitive advantage. In spite of this,
Singapore has achieved success based on inbound and outbound foreign direct investment.
In the case of Singapore specialized factors are provided by multinational corporations.
This suggests that countries can gain competitive advantage taking advantage of

specialized factors that are not created at national level (Moon et al., 1998).
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The double diamond emphasizes the importance of internationalization, but does not
introduce any novel concept. The process of internationalization and the importance of
sourcing from abroad and coordinating international activities are extensively discussed in
Porter’s literature (Porter, 1990, 1996, 1998). Even though Porter identifies the role of
internationalization, he does not include it as one of the competitive determinants in his
model. For the supporters of the double diamond the main contributions of the extended
model are: that sustainable value added in a country results from both domestically owned
and foreign owned firms; and that sustainability requires a geographic configuration
including many countries whereby firm specific and location advantages present in many
nations complement each other. They argue that Porter’s model works properly for
countries that export from a home base cluster; however, it does not fully explain the
competitiveness of small economies that have to be more concerned about international

markets as they do not have large home markets (Brouthers & Brouthers, 1997).

In the same line as the double diamond Dunning (1993), and Bellak and Weiss (1993), and
Cartwright (1993) proposed a regional multiple-diamond as the best explanation of how
small nations achieve competitive advantage. These authors argue that in order to make
Porter’s (1990) model applied to all economies and not only to industrialized nations, its
model should include the determinants of neighbouring countries. The model stresses that
multinational firms have decentralized organizational structures that can benefit from
national diamonds of many countries and therefore are not limited by the home base

diamond attributes as Porter’s suggest.
Finally, the most recent extension of Porter’s diamond is the so called dual double
diamond which adds human factors (as an independent factor from physical factors) to the

incorporation of multinational activities (Cho & Moon, 2000).

The following table presents a picture of the evolution of theories on international trade

and competitive advantage and summarizes key arguments.
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Table 1: Selected Theories on International Trade and Competitive Advantage

Theory type

Theoretical emphasis

Credited writers

Classical Trade Theory

Theory of absolute cost advantage

Nation’s export those goods which have an
absolute cost advantage compare to other
nations.

Introduces the concept of perfect competition.
The success of a firm is associated to the
division of labour and the demand for its
products.

Identifies the desire of individuals as the main
driving force to achieve profitability.

Adam Smith
(1776)

Theory of comparative advantage

Competitiveness is associated to labour
productivity differences between nations.
Introduces the concept of comparative cost
advantage.

The theory claims that: market forces would
allocate a nation’s resources to those
industries where it is relative most productive.

David Ricardo
(1817)

Neoclassical Trade Theory

The supply and demand curves

Highlights the profit maximisation function at
the firm unit.

Introduces the concepts of supply-demand
curve equilibrium analysis and a mathematical
treatment of the price mechanism.

Stresses the importance of the allocation of
scarce resources to meet consumer demand.

Alfred Marshall
(1890)

Pareto’s theory

Introduces the concept of general economic
equilibrium which is explained in terms of
transformations of economic quantities.

The theory claims that: through reallocation
of goods or income for a set of individuals
improvements can be made.

Leon Walras
(1897)

Vilfredo Pareto
(1909)

Hecksher-Ohlin model

Expands the theory of comparative advantage
by including all factors endowments such as
natural resources, labour, and capital.

Nation’s will specialize in the production of
goods that utilize their most abundant
resources.

Eli Hecksher and
Bertil Ohlin
(1933)

The Leontief paradox

Contradicts Hecksher-Ohlin model by
demonstrating that imports were more capital
intensive than exports in the US.

Vassily Leontief
(1953)

Alternative Models to the
Theory of Comparative
Advantage

Linder’s theory

This theory puts demand conditions at the
centre stage of trade and competitiveness.

Staffan Linder
(1967)

Product life cycle theory

Develops a cycle model to explain
commercial exploitation of foreign markets.

It also focuses on the impact of demand
conditions on innovation.

Raymond Vernon
(1966, 1971)

Gray’s model

In this theory competitiveness is mainly
associated to differences in technology
between nations.

Gray
(1973)

Helpman’s approach

Explains international trade and firm’s
competitiveness based on economies of scale.

Elhanon Helpman
(1981)
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Theory type

Theoretical emphasis

Credited writers

New Strategic Trade Theory

New trade theory

Introduces a new approach of the role of
foreign direct investment and technology for
trade.

It is argued that industries gain from
relocating  activities in  cost-effective
countries.

The theory also considers economies of scale
and product differentiation from a different
angle. It focuses on the product-life-cycle of
technology-driven foreign investments and
trade flows.

Wilfred Ethier
(1982)

Paul Krugman
(1985)

Aditya Bhattacharjea
(2004)

Competitive Advantage
Theories

The five competitive forces

Claims that competitive advantage is created
through a highly localized process.

The success of a firm is determined by
external factors, operational effectiveness and
positioning in the industry.

Michael Porter
(1986)

Theory of national competitive
advantage

Incorporates concepts from traditional trade
theory, new strategic trade theory, and the role
of innovation.

Discusses the influence that industry drivers
and exogenous factors have on firm level
competitiveness.

Incorporates analytical tools of industrial and
locational economics.

It focuses on three levels of aggregation: the
firm, the industry, and the nation.

It acknowledges the role played by supply and
demand, the mobility of firm-specific assets,
and the impact of national governments.
Expands the discussion on globalization,
foreign firms, technology, cultural aspects,
and customer relationships.

Michael Porter
(1990)

The generalized double diamond Extends Porter’s (1990) theory by | ChangMoon, Alan
emphasizing the role that multinational | Rugman, and Alain
activities play in the development of Verbeke
competitive advantage in small open (1998)
industrialized economies.

Resource based-view theory This theory states that competitive advantage Jay Barney
is associated with firm’s specific resources. (1991, 1995)
Imperfect competition is associated with
extraordinary firm’s performance. Robert Grant
Entrepreneurship and resource heterogeneity (1991)
are central for competitive advantage.

Organizational capabilities provide Mike Peng
competitive advantage if they are difficult to (2001)

imitate.

Discussion

The reason why some firms belonging to certain nations are more competitive than others

‘1 international trade is a very complex topic. Nowadays most countries increasingly find

themselves more integrated into the global economy. In that scenario, the importance of
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competitive advantage is enormous as trade agreements have forced firms to face
competition from domestic and global competitors. In spite of the lack of consensus among
scholars about how to create competitive advantage, the above theories and models help to

identify key aspects and variables that impact on competition and trade.

In general, national macro-economic factors, such as government deficits, exchange rates,
interest rates or currency strength, are pointed out by many theories as having a relevant
role in competition. Nevertheless, there are examples of nations that have achieved
international success in spite of adverse macro-economic conditions. The desire of
individuals to maximize their profits, labour availability, and comparative cost advantage
has also been identified as important factors in determining national and corporate
competitiveness. However, in some nations with short supply of labour and high wages,
firms have been able to gain competitiveness through automatization and redistribution of

Processes.

According to some theories, competitiveness depends on natural endowments. Therefore,
nations rich in natural resources should gain competitiveness easier than those less
fortunate on natural endowments. Yet, the lack of natural resources has not prevented firms

from some nations such as Japan from achieving international competitiveness.

Many scholars have pointed at government policy as the main factor responsible for
achieving national prosperity. The reality shows that economic success has been achieved
by nations with either strong government control or limited government policy.
Significantly, when governments have tried to improve the competitiveness of particular

industries the results have often been negative in economic terms.

Finally, business management practices are identified by some models as key determinants
for competitive success. Some authors argue that it is unrealistic to draw generalizations
out of management practices because the same management approach would have very

different outcomes in different industries from different countries.

Most traditional theories and models contain some ‘truth’; however, they fail to account for
many factors that are important to explain competitiveness in specific sectors. Therefore,

none of them provide a satisfactory framework to explain how firms achieve competitive
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success. The few models that take into consideration the firm’s dynamics tend to
oversimplify the process by which a firm achieves competitiveness. For instance, the
classical economics approach does not give enough consideration to the role of individual
firms, while the neoclassical approach, even considering some relevant aspects, forgets to
consider other important determinants of competitiveness. Both of these theories have

proved to be inadequate in explaining current patterns of international trade.

The new strategic trade theory has tried to amend some of the flaws of traditional theories
introducing the concepts of economies of scale, product differentiation, and imperfect
competition. In spite of addressing some of the flaws of former theories the new strategic

trade theory is still imbued with many limitations of the old theory.

Among management theories, Porter’s (1990) work and the RBV have been recognized as
the most influential perspectives to explain competitive advantage and why some firms

succeed where others fail.

The debate should look then at the real differences among these two models. The RBV
theory focuses on the firm and claims that organizational capabilities can provide
competitive advantage only if they are based on a collection of routines, skills and
complementary assets that are difficult to imitate. This hypothesis has been widely

discussed by Porter’s work.

Porter’s theory has the ability to acknowledge the impact of the industry without forgetting
the role played by operational activities at the firm level. Therefore, Porter’s model seems
to provide a better framework than the resource-based view model for understanding the
competitiveness of the Uruguayan broiler industry, as well as the firm’s activities that have

contributed to the development of this industry.

The benefit of Porter’s theory is that it is not only about the analysis of industries and
competitors but also about the activities within the firm. By concentrating only on the firm,
the RBV model forgets to consider important industry factors that may affect the
acquisition of resources to develop competitive advantage. Porter’s theory has the

advantage of looking at what happens inside the firm as well as what happens with the
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industry and competitors which is essential to understand competitiveness. In summary.

Porter’s is a better model because embraces both the industry conditions and firm factors.

The model to be employed in this research must be able to overcome the constraints of
traditional theories. The selected framework must be capable of explaining the success of
industries from specific nations when competing locally and internationally. If possible,
the model should have been based in commercial applications from many industries in
different nations. This would give the model the capability to analyse nations with
differing characteristics and to identify the determinants of competitive advantage in
particular industries. In spite of its limitations, Porter’s (1990) model of competitive
advantage is the one that best meets these requirements. Porter’s framework is particularly

powerful in explaining and understanding competitiveness in an industry sector.

Porter’s (1990) national ‘diamond’ is a comprehensive model that has the ability to
incorporate concepts from traditional trade theory, new strategic trade theory, the resource-
based view model, and the role of innovation introduced by Schumpeter (1934). Porter’s
‘diamond’ explains how industries belonging to particular countries can achieve and
sustain international competitiveness. His approach recognizes the influence that industry
drivers and exogenous factors have on firm level competitiveness. The model views the
firm as being in a symbiotic relationship with its environment in the sense that the actions
of the firm’s participants are closely associated with the resources, opportunities and
constraints presented by the firm’s environment. Porter’s theory recognizes that the actions
taken by the firm can contribute to changing the firm’s environment. Moreover, Porter’s
approach has the advantage of being developed through the use of a broad array of
empirical evidence. Traditional trade theories lack the depth of understanding of complex
relations achieved by Porter thanks to the use of diverse case studies from ten different

national contexts.

Another advantage of Porter’s (1990) theory is that it seems to be the best model to address
the needs of current times. Porter theory has the ability of incorporating analytical tools of
industrial and locational economics. The application of the diamond framework to any
industry allows identifying the most relevant variables that impact on industry competition
and it is the only model that has successfully addressed three levels of aggregation: the

firm, the industry, and the nation. It also recognizes the importance of supply and demand:
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the role of the firm as an organizing unit and the growing mobility of firm-specific assets:
the importance of created assets; and the role played by national governments. Moreover,
none of traditional theories have properly addressed, as Porter does, the importance of
globalization and foreign owned firms; the role played by technology; the importance of
the cultural dimension; and the impact of customer relationships. The holistic approach of
Porter’s framework allows taking into account most determinants of competitiveness. On
the contrary, the other theories/models assessed tended to consider only a few aspects of a
firm’s competitiveness. Therefore, Porter’s (1990) ‘diamond’ provides the best theoretical
framework to study competitiveness of particular industries in a wide range of cultural,
spatial, and temporal contexts. From the critical review of the above theories and models
Porter’s (1990) ‘diamond’ framework is shown to be the best option to analyse the
competitiveness of the Uruguayan broiler industry. In addition, because of its strong
explanatory framework, Porter’s model seems to offer the greatest potential to elaborate

policy recommendations to improve the competitiveness of the Uruguayan broiler industry.

