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Liudmyla Deineko (Ukraine), Olena Tsyplitska (Ukraine),
Oksana Kushnirenko (Ukraine), Oleksandr Deineko (Ukraine)

AN INSTITUTIONAL MECHANISM
FOR INTEGRATING DOMESTIC
MANUFACTURING INTO GLOBAL
VALUE CHAINS

Abstract

The study reveals the peculiarities of modern global production development due to
global value chains (GVCs) formation that allow both developing and developed coun-
tries to integrate successfully into international production networks. This research
is aimed at identifing key factors responsible for the upstream movement of Ukraine
through GVCs and determining locations for production capacities, as well as at devel-
oping an institutional mechanism for facilitating the successful integration of domestic
producers into GVSs. To achieve this, a multiple linear regression reflecting the inter-
relation between manufacturing industry share in exports value added and the institu-
tional and economic indicators is analyzed. Three scientific hypotheses are tested and
two of them are verified. The multiple linear regression results disclose a significant
impact of institutional factors on the country’s ability to participate in GVCs and jus-
tify the first hypothesis, namely the higher the government effectiveness and regulatory
quality are, the higher the manufacturing value added in exports is. Better governance
and administrative functions performance enhance companies’ export potential. The
model also verifies the second hypothesis that emphasizes better ability to join GVCs
with low and medium technology product than with a high technology one. The model
outputs contradict the third hypothesis on the protectionism: high tariffs for imports
significantly matter in exports promotion. However, this result should be considered
while accounting for the global trend of trade liberalization and Ukraine’s international
agreements. The article proposes policy recommendations for improving the positions
of Ukraine in GVCs.

Keywords global value chains, institutional mechanism,

international trade, industrial production,
manufacturing, exports

JEL Classification Fis, 152,019

INTRODUCTION

Recent studies widely recognize the global production fragmentation
that has been going on in the last years (Brennan & Rakhmatullin,
2015). Phenomena such as offshoring and outsourcing have caused
global changes in the global organization of production. The ability
of countries to participate in world trade and to gain from transfers
is closely connected with their ability to integrate into global value
chains (GVCs). Companies with multi-stage production from the de-
veloped counties have organized some segments of the production
processess in other countries, thus creating global value chains. At the
same time, there is an opposite trend when developed countries resort
to reduce GVCs via reshoring in an attempt to keep the high level of
employment and to avoid barriers in international trade created by the
protective tariff policies.

For developing countries, the enhancement of international trade

through integration into GVCs reveals new opportunities. Kaplinsky
and Morris (2001) emphasize that GVCs comprise all economic sec-
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tors, have wide geographical allocation and determine the specialization of producers and countries at
every stage of production. They are “organizational systems” at a country level integrated on a common
technological base with wide use of information and communication technologies. Participation in
value chains accelerates the technological development of a country and may have significant multipli-
cation effects if the country penetrates into rent-rich links of chain what is rather complicated due to
technological and institutional barriers created by the higher-links countries. Therefore, for transitional
economies and, in particular, for Ukraine, increased participation in GVCs is a priority for economic
policies due to the increased role of the state.

A state can provide opportunities of including and embedding of domestic industries into GVCs in
terms of increasing global competition and new barriers for foreign producers. According to Cusolito
et al. (2016), the main obstacles in joining the GVCs for private companies include access to financing,
business climate, supply chain management, lack of staff skills, transport costs and capacity, inappro-
priate information and communication infrastructure, customs procedures and licensing requirements
and quality standards. In the UNIDO report (2016), quotas, custom tariffs, ecological and medical
standards are also added to the list. These institutional issues are to be reconciled by designing an insti-
tutional mechanism of facilitating the integration into GVCs.

Currently, Ukraine is heavily integrated into the European and other GVCs through the commodity
exports and basic processed products that are being consumed directly by an importer or are then
redirected to other countries. Such integration includes machinery (production of reactor parts
for China, which produces reactors and sells them to Pakistan as a finished product), metallurgy
(rolling) and agroindustry. Unfortunately, Ukrainian industry is poorly presented in the high tech-
nology GVCs, in particular, in electronic and automotive production. The production of finished
or semi-finished products to sell or complement production in internal or external markets is de-
pendent on imports of commodities and materials. At the same time, Ukraine has a great poten-
tial to integrate into higher links of chains with light industry products (suits), rubber and plastic
manufactures, woodworking and furniture goods and some products of engineering, in particular,
automotive and ICT (systems of industrial engineering). It is necessary to develop and launch the
mechanism of institutional support to promote domestic production to international markets with
the help of central and regional government institutions, as well as with increased competence of
manufacturing companies.

