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Abstract
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welfare gains. With reference to the Netherlandsplper discusses how
(international) fragmentation of production andsmutrcing may enhance
productivity. In order to promote further speciation and trade, innovations which
lead to lower transaction costs — trade innovatians needed. When trading
countries, which are likely to have a comparatigreasmtage in reducing transaction
costs, focus on the coordination function in thedoiction chain, they are able to
internalize part of the welfare gains from increhsade. Infrastructure and
knowledge investments that reduce transaction cibstso called trade capital, partly
have the character of a public good. Moreover giadovations bring about positive
externalities, which is another reason for goveminirgervention and for linking
trade and innovation policy. From this perspecthapaper gives some policy
recommendations.
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Welfare gains by reducing transaction costs:
Linking trade and innovation policy

Joost Baeten and Frank A.G. den Butter
1. Introduction

The major concern of structural economic polictoisoster economic growth. There
are two ways to enhance production, namely thrdugher labour participation and
through an increase in production per capitajal®our productivity. Most
industrialized countries face an ageing problerthadthere is no much scope, or
even no scope at all, to raise labour participatiih respect to total population in the
next decades. It has been suggested that immigrattiovorkers may solve part of the
participation problem. Yet, experience from thet@asl calculations of the welfare
implications of immigration show that, at least foe Netherlands, net welfare gains
from immigration are very small, if not negativeése.g. Borjas, 1999, WRR, 2001,
Euwals and Roodenburg, 2003, CPB, 2003). Therefloecfocus of structural policy
for these industrialized countries is on raisirfgplar productivity. The usual policy
prescription is that (labour) productivity shouttiease through innovations that
result from higher R&D investments and investmémtisuman capital (see e.g. the
Lisbon strategy). Commonly these recommendatioies te investments which
enhance productivity in the production sector tigloproduct and process
innovations.

This paper highlights another aspect of welfaremiinp namely enhancing the
productivity of the present workforce by exploititige welfare gains from
international division of labour and fragmentatafrproduction. For nations with a
tradition in trade such as the Netherlands —Belgamah Ireland are other examples in
Europe — it implies that structural economic poktywuld also be directed at a
reduction of transaction costs. It should be tte@edoordinate production in such a
way that goods and services are produced in thmsetices with the lowest
production costs, given the standards for qualibys scenario takes advantage of
demographic differences and skills around the warld will enhance trade. The
innovations in the transaction sector, which wé ttatle innovations, remain
somewhat underexposed in the prescriptions of iatiow policy. A reason is that
knowledge investments, which bring about thesevations, are commonly not
included in the R&D statistics, which is a mainigator for innovation policy. Yet,
trade innovations may equally well translate tdeigproductivity in the production
sector From that perspective this paper focusgmboy recommendations which
foster innovations in the global organization adguction. The question is how a
trading nation such as the Netherlands can usentparative advantages in keeping
the transaction costs low, in the most adequateamaywhat policy measures the
government can take in order to facilitate thisnse®. This links trade policy to
innovation policy.



The content of the paper is as follows. The negtige discusses how more trade
through the reduction of transaction costs enhawedfsire. Outsourcing and
offshoring are major aspects of this tendency teenmoduction abroad (section 3).
For the distribution of the gains from internatibsgecialisation it is important for a
country to keep the coordination and trade functimth consumers and producers
may benefit from it (section 4). Section 5 discsdsew the efficiency of coordination
can be enhanced and section 6 considers the rihe government in enhancing
productivity through making transactions more ééint. The main argument here is
that knowledge and infrastructural investments tedtce transaction costs — we call
it trade capital — have positive external effectd also partly have the character of a
public good. Following this argumentation sectiopr@vides some practical policy
recommendations. Section 8 concludes.

2. Trade and transaction costs

Adam Smith already noted that division of laboud apecialisation are the main
sources of wealth. Specialisation becomes proétalilen persons or nations have
different endowments and skills in producing diéier commodities. That is why
comparative advantagdsmve been central to international trade theogy since
Ricardo came up with the concept. In various wegde theory has tried to explain
actual trade flows from the principle of comparatadvantages. However, most of
the traditional trade theories do not accountlierfact that trade is not for free: the
effective exchange of goods and services is cdstlgssence all trade transactions
relate to exchanges of property rights. So tradespecialisation bring about
transaction costsTraditional trade theory does not reckon withsth&ansaction costs
and calculations show that international trade wdad much larger indeed, when
there were no such transaction costs (e.g. Trdf895). These transactions costs
relate, amongst others, to the search for a gealin partner, the negotiating and
making of the contract, control on execution of tbatract and juridical sanctions if
the contract is broken. Formal trade barriers, sictariffs on trade, cause part of
transaction costs. However, informal trade barreesof much greater importance.
They are the consequence of differences in langaadeulture, lack of knowledge
and insufficient trust (see e.g. Den Butter and &p2003, Linders, 2006).

Therefore, transaction cost economics providesitisfurther insights into the

welfare enhancing effects of specialization, babdb the limits of the extent of
specialization (Williamson, 1998). The way in whitAnsactions are organized is
endogenous according to the transaction costsythAtiernative modes of
organization imply different transaction costs.igaction cost economics sees a
trade off between transaction costs and efficiesfqyroduction. If a transaction is
simple and transparent, the market is well-equigpdécilitate the transaction. But
when transactions get more complicated and oteeegsbecome more important (e.g.
because of sunk costs or intellectual propertytsigimore complex contracts have to
be designed and enforced.

Consequently, the transaction costs will rise. Aedain moment, transaction costs
will be so high that it will be more efficient taternalize different production stages

in a single firm. This will reduce transaction ®because there no longer is a need to
formulate and enforce complicated contracts. Beamuvhile, internalizing

production will lead to less efficiency, becauseraichical structures provide less



powerful incentives than markets. The choice foedain mode of organization thus
depends on the characteristics of the transactidritee institutional environmehnt
That is a useful conclusion since it correspondh e choices firms and other
businesses in practice face. This strategic detisioften referred to as the “make-
or-buy decision”. This decision on whether to outse or not is utterly relevant in
the current international business environment.

So the substance of trade flows and the performamnicade may not only depend on
factor endowments, as is suggested by the nectdhsside theory, but also on
comparative advantages in reducing transactiorscdbe Netherlands Scientific
Council for Government Policy (WRR, 2003, pp. 77)-Z8ncludes, on the basis of a
study on the composition of Dutch imports and etgand a historical review, that
the Netherlands possesses two main comparativentdyes. The first is its
geographical location. The Netherlands is situatethe coast and has many big
rivers that connect it with the interior of the tioent. These are ideal circumstances
for developing into a distribution hub, connectmbig part of continental Europe
with the rest of the world.