The generalized double diamond and the dual double diamond are extensions of Porter’s
(1990) hypothesis to explain competitiveness in small industrialized countries where
internationalization has played a paramount role. In fact what the developers of Porter’s
extended diamond model have done is adjust Porter’s (1990) framework to the
particularities of some economies. As Uruguay is not an industrialized country and the
industry under study has not been affected by internationalization, it seems more sensible
to adjust Porter’s (1990) model to the particularities of the industry targeted in this
research, rather than adopting an extended model that was developed for industries
operating in a very different environment. The generalized double diamond would be a
good option to analyze the competitiveness of the Uruguayan broiler industry if one day
MERCOSUR operates without barriers and international poultry firms are able to access

the Uruguayan market. By then multinational activities should be incorporated into the

analysis.

There are some studies that have used Porter’s (1990) theory/model to analyse the
competitiveness of industries and segments in different countries. However, in spite of
Porter’s (1990) theory being generally recognized there are very few studies that have

tested the concept of national competitiveness based on the model. In light of this fact this
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thesis will test Porter’s model of The Competitive Advantage of Nations in Uruguay. There
is no previous work that has ‘tested’ Porter’s (1990) model in Uruguay. The researcher

believes that further applications of the model to developing countries may clarify some of

the aforementioned disputes in the literature.

The review of the theoretical foundations of competitiveness and competitive advantage
will be used to identify weaknesses and strengths of the Uruguayan broiler industry. These
findings will help to develop the best policy to improve the competitiveness of Uruguayan
broiler companies against Brazilian and Argentinian poultry firms. Chapter 3 now follows,

and explores the main characteristics of the poultry industry.
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Chapter 3
An Overview of the World Poultry Industry and Its Rapid Growth

This chapter covers the main characteristics, trends, and evolution of the world poultry
industry. The chapter is structured into seven main sections which critically review the
literature on the following topics: expansion, innovations and globalization, trade,
consumer perceptions, ethical issues and animal welfare, food quality and food safety, and

the future evolution of the world poultry market.

A Brief History of Poultry Production
Up until the 20" century only a few thousand birds were reared globally. Then at the
beginning of the 20™ century the number of animals reared increased further to hundreds of
thousands in North America and Europe. Poultry during the beginning of the 20™ century
was positioned as a seasonal delicacy with prices higher than other meat products. It was a
product consumed mainly on special occasions like Sunday dinner, holidays and
celebrations (Torrijas, 1966). Since then, geneticists, nutritionists, physiologists, and
disease specialists have developed methods to improve breeding, feeding, managing and
protecting birds against disease (Orozco, 1991). Genetic changes have been identified as
the main factors in improving poultry production (Thomton, 2002). The application of new
technology brought about a more efficient production of poultry products resulting in a
reduction of the cost to the consumers at a time when the prices for most other consumer
goods were climbing (Bird, Eggleton, Emest & Pinkston, 1983). The new way of
production together with the changes brought by capitalism transformed the poultry

industry into a business with the capacity to supply mass-markets at a competitive price.

While many industries have evolved under the dominance and influence of individual
outstanding figures the poultry industry, however, was the result of the effort of thousands
of individuals. Most of them were pursuing economic benefits but they did not have any
intention of creating the modern industry and did not imagine that chicken’s impact would
have an immense influence in diverse areas such as gastronomic, agricultural, religious,

literary, economics, and even psychological (Buxade Carbo, 1995).
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Early times
Chickens come originally from eastern Asia and Africa. Gallus gallus, the red jungle fowl,
is the ancestor of all domestic chickens and still nowadays it can be found in the wooded
areas of India and in Southeast Asia from the Himalayas to Sumatra (Lasheras Esteban,
1953). Its tightly muscled meat and the low weight of about two pounds show that the red
jungle fowl was not originally domesticated to serve humans as an alternative source of
food. Instead two of the cock’s characteristics led to this animal to become a part of
human’s life. The first one is his habit of crowing at the first ray of the sun and the second
one is his aggressiveness toward other unfamiliar males of his species. It was this
characteristic that gave origin to the well-known sport of cockfighting (Atkinson, 2002).
Some of the cock’s habits caused many human males to identify strongly with them. Hens
were identified on the other hand by their maternal and feminine behaviour. Because of
these reasons chickens were seen as the most social of all birds, a mirror of human beings.
Because of that, no domestic animal but the dog has so many symbolic connotations as the

chicken does (Florez, 2001).

By the time of the Persian Wars (92 BC) chickens had spread from India toward the West
and reached Greece. The Roma era found chickens throughout Western Europe. At that
time Romans believed chickens were useful as diviners of the future. Chickens were so
important that they could influence military decisions. Roman military leaders had the
habit of offering a flock of grains to birds. If they devoured it, the general would go into
the battle with confidence, otherwise he would often avoid the battle. During Roman times
chickens were carried on ships not only because of their supposed divine powers but also
because they were good providers of both fresh meat and eggs to the crew who otherwise
had to rely on biscuits and salted meat. This is the reason why chickens arrived in the New

World almost at the same time as Europeans did (Smith & Daniel, 2000).

Because of their self-sufficient nature, chickens, unlike other domestic animals, were not
provided with feed or shelter. They had to make their own way by feeding with grain
spilled by other animals, worms, and table scraps. Feed items were supplemented by
foraging for grass, weed seeds, and insects (Agenjo Cecilia, 1964). These animals were
able to produce eggs and meat at a very low cost on this kind of diet. These products have
been an important source of high quality protein providing a good supplement for cereal

grains, tubers, and roots as they can provide much of the energy into human diets. At that
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time (1500s) egg and meat production were very seasonal. Most eggs were laid in the
spring and as a result there was a great variation of prices making eggs inexpensive in the
spring and quite expensive during the late fall and early winter. Chickens were ready to be
marketed during the summer when they reached the optimal weight for slaughter. After the
summer the available chickens were older and tougher. This seasonality created a

considerable variation in chicken prices over the year (Agenjo Cecilia, 1964).

Up to the Nineteenth Century
It was not until the 1830s that the old way of production had its first change. At that time
birds from China (Cochins) were imported as exotics into Britain and the US. These birds
interested farmers both in the British Empire and the US. Because of that, farmers started
to rear different breeds like Plymouth Rock, Wyandotte, Australorp, and Orpington (Hams,
1999). As a result almost each farmer had his own breed of chicken creating genetic chaos.
This problem was then solved with the formation of associations aimed to set standards
and develop chickens that could be relied upon to breed true. These organizations set up
the basis for the development of a genetically reliable stock, which was then used to

transform the chicken (Hams, 1999).

It was during the nineteenth century that poultry became more than a hobby. By 1890 there
were many magazines devoted to poultry and Universities started to offer courses in
poultry husbandry. The turn of the century found that the rearing of chickens, originally a
sideline of the family farm, was a form of agribusiness. The first big change was the
introduction of commercial produced chicks. Under traditional poultry husbandry those
willing to start a flock had to either buy fertilized eggs from a farmer and incubate them or
buy two hens and a cock. Then in 1887 the creation of an incubator that used hot water as a
source of heat, which could handle four hundred eggs at a time, turned the raising of baby
chicks into a business (Sykes, 1963). Thanks to the artificial hatcheries, poultry producers
were able to start to supply the market all year around. This new technology was
responsible for reducing price swings. The benefits of artificial hatcheries meant they were
adopted at an amazing speed. From 1918 to 1928 the number of reared birds increased
from few hundreds to more than ten thousands in the US. In addition more than a half of
baby chicks came from artificial hatcheries. As the number of artificial hatcheries grew so
fast the competition among them became fierce and the less efficient ones were forced out

of the market. The remaining hatcheries were able to supply superior chicken breeds in
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terms of food conversion. Artificial hatcheries were one of the main technological engines

in turning chicken from a luxury product into an everyday affair (Gordon, 1996).

Modern Times
Another important change in the poultry industry happened during the early forties when
there was a separation of egg farming from chicken farming. Former commercial broilers
had been selected because of their capacity to lay great quantities of eggs. However, these
birds were not very efficient in gaining weight. Therefore, hatcheries embarked on
breeding new crosses for rapid weight gain. From that time hatcheries would use different
breeds depending on whether the final output was going to be eggs or meat (Swotland,
1995). Egg farmers trying to reduce the cost of producing eggs introduced some changes to
the traditional poultry husbandry. The first change was to begin confining their chickens,
this saved a lot of time and energy that previously was destined for egg collection and also
diminished the risks of predators. Due to confinement egg farmers increased egg
production and consequently they were able to lower the prices for consumers. Since then
the egg industry has witnessed a continuous decline in prices largely due to economies of
scale. The industry went through a process of rationalization as the number of egg farms
declined and the number of chickens in the remaining farms increased. Despite a reduction
in the number of egg farmer’s competition among survivors remained fierce (Swotland,

1995).

The increase in the number of chickens changed the traditional way of feeding. No longer
could chickens be fed with table scraps, leftovers from other livestock or by picking on
their own. Consequently, hundreds of companies were created with the purpose of
producing feeds for broilers (Heuser, 1955). There was intense competition among these
companies and the advances in chicken nutrition were remarkable. The short biological
cycle of this species together with few ethical constraints applied to experimentation
allowed researchers to develop the best understanding of nutrition among all domestic
animals. Part of the accomplishments in the field of poultry nutrition was triggered by the
application of the mathematical system, linear programming, and the development of
computers. Diets formulated by linear programming were quickly accepted and therefore.
more information was needed on nutrient composition. A lot of research was focused on
the energy and amino acids requirements of broilers (Lopez Magaldi, 1994). The

introduction of vitamin D on chicken rations was also among the developments that had a
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major economic impact on chicken production. Chickens need sunlight to synthesise
vitamin D. Before this vitamin was introduced, outdoor chickens were exposed to the
uncertainties of weather, predators, and diseases. The adding of the purified vitamin D to
the ration allows chickens to be raised indoors where temperature, diet, and lightening are

controlled in order to achieve maximum weight gain (de Blas & Mateos, 1991).

Nowadays feed intake is recognized as the main factor influencing both body weight gain
and feed conversion in meat-type poultry (Richardson & Mead, 2001). Apart from diet
formulation, to keep a maximum feed intake is relevant in order to achieve the best rate of
growth and efficiency of nutrient utilization. Feed intake is affected by both dietary and
management factors. Dietary factors influencing feed intake include nutrient composition,
feed formulation and feedstuff inclusion levels, and feed pellet quality. The relevant
management factors are: feed management, water availability to the birds, environmental

management, stocking density, and disease control (Ferket & Gernat, 2003).

Vertical Integration

As feed companies became more important within the poultry chain they started to be more
involved with farmers, giving them advice not only about chicken nutrition but also about
the best techniques of production. Subsequently, feed mills started to provide credit to
farmers who would raise birds belonging to the feed mills in exchange for a fixed price per
pound. This was the origin of vertical integration within the poultry food chain. Since then
the poultry industry has been undergoing a process of both horizontal and vertical
integration. Horizontal consolidation has also occurred due to the internal growth of firms
plus the merger and acquisition of other firms competing in the same market. Vertical
integration was the result of firms expanding upwards into processing, wholesaling,
distribution, and retailing, and expanding downward into farm inputs (Percy, 2002). The
development of the chicken industry has been accompanied by the increase of power of
very large integrated producers. An integrated chicken production has facilitated the
coordination of chicken raising processes by improving the efficiency of the poultry chain.
This more integrated chicken production has also facilitated the control over product

quality and food safety (Dicken, 2007).

The poultry industry has remained profitable due to the continuous improvements in

technology and genetics together with decreases in economic inputs such as manpower.
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Nowadays a hen house holds more than a hundred thousand birds, water is piped, and
robots precisely dispense food every hour in controlled amounts. A conveyor belt carries
€ggs to a special room for cleaning, grading, and packing. In order to save heating and air
conditioning costs some hen houses have been built underground. In these houses artificial
light is provided at the optimal level for maximum production (Fracanzani, 1999). At the
moment the only thing that has not yet being automated is the removal of dead chickens. In
the new environment of production even the genes of these birds have been determined by
selective breeding. This process has been one of the main factors in determining the
increase in egg production per bird and per pound of feed so considerably. Selective
breeding has also brought about negative consequences for farmers as high egg laying and
aggression are genetically linked. In order to avoid the problem of aggression among
closely confined birds other technologies have been developed. Hatcheries now cut a

portion of the upper beaks (Sauver, 2002).