Therefore, the aim of this research relates to theoretical consideration of the essence of institutional
mechanism of domestic manufacturers’ integration into GVCs and development of recommendations
on how to ensure the effectiveness of such a mechanism. The development and implementation of insti-
tutional mechanisms enhance the interconnections and accelerate communications between the chain
participants through transformation of institutional phenomena into efficient models to join GVCs.
Such mechanisms develop impulses to raise the technological level of production and create the finan-
cial and institutional support.

1. LITERATURE REVIEW

The concept of institutional mechanism is deeply
explored in neoinstitutional studies. Scholars tend

In economic studies, especially in Ukrainian
ones, institutional mechanisms of integration in-
to GVCs are insufficiently researched. Even less
works are devoted to modelling and identifica-
tion of impact factors for increasing participation
of national industrial producers in GVCs in the
higher links of the chain.

http://dx.doi.org/10.21511/ppm.17(3).2019.35

to concentrate on different aspects of this pehnom-
enon, so the definitions also differ. An institu-
tional mechanism is defined as a part of an eco-
nomic mechanism that represents the intercon-
nections between the institutions and the actors
(Veretennikova & Omonov, 2017); or as a group
of rules determining players’ strategies (Hurwitz,
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1994; Veretennikova & Omonov, 2017). It ensures
the formation, functioning and development of
the system of institutions or the institutional en-
vironment (Zaloznaya, 2006). Commons (2017)
considers institutional mechanisms through the
prism of value-creating transactions. Kenneth
Arrow (1974) presents an institutional mecha-
nism as a resource allocation framework based on
Pareto efficiency. Thévenot (2007) defined the in-
stitutional mechanism as coordination of actions
appearing in its elements coherency to achieve the
economic equilibrium. Ménard (2014) considers it
being an association of partners for establishing
an enterprise. According to North (1990), an in-
stitutional mechanism is more important than an
economic one as it sets the rules of the game, ac-
cording to which the economic agents behave, and
thus determining their behavior and its results.

In spite of differences in views, they reflect differ-
ent facets of the same phenomenon. In general, an
institutional mechanism is a group of rules and
regulations that create an institutional environ-
ment for transactions facilitating Pareto-efficient
resource allocation and coordinated actions of
market actors. The elements of institutional mech-
anism exercise the rules when embedding indus-
trial companies into GVCs.

Institutional issues of integration into GVCs are
considered in the scientific literature on micro-,
meso-, and macro-levels.

Microeconomic aspects of institutional mech-
anism development lie within the formation of
GVCs as network structures and include the prob-
lems of organizing the relevant enterprises, their
cooperation, benefit distribution and implementa-
tion of optimal production technologies. Castells
(1996) and Marsh (2012) denote the inevitability
of network organization of enterprises in the glob-
al environment, as the achievement of the certain
level of productivity and the competition are possi-
ble only within the global interdependent network.
These are the new forms of global interaction, that
is establishing the institutional subjects, organiza-
tions, rules and regulations with the gradual elim-
ination of the ineflicient institutional frameworks.
New economic forms are built around the global
network structures of capital, management and
information. Therefore, the companies and, in-
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creasingly, other institutions unite in networks of
various configurations, and their structure mani-
fests the deviation from traditional differences be-
tween big corporations and small business cover-
ing all sectors and economic groups organized on
the geographical principle.

At a macro-level, this considers the public regula-
tion of the access to international markets through
licensing, technical and fiscal regulation, provi-
sion of efficient functioning of licensing institu-
tions and exports promoting organizations. The
World Economic Forum Report, “No Such Thing
as a Commodity. Routes to higher value added for
SMEs in developing and least developed countries”
(Howe, Smith, & Verghese, 2018), emphasizes that
the basic intention of the governments of the men-
tioned countries is to create the conditions to get
around the raw material exports and to replace it
with higher value-added products.

At the meso-level, Ménard (2014) considers in-
termediate organizational structures solving the
problems of economic development strategies
and reform project implementation. The mesoin-
stitutions are the key points, at which the infor-
mal rules of implementing reform strategies and
reform projects in the institutional environment
have historically been formed and filled (Kruglova,
2018). Such institutions are the core of institution-
al mechanism and include regulatory authorities,
local commissions and committees, adminis-
trative regulations and protocols; they adapt the
codes of conduct and distribute the rights of eco-
nomic actors.