The second comparative advantage that the coustiguishes is based on social-
cultural aspects. The Netherlands has traditioriin and continues to be a nation
of traders. This can be interpreted as the Duteingadeveloped specific skills in
trading and therefore a comparative advantagedetrThis is in line with new trade
theory that allows for path-dependent comparatiixaatages A comparative
advantage in trade means that the trading costesptdow. The Dutch therefore
seem to possess a skill in keeping transactiors ¢ost This has two effects. It makes
trading more profitable and it makes transactiaable that would otherwise not have
been profitable.

In the following we focus on this second compamadvantage. As a matter of fact
there is a continuous dematerialisation of tradthabthe comparative advantage of
fulfilling a distribution function for (bulk) prodets will gradually become less
important. A comparative advantage in reducingdaation costs implies that
innovations should also be directed at such a temyand hence on the organisation
and coordination of the production process. Ibimewhat at variance with policy
prescriptions based on modern growth theory, whiaocate product and process
innovations. These innovations directly lead tdkeigproductivity. Yet innovations
which reduce transaction costs may be equally itapbfor economic growth and
may appear in the statistics as productivity insesan the production sector (see
section 4).

3. Moving production abroad

A major and recently much discussed issue in iatéwnal trade and the division of
labour is the question whether to produce at honmeave (parts of the) production

1n the extreme case, when public interests eh&eatena, transaction costs can lead to regulation
even a public bureau (Williamson, 1998, p. 47). ldeer, these issues are not relevant for the issues
stake here and will not further be discussed.

2 Such a comparative advantage on the basis oflandtaral aspects is also compatible with the
concept of “social capital” that plays an importesie in modern sociology (Portes, 1998).



abroad. Together with the make-or-buy decisiors, lgads to the following

possibilities:

(1) production at home: internalised production intibene country;

(i) subcontracting (or outsourcing) at home: exteredligroduction in the home
country;

(i) offshoring: internalised production abroad; partarkign direct investments
(FDI);

(iv)  offshore outsourcing: externalised production atiroa

In a more general sense the term outsourcing @ fasell kinds of moving

production to other places. Then it relates totaxdgobs and production activities

whereas the termlobal sourcings used in case of new jobs and production

activities (job creation).

In order to illustrate various aspects of outsmggcronsider a two-stage production
process, with the second stage executed in the boodry. If the first stage of
production is internalized in the home countrys tieiads to a domestic firm. If the
first stage is outsourced, either to a domestio arforeign producer, this leads
simply to a business purchasing its inputs. Thg diiference between buying from a
domestic firm and a foreign firm is that the forndees not and the latter does lead to
international trade. Another option is to havefitst stage produced abroad by a
foreign affiliate. This leads toeertical multinational enterprise (MNET.he
establishment of a vertical MNE involves an iniiilestment in a foreign country,
followed by exports to the home country.

Offshoring will be more attractive when the foreigeation advantages are big,
international trading costs low and (in the casmwé-firm offshoring) there are few
restrictions on international investment. Outsaugawvill become more attractive if
the efficiency advantages of outsourcing are loamdaction costs low and
internalization advantages small.

Now, consider the case where the company has tiendp start serving foreign
demand as well. The company may decide to refraim serving the foreign market,
which would not change anything. If the companysegses some ownership
advantages and decides to serve the foreign mérkets three options. The first is to
produce domestically and export the final good® $tcond is to supply licenses to a
foreign company, which will produce the goods anlll serve the foreign market.

The last option is to open a foreign plant thadpiees for the local market. This is
called ahorizontal MNE

Exporting will be attractive when there are ecoresrof scale (at the plant level) and
the transaction costs of exporting are low. Licegss the option when the
transaction costs of licensing are relatively loncomparison with those of exporting
and economies of scale are rather present atrthddvel than at the plant level.
When licensing is hard (e.g. because it involvesttansmission of sensitive firm
specific knowledge) and the transaction costs pbeng are high, opening a foreign
plant becomes an attractive option (Visser, 20086) p

It is important to realize that the second casesrelthe company starts serving a
foreign market, differs in one aspect from the aafsgerving the domestic market
only. In the case of the, earlier mentioned, ealtMNE exports and international



investment are complements. In the second cassgriiyast, a horizontal MNE is an
alternative to exports. Therefore, the two are suidss in that case. This difference is
a central issue in the literature on MNEs (e.g.plea2003 and Markusen and
Maskus, 2001) and springs from the type of locatidwantages of the foreign
affiliate.

If a foreign affiliate is set up to avoid interratal trading costs, it will lead to a
horizontal MNE (which produces the same good ifed#int countries). This
interpretation of MNE motivation is in the litera¢ureferred to as the proximity-
concentration hypothesis (Markusen and Maskus, ,20049). When it is set up for
production efficiency reasons (defying internationade costs), it will lead to a
vertical MNE. This kind of motivation for multinatnal activity is called the factor-
proportions hypothesis (Markusen and Maskus, 20029).

Obviously, vertical and horizontal MNEs are idegdds. In practice, most MNEs are
simultaneously horizontal and vertical. Yeaple @0@rms these MNEs complex
MNEs. These complex MNEs are the businesses bgableaand most likely to
engage in “global sourcing”. This is the procesdeaxdiding for every single business
process whether to outsource it and whether thofésit.

Effects of moving production on international trade

The question now is how, both from the theoretsgad from the empirical
perspective, these various ways to move produeiwoad affect international trade
and investment flows.

The theoretical perspective is that lower tradeiéer will bring down international
trading costs. This will make vertical MNEs, offse@utsourcing and export more
attractive, while it makes horizontal MNEs, foreigrensing and domestic production
less attractive. The reduction of foreign diresteistment barriers stimulates both
horizontal and vertical MNEs.

The effects of the ICT revolution are twofold. O tone hand, it has made
offshoring more attractive, because it has sigaifity reduced the price of long
distance communication. On the other hand, it cakenoutsourcing more attractive,
since fragmentation of services has become easittransaction costs have faffen
Advances in ICT, however, also reduce the costoofdination through the
hierarchy. It has become easier for managers airobitformation, to communicate
their decisions and to monitor their subordinat®hkich effect will be bigger, the
lower transaction costs for the market or the loesmrdination costs within the
hierarchy, crucially depends on the trustworthirefshe information in the market. If
the new communication media outside the hierarctly spread unreliable
information, they are unlikely to promote outsontri

Foreign licensing and offshore outsourcing probdd@gome more interesting because
of the advances in ICT. The effects on both hotialband vertical MNEs are
ambiguous. If the cheaper internal communicatich@ordination outweighs the

% Modern information technology has brought downttaesaction costs by reducing the costs of
finding a possible counter party, gathering infotigraon the counter party and his product and
monitoring the contract.



increased attractiveness of outsourcing, their rersifand sizes) are likely to rise. If
not, their numbers (and sizes) are likely to falbaconsequence of the advances in
information technology.