Contemporary Expansion
In order to explain the rapid worldwide expansion of the poultry industry some of its

production characteristics should be considered:

1. It can be achieved in almost anywhere in the world.

The breeding of chickens is possible even in very hostile environments. An example of this
can be seen in Saudi Arabia where production takes place in temperatures over 40 degrees
centigrade but equally in Switzerland where the production takes place in temperatures of
below 0 degrees centigrade. Temperature is one of the factors that affects the nutrient
requirement of poultry and so affects the cost of production (Etches, 1996; Sainsbury,
2002). The producers, who have to cope with the inclemency of frost and snow during the
winter, solve the climate problem by making considerations in the design of their poultry
buildings. The ability to produce in such a wide range of temperatures is a big advantage of
these species (Roberts, 1998). “The optimum temperature for a chicken is 21 degrees
centigrade. At lower temperatures it will consume more food in order to keep warm.
Insulating a house will not only provide a more congenial environment for the bird but will

also reduce feed costs” (Thear, 1997, p.9).

ii. It does not have religious impediments.
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In contrast to other kinds of meat, chicken does not face consumer limitations by the
diverse religions of the world. Religious issues limit pig consumption from being a quite
efficient producer of quality meat, Muslims and Jewish communities forbid pork
consumption. A similar case occurs with beef for the Hindus. Chicken meat is an excellent

source of protein free of religious or other ethnic taboos (Bulfield, 1994).

ii. It can be produced with minimal labour.

Poultry production is possible in conditions of low application of technology and with the

utilisation of low labour input (Duran et al., 1999).

iv.  By-products of the activity have alternative uses.
An example of alternative uses for poultry by-products can be found on the use of chicken
manure. This would normally be wasted. Being rich in protein it is used as an alternative
component of rations to feed ruminants species (Garcia & Trenchi, 1991). The manure can
also be used as fertiliser in horticulture, crops, pasturelands, and fruit production (Barbado,

2004).

v.  Excellent efficiency of food conversion.

In industrial production the breeds used produce chicken meat with a conversion of
roughly two to one, which means that for each two kilos of ration there will be one kilo of
meat of high nutrient value produced. A good poultry ration should have a balance in
energy, calcium and protein or amino acids. The main component is the energy and this
factor could be the difference between a good and a bad breeder performance (Leeson &
Summers, 2000). The most commonly used sources of protein for poultry rations are
fishmeal, meat meal, bone meal, milk, soya, and dried yeast (Sturges, 1987; Larbier &
Leclerck, 1994).

vi. The efficient use of space.
The birds are grown at a density of 10-12 animals per square meter; this density permits

production of about 35 kilos of meat in each productive cycle (Duran et al., 1999).

vii. It has a short production cycle.
The amount of time spent in growing depends on the final weight targeted by the market in

study. Some markets prefer small birds of about 0.9 kilograms to 1.2 kilograms after
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slaughter. On the other hand some markets prefer heavier birds of about 2.3 kilograms or
more. The average time required by one cycle of production is between 39-45 days in the
first case and between 50-56 days in the second one. Taking into account the time spent

cleaning and disinfecting between growing, it is feasible to have 5 to 7 cycles throughout
the whole year (DIEA, 2006).

Broiler Processing Plants
Innovations in processing plants have driven lots of changes in the poultry industry. The
industry moved from numerous small plants producing whole birds to one of larger plants
producing deboned poultry, traypacks, and more processed products. More than three-
quarters of the weight of chicken slaughtered at US plants is cut-up or deboned. Marination
and other forms of further processing have been growing at a steady pace. Branded
consumer products are the latest investment of poultry processing plants. These
innovations were responsible for a change of the cost structure. On one hand, the new
processed products have increased production costs while on the other hand, new
production technologies with increased line speeds, improved yields, and economies of

scale, have reduced production cost (Ollinger, MacDonald & Madison, 2005).

Over the past few years the industry has witnessed the increasing use of machines to
reduce manual labour. The adoption of technology has simplified many of the processing
tasks making easier the remaining tasks that must be conducted manually. New technology
brings about an increase of flexibility and revenues. By adding cut-up and processing lines
to the end of former slaughter lines, poultry plants have been able to target segmented
markets. For instance, a Brazilian poultry plant can export chicken legs to Russia and keep
chicken breasts for the domestic market. The future challenges for the poultry industry in
the processing arena will be: the relationship between food and human health, labour costs,
environmental regulations, meeting the needs of customers, and the overall regulatory

burden (Thornton & O’Keefe, 2001).

One of the biggest concerns of poultry processing is to control the variability of inputs to
allow for a consistent result to occur. In spite of the efforts of each link within the poultry
chain to produce uniform flocks, the processing plant must control its processes to deal
with the level of non-uniformity that arrives at the plant. Poultry companies have been

adapting quality control systems that were originally developed for processes where inputs
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can be controlled and using them to achieve consistent results from one of the most
variable inputs, the live birds (Percy, 2002). For instance, Statistical Process Control (SPC)
1s a management tool used to gather and analyze data to find out whether or not the process
is running within normal limits. Over forty percent of the broiler plants in the US report

that SPC is used together with their Hazard Analysis and Critical Control Point (HACCP)
programs (Percy, 2002).

In the US innovations and technology went hand in hand with a remarkable pattern of
consolidation. All this process was triggered by the rapid consumption growth of chickens.
Consolidation is likely to continue not only in the US but also globally. It is happening in
the EU and is expected to occur in the Far East. All these changes also affected the
organization of the poultry firms. Most plants (integrators) adopted an integrated structure,
which owns the slaughter plant, feed mills, and contracts with poultry growers. The
integrator provides farmers with chicks, rations, and veterinary services while the grower is
responsible for providing housing and labour services. Most integrators use contracts
designed to reward those growers with lower mortality rates and more efficient conversion
of feed to meat (Knoeber, 1989). This system has proved to be very effective in an industry
undergoing sharp technological change, since it prevents integrators from continually
recalibrating a system of incentives based on levels of performance. The system motivates
growers to continually improve their performance. This allows integrators to focus on
genetic improvements, better health practices, and management innovations. All the
improvements are then shared with their growers (Poultry and Dairy Industry Yearbook,

2001).

The Globalization of the Poultry Industry
The poultry industry was globalized thirty years ago. The impact of globalization has been
outstanding on the poultry meat sector. The volume of global poultry meat produced has
risen from 13 million tonnes in the late 1960s to almost 62 million tonnes thirty years later
and is projected to reach 143 million tonnes by 2030 (Food and Agriculture Organisation
2003). According to these estimates the larger volume of the projected increase will be in
developed countries (10 million tonnes); China (8.5 million tonnes); Near East and North

Africa (3.9 million tonnes); and Brazil (3.1 million tonnes).
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Largest Broiler Producers

The analysis of FAO data indicates that Brazil, China, and the US are the three major
contributors to the expansion in global output. The US share of world output has decreased
from 25.3% to 22.8%. Nevertheless, it will be with a production of 16 million tonnes the
leading poultry meat producer for a while. China has increased its share from 14.6% to
16.7% producing an estimated 10.5 million tonnes while Brazil’s share has increased from
7.6% to 11.8% producing an estimated of 9.5 million tonnes (Food and Agriculture

Organisation, 2005). Almost 75% of the total global output is produced by ten

countries/regions shown in table 10.

Table 2: World Poultry Meat Production. 1995-2006 (million tonnes)

1995 2004 2005(e) 2006 () 1995% | 2006%
World poultry meat 54,655 | 78,543 81,376 84,038 100.0 100.0
production
(‘000 tonnes)
Developed countries 28,403 35,799 36,895 37,690 52.0 44.8
Developing countries 26,281 42,780 44,517 46,385 48.1 55.2
US 13,827 18,008 18,630 19,160 25.3 22.8
China (mainland) 8,000 13,460 13,650 14,000 14.6 16.7
EU 7,970 10,732 10,815 10,855 14.6 12.9
Brazil 4,154 8,8895 9,400 9,900 7.6 11.8
Mexico 1,315 2,272 2,390 2,500 2.4 3.0
CIS (12) 1,296 1,733 1,968 2,073 2.4 2.5
Thailand 1,007 964 1,100 1,250 1.8 1.5
Japan 1,252 1,238 1,245 1,240 2.3 1.5
Canada 0,870 1,123 1,190 1,210 1.6 1.4
Argentina 0,817 0,928 1,070 1,170 1.5 1.4
(e) = estimate
(f) = forecast

Source: Adapted from FAO (2005).

Exports of poultry meat have two leaders, Brazil and the US which together account for
70% of this business. US exports have increased one million tonnes since 1995 to just
over 3.0 million tonnes, while Brazil’s exports have increased from 500,000 tonnes in 1995
to 3.1 million tonnes becoming the world’s leading exporter (Food and Agriculture
Organisation, 2005). Table 11 presents data of the countries leading exports and imports of

poultry meat globally.
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Table 3: World Poultry Meat Exports and Imports. 1995-2006 (million tonnes)

1995 2004 | 2005(e) 2006 () 1995% 2006%
World poultry meat 4,560 7,538 8,356 8,828 100.0 100.0
exports (excl. intra-EU
trade)
Developed countries 3,181 3,960 4,226 4,287 69.8 48.6
Developing countries 1,379 3,579 4,131 4,542 30.2 51.4
US 2,075 2,755 3,000 3,050 45.5 34.5
Brazil 0,443 2,635 2,900 3,100 9.7 35.1
EU (excl. intra-trade) 0,827 1,010 1,000 1,000 18.1 11.3
Hong Kong 0,334 0,136 0,150 0,150 7.3 1.7
China (mainland) 0,302 0,331 0,400 0,460 6.6 5.2
Thailand 0,195 0,220 0,300 0,400 4.3 4.5
World poultry meat 4,840 7,459 8,336 8,710 100.0 100.0
imports (excl. intra-EU
trade)
Developed countries 2,288 3,541 3,904 4,005 47.3 46.0
Developing countries 2,547 3,911 4,425 4,698 52.6 53.9
CIS (12) 1,065 1,678 1,806 1,829 22.0 21.0
Japan 0,630 0,695 0,800 0,830 13.0 9.5
Hong Kong 0,697 0,557 0,540 0,560 14.4 6.4
EU (excl. intra-trade) 0,212 0,425 0,485 0,500 4.4 5.7
China (mainland) 0,682 0,186 0,300 0,350 14.1 4.0
Mexico 0,202 0,460 0,520 0,550 4.2 6.3
Saudi Arabia 0,265 0,500 0,550 0,600 5.5 6.9
Canada 0,068 0,154 0,130 0,135 1.4 1.5
UAE 0,100 0,175 0,185 0,190 2.1 2.2
(e) = estimate
(f) = forecast

Source: Adapted from FAO (2005).

At the moment, the birds destined for production come from no more than eight genetic
houses. These houses are responsible for supplying all the reproductive lines utilised in the
entire world. The genetic advantage built by these houses created a high entry barrier for

those who have tried to get into this business (Smith & Daniel, 2000).

The Rationalization of the Industry

Since the beginning of the nineties the poultry industry is undergoing a process of
rationalization. The companies that make up a part of big conglomerates include other
industries such as pharmaceuticals, vaccine production and industrial equipment. Most of
them have merged and, for business reasons, have kept their brands separated. These

enterprises have their headquarters in the EU, US, Canada and Hong Kong. They maintain
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for strategic and sanitary reasons their reproductive lines in four continents. These
particular characteristics make this a global industry in view of the fact that the birds bred
anywhere have the same origin. This fact determined that the problems have been also
globalized as the emergence of a new disease is spread with the speed of a jet causing
concern to everybody as risks of infection increase. Consequently, globalisation has
increased risk to the supply chain. The well-discussed cases of bird flu are a prime example
of how business can be impacted. Avian influenza is spreading from its origins in
Southeast Asia. The risk of this disease relies on the following two factors: firstly no one is
immune to the virus and secondly the virus can cause serious illness in human beings. The
World Health Organization (WHO) argues that the current outbreaks of avian influenza are
the largest ever recorded. So far, the new virus has infected over 100 humans and has
killed more than half of them (Shane, 2005). This disease has affected the whole poultry
industry at global level. Locally those affected by the virus have had to face economic
loses. Not only poultry producers have been hit but also associated business such as grain
producers, caterers, and restaurants. It is estimated that bird flu caused losses of $8 billion
to $12 billion to the Asian economies being comparable to the impact of mad cow disease
over several years. Nevertheless, at global level some countries, such as Brazil, have taken
advantage of new markets that were opened to them, as those producers with bird flu were

temporarily banned (Business and the Environment, 2006).

Although most poultry diseases are of worldwide occurrence some of them are particular
to some regions. For example the disease could be restricted to an area that has determined
vectors or for other unknown reasons. It is common to find a big incidence of diseases in
developing countries that have less regulations and controls than developed countries

(Jordan, 1990; Woernle, 1996).