The development of international trade via par-
ticipation in GVCs is just an intermediate goal
(Sturgeon et al., 2009). The final goal is a posi-
tive effect of implementation of the GVCs-related
trade rather than conventional trade. According to
Raei, Ignatenko, and Mircheva (2019), Gereffi and
Fernandez-Stark (2018), Antras and Yeaple (2014),
such an effect is an increase in income per capita,
employment and productivity. It does not matter
in which sector of the economy of the chain the
company integrates. But the key role belongs to
the institutional features such as contract enforce-
ment, quality of infrastructure and governmental
efficient support as the GVC development antici-
pates serious changes of a global production or-
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ganization paradigm (Cattaneo et al., 2013). This
includes the change of the management strategies
at the different levels, from whole regions to com-
panies. As in the liberalized environment import
is an opportunity to access the most effective re-
sources, no company can supply goods or services
separately, and trade and domestic and foreign di-
rect investments are to be considered as an organic
whole.

The state is a leading institution in facilitating the
inclusion in GVCs through exports and industri-
al policy development. The cases of various devel-
oped and transformational economies, as well as
the results of a wide set of studies (Raei, Ignatenko,
& Mircheva, 2019; OECD, WTO, and UNCTAD,
2013; Owens & Tavares, 2018) allow reconsidering
the export policies in the context of inclusion in
such chains or establishing one’s own. Primarily,
it has to stimulate the domestic producers to mas-
ter the new goods production, to penetrate new
markets and to expand their positions they are al-
ready active in.

The trade liberalization is a key for low income
countries to successfully integrate into GVCs.
Recent research (Deineko, 2018) determined that
Ukraine, due to its recent trade agreements, re-
duced its opportunities for the trade protection-
ism. Joining the WTO constricted the choice of a
non-tariff regulation, and the complexity and ina-
bility to meet the EU technical requirements do not
allow complying with export quotas. Accordingly,
it is more pragmatic to implement incentives for
production capacity development with the pur-
pose of import substitution and intensification of
GVC integration, in particular, its high links.

Pérez-Villar and Seric (2014), Caraballo and Jiang
(2015) consider the most influencing determi-
nants of domestic export expansion such as for-
eign high-skill labor; primary education enrol-
ment; patent applications of non-residents (as an
impact of R&D expenditure on value added activ-
ities); tariffs, which represent the trade policy and
the effects of globalization and trade agreements;
labor productivity; output price level; institutional
distance, which reflects the absolute difference be-
tween contract enforcement in the host and home

countries; set of characteristics of the multination-
al firms and their place of origin (north or south).

http://dx.doi.org/10.21511/ppm.17(3).2019.35
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The study seeks to identify the structure and con-
nections of institutional mechanisms facilitating
the improvement of domestic producers’ positions
in GVCs and to determine the impact factors of
their performance through econometric analysis.

2. HYPOTHESES

The study argues that a certain debugged insti-
tutional mechanism of national producers’ entry
to international markets may accelerate the in-
ternational trade with higher value-added goods
between Ukrainian industrial enterprises and for-
eign consumers.

It is thus, hypothesized that:

HI: A more effective institutional framework for
promoting domestic industrial products to
the GVCs directly affects the performance of
manufacturing value added in export.

H2: A country producing low- and medium-level
technology goods has better opportunities for
joining the GVCs.

H3: The cost of protective measures for Ukraine

is rather high in terms of integration into
GVCs.

To confirm or to reject the hypotheses, the fol-
lowing tasks are set: 1) to describe the existing
institutional mechanism, its weaknesses and
strengths, 2) to evaluate the impact of institution-
al, micro- and macroeconomic components of the
mechanism on the export expansion for Ukraine
using econometric modeling, 3) to analyze some
Ukrainian evidence of export promotion to GVCs,
and 4) to conclude the findings and develop policy
recommendations.

3. RESEARCH METHODOLOGY

Developing an institutional framework of integra-
tion into GVCs requires the analysis of the exist-
ing foreign and domestic experience of state-lead-
ed export promotion, its determinants, and proce-
dures performed by different institutions partici-
pating in the promotion.
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The approaches of the previous studies are used
that investigate the linkages between domestic
and multinational companies (Pérez-Villar &
Seric, 2014) and effects of inclusion into GVCs
on a decline in the shares of domestic value add-
ed in country’s exports (Caraballo & Jiang, 2015)
through institutional framework background.
Those studies investigated cross-country evidence.
Hence, the purpose of the current study is to iden-
tify the determinants of successful inclusion of
Ukraine in the GVCs.