Altogether, the trends seem to promote offshoreaurting and vertical MNESs.
Exports by national enterprises will probably dis@ome more attractive, albeit not
at the expense of other forms of internationalegrgneurship. A rise in exports will
rather come from businesses that were exclusivatyestically oriented and now get
the chance to export as trade barriers and infoomabsts fall. It is harder, though, to
say how these trends will affect horizontal MNEBeTeduction in barriers to
international investment and reduced communicatasts will make horizontal

MNEs more attractive. But lower international trdueriers will promote exports of
home production vis-a-vis horizontal MNEs and lowansaction costs will make
international licensing relatively more attractive.

When looking at empirical evidence, Markusen andiia (2001) find strong
support for the dominance for horizontal MNEs aitttelsupport for vertical MNES,
because most activities of a MNE take place inlsintiountried. However,
considering recent developments, there are rededrgieve that vertical MNEs are
becoming more important. UNCTAD (2004, p. 9) conels that foreign affiliates
account for one-third of world exports and thairtiraportance is growing Another
sign that vertical MNEs are on the rise is theeased foreign direct investment in
developing countri@(UNCTAD, 2004). India and especially China are anaj
examples of developing countries that have beentalrttract considerable FDI
flows since the early 1990s. The fact that foralgect investment into developed
countries did not suffer from FDI in developing otries, seems to indicate that the
number of horizontal MNEs did not decline

Data of the World Trade Organization (WTO) showt tharchandise exports have
been growing steadily since the second half oftl®®0s. Notably this growth rate
cannot be explained by the growth in vertical MNBA&TO, 2005) only. A
considerable part of this growth is caused by exmpnational enterprises.

The growth in service exports increased considgrsince the early 1990s. The
export of commercial services (excluding transpod travel) quadrupled between
1989 and 2004 (WTO, 2005).This is partly a consage®f increased FDI in
services (by both goods and service TNC; UNCTA@M£L&hapter 3) and partly a
consequence of exports by national enterprisesrdlbeof outsourcing companies
that specialize in offshoring is striking in thisrtext. The relative importance of
these outsourcing companies is difficult to asdessanecdotal evidence suggests
that, mainly Indian, outsourcing companies playraneasingly important role in the
international business world (e.g. Wipro, Tata Qdtasicy Service and Infosys
Technologies).

* This implies that not factor-proportions considienas, but proximity considerations tend to motévat
multinational activities.

® This is in line with the vertical MNE concept, laeise exports and foreign direct investment seem to
be complementary.

® These countries have different factor endowmérata the investing developed countries and
therefore the investment seems to spring from faandowment consideration.

" This is in line with the theory, which nowhere gagts that the two types of MNE are substitutes.



Finally, international licensing has also increageer the last 20 years, but keeps
playing a marginal role in international businéBstal royalties and license fee
receipts grew from 9 to 72 billion dollars betwd&82 and 2003, but remain
negligible in comparison with FDI flows, exportsdaproduction by foreign affiliates
(UNCTAD, 2004).

The main conclusion from the empirical evidencthat vertical MNES are gaining
importance, but not at the expense of horizontaBgMhich can be expected to
remain dominant for a considerable period of tiExgorts by national companies
and offshore outsourcing are also becoming mor@itapt. The growing importance
of trade in services is another remarkable devedérm

Opportunities for the Netherlands

In order to be able to add as much value as pestilihe international value chain,
the Dutch should specialize where they a comparativantage. Given the two types
of comparative advantages mentioned in the preseaton (geographical position
and trading skills) the Netherlands can specidih in distribution and in
coordinating international trade.

Data indicate that the Netherlands is more and rheceming a distribution hub for
Europe. In the 1990s re-exports have grown in ingowe in total Dutch exports
(Kusters and Verbruggen, 2001) and the Netherlattdsct a large proportion of all
European distribution centers of MNEs (Pellenbarg 8teen, 1999, p. 447). The
guestion whether this is desirable depends orrdue off between the added value in
distribution and the externalities it brings alofigere may exist positive externalities
as the re-exported goods could be processed iNgtieerlands. The negative external
effects associated with re-exportation are envirema harm and congestion.

Since international trade (both organized by nati@mterprises and MNES) is
increasingly important, there are interesting groggpportunities for performing the
distribution function. Yet in a densely populatexiotry as the Netherlands the
negative external effects of the distribution fumatare considerable. On the other
hand few scale advantages exist (which reduceshiiece of strengthening the
comparative advantage). Therefore, it does not sgactive to specialize in
distribution for its own sake. Only as far as comitog the international trade
coordination function with the distribution funatidoring synergies, further
specializing in distribution is warranted. Suchesxgies could, for instance, appear if
international trading requires personal inspectibthe traded goods by the trader or
if trading and distribution require the same ski#gy. knowledge on foreign cultures
and languages). It is, however, obvious that tregesgy of exploiting comparative
advantages in the Netherlands should in the flestepbe directed at fostering the
international coordination function. That is, asmi@ned before, the focus of our
paper. The next section demonstrates how beneifidah be to perform this function
and what is critical for reaping the benefits.

4. Welfare gains from further fragmentation of production



We illustrate the possible gains from internatiac@drdination with the help of the
simple accounting model of a company that firsdpies a product itself but then
decides to specialize in coordinating the importinf@re generally: the production
elsewhere) of that good.

NG =M xp(M)-T(M)-C(M) (1)

where:

NG stands for the net gain for the company wheledides to give up producing and
to start coordinating production,

M for the number of imported (or offshored goods),

p for the sales price of the product,

T for the that transaction costs that offshorimgpices,

C for the total production costs.

Now, consider the following stylized case. A compé#mat produces a final product
decides to stop producing the product and to imp&mm abroad. In the initial
situation it employed 100 workers to produce 10@lfproducts. In the new situation
400 products can be bought abroad for half theed200) on the condition that all
100 workers of the firm stay employed to coordirtheetransaction (they represent
all transaction costs). So we assume no net jaesr gains. If the sales price of the
final product is not expected to change (let usisemains constant at p = 1), the
total revenue of outsourcing (iM.x p) is 400. The transaction costs (T, valued on

the basis of opportunity costs) are 100. Sincectists of production abroad are 200,
the net gain (NG) is 100 (i.&.00-100-200=100). Productivity statistics would in
this case indicate that the productivity of the pamy’s workers has doubled, since
the company of hundred workers first had an addddevof a hundred, which grew to
two hundred. Such a productivity growth is probadblpt harder to achieve with an
improvement in the production technology. It aléwstrates how productivity
increases which are in the statistics allocateddastry and the production sector, are
in fact generated through a reduction of transaatmsts

Of course the case above only aims to illustratehvtlecisions are to be made, and
what mechanisms are at work in the “make or buygsgion, or to put it differently, in
the “make it at home or make it abroad” questlarpractice it is a dynamic decision
problem where all elements of the problem shoulchbeelled in a more
sophisticated way. Yet, at least the case showsithéne short run, considerable
efficiency gains can be achieved with performing tloordination function, whereas,
by assumption there is no loss of jobs associatédtie outsourcing. From a more
general perspective this accounting exercise shioatshere are 3 major factors that
govern the “make or buy” decision.