Impacts of Globalization

Production in important markets such as South East Asia, the Russia Federation or the
countries of Eastern Europe affects the total global market, generating adverse effects and
in other cases positive ones. The major beneficiaries of chicken supply globalization have
been the consumers who can choose from a wide variety of products at lower prices. Other
intermediaries that have been financially benefited from globalization are those who
control the supply chain. While in the US the control is on the hands of processors and

food services in the EU the power is mostly on the hands of retailers, although there is an
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increasing consolidation of food processing (Ado, 1998). On the other hand, some of the
largest producers worldwide have reduced their per cent gross profit. According to some
scholars this might be attributable to the continuing pressure on margins in the meat sector

at retail and food service level and the cascade effect through the supply chain (Baines,
2002).

Even though consumers have been the main beneficiaries of vertical integration, when
vertical integration goes hand in hand with horizontal integration, these two phenomena
might lead to an imbalance of power from integrators against consumers and contract
producers. A good example can be found in the US where the three biggest integrators
(Tyson’s, Gold Kist, and Pilgrim’s Pride) return on equity averaged 16% between 2000
and 2002. During the same time contract producer’s return was insignificant after
deducting a very modest amount for labour, management, and risk bearing. This is the
consequence of the huge imbalance of power in contracting to the benefit of integrators
who have transferred income to themselves while transferring risks to producers

(Carstensen, 2000).

Some of the negative impacts of the global trade of poultry must be looked within the
context of the modern agro-food industry. The poultry industry has followed the same
patterns of other ‘high value foods’ such as fruits, vegetables, dairy products, and shell
fish. The global trade of these food products have created huge environmental impacts due
to overexploitation of natural endowments, the application of chemicals and pesticides, the
use of genetically modified plants/animals, and the transportation of food over very long

distances (Dicken, 2007).

Consumer Perceptions
The major trend of meat consumption is toward special cuts or semi-processed products.
The distribution of consumption among the different meat products has been modified in
Europe. The result was that poultry meat has benefited from the new trends of life. The US
has followed the same pattern where poultry consumption has increased steadily. For
instance, between 1960 and 1992, annual per capita poultry consumption in US increased

about 2.5 times from 34.2 1b to 86.4 Ib (Duewer, Krause & Nelson, 1993).
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There have been numerous studies to examine consumer attitudes and preferences towards
meat products in the US (Skaggs, Menkhaus, Torak & Field, 1987; Capps, Moen &
Branson, 1988; Buzby & Farah, 2006). The main factors identified as being responsible for
the increase in poultry consumption within the American society are: changes in consumer
demographics and lifestyles such as household size, residences, racial mix, and income
(Putnam & Van Dress, 1984; Kinsey, 1990; Mccracken, 1990). Consumers have increased
the proportion of income spent on food consumed away from the home. This new trend has
also been responsible for the increase of poultry consumption as poultry is being
positioned as one of the favourite meats for food consumed away from the home
(Menkhaus, Whipple, Torok & Field, 1988). The introduction of chicken restaurant
franchises and the increased consumption of poultry products in restaurants and take away
shops are good examples of this change (Lasley, 1983). In developed countries there is a
greater demand for smaller pack sizes, for ready prepared food, and for eating out.
Consumers are less likely than before to eat a formal meal and more likely to eat a number
of snacks throughout the day. The food offers are changing to reflect patterns in current
lifestyles. There is a greater demand for food that takes less time to prepare, that is easily
available and that can be eaten on the move. The demand for convenience food is the
greatest change in the way people are eating. Chicken meat is a product that suits these
new trends of modern lifestyle since it is identified as a versatile convenient product

(Gerst, 2005).

The Evolution of Chicken Consumption
Poultry meat has indirectly benefited from a decrease in the level of red meat consumption.
Food scares such as Bovine Spongiform Encephalopathy (BSE), the foot and mouth crisis,
and general health concerns are the main factors that have led consumers to move away
from red meat and chicken has captured part of those consumers (Bingham, 1996; WCRF,
1997; Department of Health, 1998; Food Standards Agency [FSA], 2004). The reduction in
red meat consumption has not only been a consequence of the above mentioned factors and
reflects the evolution of other animal protein chains such as poultry and fish that have been
able to offer cheaper prices than red meat (Fernandez-Armesto, 2001). Consequently,
poultry has overtaken red meat consumption in many countries such as the United
Kingdom (UK). Poultry per capita consumption in this country in 2000 was reported at
28.1 kg while red meat consumption was estimated at 14.1 kg (Poultry World, 2000; FSA.
2005). The poultry industry within the UK seems to have a promising future as its
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popularity keeps growing. For instance, caterers showed a remarkable growth during 2004
of 20%, while retail sales advanced by nearly 4%. The data shows that most of the growth
within the retail sector is in processed products, which meet roughly half of all retail sales,

with primary portions at 27%, and fresh whole birds at 20% (Randall, 2005).

The price of poultry meat has been the main factor responsible in explaining the increase
of per capita poultry consumption. The fall in price achieved by the poultry industry is
unique and neither of its meat competitors has been able to match that pattern. The poultry
industry has been the most successful of the animal protein industries in reducing costs and
adding value (Castello, Cedo, Capero, Garcia, Pontes & Vaquerizo, 2002). In 1996, thanks
to its competitive prices the poultry industry was able to displaced beef as the second most
important meat worldwide. Since then poultry has been the largest meat species traded

internationally (Miljkovic, Brester & Marsh, 2003).

Another factor responsible for the increase in consumption of chicken meat was its high
rate of protein/carbohydrate and the way in which this product was presented. The pre-
packed carcass whether frozen or fresh was attractive to the eye of the consumer. Because
of that the poultry industry had an explosive growth during the 1980s and 1990s as per
capita consumption increased nearly 400% based on the boneless equivalent series (Smith,

2004).

Nowadays consumers are more demanding and they expect high quality products. They
look for a fresh, tasty, and nutritious product (Morrissey, Sheehy, Galvin, Kerry &
Buckley, 1998). Qualitative studies of meat argue that freshness; sensory factors and
perceived healthiness are the most important parameters for consumer selection (Munoz,
1998). Most consumers identify poultry as the best option in terms of these attributes
(Verbeke & Viane, 1999).

Ethical Issues and Animal Welfare
According to a MORI (one of the biggest Britain’s research agencies) survey, 70% of
people considered chicken to be the healthiest meat and the one with the lowest fat content
(Richard, 2004). Similar results to the British research agencies were found in market
research conducted in the US about how consumers perceive chicken, beef, and pork.

Among the three meats explored the highest ratings on all attributes targeted in this
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research were given to chicken. Chicken is more liked to be perceived as being versatile,
having good taste, being easy to prepare, being healthy and nutritious, being consistent in

quality, and being reasonably priced compared with beef and pork (Thornton, 1997).

However, the Royal Society for the Prevention of Cruelty to Animals (RSPCA) argues that
this healthy image is not in line with the reality of the 100,000 chickens that die each day.
The RSPCA points out that the breeding of birds for rapid growth, a lack of long periods of
darkness, and high stocking rates are the main factors explaining the shocking number of
deaths. The British Poultry Council (BPC) has expressed its disappointment with some
statements of the RSPCA that are trying, according to its view, to mislead public opinion.
BPC claims that the death of 100,000 chickens a day represents a 4% mortality rate. A
study conducted by the association suggests that free range chickens have more than
double the mortality rate of indoor systems (Richard, 2004). However, this study did not
address the issues of animal welfare and the stress chickens are subjected through factory

farming systems and practices.

There are chicken producers that support the RSPCA view and therefore have opted to
move away from traditional rearing systems. This move away has occasioned question and
comment. Some contemporary authors criticize current poultry farming systems. For them,
poultry farming has put too much effort on efficiency and price without much concern for
animal welfare. As a consequence of this we can now find poultry breeds that grow so fast

that their legs are not able to support their weight (Lymbery, 2006).

Consumers no longer remain unaware of poultry practices and they have started to demand
chickens that were reared in higher welfare conditions. They also demand products that
were produced in line with environmentally friendly practices. In this scenario, green
consumers, sustainable products, and environmental management have further segmented
supply chains. Branded organic, antibiotic-free or free-range poultry are differentiated
products aiming to satisfy customer requirements. The growth in production of ‘Label
Rouge’ is a vivid example of the success of this niche market (Garcia, 2004a). The
objective of ‘Label Rouge’ production is to create the image of traditional rural breeds
reared in free-range farms and fed with diets free of by-products from the meat industry,

and any pronutrients, conditioners or prophylactics (Westgren, 1999).
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Research undertaken by the EU ‘Welfare Quality’ has suggested that many consumers
want animals to be grown under more natural conditions. They not longer want to eat
animals that have suffered. Data from retail analysts TNT has shown that free range egg
production is the fastest growing sector of egg farming (Lymbery, 2006). Interestingly, the
number of broilers reared under RSPCA’s Freedom Food standards in the UK has doubled
between 2003 and 2005 (Poultry World, 2006). Freedom Food is the RSPCA’s farm
assurance and food labelling scheme dedicated to improving welfare standards of animals
reared in the UK. Because of consumer pressure UK supermarkets display four types of

chicken: standard, free range, organic, and Freedom Food (Poultry World, 2006).

Another important theme to consider while looking at animal welfare is public health.
Research has shown that the bacterial contamination of birds seems to be higher in
alternative systems than in traditional farming systems (Poultry World, 2005b). On the
other hand, reports have shown that today’s chickens contain three times more fat than

chickens produced 30 years ago (Poultry World, 2005b).

Broiler welfare is a controversial topic attracting very divergent opinions. It is clear that
more research is needed before arriving to rounded conclusions. However, consumers have
already started to push for alternative ways of production. The reality indicates that most
poultry is produced under intensive farming systems and it would be unrealistic to think
that this situation would change overnight. Researchers believe that changes in stock
density, selection, and feed and nutrition will be introduced gradually into the traditional
poultry industry in order to improve bird welfare and address consumer’s concerns

(Poultry World, 2003).

Food Safety and Quality Control
Increasing international trade in food has affected food safety. Thirty years ago most of
world food production was consumed in the country in which it was produced. This
situation contrasts with today’s reality. Numerous food regulatory measures have been
adopted internationally to address the safety aspects of international trade. In spite of these
measures, globalization of food markets has raised consumers’ concerns about food safety
and with fairer treatment of farmers in developing countries. Poultry consumers are not the
exception and they look for food products entailing the desired consumption attributes that

are free of contamination (Yeung & Morris, 2001). Therefore, the management of food
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quality and food safety in the chicken supply chain between the farm and the consumer has
become of paramount importance. There are some distinctions among the concepts of food
quality, and food safety. Quality refers to the nutritive, organoleptic, or other biochemical
and biophysical characteristics that are valuable to consumers. Food safety is associated

with the assurance of safety and the absence of food-borne pathogens (Mountney &
Parkhurst, 2001).

As consumer’s parameters of selection evolve both retailers and the poultry industry must
envisage the way they will manage and merchandise the meat presentation of the future.
Most meat experts agree that in the upcoming years consumers will put more and more
emphasis on safety and convenience issues (Yeung & Morris, 2001). Therefore, capital
investments supporting flexibility in production lines and improving food safety will be
critical for those aiming to survive in this competitive industry (Tosh, 1998). Power has
shifted along the food chain and consumers today have more power than 30 years ago.
They are aware of this power and they want to express their will on matters such as food
safety, environmental safety, how workers are treated, and how animals are reared (Yeung
& Morris, 2000). New legislation on antibiotic growth promoters in the UK and EU was
the result of consumer’s pressure (Garcia, 2004b; Dicken, 2007). The risk of not
complying with safety regulations might put in danger the profitability of poultry

companies in the upcoming years.

Consumers’ Perception of Risk

According to some scholars, consumers’ perception of risk has a significant effect on
purchase behaviour and therefore, it must always be considered by management strategies
of the food industry (Yeung & Morris, 2000). The analysis of consumer risk has helped to
shape marketing programmes of forefront companies. The concept of perceived risk was
initially analyzed by Bauer (1960). According to him, consumer behaviour is motivated by
subjective impressions rather than objectivity of risk. Taylor (1974) argues that consumer’s
risk perception shape purchases. The theory seems to work properly during periods of food
scares while consumers overreact to the real food risks ignoring the true facts (Lofstedt &
Frewer, 1998). Avian influenza is one of the most significant topics of the poultry industry
and massive reductions in consumption in many countries have shown the importance of
perception of risk on consumer behaviour (O’Keefe & Thomton. 2006). Consumer

confidence on food safety has been undermined by incidents involving microbiological

68



contamination such as Sa/monella and BSE, chemical residues in food such as dioxins, and

the possible risks of genetically modified organisms. All these events have affected

consumer purchase behaviour (Mintel, 1997; Hume, 2001).