Significance and impact of factors that are part
of an institutional mechanism of integrating in-
to GVCs are measured through a multiple linear
regression. The extent of a country’s involvement
in GVCs can be characterized using the indicator
of manufacturing industry share in exports value
added, proposed by Ischuk (2018):

Emanuf : D

manuf E-D
)
manuf V

K= ey

7

where K - manufacturing industry share in ex-
ports value added, £, - manufacturing ex-

ports, £ - total exports, D, ; - manufactur-
ing value added, D - total value added, memf -

manufacturing output, and V' - total output.

A multiple linear regression is built reflecting the
interrelation between manufacturing share in ex-
ports value added, which represents the extent of
inclusion of Ukrainian manufacturing in GVCs,
and the institutional and economic indicators. The
model is represented by the following equation:

Kt = :Bo +ﬂ1 'GEt—s +ﬂ2 'RQz—z +

+p;-LF+ fB,-RD, + f; - CE +
+B WI +&,,

©)

where K - manufacturing share in exports val-
ue added, GE - government effectiveness, RO -
regulatory quality, LP - labor productivity per
employee, RD - share of R&D expenditure in
GDP, CP - capital productivity index, WT -
weighted tariff represented by MFN weighted
average.

The choice of the variables can be explained as
follows.
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The assessment of institutional auspiciousness for
entering new markets represents the effects of a
wide set of economic system parameters, e.g. the
quality of fiscal regulation, geopolitical preferenc-
es, the trade agreements implemented, the level
of property rights protection, the contract per-
formance discipline, the confidence in courts and
state policy stability. All of them can be combined
and generalized in widely known World Bank com-
posite indicators (World Governance Indicators),
namely Government Effectiveness and Regulatory
Quality (World Governance Indicators, 2019). The
problem the current study faced is that the effects
of the certain policy and government actions im-
plementation come out with the time delay. The
correlation analysis of different time lags showed
that the government effectiveness affects primari-
ly the manufacturing share in exports value added
in three years and regulatory quality in two years.
Therefore, both variables lagged were included.

Labor productivity per employee is a collective
indicator of the quality of human resources man-
agement in the country. As it is mentioned in the
OECD Skills Outlook (OECD, 2017), there is a bi-
lateral dependence of labor productivity and the
level of participation in GVCs. Simple correlations
have shown that countries with higher rates of
productivity growth also significantly increased
their presence in the GVCs. At the same time,
more fragmented industries like manufacturing
also gain from participation in GVCs and increase
their productivity when other costs (transporta-
tion, packaging, etc.) are low.

R&D is recognized as the upstream activity for
participation in GVCs (Criscuolo & Timmis,
2017). The share of R&D expenditure in GDP is an
indicator representing the quality of innovation
policy that strengthens links between enteprises
and research and educational institutions facil-
itating the transfers of knowledge for inclusion
in GVCs. Certainly, success in GVCs anticipates
huge investment in knowledge-bearing capital
beyond R&D, in particular, in human capital, but
this indicator shows the least result of the meas-
ures taken within the state innovation policy.

Capital productivity is a variable that represents

capital-intensive industries and industries that
absorbed large investments, and determines the
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share of manufacturing value added in exports
(Caraballo & Jiang, 2014). The positive correlation
between the phenomena explains the prevalence
of capital-intensive industries in GVCs in compar-
ison with the internal markets, or country’s inabil-
ity to gain from capital-intensive industries.

Other obstacles are export and import tariffs. Thus,
the Most-Favored Nation Tariffs (MFN), weighted
average tariffs from WITS database (WITS, 2019)
were included. Using this indicator, the signifi-
cance of customs tariff policy for embedding into
GVCs can be evaluated.

The regression results are presented below.

4. RESULTS
AND DISCUSSIONS

The triadic nature of an institutional mecha-
nism for integration into GVCs is performed
at a macro-, meso- and micro-levels connected
with communication, organization and financial
links whose debugged functioning may decrease
transaction costs of industrial companies while
accessing the international markets. Its elements
include institutions and organizational forms of
export promotion like public exports and indus-
trial strategies, regulatory public policy, trade
agreements, customs and tax legislation, produc-
tion standards, national trade associations, ne-
gotiations and dialogs at intergovernmental and
intercorporate level, etc.

Kadochnikov (2015) defined the main links of
an institutional mechanism for integration into
GVCs, which can be referred to the macro-level:

Customs tariff policy aimed at establishing
an efficient level of customs tarifts. When im-
ported components for finished goods are an
important source of increasing the competi-
tiveness of export, the balance between import
duties on finished goods and imported com-
ponents used may be an optimality criterion.