First of all, the net gain depends on the relatiosts of producing abroad (depending
on C). The lower production costs abroad, the matiractive it becomes to perform
the coordination function. Conversely, outsourcahgp becomes more attractive
when production costs (e.g. wage costs) at homasang faster than abroad. Of
course, in reality the strategic decision to outseu or where to produce — should be
based on dynamic expectations of these relativegriHigher expected domestic
production prices, e.g. because of a fall in lalmapacity, should be anticipated in the
decision to outsource, but on the other hand, é&fiens of wage increases and



production price rises abroad should call for cawgidecisions with respect to
outsourcing.

The second and, from the perspective of this papest important parameter is the
transaction costs (i.e. T). The lower the coststheebigger the efficiency gain is.
That is why this paper puts so much emphasis covations which reduce
transaction costs. Given production costs at hamaeadroad, the numerical example
above assumes that transaction costs have fatiendt least half of the production
price at home to one quarter. Such a change isdcdion costs makes outsourcing
profitable, at least when we disregard the costubstituting (or schooling) the
personnel from the production to the transactiaiose As a matter of fact these
replacement or schooling costs are part of thesaretion costs and constitute,
together with other transition costs, an impor&atment in the dynamic cost and
benefit analysis of outsourcing. This is an aspétth requires more sophisticated
modelling from the perspective of labour marketelepments. The transition from
production workers to workers with good coordinatgkills will bring about
considerable labour market dynamics and requimeactive education policy with
respect to skills needed in the new situation. &li®destruction of production jobs
and creation of transaction and coordination jdle net employment effect will
depend on the (relative) productivity in the cooedion function and on product
demand. In a long run equilibrium at the labour keathe situation will hold where
relative wage differentials between production d&r@hsaction” workers reflect
relative productivity levels. A reduction of tracsian costs other than through
personal skills of transaction workers may enhaheeproportion of transaction
workers in total employment.

The third factor that influences the efficiencyrga the sales price (i.e. p). Of course,
especially in the long run, the sales price isfixetd, but will change as a
consequence of the increased supply of the prottietpecially happens when
competitors embark on producing abroad too. Theeprhanges will depend on the
characteristics of the product market. If therpagfiect competition, the efficiency
gains will lower the price of the product until ghins for companies are zero (i.e.
NG =0). In this equilibrium at the product market, theiee efficiency gain will be
converted completely into consumer surplus. ThiBustrated by figure 1.
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Figure 1: Gainsfrom outsour cing/ offshoring under perfect competition
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In figure 1 the marginal costs consist of the maagtransaction costs (dT/dM) and
the marginal production costs of production abr@iydM). i denotes the price
under domestic production ang price under outsourcing or offshoring. At the athe
extreme, a situation exists where the sales pfitieeoproduct (p) is not affected. The
individual company that coordinates the internaldrade then fully reaps the
benefits of the efficiency gain. This situatiomépresented by figure 2..

The sales price can only remain unaffected if therdinating company is unable to
serve the entire market at lower marginal costs tha going sales price under
domestic production (represented by the fact th@tavd p intersect to the left of the
intersection of D and p). If an individual compasgordinates international trade and
is able to keep its marginal costs below the gsaigs price while providing for the
entire market, it acquires the position of a morigpor his situation is shown in
figure 3. As can be seen, the sales price drophad@ part of the gains goes to the
consumers. The coordinating firm, however, haviragkat power can secure part of
the gain§ The firm’s market power also causes a deadwéagist(DWL).

M) _dT(M) M)

M oM M
implying that the marginal benefits of the salesifextra product (being the price of the product
minus the loss of turnover as a consequence afrttyein sales price) are equal to the marginalscost
of supplying another product (including transactom production costs).

. - NG _
The company maximizes NG. So tha{é\T =0=> p(M)+ M
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Figure 2.: Gainsfrom outsour cing/ offshoring in the absence of price effects
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Figure 3: Gains from Outsour cing/offshoring with a monopolist*
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! The consumer surplus (CS) and net gain (NG) batlude the two compartments with the same
color.
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These representations of the market situationhiproduct to be outsourced
illustrate the various ways the welfare gains framsourcing can be distributed over
producers and consumers. From the macro perspadtaveountry that initiates the
reduction of transaction costs, it is warrantel@gep (most of) the gains of lower
transaction costs at home. Therefore it is impotiaat a trading nation like the
Netherlands is able to retain its coordinating figrc

5. Enhancing the efficiency of coor dination

Both for retaining the coordination function and forther welfare improvements it is
crucial to enhance the efficiency of coordinationcase others (other countries) are
also aiming at a reduction of coordination cogdtis felative coordination costs that
matter. Domestic producers could compete with fprgiroducts by keeping the cost
differential (C) small. This is, however, difficuds in the long run cost reductions at
home do not seem feasible. It will boil down tolprged wage restraints, which in
the end is detrimental to national welfare. Moreaveeems likely that in an ageing
society labour shortages will have an oppositecefda wage costs. Therefore, in this
paper we assume cost differentials as exogenoufoansd on transaction costs.

Transaction costs per product are the crux for avipg the efficiency of
coordination. They are an important determinarthefefficiency gains stemming
from outsourcing and offshoring and can effectivadéymanipulated. The third
parameter, the price change and situation at theéugt market, determines how the
benefits are distributed.

Transaction costs include search costs, informatasts, bargaining costs,

monitoring costs and enforcement costs. All thesgsccan be reduced by the more
efficient provision of knowledge or an increasdrirst (that is not betrayed). If

mutual trust between a Dutch company and its foremunter part would be bigger, it
has to spend fewer resources on informing itselftiathe product and partner, and on
defining, monitoring and enforcing the contracegdosch, 2004). If the company
can acquire information at lower costs, searchimfgrming itself, bargaining and
monitoring will be cheaper.

The amount of trust that trade partners have ih etfeer could be split up into two
element& the perceived chance that the partner will chedtthe damage that it will
imply. The perceived likelihood that the other &azhrtner will cheat partly depends
on both rational and irrational factors. Specifiperiences of a manager that hold no
predictive value can, for example, influence hiscpption of the likelihood that he
will be cheated. Other misperceptions may playl@iroa company’s trust too.
Rational factors also play a role in the degregust that a company has in its
counter part. It could, for example, look at histpar’s track record or credit rating.
Obviously, these rational reasons for trust arehmeasier to manipulate than their
irrational counterparts. If a company is not reallyt when his partner cheats him,
the company will be more inclined to trust him. klacould be minimized through a
strong legal system or credit risk insuraifice

° Although these two elements cannot be strictlyassed (since they affect one another), it is dulise
distinction for analyzing perceived risk.
0 Obviously, not requiring to build in these safemisawould even further reduce transaction costs.
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Information costs and knowledge

In order to be able to engage in internationalgradot of information needs to be
gathered. The company has to find a suitable pgather information about the
partner and his products, inform himself about whatild be a reasonable price,
figure out what legal rules apply and a lot morénéf¥ it becomes easier to collect
that information relative transaction costs wilbdrand efficiency will improve. In
this respect there exist two types of knowledgealicit (or codified)andtacit
knowledge

Explicit knowledge is codified and can thereforsigabe passed on. This means that
this knowledge is non-rival. It can be shared amamgrany people as desired, while
the marginal costs of acquiring the knowledge candaluced to virtually zero.