Research revealed that 20% of UK consumers see the consumption of chicken riskier than
one year previously. The main causes of concern were bird flu (20%), cramped rearing
conditions (13%), and the use of antibiotics and chemicals (12%) (Poultry World, 2005a).
Not surprisingly a survey conducted in 2004 in the US showed that new issues are
competing for the attention of poultry managers. This survey collected data from live-
production managers responsible for producing half of the poultry in the US. According to
the surveyed managers, environmental concerns were identified as the biggest challenge
followed by biosecurity and disease and animal welfare. Interestingly production costs
were ranked behind environmental and animal welfare concerns. Other identified
challenges in order of importance were: growing urbanization, grower relations, recruiting,
food safety of finished product, elimination of drugs, and shrinking resources for

universities and extension programmes (Poultry World, 2005a).

Biosecurity

Biosecurity refers to all procedures utilized in order to prevent the introduction of disease-
causing organisms in poultry flocks. The use of contaminated equipment or exposure to
contaminated humans and animals has been identified as the main responsible factors of
spreading disease-causing microorganisms between poultry flocks. In order to tackle these
problems many poultry industries have implemented “shower in and shower out” as part of

their biosecurity regulations (Calne, 1995).

Biosecurity is essential for the poultry industry as it entails bigger risks than other livestock

production. Poultry is especially at risk because:

i.  Intensive production, fast throughputs, and short turnaround times.
ii.  Increased risk for young birds entering multi-age farms that were vacated by older
birds.
iii.  Infection carried by those vehicles that go from farm to farm.

iv. A large labour force in contact with birds.
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v.  The specific threat of avian influenza in wild bird populations and backyard
poultry.
vi.  Great susceptibility to rodent-borne infections, fungal spores, and mycotoxins

(Cunningham & Fairchild, 2006).

In order to comply with consumer’s demand in terms of safety, HACCP programmes have
been adopted by many processing plants. HACCP changed the rules on how to inspect
poultry since it offers potential for enhancing food safety by stressing controlling
contamination through microbial monitoring as opposed to the old system that focused
upon visual inspection. HACCP programmes have also started to be adopted in the live
side of the poultry business. According to American industry sources, the processing plant
and the hatchery are the most risky places for birds to be infected with salmonella.
Achieving good sanitation standards at the hatchery improves live-bird performance and
reduces the prevalence of pathogens on birds at the processing plant. The main factors to
be controlled in order to keep pathogenic bacterial growth on the farm at a minimum level
are: house temperature, humidity, ventilation, and litter conditions. Controlling the
digestive tract of the bird is another factor that helps to improve both bird health and food
safety. Examples of controlling intestinal microflora are the use of low levels of

antibiotics, coccidiosis vaccines, and salmonella vaccines (Thomton & O’Keefe, 2003).

In spite of chicken accounting for 40% of all meat eaten in the UK, a consumer survey
conducted in 2000 revealed that 54% of consumers are worried about the hygiene
standards in raw chicken (FSA, 2001). Among all kind of food risk in chicken,
microbiological risks, chemical risk and technological risk are the three that cause most
concern among the consumers (Yeung & Morris, 2001). Microbiological risk entails all
risks caused by bacteria. Food spoilage and food poisoning are the worst effects caused by
bacteria (Trickett, 1997). Among the different types of bacteria, Salmonella and
Campylobacter are the commonest found in chicken products (Suzuki, 1994a). These
bacteria affect both poultry and egg industries (Institute for Animal Health, 2000). For
instance during the year 1999 in the UK 19,801 cases of Salmonella and 61,713 cases of
Campylobacter were reported from laboratories (PHLS, 1998; Hingley, 1999; FSA, 2000).

Chemical risks refer to risks that are caused by residues in food. These residues are the

result of chickens being fed with antibiotics and the remnants of agricultural chemicals in
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rations. When these chemical residuals get into human systems they may cause cancer,
chronic fatigue syndrome, immune deficiencies, and lung and nerve damage
(Environmental Media Services [EMS], 2000). According to organisations dealing with
food safety control, the agricultural use of antibiotics is a main source of antibiotic
resistance among food-borne pathogens (EMS, 2000). Some authors argue that the large
use of antibiotics in poultry may result in the emergence of multi-drug resistant strains of
pathogenic bacteria, which in turn may reduce human resistance to antibiotics (Gottlieb,
2000). This information has made poultry consumers concerned about the intensive

production methods that rely on the use of high doses of antibiotics (McKellar, 1999).

Technological risk refers to those risks that could be consequence of technological
advancements in food products. The heated debate about the potential effects of genetic
modification of food is a primary example (Ford & Murphy, 1998). How this technology
can help to ensure food security in the new century is a main issue. It is the view of some
critics that neither the proponents nor the opponents have been able to provide the public
with the basic information necessary to decide whether they want to support or reject
genetic modified foods (Gregoriadis, 1999; Weiss, 1999). The uncertainty about food
safety increases consumer concerns. When that happens public opinion might be

influenced by media coverage (Miles & Frewer, 1999).

The Evolution of the World Poultry Market

A particular characteristic of this kind of meat is that only 11% of the poultry world output
is sold outside the countries in which it is produced; 88% of it is chicken that dominates
the market over turkey, duck and goose. The main production areas are in the US, which
makes up for 16 millions tons. Traditionally the main exporters are Brazil, US, EU, Hong
Kong, China, and Thailand. The main importers are Hong Kong, the Russia Federation,
Japan, and Saudi Arabia. Hong Kong appears on both lists. This occurs because of the
particular relationship between the ex-British colony and China where Hong Kong plays
the role of an intermediary (Viandes, 1998).

The evolution of the world poultry market shows data of the last few years exhibiting
important trends. EU broiler exports had returned to normal after the BSE crisis faded and
demand for beef came back to normal. Then the outbreak of pathogenic avian influenza hit

the EU. In 2006 exports are estimated at 650,000 tonnes a dramatic drop of 300,000 tonnes
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while compared with 2003 (Poultry International, 2006). Domestic poultry producers
looked with satisfaction on changes in EU regulations in 2003. In that year the EU banned
the import of salted chicken meat into the EU at a low tariff rate. Because of this change it
is expected a fall of the imports coming mainly from Thai and Brazilian exporters. This

would give the chance to local producers to increase their share on the internal market

(O’Keefe & Thornton, 2006).

The United States Department of Agriculture (2006) forecasts an increase in demand for
broiler meat of 1.8 million tonnes in India doubling the market of five years ago and
making the Indian broiler industries one of the fastest growing worldwide. It must be
acknowledge that domestic producers mainly supply India’s poultry demand. The largest
Indian poultry exporters have upgraded their processing plants to address new markets
such as Japan, which recently opened its doors to Indian products. They want to take
advantage of the opportunities arising due to the spread of avian influenza in several
countries, as Indian poultry has remained so far unaffected by the disease (Poultry

International, 2006).

In Russia there was a reduction in support given by the Government to the poultry
industry. This fact coupled with the strong competition of importing products determined
that many domestic producer companies were heading towards bankruptcy. This process
was slowed down at the end of 1998 because of the strong devaluation of the Russian
currency. In 1999 the government imposed a quota on imports in order to help the local
industry against foreign producers (Agra Europe Ltd., 2003). However, in 2005 the import
quota was increased from 1.09 million tonnes to 1.13 million tonnes (Poultry International,

2006).

In Rumania and Bulgaria a huge re-structure of the poultry sector, still handled by the
government, had the effect of reducing production levels. In Taiwan a decrease in demand
is also forecasted after the effects of the foot and mouth disease on pigs, which had meant a

huge increase in the consumption of poultry meat (Poultry International, 2006).

The disease called Influenza Aviar affected Hong Kong six years ago and sanitary
restrictions were applied. In the years following the outbreak of the disease the country

saw a decrease in production but last year it started to recover. China has become a major

72



player. In 2002 China’s exports suffered the impacts of avian flu. Japan its larger market
(70%) banned the import of Chinese fresh or frozen chicken. In 2004 the Japanese
government lifted the sanitary barrier and from that moment exports have increased to a
record of 440,000 tonnes. A new phenomenon is the fact that some of the chicken products

exported to Japan come originally from the US and are processed in China (Unites States

Department of Agriculture, 2006).

The Indonesian forecast shows a contraction in production caused by the increase in the
prices of inputs, avian influenza, and a fall in the demand originated by economic
problems. Avian influenza is endemic in Indonesia with 21 out of 33 Indonesia’s provinces
having reported cases. Malaysia faces a similar situation where poultry industry growth is
likely to slow somewhat in line with the rate of economic growth and rising production
costs. In Nigeria restrictions on imported poultry meat were lifted in 1999. A tariff of
150% was allocated but in spite of this, it is estimated that imports will start in this country
after a number of years under ban. A continued steady growth is expected in Mexico, while
in Thailand the industry is expected to keep up with its recovery (Poultry International,
2006).

Data related to exporter countries reveals interesting aspects. The US has faced a lot of
competition from new exporter producers. China faced a small decrease in its exports as a
consequence of the competence of Taiwan that took advantage of the devaluation of its
own currency. Brazil will have in their traditional markets of Asia the same competence
meanwhile in the close Orient its position will be threatened by the EU (Business and the

Environment, 2006).

Poultry Meat Trade
Over the last few years the chicken export industry has been suffering the negative impact
of different factors such as avian influenza, and deep political crisis in some countries. But
even taking into account these factors the trend forecasted for the consumption of poultry
meat is positive and is expecting an annually accumulative increase of about 3% (United

States Department of Agriculture, 2006).
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The most affected variable has been international poultry trade but the consumption itself

continues to grow as with previous forecasts. The main factors responsible for the increase

in consumption are:

1. Anincrease in the incomes of some sectors of the population.
ii.  An increase in the population.
iii.  Trends to eat more healthily. Look for healthier sources of protein.
iv.  New lifestyle, there is a demand for quick processed dishes and new cuts.

v.  Better price of meat poultry compare with some of its substitutes (Baines, 2002).

It is the view of many scholars that poultry meat will continue to be popular, perceived as
versatile, with limited ethnic barriers, and moving up the value chain by adding value. The
high level of integration allows the chicken industry to perceive consumer preferences and
respond quickly. In spite of being a mature industry it should remain on the forefront of
innovation, offering new products, marketing alternatives, educating consumers, and cost-
cutting manufacturing and delivery systems. The new technologies allow the industry to
respond faster than ever to market needs. Improvements in computer power have allowed
primary breeders to evaluate enormous sets of data and as a result to evaluate the potential
role of genetics in processing characteristics such as meat quality and procesability (United

States Department of Agriculture, 2006).

Signs of chicken fatigue have not been identified. For instance, in the US it was predicted
chicken fatigue would occur at 18 kg. per capita, then at 23 kg., and then at 27 kg. Today
Americans are consuming more than 36 kg. per capita a year and there are no signs of
fatigue (Unites States Department of Agriculture, 2006). However, it is also true that the
future will be much more difficult for the poultry industry. In the past 40 years as poultry’s
share of the protein market increased, producers and processors grew in scale and benefited
from lower production costs, which in turn contributed, to better prices and greater share
gains. Nowadays as most markets are mature and highly competitive the new environment
will put pressure on many poultry companies. As in any business sector only the most

efficient companies will survive (Parker, 2004).
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The Future of Poultry Meat
According to the latest Food and Agriculture Organisation of the United Nations (FAO)
forecasts, global poultry meat production will continue to rise reaching 100 million tonnes
in 2015 and 143 million tonnes in 2030. These forecasts also envisage that by 2030 the
developing industries will produce almost double that of the developed (see Table 12).
China, the Philippines, Indonesia, Mexico, Peru, Brazil, Myanmar, Vietnam, and the
Dominican Republic will be the major contributors of world growth accounting for more
than 35% of poultry meat production in 2015 and 2030 respectively. As already mentioned
the demand for poultry is influenced by both the increase in population and incomes. Both
factors have high rates of growth in China, India, Russia, Mexico, and Brazil. Poultry
products account for 30% of global consumption of animal protein having the highest

annual rate of growing of 2.6% (Food and Agriculture Organisation, 2005).

Table 4: Forecast Poultry Meat Production for 2015 and 2030 (million tonnes)

1999 2015 2030
World Total 61.9 100.6 143.3
Developing countries 31.3 59.1 93.5
Sub-Saharan Africa 1.0 1.9 4.1
Latin America 10.5 18.3 273
Near East / N Africa 3.2 7.1 11.6
East Asia 15.5 27.9 39.9
South Asia 1.1 3.9 10.6
Developed countries | 30.6 | 41.5 | 49.8

Source: Adapted from FAO (2005).