Support of national producers participating in
reducing costs, simplifying trade procedures
and providing multiple unhindered border
crossings. It means the adjustment of protec-
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tionism model, import of components and
materials stimulation in the cases connected
with perspective export of finished products.

Negotiation agenda: agreements on proce-
dures simplification, against counterfeit goods,
on protecting intellectual property rights, on
services, on reduction of barriers, cost reduc-
tion, etc.

Integrational agreements: on qualifying for
preference in existing chains, as well as on the
measures aimed at their protection (rules of
origin, rules of competition).

Integration of Ukraine into GVCs may occur in
two ways: 1) export expansion based on existing
presence in GVCs (metallurgy, chemical industry,
agriculture), or 2) based on the potential for in-
crease in international competitiveness (pulp and
paper industry, woodworking industry, engineer-
ing, light industry, creative industries).

The institutional mechanism for integrating in-
to GVCs, according to Inshakov and Lebedeva
(2002), has to solve the set of the following prob-
lems: integration of entities into one institution for
joint activity through establishing common rules
and statuses; division of agents of different insti-
tutions into those who share or disregard the rules
and statuses; regulation of interaction between an
institution and its agents according to the require-
ments; the conversion of new requirements in the
actual routines; subordination and coordination
of mutual relations between the entities of dif-
ferent institutions; awareness raising among the
agents about accepted rules and about the oppor-
tunistic behavior; the control of rules, regulations,
agreements and routine performance by public
institutions. The goal of the institutional mecha-
nism includes determining the direction of man-
agement processes in terms of limited resources by
developing effective programs for the entire sys-
tem and directly for every hierarchic level of pub-
lic administration structure.

On a micro-level, companies that wish to be in-
cluded in one or more GVCs must prepare a prod-
uct that meets the standards and technical require-
ments of international and intercorporate agree-
ments as well as to provide the efficient corporate
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management, assessment of production capacities,
and financial reserves. It implies the necessity for
technical and economic upgrade or technological
modernization allowing transition from low value
added to high value-added production. These can
be achieved by 1) improving the technological and
production processes influencing the production
costs; 2) enhancing or developing an innovation
product with new consumer properties; 3) func-
tional improvement or search of new niches in the
value chains; 4) production diversification. These
will provide the competitive benefits for entering
into GVCs and for meeting the requirements and
needs of the buyers from the higher links of the
chain.

A state acts as the main regulator at the macro-
economic level. In global environment, institu-
tional mechanisms are heavily influenced by in-
ternational economic processes, in particular, in-
tegrational. Therefore, the government controls
compliance with the rules of international agree-
ments and national legislation for international
trade and protects the rights of economic entities
in terms of the so called “social contract”. The
state creates a legal field compatible with external
market requirements, obligating the producers to
organize their production in accordance with po-
tential export opportunities. The fragmentation of
production among independent entities spatially
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distributed and responsible for different stages of
production leads to the common approaches and
increases the common production requirements.
More and more often, national legislative bodies
and international technical regulations require
all GVC participants (from local producers to in-
ternational wholesalers and retailers) to precisely
comply with production standards.

The strategic planning of export-oriented indus-
trial development and establishing the appropri-
ate public institutions by the government are the
starting point for an institutional mechanism
at the macro-level. In Ukraine, this is an on-
going process guided by Ministry of Economic
Development, Trade and Agriculture of Ukraine,
Ministry of Foreign Affairs of Ukraine and their
divisions, as well as by the Export Promotion
Office. However, their functioning is not coordi-
nated enough to stimulate domestic industries’
integration into GVCs. This negatively affects do-
mestic industrial production and international
trade of Ukraine (Figure 1).

It can be seen that, despite increasing priority of
domestic industry export orientation and the
signing the Ukraine — EU Association Agreement,
the volumes of manufacture goods exports de-
creased from 2010 to 2017; however, in 2017 a
slight growth is observed. In some manufacturing

Source: State Statistics Service of Ukraine (2019).
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Figure 1. Ukrainian exports of industrial goods, 2010-2017
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sectors (e.g., light industry, wood and paper indus-
try, food industry), the decline and growth are not
significant but these industries have comparative
advantages in international markets and can po-
tentially present higher processing goods.

The reasons of decline in exports lie in the 2008
global crisis, which resulted in total economy
downturn, and the severance of economic re-
lations with Russian Federation - the biggest
trade partner — due to its military intervention
in Ukraine. Figure 2 presents the breakdown of
Ukrainian comparative advantages by industry
value added share in GDP in comparison with the
world economy.