By contrast, tacit knowledge is mainly acquiredelxperience and resides in a
person’s head. Therefore it is a lot harder to pas® others. It is rival. Some tacit
knowledge could be made explicit by codificatiomtBbrecause of the personal and
complex nature of most tacit knowledge, codificati® not always an option.
Codification of tacit knowledge can be very difficand expensive, while some
crucial knowledge could also be lost in the codifion process.

As mentioned before, the distribution of the gdimsn enhancing the efficiency of
coordination is an important issue. Whether thegaiill go to the consumers or co-
ordinators depends on how the prices will readhenmprovement in coordination.
If efficiency improvements in coordinating (i.efadl in T) coincide with an
equivalent fall in sales prices (p), consumerstlaeeonly ones that benefit (see figure
2.). For the consumers at home that would be baréflt, however, would in that
case be irrelevant whether domestic or foreignerfopm the coordination function.
Assuming that the coordinators supply the entirddvmarket, the benefits for the
home country as a whole are likely to be biggeaift of the gains goes to the
coordinators (see figures 2 and'3)

If all coordinators face the same restriction, ¢heill be perfect competition and
coordinators cannot make profits. A competitiveeedg foreign competitors is
therefore needed for the home country to benefihfperforming the international
coordination function. So coordinators at home rteddep their transaction costs
(T) lower than their foreign competitors. The rentidr of this section addresses the
guestion how that can be achieved. We now tak&l#tberlands as the example for
the home country

Increasing trust

As indicated above, increasing trust will leaddwér transaction costs. Therefore,
boosting foreign trust in Dutch companies and tiugoreign trade partners (as
compared to other nations), would lower transactiosts and could create value for
Dutch companies.

™ f it is assumed that the Dutch coordinate forghére European market, gains for Dutch residents
would be much bigger when all gains accrue to tr@dinators. The Dutch coordinators would then
benefit from a much highédl, even if a deadweight loss exists (as in figure 3)
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The actions of individual Dutch companies influef@eign trust in all Dutch
companies. The fact that something like a natioglitation exists is an argument for
intervention. This national reputation is part dfat/we call “trade capital” and has
the character of a public good as it is non-rival aon-excludable. However, moral
hazard can damage the Dutch reputation, as sompasoes could decide not to fulfil
their obligations, ignoring the impact on the Duteputation. Certification of
trustworthy Dutch companies could therefore reduoeal hazard and raise the trust
that foreigners have in “the” Dutch. A good craditing system performs a similar
function.

Clear laws and a fair and fast judicial systeml(idmg bankruptcy regulation) could
on the other hand reduce the damage that Dutchilt@iaurs on foreign trade
partners. Meanwhile, it would also discourage mbeadard of Dutch companies, as
cheating would become less beneficial (see also VWREBE3).

The risk of foreign default perceived by Dutch canigs would be lower if they
would know more about their foreign trade partnBistch companies could be better
informed about their foreign counterparts, if akraecord of the foreign company
would be available or if it would know more aboatdign mentalities and cultural
differences. The size of the risk would be redutéite company would have access
to expertise on foreign legal systems and wouldatiffely be able to enforce
contracts abroad. Credit risk insurance could edgoce the size of the risks
accompanying foreign trade.

Leveraging knowledge

A more efficient use of knowledge on internatiotmatle can also lead to a reduction
in the transaction costs. When discussing howetat tknowledge efficiently, the
distinction between tacit and explicit knowledgessential.

The prescriptions for explicit knowledge are ratbienple. Since transferring the
knowledge is almost costless (i.e. the knowledg®isrival), sharing this knowledge
among different companies would almost certainhdléo a welfare improvement.
This information should therefore be accessibleafbnterested Dutch companies.
When explicit knowledge is shared, there shouldagisbe a check on the usefulness
and accuracy of the information. The knowledge @itmer be checked before being
shared or a system could be developed to judgailite afterwards. Checking the
information in advance typically involves an exptbdt judges the value and
relevance of the provided knowledge. The otheripdig is to share the knowledge
and let the people that use it judge it on its emcyiand relevance.

Since tacit knowledge is harder to share, presoriptfor how to treat tacit
knowledge are more complex. Although tacit knowkedgrival, there may be
positive externalities so that sharing this typ&mdwledge is welfare improving. As
tacit knowledge is very important for doing intetinaal business, it is likely that the
costs of sharing tacit knowledge are still smathan the benefits. Generally
speaking, there are two ways to encourage thenghafitacit knowledge: making it
explicit and connecting knowledge seekers with Kiedge owners. The latter means
organizing knowledge spillovers.

15



Making tacit knowledge explicit is often difficidind expensive. On top of that it is
often not possible to codify tacit knowledge weltlavaluable information is lost in
translation. These are all setbacks for codifyattknowledge. Codifying may,
however, still be worthwhile under certain circuargtes. This will mostly be the
case, when the knowledge is very popular and isudted very often. The sunk costs
of codifying are then quickly offset by the low rgaral costs of sharing explicit
knowledge.

Connecting knowledge seekers with knowledge possessan option that has lower
sunk costs and that is a better instrument to pagke full depth of the knowledge.
This approach is more appropriate when the tactwadge is hard to codify, has a
short shelf-time or is extremely context dependklotrvath, 2000). Persons could be
brought into contact with one another through pedipiding technologies or through
a knowledge intermediary.

Before a framework for connecting people can beipett should be identified who
has what kind of knowledge. Then, in order to ble &b distribute the knowledge
efficiently, the knowledge needs to be describati@dassified. After that has been
done, people finding technologies will be able damect knowledge seekers with the
knowledge owners. An alternative for a knowledgekse would be to hire an
intermediary that either is aware of the whereaboifispecific tacit knowledge and
connects the knowledge seeker with the knowledgeiger (i.e. a broker) or
possesses the knowledge himself and sells his esg@év the knowledge seeker
directly (i.e. a merchant).

Having discussed the different types of knowledgye faow they could be employed
more efficiently, we stress the importance of idgimg what knowledge is relevant
and should be shared. Basically, there are two wiye first approach is top-down,
by identifying broad knowledge domains and thesoeéng back to what specific
knowledge should be shared. This approach coutdipplemented by a bottom-up
approach where end-users identify what knowledgg iack and where, then, a look
is taken whether that knowledge is available sonezeih

Some other problems associated with sharing knayelstiould also be mentioned.
First of all, sharing tacit knowledge incurs camtsthe person making the knowledge
available, because he or she has to spend timigham eodifying the knowledge or

on personally transmitting the tacit knowledge tivens. Since the knowledge supplier
is not the party that benefits from the knowledgasfer, compensation seems
appropriate.