The most important factors affecting the cost of production in producer countries are the
national cost of grain and labour. Brazil has become the most efficient producer in terms of
cost production. Other factors affecting the world trade are tariffs and currency value. The
devaluation of the Brazilian Real has helped this country to become more competitive in
the production of chickens. It is interesting to look at the effects of currency value among
some of the largest producers. At current exchange rates the cost of production in dollars in
both Argentina and Brazil is lower than in the US. Costs of production in Thailand and
Mexico are similar to those of the US, while costs in China are slightly higher (Lee, 2006).
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Regardless of the impact of avian influenza, world poultry meat was able to keep its 31%
share of the total meat market in 2006. Poultry meat makes up the 33% of world meat
production in developed economies and 29% in developing nations. According to FAO
poultry meat output grew 30 millions tonnes between 1995 and 2005. The growth of world

trade has also been remarkable almost doubling from 4.6 million tonnes to 9 million tonnes

during the same period.

The exports leaders Brazil and the US are likely to keep their positions in the international
arena. EU exports are not forecasted to change and will probably remain at one million
tonnes. China’s exports are expected to rise, while shipments from Thailand seem to be
recovering. According to the forecast, imports into the 12 CIS countries will have a small
increase in the upcoming years with the Russian Federation as the main buyer (Food and
Agriculture Organisation, 2005). Japan will continue being a major buyer while Saudi

Arabia and Mexico become major importers.

Summary
Poultry production, distribution, and consumption have dramatically changed over the last
few decades. The main changes responsible for the development of the chicken industry
are: university and private research, the creation of artificial hatcheries, advances in
chicken nutrition, improvements in the efficiency of production, management innovations,
and improvements in technology and genetics. All these changes have helped the poultry

industry to become very competitive against other meat products.

The rapid worldwide expansion of the poultry industry was favoured by some of its
production characteristics such as the possibility to breed chickens in a wide range of
temperatures, the lack of religious impediments against eating chicken, the efficiency of
food conversion and its short production cycle. The poultry industry has been also
benefited by the new trends of life. Consumers perceive chicken as a versatile, convenient,
and healthy meat. Consumers are gaining more power within the food chain and many
researchers state that they will put more emphasis on safety, environmental, ethical, and
convenience issues. Some studies in the UK indicate that some consumers see the
consumption of chicken riskier than one year ago. Therefore, this is an area where the

poultry industry will have to work on.
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The factors that will affect the future development of the global poultry-meat trade can be

summarised as follows:

ii.

1ii.

1v.

vi.

Vil.

viii.

iX.

Strength of currencies and their impact on imports and export of traded poultry

products.

The adoption of technology by developing countries.

Tax and regulatory legislation in nation states.

Cost of capital, feed, and labour.

Concerns over animal welfare, food safety, and hygiene standards.

Land size constraints to meet the feed requirements of increasing global bird
numbers (Baines, 2002).

Broilers will continue to gain weight. Biotechnology improvements will help
broilers to become even more efficient in terms of feed conversion. The process
industry will require larger birds for deboned products and value added products.
Grow-out houses will increase their size and capacity. There will be a major
concentration of grow-out farms. Processing plants will operate at higher line
speeds and with fewer workers.

There will be a further rationalization of companies in the industry.

There will be opportunities for those companies aiming to supply specialized
products such as free-range chicken, organic chicken and similar products

(Roenigk, 2001).

Globalization has had a major impact on the poultry sector which has continually increased

its volumes of production. Globalization has also had negative impacts for the poultry

industry. The emergence of new diseases such as bird flu is a primary example of how

business can be globally impacted. In spite of the problems faced by the poultry industry in

recent years, scholars argue that the future of this industry is promising because poultry

meat will continue to be popular, perceived as versatile, with limited ethnic barriers, and

moving up the value chain by adding value. Per capita consumption of chicken will

Increase but at a smaller rate than in the past ten years. As most poultry markets are now

nature it is expected a slow down in the rate of growth and more competition between

soultry companies.
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he next chapter presents and analyses the literature on regional agreements with particular

mphasis on the MERCOSUR union.
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Chapter 4
Customs Union and MERCOSUR Economic Integration

This chapter starts by covering the literature on regional agreements. It then continues with
an insight into the MERCOSUR market and its impacts on the Uruguayan economy. In the

last sections an evaluation of the effectiveness of MERCOSUR, its main drawbacks, and

the future of the union is discussed.

Trading Agreements
In spite of the efforts and negotiations of the World Trade Organization (WTO), countries
continue to establish new preferential trading agreements. Between 1990 and 1997,
according to Chang and Winters (1999), 87 regional agreements were notified to the WTO.
Currently, most of WTO members belong to one regional agreement. At present, one third
of total world trade takes place under the umbrella of some kind of regional agreement
(Gonzalez Rozada, Pires de Souza, Barros de Castro, Lorenzo, Noya, Daude, Osimani &
Laens, 2000). The failure of the Fifth WTO Ministerial Conference in Cancun, Mexico,
September 2003 stressed the importance of bilateral and regional agreements as an

alternative option for trade negotiations (Kamal & Imai, 2003).

The literature on regional integration states that these new regional economic blocs are the
result of increasing competition in world markets (Manzetti, 1994). The need to enter into
the world economy has led countries to one political approach. As a result of that
approach, many international agreements have arisen. Some agreements are between
sconomies of similar size while others are between small and large countries (Konishi,
Kowalczyk & Sjostrom, 2003). Economic integrations obtain advantages to all member
countries such as an expansion of markets, an increase in resistance to discriminatory
practices of protectionism, an increase in comparative advantages, a higher degree of
liversification and a reduction of costs through improved economies of scale (Roett,

1999).
These recent agreements take the form of customs unions or free trade areas. Customs

mions refer to those areas where members eliminate tariffs among them and quote a

;ommon external tariff on their imports from non-member countries. The tariffs may be

79



different for different goods and applied to some countries and not others, but the trade
policy with respect to all external countries is consistent throughout member countries. The
European Union (EU) is the most well known example. In the free trade areas, members
eliminate tariffs on mutual trade but they leave it up to each member, which tariffs to
impose on non-member countries. Examples of free trade areas include the member states

of the North American Free Trade Agreement (NAFTA) and the European Free Trade
Association (EFTA) (Wikipedia, 2005).

Nowadays it is common to find products that have been manufactured in more than one
country. This fact makes it difficult on some occasions to determine when a product should
be considered of intra-zone and when not. Therefore, it is of quite importance to define
approaches to clarify the origin of merchandise. Only the goods that are native of one of
the countries partners, or manufactured with products that are from the country partner can

be exchanged free of all obligation (Sifuentes, 2001).

There are different theories about the pros and contras of customs unions. The study
conducted by Viner (1950) showed that a customs union might reduce economical welfare
if it induces members to import from high-cost rather than from low-cost resources.
However, Gehrels (1956) and Lipsey (1957) pointed out that even in this case it would be
possible for a customs union to raise economic welfare when there is sufficient substitution
in consumption or in production. Roughly twenty years later, Ohyama (1972) and Kemp
and Henry (1976) demonstrated that it is possible to form customs unions setting a
common external tariff which do not affect non-member countries and that redistribute
income between members in order that no member countries lose and some member

countries gain from joining the customs union.

According to some scholars the integration of Latin American countries is vital for the
sustainable development of the region. Globalization and economic liberation are the
dominant concepts of the new world economy. In that context countries are forced to work

in a more integrated way (Roy, 1999; Banco de Desenvolvimiento Interamericano, 2000).

MERCOSUR Agreement
On March 26™ 1991, following regional integration trends, four countries of South

America: Argentina, Brazil, Paraguay, and Uruguay signed the Treaty of Asuncion which
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called for the creation of the Common Market of South America (MERCOSUR). All
members agreed to comply with all provisos of the treaty by January 1st 1995. The union
aimed to remove all kinds of tariffs on the flow of goods and factors of production,
implement a common external tariff, and coordinate macroeconomic and sectoral policies
(Da Motta Veiga, 1992). MERCOSUR integration has its origins on several agreements
that had started many years before between the two most developed countries of the
organization (Brazil and Argentina) on important issues as capital goods, food, auto
industries, energy supply, and nuclear energy. These agreements helped to overcome
decades of mutual distrust and rivalry. The main motivations underpinning Brazil and
Argentina integration were to restore international political and economic credibility

(Kaltenthaler & Mora, 2002).

It is worth noting that MERCOSUR members embarked on wider economic integration
into the world economy during the last 20 years. Prior to this time MERCOSUR countries
implemented a more closed-economy development strategy known as “industrialization via
import substitution”. Under that model the state acted as the larger investor in the economy
and as the guide of the development process (Paiva & Gazel, 2003). In that scenario, those
sectors which were thought to be relevant for the economy of the countries, enjoyed
subsidies and protection against foreign competition. These strategies resulted in
inefficient and non-competitive economies that grew insulated from foreign competition.
The new regionalism entails an opposite strategy that arose as part of the neoliberal
economic model, with export-led growth as the main factor of development (Filho, 1999).
MERCOSUR members aim with the new approach to become more competitive in the

international arena (Smith, 1993).

MERCOSUR’s Institutions

Two major intergovernmental departments make the decisions of MERCOSUR. The
Common Market Council (CMC) is made up of ministers of foreign affairs and economy
and it is responsible for political direction. The Common Market Group (CMG) is the
implementing authority, which is composed of representatives of the central banks and
coordinated by the ministers. The Common Market Group responsibilities are: to monitor
compliance with the Treaty; enforce Council decisions; make recommendations for further
liberalization; undertake negotiations with non-members and; establish work programs

aimed at securing the common market objective.
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MERCOSUR has also an Administrative Secretariat, which is located in Uruguay, and it is
responsible for providing services to the other MERCOSUR authorities. Some of its roles
are: keeping an official archive of MERCOSUR documents, and publishing and
disseminating decisions adopted within the scope of MERCOSUR. In contrast to the EU,
MERCOSUR lacks any supranational institutions. At the end of 1994 the Joint
Parliamentary Commission and the Advisory Forum on Economic and Social Matters were
created. The Joint Parliamentary Commission is the representative authority of the
Parliaments of the member countries within MERCOSUR. It is composed of an equal
number of Parliament representatives from each member country and aims to accelerate
implementation of the norms issued by the MERCOSUR authorities. Since the Joint
Parliamentary Commission has no supra-national authority norms must be ratified by each
member state's Parliament before they can be enforced. The Social-Economic Advisory
Forum is the authority representative of the economic and social sectors in each country
and is made up of an equal number of representatives from the business and labour sectors
from each member state. In reality these institutions are just coordinating structures
limiting their actions to monitor and make recommendations. Moreover, there is no
mechanism for resolving disputes. The decisions of MERCOSUR rely on the presidents
and foreign and economic ministers represented in the CMC (Markwald & Machado,

1999).

MERCOSUR’s Legal Status

MERCOSUR can be defined as a ‘customs union in formation’ because it still needs to
meet a number of essential requirements to entirely become a customs union. For instance,
it should eliminate all tariff and non-tariff barriers among member countries and adopt a
common external tariff for trade with non-member countries. One peculiarity of this block
is that it does not fit with the main theories of regional integration. The major theories,
which were drawn from the EU experience, are liberal intergovernmentalism and
supranational governance. Both theories consider society as the starting point for
integration. In contrast, MERCOSUR is the outcome of the political will of national
governments. Once it was created, then the public demanded further integration (Malamud,

2003).

Liberal intergovernmentalism argues economic interdependence as an important pre-

condition for integration. The increase of export dependence and intra-industry trade
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creates the basis for integration. Supporters of this theory see regional institutions as
mechanisms to enforce agreements rather than as autonomous actors. MERCOSUR does
not fit with the ideas underpinning liberal intergovernmentalism because it did not arise as

a result of economic interdependence or social demands. Moreover, it lacks a significant

institutional structure.

Supranational governance theory highlights the importance of the following players in the
achievement of European integration: national states, transnational transactors, the
European Commission, and the European Court of Justice. As described above,
MERCOSUR lacks supranational institutions with real power, therefore leaving national
states as supreme actors. Empirically, the management of crisis and the coordination of

problems have been carried out by the presidents of the union (Danese, 1999).

Customs Barriers

There are two types of customs barriers: tariff and non-tariff barriers. Tariff barriers refer
to those that impose taxes on products entering a country coming from foreign countries.
The objectives of the tariff are to protect domestic industrial activities and to collect money
that passes as income of the State. Non-tariff restrictions refer to those barriers to the
circulation of goods that are detected only with a detailed examination. For instance,

sanitary measures are non-tariff restrictions (Sifuentes, 2001; OPYPA, 2004).