The biggest negative gap in value added share in
GDP can be observed in the period of 2013-2015.
Owing to economic recovery, national currency
rate stabilization and change in the vector of in-
dustrial policies, the value added of manufactur-
ing started its growth, reducing the gap with the
world’s level to 2 percent in 2017.

Political will and lobbying at the international level
play a significant role in export growth. Therefore,
Ukrainian government initiated negotiations on
trade agreements with Canada, Israel, Turkey,
and China, and before that — with Singapore and
Serbia. The negotiations with the two latter have
been suspended, and they were successfully com-
pleted with Canada and Israel. Government uses
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public-private partnership as a main tool for deal-
ing with such initiatives - the government con-
forms the geoeconomic vector of international
trade to the interests of domestic producers and
organizes their participation in various meetings,
exhibitions, etc. internationally.

Solving tactical problems with accessing the inter-
national markets is conducted at the regional and
local levels. Public institutions of the permit sys-
tem, the systems of administrative services, licens-
ing, etc. at a regional level are characterized by low
institutional capability as they often work beyond
deadlines, and ask for additional documents, not
prescribed by law, etc. The decentralization re-
form may partially facilitate the improvement of
functional performance of regional authorities but
at the same time their activity has to be strictly co-
ordinated by central government.

Since 2014, Ukrainian government has been in-
creasing the volume of public support for regional
development. It includes road, transport and ware-
house infrastructure development, whose funding
raised to UAH 41.1 bln in 2019, and funding for en-
vironment security and sustainable development,
respectively, UAH 1.1 bln, and regional develop-
ment got UAH 19.2 bln, etc. The implementation of
the provisions of the Association Agreement with
the EU considers new understanding of the region-
al policy as the development policies, economic and
investment activity stimulation, enhancement of

Source: The World Bank (2019).
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Figure 2. Comparative advantages in value added share
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Table 1. Data for regression analysis

Source: Worldwide Governance Indicators (2019),

State Statistics Service of Ukraine (2019), WITS (2019), the World Bank (2019).

K- GE* -

‘ manufacturing | government

LP
regulatory productivity per

. CP-capital  WT-MFN
i productivity | weighted

RD - share
of R&D

—labor

Year industry share  effectiveness, | quality, . employee, UAH : expenditurein . index,%  average, %

iin exports value; points points  : (in 2010 constant : GDP, % : (2000=100) :

added, % prices) : :

2004 421 2813 301 5095 103 1259 3.99
2005 449 301 301 51539 099 125 3.99
2006 A7 3214 3941 55306 091 1281 413
2007 473 (3251 323 2931 086 1306 469
2008 429 (3235 318 T ZA 084 127 469
2009 39.2 36.59 36.41 53.316 0.86 105.2 2.47
N T I T T T S .
2011 375 L2718 32.06. R S 065 106.5 242
2012 347 L2158 33.97 I S 067 100.8 257
2013 306 LAa 29.86 59063 07 95.9. 2.78
2014 328 L2138 29.86 o898 06 89.5 265
2015 332 3223 30.33 08494 055 792, 2.46
2016 336 3128 29.33 603534 048 796 2.46
2017 34.4 39.9 29.81 62.525 0.45 79.3 2.73

Note: * 3-year lag, ** 2-year lag.

innovation and job creation. Moreover, it establish-
es the mechanisms and possibilities of cooperation
between Ukrainian communities and their part-
ners in Europe. That indirectly contributes to the
foundations for implementing other spheres of the
Agreement, particularly those concerning the estab-
lishment of free trade area, environmental, agricul-
tural, energy and transport cooperation.

The coordination of functions and institutional
support from regional authorities and central gov-
ernments will result in a synergy for integrating
the domestic producers into global value chains.

Figure 3 reflects all the interconnections and in-
teractions described above at each level of institu-
tional mechanism.

To determine the most influential factors of in-
creasing manufacturing share in export value
added under the institutional mechanism, the em-
pirical research is conducted, and a linear regres-
sion model is built. The series of the indicators for
2004-2017 for Ukraine are calculated using the
data of State Statistics Service of Ukraine (2019)
and other data, which are presented in Table 1.

In the model, the unstandardized values are used.
The descriptive statistics and correlation matrix
are presented in Table 2.