Hall (2001, pp. 142-145) distinguishes several ®ohcompensating knowledge
providers. He makes a distinction between expdigiards, which include monetary
compensation and access to others’ knowledge, @fhdesvards, which include an
enhanced reputation and personal satisfactionchbiee of the form of
compensation depends on the circumstances, whiahiseass later.

The fact that some knowledge is codified but isysitpublicly available, also poses a
problem. Explicit knowledge in the possession ofgie companies cannot be made
accessible for other companies without the coojmeralf the proprietor of the
knowledge. Again, the proprietor could then be paded to share his knowledge, for
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example by a monetary compensation. If the knowdaafghat company gives it a
competitive advantage over other companies, itlvalunwilling to share it. Although
that does not enhance consumer welfare, as comopetitll remain absent, it could
be beneficial for the Netherlands as a whole. Fioenperspective of keeping the
coordinating function in hands, Dutch companiesiwittcompetitive advantage would
be preferable to perfect competition.

Transaction costs in multinational enterprises (M) E

Reduction of transaction costs within MNESs is alslevant in this respect. In line
with the transaction costs theory, MNEs can be ssesway to avoid international
trade costs in the open market. The choice tonatae (parts of ) the production
chain is inherent to the nature of the transactyninternalizing different elements of
the chain in different countries, internationahgaction costs in the open market are
avoided and replaced by costs incurred by a hiki@atorganization. These
coordination costs are simply the equivalent oeotmansaction costs outside the
hierarchy. Therefore, the know-how that an MNE kadd operating internationally,
is equivalent to knowledge that keeps transactomisc(T) low in the open market.
Headquarters typically perform the coordinationcion for MNEs. The headquarters
manage the MNE'’s hierarchy and engage in globaicsuy (i.e. a way to keep
transaction and production costs as low as po$sible

This implies that MNE headquarters add a lot otieady coordinating international
production chains. Although the gains of that camaton are kept within the MNE
and could completely materialize elsewhere (thrawghsfer pricing), hosting MNE
headquarters probably is still beneficial.

First of all, residents could benefit from the ggolds and high wages of the MNE
headquarters. But, even when all employees of tN&Meadquarters come from
abroad, residents could still benefit. For- andklaad linkages can create well-paid
jobs and make personal and professional servide®aot sources of foreign
currencies that can finance imports. Finally, ibkitedge is less than perfectly
“sticky”, the presence of MNE headquarters woukbte knowledge spillovers that
raise the productivity of residents. Attracting M&&an thus be seen as a beneficial
way of attracting expertise in international coaetion that is beneficial even as the
MNE is trying to keep the benefits of that expertis itself.

6. Strategies to improve the coor dination function

The above discussion on how international transa@nd coordination costs can be
reduced suggests that such reductions bring apositive) externalities. Investments
in knowledge and infrastructure which enable reiducof transaction costs can be
regarded as trade capital. Because, as mentioriectprade capital partly has the
character of a public good, and because of theéipesixternalities mentioned above,
there is a role for the government. With respe@ht¢oeasing the trust that foreigners
have in the Dutch the government obviously hasla fBhe moral hazard that can
damage the common reputation of all Dutch compastiesild be limited as much as
possible. The trust that Dutch have in foreignexdd be improved with the help of
credit risk insurance or better knowledge on fardrgde partners. The market could
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provide the former, while the latter is relatedtte various kinds of knowledge
discussed below.

Codified knowledge is non-rival. But, since it isgsible to protect codified
knowledge, it is excludable. The implication isttbadified knowledge is not a pure
public good. Therefore, club solutions could beali@rnative to government
intervention. Clubs can provide the codified knayge to its members for free, while
keeping out free-riders. The problem that wouldunamder private provision of the
codified knowledge (i.e. a higher price than thegmal costs, which are zero) can
then be avoided, since club members do not faa@r otbsts than fixed membership
costs.

The government should only intervene in the absehctubs. The government could
then set up a club that promotes the sharing dfiedcknowledge. An alternative
would be that the government itself makes the kedgé accessible. This would be
appropriate if there are few possibilities for segftup a club (e.g. because the
knowledge is used by a very heterogeneous groung gbvernment should then
focus on making the codified knowledge easy to &ind comprehend, so that the
costs of acquiring this knowledge are minimal.

Assuring the validity of the disclosed explicit kmledge is just as important as
making it readily available. The knowledge disttirushould judge the quality and
validity of the knowledge before publication. Thafter publication, it should
stimulate users to give feedback on the usefuloedse knowledge, since this adds
value to knowledge that is available to everyonehk setting of a club, giving
feedback can be a made requirement for club meimipers

For tacit knowledge things are more complicatecsdme cases owners of tacit
knowledge should be persuaded to make it explicibther cases, the knowledge
should remain tacit and sharing it should be preddifferently. The following
equations can clarify:

G >CS
SG z (Gij - CSr,- ) 2

N

SG

with:

SGr the social gains from sharing tacit knowledge-onene,

S& the social gains from codifying tacit knowledgelamaking it public,

Gij the gains for the i-th person that acquires 4tie(jacit) knowledge

CS; the costs of sharing j-th (tacit) knowledge wihie i-th person (including all
costs)

CG  the costs of making the j-th tacit knowledge eoipli

Then, making the tacit knowledge explicit is onffiagent, if this brings net social
gains (i.e. if SG > SG). Substitution leads to the following equation:
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Gi]- >CS]- Gi]- <CSJ-

ZCSﬁ + ZGU >CG (@)

Equation (4) implies that codifying tacit knowledgeprofitable when the costs of
sharing the tacit knowledge together with the gaingeople that would choose not to
buy the tacit information are higher than the co$tsodifying the knowledge. A club
or the government should pay the compensatiorhforcodification, since many
individual companies share in the benefits of dodtfon.

Furthermore, equation (2) illustrates some otheperties of the sharing of tacit
knowledge. First of all, it shows that introduciaglatabase that helps people look for
persons that possess specific knowledge, can biingains. Many individual
companies benefit from such a database (in the &drareduction in GJ. Since

using the database does not incur costs (i.e. #rginal costs are zero), the open
market is incapable to create such a databaséeetiic Therefore, it is up to a club

or the government to create such a datdbase

Equation (2) also illustrates that the person wdueives the tacit knowledge should
compensate his or her provider. The social gaimfsbaring tacit knowledge is
optimal only if the condition on top of the sumnaatisign holds (i.e. only people that
benefit more than the cost should acquire the kedgé; G > CS;).