According to the international trade literature (see, for example, Corden, 1974; Hillman,
1982; Mayer, 1984) there are two approaches to explain the existence of tariffs. The terms
of trade approach explains the existence of tariffs in terms of the ability of large countries
to influence world prices. A tariff acts by reducing the international demand for the
imported good and as a result decreases its international prices, which in turn improves the
terms of trade of the importing country (Corden, 1974). Thus, the tariff imposing country
redistributes revenue from the rest of the world to itself. The endogenous tariff formation
theory is the second approach which views trade policy as a way of redistributing income

towards preferential groups or lobbies (Grossman & Helpman, 1995).

The above approaches have been applied to explain the rationality of customs unions
(Winters, 1996). The terms of trade theory argues that the formation of a customs union

could also be explained as the willingness of integrating partners to internalize their terms
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of trade effect. When countries import the same product, forming a customs union allows

them to increase their international market power (Riezman, 1985; Krugman, 1991).

The study conducted by Olarreaga, Soloaga, and Winters (1999) argued that both forces
were important in determining the common external tariff in the case of MERCOSUR. In
spite of the small size of the block in terms of world gross domestic product (GDP), the
terms of trade effects accounted for between 6% and 28% of the explained variance in the
structure of protection. The study also showed that MERCOSUR members have
internalized in their common external tariff the terms of trade externality that arises when
members import the same products. For instance, when Brazil raises its tariffs on imported
goods, this in turn leads to a drop of international prices. If the rest of members import
similar goods, this causes a positive externality for the region, as imports are now cheaper
(Olarrega et al., 1999). Therefore, although political economic forces are responsible for
explaining the larger proportion of the common external tariffs, the terms of trade rationale

for tariffs must not be neglected.

MERCOSUR’s common external tariff.
MERCOSUR members established an external tariff which ranged from 0-20% by product
type: 0-9% for raw materials and some foodstuffs; 10-15% for certain agricultural products
and semi-processed goods; and 15-20% for textiles, manufactured goods, and consumption
goods (Frischtak, Leipziger & Normand, 1996). A certain number of sensitive products
were granted tariff exceptions. In theory the agreed exceptions were expected to end in
2006. However, the schedule has been suspended until the common external tariff is

revised with a maximum deadline by the end of 2010 (Bucheli, Laens & Terra, 2005).

The determination of tariff rates was a difficult process, which required an arbitrage
between the existing structures of production and protection. On the one hand, Brazil
pushed for low nominal tariff rates for agricultural products in order to facilitate the supply
of foodstuffs while on the other hand, Argentina was against very low tariff rates, which
would put local producers at a disadvantage when competing with subsidized products

from the rest of the world (Da Motta Veiga, 1999).
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An Overview of the Main Characteristics of MERCOSUR
This section looks at the relevant aspects of the newest trade union of the world. The
Common Market of the Southern Cone was established in 1991 and formally entered into
force in 1995. Since then, significant progress has been made in terms of tariff reductions
between member countries and the implementation of a common external tariff. It
comprises four members (Brazil, Argentina, Paraguay and Uruguay) and two associates
members (Bolivia and Chile) representing over 210 million inhabitants. In 2003, Peru
became the latest associate member after signing a free-trade agreement with the trade

block.

Figure 6: MERCOSUR Map

Source: Adapted from The Sectorial Commission for MERCOSUR (2000).

MERCOSUR’s combined GDP exceeds $1 trillion and it has been growing at an average
of 2.88% per year for the last decade (Jurn & Park, 2002). The economy of the block is
based on primary products such as agricultural production, meat production and mineral
resources. MERCOSUR is the third-largest trading bloc in the world after the EU and

NAFTA. It is the major trade group in South America. It is significant because of its size:

the four original members generate 70% of the gross national product (GNP) of the

continent (United States of America Department of Commerce International Trade

Administration, 1999). In spite of the size of the bloc representing two thirds of Latin

America’s total area, Brazil alone makes up for over 40% of the entire region while
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Uruguay accounts for less than 1% making clear the enormous differences between
member countries. Moreover, Brazil alone accounts for 75% of the total MERCOSUR
gross domestic product and for 80% of its industrial manufactures (Lavagna, 1991). Until
1999, MERCOSUR seemed to be one of the most successful unions among developing
countries. However, during the period 2000-2001 the block stability was in doubt due to a

financial and economic crisis (European Comission, 2002).

As it can be seen in table 1, MERCOSUR union was one of the most dynamic regions of

the world during the nineties.

Table S: Economic Growth. Annual Average (1991-2000)
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Source: Adapted from CEI based on World Bank (2001).

A table of the main socio-economic indicators of the countries that make up the

MERCOSUR union is presented below.
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Table 6: Socio Economic MERCOSUR Indicators

Land

Population 2000 GDP 1998 GDP 2001
In km?2 % of In 000s % of | Constant | % of | Constant | % of
LatAm LatAm | 1995 LatAm | 1995 LatAm
U$ mil U$ mil
Argentina | 2,780,400 | 13.50 37,032 730 | 281,450.2 | 14.78 | 257,723.5 | 12.94
Brazil 8,511,965 | 41.40 170,693 33.60 | 703,647.6 | 36.96 | 749,505.7 | 37.64
Paraguay 406,752 2.00 5,496 1.10 8,594.0 0.45 8,737.0 0.44
Uruguay 177,414 0.90 3,337 0.70 20,517.7 1.08 18,780.2 0.94
Bolivia 1,098,581 5.30 8,329 1.60 7,727.0 0.41 8,036.0 0.40
Chile 756,626 3.70 15,211 3.00 849532 | 4.46 | 90,6222 | 4.55
Mercosur | 13,731,73 | 66.80 240,098 47.30 | 1,106,890 | 58.14 | 1,133,405 | 56.91
Rest of | 6,814,350 | 33.20 267,832 52.70 |796,849.2 | 41.86 | 858,090.7 | 43.09
Latin
America
Latin 20,546,088 | 100.00 | 507,930 | 100.00 | 1,903,740 | 100.00 | 1,991,496 | 100.00
America

Source: Adapted from the Anuario Estadistico de America Latina y el Caribe (2002).

The main objectives of MERCOSUR agreement are:

i.  To increase the size of individual national markets through integration, so as to
improve economic development.

ii. To make a more efficient use of the available resources, preserving the
environment, improving physical links, co-ordinating macroeconomic policies and
complementing the different sectors of the economy, based on the principles of
gradualism, flexibility and equilibrium.

iii.  To increase members’ international market power.

iv. To promote scientific and technological advances, which would help, modernise

the member’s economies (Sectorial Commission for the MERCOSUR, 2000).

The common market should imply:

i. The free movements of goods, services and factors of production (capital and
labour), amongst the countries of the union.
ii. The establishment of a common external tariff and a common trade policy that will
contemplate the particularities of each country.
iii. The co-ordination of macroeconomic and sectorial policies between member states

in the areas of: foreign trade, agriculture, industry, fiscal and monetary issues.
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foreign exchange and capital, services, customs, transport, and communications in
order to assure adequate conditions of competitiveness amongst member states.

iv. The commitment between member states to harmonise their legislation on the
relevant matters in order to strengthen the integration process (Sectorial

Commission for the MERCOSUR, 2000).

MERCOSUR’s integration process.
The creation and integration process of the MERCOSUR idea has been driven by
governance administrations (largely presidents) without popular participation. Presidents
of the involved countries felt that an opening discussion of the merits of integration would
have frozen the process of integration (Pena, 1996). Because of that, the private sector and
in particularly business looked at the union with scepticism. The explanation of that
position finds its origins in the disappointing experience with regional integration in Latin
America and the fear of smaller countries, such as Uruguay, regarding the size and
development of the Brazilian industry. Moreover, the Brazilian private sector was largely
indifferent to the process that was going on. However, the business sector in general
reacted very quickly to the new environment of opportunities. The rapid increase in trade
and investment flows is the vivid proof of that reaction. Some industries, such as
automobile, wine, poultry, and plastic, played an active role in order to put forward their
vested interests in relation to the negotiation of the common external tariff and the list of

exceptions to it (Foreign Trade Information System, 2002).

MERCOSUR’s Development
After the creation of the MERCOSUR, exports from the region increased very rapidly.

However, there was a considerable setback during 1998 and 2001 due to an economic

crisis affecting all countries of the region.

The following table shows the evolution of exports within and outside MERCOSUR since

the treaty was signed.
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Table 7: Exports Within and Outside MERCOSUR. 1991-2001 (US millions)

1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001
Total 45.89 | 50.46 | 54.12 | 62.11 | 70.40 | 74.99 | 82.34 | 81.32 | 74.32 | 84.65 | 84.27
% Growth -1.1 | 100 | 73 148 | 133 | 6.5 98 | -1.2 | -86 | 139 | -04
Outside 40.78 | 43.24 | 44.09 | 50.15 | 56.01 | 57.96 | 62.28 | 60.97 | 59.15 | 66.96 | 74.74
MERCOSUR
% Growth -3.5 6.0 20 | 13.7 | 11.7 | 3.5 75 | 21 | 3.0 | 132 | 11.6
Within 5.10 | 7.21 [ 10.02 | 11.95| 1438 | 17.03 | 20.05 | 20.35 | 15.16 | 17.69 | 9.53
MERCOSUR
% Growth 236 | 414 | 389 | 193 | 203 | 185 | 17.7 | 1.5 [ -25.5 ] 16.7 | -46.1
Intra/Total 11.1 | 143 | 185 | 193 | 204 | 22.7 | 244 | 250 | 204 | 209 | 11.3

Source: Adapted from IDB Periodic Note on Integration and Trade in the Americas
(2002).

One of the objectives of MERCOSUR is to try to attract foreign investment. In the present
very competitive international markets, where countries make great efforts to offer
attractive conditions to investors, the creation of a tariff union could be a competitive
advantage since it grants on some occasions a propitious frame to attract capital. Many
international firms see these blocks as an interesting alternative in which to create a base,
in order to supply the block’s markets. These regional trade blocks lead to increased
merger and acquisition activity, joint ventures and strategic alliances as a way of entry to
these markets for firms located outside it (Pefia, 1998). For example, MERCOSUR’s
chemical industry witnessed unprecedented levels of mergers and acquisitions between
1992 and 1997. The number of mergers and acquisitions increased 103% during the
mentioned period. US companies were at the forefront of investment followed by EU
companies as the second most active dealmakers (Guillerme de Sa, 1998). Even with all
the problems that this union has been facing and with the changes that are still needed to
reach the proposed objectives, MERCOSUR has been a major recipient of foreign

investment (Comisec, 2004).
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The following table shows that MERCOSUR has received a great part of the foreign direct

investment among developing countries.

Table 8: Foreign Direct Investment Cumulative Flows 1989-2000 (US millions)
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Source: Adapted from CEI based on World Bank (2001).

Foreign enterprises have increased investment in the region and there are attractive
opportunities for new investment in the infrastructure sector, particularly in areas that will
require huge building projects, such as energy, telecommunications, transportation and
tourism. For instance, Enron Corporation one of the major energy companies in the US
invested more than $2 billion of a budgeted total of $3 billion for MERCOSUR (de Onis,
1998). Penske logistics opened an operational base in Sao Paulo to provide import and
export supply-chain management services in Brazil and the MERCOSUR market. Japanese
car companies have also invested heavily in Argentinian plants to produce for export to the
rest of the MERCOSUR countries. Still other multinational agribusiness companies such as
Parmalat have made a succession of investments in the region (Comision Sectorial Para el

MERCOSUR, 1998).

The economic stability during the nineties encouraged the food industry within
MERCOSUR members to invest in processing and packaging equipment. Growth in
packaging has been driven by growth in the food industry, with constant new product
launches in a wide variety of packaging. The entry of international companies into the
Argentinian and Brazilian food processing and packaging industry, through either
ced

acquiring or investing in local companies, has raised the level of competition and indu

processing plants to update in order to address cost competition and higher export demand
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in some food sectors (US Department of Commerce International Trade Administration
and Market & Compliance, 1999).

Best prospects in the Argentinian and Uruguayan markets include: dairy and meat
processing equipment; vacuum filling/packing; filling under modified atmosphere; dry
packing; vertical filling; and pouching. Brazilians have imported products such as: meat
and poultry processing and preparation machinery; bakery machinery and equipment; dairy
equipment; and testing, inspection and control machinery (US Department of Commerce

International Trade Administration and Market & Compliance, 1999).