The model is adequate at a 0.05 probability level.
High value of R* with significant t-statistics (Table
3) shows the model quality - the independent var-
iables explain 95.7% of the variation of manufac-

Table 2. Descriptive statistics and correlation matrix

Source: Own calculations.

Correlation

Measures Value matrix K GE, t-3 RQ, t-2 LP, t RD, t CP, t WrT, t
Multiple R 0.988 K 1 - - - - - -
RZV - ””07.977 GE, t—3 77777777 07.314” 1 - - - - -
R adjusted 0.957 RQt-2 0491 = 0166 1 - - - -
Standarderror 1192 . (Pt -0473 0029 028 = 1 - - -
Observations 14 RD,t 0792 -0.014 0387 0805 1 . - -
FtaQO.GS) R : 7”478.64 CP,”t 7777777777 OV.SVJOZV 0000 0430 —0535 B 07.57314” 7 717 : -
Significance F .~ 0.000023 ~ WTt 0856  0.180 0172 . -0263 0719 0854 1
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DIMENSION: COUNTRY
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Figure 3. Institutional mechanism of country’s integration into global value chains

turing share in export value added. The reg
results are presented in Table 3.

The results of the modelling can be presented as

follows:

K, =7687+0.21-GE, ;+0.33-RQO, , -
—-1.27-LP. —46.17-RD, +0.39-CP, +
+3.45-WT +¢,.

Table 3. Regression results

ression The model output justifies the first hypothesis. The
higher the government effectiveness and regulato-
ry quality are, according to the expert estimations,

the higher the manufacturing share in exports val-

ue added is. Access to new markets and integration
into GVCs are followed by some obstacles the com-
panies should overcome. One of the priority tasks in-
() Cludes technical requirements to products and their
components. The certification, licensing and other
permitting procedures require the state to provide

Source: Own calculations.

Variables S.D. t-statistics P-value Significance (a = 0.05)

Intercept . 21.314 3.61 0.0087 Significant
0.076 2.78 0.027 __Significant

0.154 2.13 0.071 Significant (a = 0.10)
0.332 -3.84 0.006 Significant
Share of R&D expenditure in GDP, t 12.286 -3.76 0.007 Significant
_Capital productivity index, t 0.085 4.60 0.002 Significant
MFN weighted average, t 1.103 3.12 0.017 Significant
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an appropriate legislation to raise industrial produc-
tion standards both for domestic and international
markets, especially the EU. Therefore, the improve-
ment of public administration quality, which is stip-
ulated by its institutional capabilities to launch the
institutional mechanism of export to GVCs promo-
tion, is the main task in terms of implementing the
Ukraine - EU Association Agreement.

Both variables — GE and RQ - are included in the
model with a lag. This is because the institution-
al processes are inertial. It will take a while to see
the market’s reaction to an adoption of a new law,
and to see positive effects from establishing a new
institution.

The second hypothesis concerns the assumption
that countries that supply raw materials and basic
processed products to the international market can
easier join the lower links of GVC as they have abso-
lute advantages in their production. If country starts
exporting high technology products, the degree of
competition rises and hinders the inclusion to GVCs
and consumer markets. The model observes this ef-
fect as negative coeflicients for labor productivity
and R&D share in the GDP. Increase in labor pro-
ductivity, besides other reasons, is due to improve-
ments in technology and capital intensity (Santacreu,
2015). R&D expenditures converted into new tech-
nologies, particularly into ICT, facilitate the increase
in labor productivity in high-tech sectors (Grishnova
& Kostenko, 2014), but the same is doubtful for me-
dium-tech and low-tech sectors. In addition, the
negative correlation between manufacturing value
added in exports and R&D expenditure reproduces
the same result as obtained in Pérez-Villar and Seric
(2014). They explain this in two ways: the first is that
firms developing and exploiting new technologies
choose rather to bosom the features of their produc-
tion process to avoid its replication by other domes-
tic firms, but this is not the case of Ukraine because
of lack of breakthrough technologies that have been
recently invented. The second interpretation for the
negative coefficient is that the technological and
quality product features might not meet the require-
ments of more sophisticated semifinished products
required by companies participating in a certain
GVC and thus providing intensive R&D activities.

The capital productivity positively affects the integra-
tion into GVCs. The higher the capital productivity
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index in industry is, the higher the share of manu-
facturing in export value added is. This result means
the capital-intensive industries better integrate into
GVCs than into domestic value chains (Caraballo
& Jiang, 2015; Gerefli, 1994). Therefore, the devel-
opment of capital-intensive industries may stipulate
better penetration of Ukrainian industrials to GVCs.