The next question with respect to the compens&tiosharing knowledge is on the
form of the compensation. Since the value of kndgteis hard to assess for
knowledge buyers, an ordinary monetary compensatight not yield optimal
results. As Gis, ex ante, unknown to the knowledge purchasennselves, they
could end up buying an inefficient amount of knadge". Besides that, the ex ante
ignorance of knowledge buyers could even lead taatiwzard for the knowledge
sellers.

Compensations that depend on the proven (i.e. sty palue seem to be the most
attractive solution in this case. It reduces thariicial risks for companies that want to
buy knowledge and simultaneously eliminates thentiges for the knowledge
providers to cheat their customers. In the follagpvaection more attention will be paid
to the specific design of compensation schemes.

Acquiring knowledge by attracting MNEs should ateoof governmental concern.
First of all, the positive spillover effects areangument for the government to
promote the establishment of MNE headquartersarNiétherlands. Besides that,
agglomeration effects exist. This implies thatelseablishment of MNE headquarters
in the Netherlands stimulates the establishmentledr headquarters. In line with
new trade theory this can lead to a man-made catiparadvantage.

12 Again, the lump sum costs of creating a databhsald be smaller than the sum of the savings by
the purchasers of tacit knowledge plus the gaingi®ones to whom purchasing tacit knowledge only

now becomes benefidia
13 They are unable to satisfy the conditions on toin® summation signs in equations (2) and (4).
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The agglomeration effects stem from the fact thitBEd prefer to locate their
headquarters in the vicinity of high quality busiseervices. This motivation may
have become less important as a consequence @déet advances in ICT, as
communication over long distance has become eastcheaper. Duranton and Puga
(2002, p. 28), however, find evidence that modemmunication technology and
face-to-face contact are complementaryhis is why HQs still tend to be located in
big urban centers (Ono, 2003). In turn, businessces providers locate themselves
near clients. The MNE headquarters therefore attewice providers too. This can
create a dynamic in which more and more MNE headersaand business service
providers establish themselves in the same localibis leads Duranton and Puga
(2002, p. 28) to predict the emergence of onlyradhd of global business centres
(such as New York, Tokyo and London).

It is not probable that any city in the Netherlanda develop itself into such a global
business centre, since cities like London, Tokyd l[dew York already are too far
ahead. The Netherlands should therefore focus orieecoming a so-called beta
world city. That implies that it will perform a sikar function as global (or alpha)
business centres, but with a stronger regionalsotherefore promoting the
establishment of regional headquarters seems &oskasible choice. The persisting
importance of horizontal MNEs suggests that redibeadquarters will remain
important in the future too. On the other hand,ahelysis above also predicts that
there will be a growth in the number of vertical B Good conditions for the
establishment of such headquarters should alsodveded. Here the attractiveness of
a beta business centre may be confined to speeitiors of industry and services.

7. Government I ntervention

Given these general arguments for government iateion, this section gives some
recommendations for a strategy of the governmefadier the coordination and trade
function in the Netherlands. The upshot of thesemanendations is to link trade
policy to innovation policy.

Interventions to increase trust

As was concluded earlier, there exists a risk sbate Dutch companies cheat foreign
parties and therewith damage the collective refmurtadf all Dutch companies. This
moral hazard risk demands concrete governmentracioe basic governmental task
to provide a sound legal system is a way to disogeimoral hazard. The government
should ensure that foreigners can go to couriel fieel cheated by Dutch residents,
that their appeals are dealt with efficiently ahdttthey swiftly receive a reasonable
compensatiol. In that way, the risks for foreign companies éaldwith Dutch are
smaller and Dutch are discouraged to cheat, impgotheir reputation abroad. Three
factors are especially important to increase thst tof foreigners in the Dutch legal
system. First of all, regulation needs to be comg@nsive. It should be possible to
explain the essence of a law to a non-expert fauigkly. Besides that, the legal
security that foreigners experience is essentipfeonote them to do business with
Dutch residents. Finally, the time that it takesadve a dispute (through going to

4 Only routinized business services (e.g. call ashiare likely to be provided from distant locagon
(Duranton and Puga , 2002, p. 29).
15 Clear bankruptcy regulation should obviously be paany sound legal system.
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court or by other means) has a big impact on thiaciiveness of dealing with Dutch
trading companies (Mosch and Van den Berg, 20088).

An alternative to the legal framework would be torpote mediation as a means to
solve disputes. Mediation can save time and momepinparison with a long and
costly legal procedure.

Although efficient contract enforcement reducesribles for foreigners to deal with
Dutch companies, it only does so if the contract$ees all possibilities of cheating
of the Dutch company. This makes it necessaryifertwo parties to write very long
contract and be specific on each possible way e&tthg. Negotiating such an
exhaustive contract incurs transaction cost. Tleegit would be better to increase
the trust that foreign companies have in their Butcunterparts without the need to
resort to the legal system or mediation.

Examples of such institutions are: credit ratingrages, certification or a database
that registers complaints on Dutch companies’ ntiah®ur. For all these institutions
the trustworthiness of the information that thegvide is essential. Other institutions
can also raise the trust that foreigners have itcibtrade partners. They all focus on
supplying information on individual companies, whitan then replace the general
trust of the Dutch. This, on the one hand, incredlse trust of the foreign company,
since it is better to know that the company you deéth is trustworthy, than that his
compatriots in general are. On the other handsdadirages cheating behaviour by
Dutch companies, as cheating can have severe tegs@vos on future trade activities.
The government should step in to guarantee ths$viaarthiness if it does not develop
spontaneously.

Measures to leverage knowledge

As was concluded before, spreading knowledge nitimestly can reduce
transaction costs and therewith improve Dutch cditipeness. Now, the question is
what should be done with what kind of knowledge.

A top-down approach on what knowledge is relevaentifies the following areas of
knowledge:

(i) Knowledge on the trade partner

(i) Knowledge on the product

(iif) Knowledge on foreign markets

(iv) Knowledge on laws and legal requirements

Firstly knowledge on a (possible) trade partnerd@sded in order to come into
contact. After that more knowledge on the tradéneauis required to be able to judge
his trustworthiness and the chance that he or ghehgat. Knowledge on the quality
of the product is needed to judge the value optioeluct. Knowledge on foreign
markets is necessary to estimate the profitalmlitgntering the foreign market.
Knowledge on both foreign and domestic laws andireqents is needed to assess
the legal possibilities in case of differences pindon on the contract. It is also
essential to estimate the burden of bureaucraggimements and to efficiently deal
with those requirements.
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Explicit knowledge on the four areas should be masxtessible by clubs (e.g. branch
associations) or by the government. It can very beldelegated by these parties to a
knowledge institution on trade and transactionsobtie problem with the first three
types of knowledge is, however, that they are oftenspecific to be readily

available. It is, for example, not feasible thatdt possible trade partners a track
record exists. However, existing track records enedlit rating of foreign companies
should be as readily available as possible to Datchpanies. The same goes for
product reviews and market explorations.