Social condition.
An assessment of the effectiveness of MERCOSUR would be incomplete unless social
conditions are also evaluated during the process of free trade and integration. The reality
shows a contrast between some economic parameters and social ones. Even though
MERCOSUR has brought economic growth to the members of the union, this economic
development has coexisted with increasing unemployment and an increasing proportion of
population living below the poverty line. In all founding members of the union, urban
unemployment increased between 1990 and 1999: in Argentina from 7.4% to 14.5%; in
Brazil from 4.3% to 7.6%; in Paraguay from 6.6% to 9.4%; and in Uruguay from 8.5% to
11.3%. Table 5 shows an increase of the urban population below the poverty line for

Argentina. For the rest of the MERCOSUR countries there is no information available.

Table 9: Population Below the Poverty Line (Percentage)

Survey year Urban % Survey year Urban %

Argentina 1995 28.4 1998 29.9

Brazil 1990 13.1

Paraguay 1991 19.7

Uruguay

Source: Adapted from The World Development Indicators (2004).

MERCOSUR has implied a restructure of the market, which in turn brought about a
decline of living conditions for many segments of the society. In the new market many
workers lacked the skills to meet new job demands (te Velde, 2003). Another effect of the
growth model has been a drop in real wages and a disproportionate growth of the
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unregistered sector of the economy as the state reduced its regulatory role (PNUD, 2001:

Organization of American States, 2004).

Table 10: Household Final Consumption Expenditure (US millions)

1990 2002
Argentina 109,038 62,158
Brazil 273,952 263,710
Paraguay 4,063 4,649
Uruguay 6,525 8,836

Source: Adapted from The World Development Indicators (2004).

Distribution of income and poverty.
Several studies show that precariousness, informality and underemployment increased
throughout the decade, especially for workers with a low education level (Bucheli, 2005).
MERCOSUR has also failed to bring a solution for the problem of income distribution.
Currently, the region’s income distribution is among the most unequal in the world
(Birdsall, Graham, Sabat, 1998). For instance, in Brazil, 10% of the population has 50% of
total income and accounts for nearly 50% of total consumption being the most unequal

country in Latin America (Mecham, 2003).

The Gini coefficient is one of many measures that describe how income is distributed
amongst households. The Gini index provides a convenient summary measure of the
degree of inequality. In Uruguay, in 2000 the Gini coefficient climbed to 44.6 after
fluctuating between 40.0 and 42.3 between 1985 and 1995 (when MERCOSUR started to
fully operate). This trend is particularly significant in the case of wage income; a larger
dispersion of salaries contributed to the worsening of distribution problems (Katzman,

Filguera, Furtado, 2000).

Table 11: Distribution of Income or Consumption (Percentage)

Survey | Gini | Lowest | Lowest | Second | Third | Fourth | Highest | Highest
year Index | 10% 20% 20% 20% |20% | 20% 10%
Argentina | 2001 52.2 1.0 3.1 7.2 12.3 21.0 56.4 38.9
Brazil 1998 59.1 0.5 2.0 5.7 10.0 18.0 64.4 46.7
Paraguay | 1999 | 56.8 0.6 2.2 6.5 11.5 19.5 60.2 43.6
Uruguay 2000 | 44.6 1.8 4.8 9.3 14.2 21.6 50.1 33.5

Source: Adapted from The World Development Indicators (2004).
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Education level was the largest factor explaining the increasing inequality of wage income
of the union (Arim & Zopolo, 2000). MERCOSUR continues to lag behind some other
developing regions, such as East Asia, in both the quantity and quality of education needed
to correct this. For instance, Brazil’s expenditure on education makes up 5% of its GDP,

which is insufficient and tends to concentrate on university-level education (Arim &
Zopolo, 2000).

According to some researchers the neoliberal economic model underpinning MERCOSUR
and supported by The World Bank and The International Monetary Fund (IMF) has
increased poverty as a result of the reduced long-term commitments to social provision
(Gwynne & Kay, 2000; Cammack, 2001). In the same way Robbins (1996) and Robertson
(2000) argue that trade liberalization, globalization and foreign direct investment have not
brought the benefits to the poor that were predicted. On the other hand, some critics state
that what has failed it is not the model but its institutions, which are either corrupt or

inefficient (Institute for the Integration of Latin America and the Caribbean, 2001).

Integration is a process that must take into account solidarity, cooperation, and democratic
governance. Moreover, one of the aims of the union should be to combat poverty and
exclusion (Organization of American States, 2004). In 1998 a Social and Labour
declaration was signed by MERCOSUR’s members. It recognized many social aspects
such as freedom of association, collective bargaining, the right to strike, the elimination of
forced labour, and special protection for children. However, the declaration was not
accompanied with the required system of laws to enforce its implementation. Currently,
there is a gap between declaration and practice: members say one thing but do another.
Therefore, harmonization of labour policies with the principles that MERCOSUR’S
members have already ratified must be addressed. In order to do that, it is imperative to

create an independent judicial body (Organization of American States, 2004).

Another flaw of MERCOSUR is that by focusing on improving only economic and
commercial aspects, it has forgotten to take into account the role of the environment. Its
policies consider only the relations between labour and capital. Because of that, the
formation of MERCOSUR has attracted many companies looking for the benefits of a
market with favourable tax structures and less severe environmental laws (Guillerme de

Sa, 1998).
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It has been assumed that multinational companies have better environmental performance
than domestic companies due to more efficient production and management and updated
technology. It has been also assumed that multinational companies will maintain parent-
country’s environmental standards in the subsidiaries (Hodges, 1995). Even so, there are
many examples to corroborate that this is not always what happens. For instance, in Brazil
privatization of natural resources has led to decreased regulations regarding timber
harvesting (Dudley et. al., 1995). American logging companies are responsible for a large
part of Amazon deforestation. The size and power of these multinational corporations can
translate into great political influence. Such influence can be gained through financial
contributions or bribes. By using their power, American logging companies have
influenced the Brazilian government to develop policies that are not in line with
environmentally friendly exploitation. These kind of practices are less likely to happen in
the U.S where the environmental impact of logging companies is closely monitored by the

government (Margullis, 2003).

What are the Benefits of the Customs Union to Uruguay?

The formation of a common market brings the advantage of utilizing the resources in the
most efficient and productive way by the companies of the bloc. This is possible because
the common market enables resources to be transferred freely. The dynamic effects are the
economies of scale, the increased competition, and the effects on the terms of trade. The
increase in size leads to a lowering of unit cost for individual companies that increase the
level of production in a regional economic integration. This fact induces individual firms to
grow in size as they have a bigger market to supply. It is also expected that regional
economic integration will bring about competitive benefits, as the competition among the
firms will be intensified. It is a fact that the industries involved in existing business in
countries participating in a new regional union, have to conduct a review of their
operations to become competitive within the new environment (Daniels & Radebaugh,

1998).

Uruguay is the smallest country of the union and therefore it would be tempting to think
that its economy would benefit from integration into the much larger market of
MERCOSUR. However, in reality during the process of integration many Uruguayan
companies went bankrupt and the future of others is still in doubt due to a lack of

competitiveness. The main problem for some Uruguayan industries has been that they were
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not able to compete effectively in a regional market without tariff barriers (Ruiz, Arenare

Moretti, Saavedra & Grasso, 2003a).

The most difficult issue that the Uruguayan companies have had to address has been to try
to reduce their high labour costs in order to become more competitive. Brazil has very
cheap labour and the advantage of being a much larger scale producer (Hewson, 1995).
The economy of Uruguay is strongly affected by any measures taken by its partners within
MERCOSUR but especially by those taken by Brazil and Argentina, who are the main
importers from the Uruguayan markets. For instance, in 2003, 55% of Uruguayan exported
goods were destined for the union. The US is the other important partner in the Uruguayan
economy; in 2002 it received 7% of Uruguayan total exports and purveyed 12% of the
country’s imports. Even though there have been some problems, the union has been an
important tool for the Uruguayan economy in that since its establishment it has helped to

increase exports within the MERCOSUR market (Comisec, 2004).

In theory trade transactions are carried out without adoption of any tariff system within the
MERCOSUR trade block. However, this regime is not actually implemented. The member
states of MERCOSUR negotiated what has come to be called an “Adaptation Regime” by
which some products (integrating the most sensitive sectors) traded among the four
countries will, for a time, continue to pay duties. In addition non-tariff barriers have
protected some industries from competition. For example, at the moment a non-tariff
barrier protects the Uruguayan chicken industry. The goal is to eliminate all tariff and non-
tariff barriers among the countries of the union. According to what has been negotiated by
MERCOSUR’s countries, the customs union would be in full effect before January 1, 2011
(Comisec, 2004).

Is MERCOSUR Working as a Customs Union?

Since the first agreement was signed in 1991 MERCOSUR members have made
considerable progress towards the liberalization of intra-regional trade flows. Moreover,
the block has reduced both tariff and non-tariff barriers with non-members of the union and
has moved in the direction of a customs union due to a large percentage of common
external tariffs (Paiva & Gazel, 2003). However they have not been able to eliminate all
tariff and non-tariff barriers and effectively enforce a common external trade policy

(Olarreaga & Soloaga, 1998; Bouzas, 2001). Besides, since 1999 the regional trade flows
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have suffered the impacts of opposing macroeconomic and exchange-rate policies. As a
result some opinion makers have questioned the viability of a customs union in South

America.

The short story of MERCOSUR is full of ambiguities and conflicts in relation to the
adoption of common trade policies. The reality shows that the customs union has only been
partially implemented and its viability has been questioned not only by the private sector
but also by some government officials (Heymann, 1999). Currently there are many national
regulations such as non-tariff restrictions, which prevent the free circulation of

merchandise among MERCOSUR countries.

The main obstacles faced by the common external tariff since the customs union started are

described as follows:

i.  temporary tariff reductions for some products to face supply constraints;
ii. renegotiations of bilateral preferential agreements with other members of the Latin
American Integration Association (ALADI);
iii.  subsistence of special import regimes (Baumann, 1998);
iv.  optional increase in national tariff rates of up to three percent; and
v. a special authorization to Argentina in 2001 to provisionally reduce to zero the
tariff rate on capital goods and to raise to 35% the tariff rate on consumer goods

(Bouzas, 2001).

MERCOSUR’s Potential Drawbacks

MERCOSUR has promoted trade within the group at the expense of trade with a number
of outsiders. By doing this it is the opinion of some scholars that the South American
customs union might limit member countries’ access to high-technology imports from
industrialized countries, which are an important stimulus for technical diffusion, skill

upgrading and growth (Moran, 1998; Connolly, 1998).

One of the consequences of the differential treatment between member and non-member
countries is a shift in the member countries’ sources of supply. As a result of this shift the
cost of sources can be either lower or higher. For instance, by lowering barriers within

MERCOSUR, members are encouraged to import from one another goods they had

96



previously produced at higher cost for themselves. This in turn allows for greater
efficiency in production and a decrease of consumption prices; both changes enhance
national income. The increase in welfare is a result of resources being allocated more
efficiently (trade creation). However, the external tariff may cause MERCOSUR countries
to import goods from a high cost member country rather than from a low cost outsider
(trade diversion). The result of this is a reduction of tariff revenues and protectionism for

less efficient producers compare to their counterparts in other countries (Chudnovsky &

Porta, 1997).

An interesting study conducted by Yeats (1998) looked at how products that accounted for
an increasing share of intra-MERCOSUR trade performed in external markets. His results
show that for some goods, performance is quite different in internal and external markets.
For instance, manufactured goods (particularly machinery and transportation equipment)
have increased a lot in intra-MERCOSUR trade but represent only a small percentage of
MERCOSUR exports to non-member countries. This suggests that members are importing

from one another goods that are not competitive in markets without protection.

In theory, MERCOSUR countries lose the possibility to gain from the technological
diffusion that occurs through trade between developed and developing countries. Since
MERCOSUR is a union of developing countries its countries might be losing the
possibility to learn from the high technology embodied in imports from developed
countries. According to the Connolly (1998) study, any shift in import products that
diminishes access to high technology will slow the rate of economic growth in member
countries. Thus, the trade diversion that is happening in some MERCOSUR industries

should be a cause of concern.

Jurn and Park (2002) examined the trend of intra-regional trade flows and extra-bloc trade
flows with US and Canada after the consolidation of MERCOSUR. The first issue
highlighted by the study is that in spite of the crisis that hit MERCOSUR members after
1998, the intra-MERCOSUR trade has increased since its formation in 1991 (refer to table
8). Therefore, MERCOSUR members have become more dependent upon each other.
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Table 12: Intra-regional Trade in Goods (Based on exports FOB in US millions)

Exports to MERCOSUR Imports from MERCOSUR
Argentina | Brazil | Paraguay | Uruguay | Argentina | Brazil Paraguay | Uruguay
1980 | 1,136.1 1,810.3 124.6 347.9 1,307.7 996.2 6123 502.7
1985 667.5 990.2<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>