The world trade nowadays is greatly influenced by
protectionist sentiments in countries where the
recovery from the 2008 crisis is slow, and whose
positions in the international markets weaken due
to the increased global competition. Such a vector
partly relates to the needs of European industrials
manifested to European Commission at the be-
ginning of 2019, and also is part of export policy in
China, USA, etc. At the same time, countries tend
to expand mutually beneficial trade cooperation
by creating custom unions (Russian Federation)
or free trade areas (European Union). The role of
customs tariffs as the exports public policy tools
is declining; and the trade liberalization is mostly
provided by the reduction of administrative bar-
riers. Custom tariffs represent the result of trade
policy and regulate exports and imports affecting
integration into GVCs. The positive correlation
between the average MFN tariffs and manufac-
turing share in export value added demonstrates
that the countries with protectionist policies in-
deed gain, to a certain degree, from international
trade. At the same time, decreased protection and
low average tariffs will decrease the share of man-
ufacturing in export value added.

The analysis of elasticity (E) allowed for making some
conclusions concerning the most influencing factors
of increasing the share of manufacturing in exports
value added. The labor productivity (E = -1.90) and
capital productivity (E = 1.07) have the greatest im-
pact on the share of manufacturing in exports value
added. The inelastic but positive change in manufac-
turing exports value added is caused by custom tar-
iffs (E = 0.29), regulatory quality (E = 0.27) and gov-
ernment effectiveness (E = 0.16).

Thereby, the regression results verified hypotheses
HI and H2. Nevertheless, they rejected the hypoth-
esis about the need of the complete renouncement
from protectionism for better integration into higher
levels of GVCs. These findings become a source for
policy recommendations and conclusion.
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CONCLUSION

This paper has examined the relationship between the level of an institutional mechanism development
and the potential of domestic industrials to be included in GVCs.

The structure of such an institutional mechanism covers three levels, namely micro- (corporate), me-
so- (regional) and macro-levels (national). Each of them provides efficient promotion of industries to
GVCs due to its functions and possibilities. The main condition is the coordination of their functioning
through institutions such as public-private partnerships, consulting, regulation and financial support
to maximize the opportunities of domestic producers to integrate into GVCs.

The multiple linear regression is built to confirm the three hypotheses concerning the impact of insti-
tutional factors on manufacturing share in export value added as an indicator of Ukrainian industry
integration into GVCs. Thus, the study provides evidence that the better governance and administrative
functions performance enhance companies’ exports potential.

It was also proved that countries supplying raw materials and basic processed products to the interna-
tional markets integrate easier into the lower links of GVCs as they have more advantages in their pro-
duction. If a country wants to be included into the higher links of GVCs, high competition is the main
obstacle to overcome, with others being technical requirements, licensing, and protective custom tariffs.
In addition, a certain level of protectionism contributes to manufacturing share in export value added
growth.

The research results make it possible to identify the priority directions of public institutional support for
enhancing the Ukrainian export oriented industries development.

Firstly it can be the creation of a system of institutional support for Ukrainian manufacturing that in-
cludes: 1) legislation improvement; 2) consequent introduction of standards prevalent on the priority
markets and in consumer countries; 3) strengthening the institutional capabilities of the central and
regional authorities and institution building by creating the thematic online platforms, associations,
or consulting entities; 4) implementating regional training programs for staff to obtain new skills and
competences to enhance product innovativeness and rapid introduction of new technologies, in par-
ticular, smart technologies.

The second may be a transition from import substitution to high technology production within the
country, as well as an expansion of domestic markets and import supplement. To this end, facilitation
of the access to import components and materials that could stimulate the competitiveness of domestic
producers, as well as keeping specific production niches while integrating into the final stages of GVCs,
may be necessary. For the low technology industries, a stimulation of export from the industries with
significant capacities should be included, and it will facilitate the inclusion into the initial GVC stages.
It will provide more efficient integration of the country into GVCs and increase in value added of the
country in other countries’ exports.

Thirdly, customs tariffs play a great role in the value formation of finished goods. Depending on how
many times a product crosses the borders of different countries until it acquires the properties of a final
consumption product, custom tariffs paid accumulate in the value. And though the protectionist meas-
ures cannot be implemented completely due to international trade agreements with the WTO and the
EU, countries introduce high tariffs and quotas for some goods. Therefore, agreements are to be made
with the countries with large manufacturing hubs around which global value chains are located. This
enhances the institutional support system transformation to promote better domestic producers into
GVCs, as well as to get more competitive advantages in the international market.
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