Laws and legal requirements are, by definition liekgand can therefore easily be
made accessible for Dutch companies. Since suchlkdge is relevant for a very
diverse group of companies, it seems that the gaowvent, rather than clubs, should
try to make the knowledge more readily availablee Thternet seems the most
suitable medium to make explicit knowledge publibe Dutch Ministry of Economic
Affairs already hosts a website that provides imfation on doing business
internationally®. As an alternative, provision of this kind of légaowledge can also
be delegated to a knowledge institute. An exammdmfowledge on fiscal rules and
regulations is the International Bureau for Fideatumentation (IBFD) in
Amsterdam..

The tacit knowledge on doing international busimasinly results from practical
experience and could bring transaction costs dogmfEantly, when there is a better
infrastructure for sharing this knowledge. Makiagit knowledge explicit is one way
of sharing information more efficiently. The protvlevith the top three knowledge
areas (i.e. knowledge on the trade partner, praghutimarket situation) is again that
they are too specific.

The best way to make specific knowledge on indialdtade partners and products
explicit would be a denouncing system. Dutch congmthat feel that they are
cheated by a foreign company or are disappointéldermuality of a product can then
denounce their trade partner or the product. Thigccprevent other Dutch
companies from making the same mistake. The adgarththis denouncing system
is that the codification costs are low and thatdheated Dutch companies are likely
to be motivated to denounce their trade patfner

Generalization is necessary to make the codifinatfcknowledge on trade partners,
products and markets useful. In case it is nothvantle to make explicit the trading
behaviour of an individual company, it could befusto make tendencies in the

behaviour of bigger groups explicit. Since peoptarf a country (or region) share a

16 Seehttp://www.minez.nl/content.jsp?objectid=5393

This website supplies a lot of information, but dydocuses on export and does not spend much
attention on import.

" A similar argument could be made for centrallyiseaging foreign companies that do fulfil their
commitments. The disadvantage of such a positigistration system would however be that
companies are likely to be less eager to givekimat of information to competitors, as they willtho
feel as intense emotions towards the counter pahig. argument seems not to be in accordance with
rational behaviour, as positive and negative recipy are not intrinsically different in material
rewards. Offerman (2002), however, finds an impurtaediating role for emotions in this context. In
his experiment, subjects were a lot more likelyetwiprocate intentional hurtful choices than
intentional helpful choices. Reactions on coopeeatind cheating behavior are therefore asymmetric
in the direction that was suggested by the argument
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culture and therefore behave in a similar way,akes sense to typify their mentality
and culture. Having knowledge on the trade partneulture and mentality, not only
makes it easier to interpret the actions of theéetnaartner. It also makes negotiations
more efficient and risk assessments more accurate.

Information on foreign cultures and mentalitiesIddoe codified in two ways. First,
experts can write books or articles on foreignurel and attitudes, supplying
concrete tips on how to do business abroad. Anethgrwould be to have people
engaged in international business write and/outecabout their experiences. In that
way the reader himself has to generalize the eapeei of that individual. These two
ways of codifying tacit knowledge on foreign cuétarcan be very useful and are
applied a 10, Giving companies the possibility to comment om skereotypes and
anecdotes would stimulate the expansion of the leuye.

Although foreign laws and regulation are alwaysified, dealing with it efficiently
requires a lot of tacit knowledge. Knowing whaingportant and having oversight
over what has to be done, can speed up the praceflcomplying with the rules.
Instruction manuals on how to comply with regulai@re an example of how the
codification of tacit knowledge could bring dowartsaction costs associated with
laws and regulation.

Finally, we have the issue of compensation. In otdgrovide incentives for
codifying tacit knowledge, the people sharing th@iowledge should be
compensated. A monetary compensation seems apgps codifying knowledge
generally is time consuming. The compensation cbeldhade value dependent in
order to optimize incentives. This could be donertaking the amount of the
compensation depend on the number of times thatdtigied knowledge is consulted
and the valuation of the knowledge by the usershSusetup is especially viable
within the setting of a club. The knowledge usersld then even be obliged to give
feed back on the employed knowledge, adding ever nadue to the codified
knowledgé®.

Obviously, not all tacit knowledge mentioned aboge be codified or is worthwhile
codifying. On top of that, the codification oftesduces the value of the knowledge.
Therefore sharing of tacit knowledge without cottifyit remains important. This is
probably the type of knowledge sharing with mogtaunities for improvement.
The sharing of tacit knowledge requires both thespesor and the receiver of the
knowledge to invest time and effort in the transkgre efficiency gains cannot be
found in the transfer itself, but can be achievefirding the person with the relevant
knowledge, e.g. by founding and maintaining a dadalof tacit knowledge
possessors. Organizing network meetings can bpglesuent, or even an alternative
to setting up a database. These network meetimgbeatructured as master courses
or master classes within the framework of a knogtenhstitute.

18 Seehttp://www.internationalehandel.mkb.nhttp://mww.evd.nl/andhttp://www.export.nlfor
anecdotes and generalized knowledge on doing essinespecific countries. The Royal Tropical
Institute even organizes training seminars for damernational business (sk#p://www.kit.nl/).

9 Their addition to the clubs knowledge stock isthewarded by getting access to that knowledge
stock.
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There is no easy answer to the question of hovteitieknowledge providers should
be compensated. On the one hand, tacit knowledgetsoneed to be stimulated to
share their knowledge. On the other hand, giventhigavalue of the tacit knowledge
is ex ante unknown, too high a price would detenidedge seekers from acquiring it.
A flexible compensation could be a solution to ghatblem. For large companies
monetary compensation seems to be most appropagtee deal is likely to involve
sizeable sums of money. The compensation coulddmterilexible by giving the
knowledge providers a stake in the project of thewdedge buyers. In that way, the
risks for the knowledge buying party are limitediahe selling party has incentives to
share all its relevant knowledge. In order to prarsuch deals, where the knowledge
seller takes a stake in the buyer’s project, cludagdd design a standard for such
shareholder ship. That would reduce negotiatiotscaisd would familiarize
companies with value-dependent compensation farrgh&nowledge.

Generally, small business will be more deterredhigi prices for hiring expertise and
the costs of negotiating a contract than largerpriges. It would, therefore, be wise
to base the knowledge sharing among small busomres®n-monetary compensation.
This is not an unfeasible suggestion. Small busie®sold more sympathy for one
another and will therefore be more susceptibletorewards. An enhanced
reputation and personal satisfaction are likelgufiiciently strong incentives for
small business to help one anoffler

Measures to attract regional headquarters of MNEs

As was argued before, attracting MNE regional headgrs (RHQs) is very
beneficial, because of positive spill over effetttsnay even result in a comparative
advantage in attracting even more MNE regional eaders. The Netherlands are
already doing relatively well in attracting RHQs.the period 2002-2003 twenty
RHQs were established in the Netherlands. Thaetsaf the world total and in
Western Europe only the United Kingdom (64) andn@ery (22) attract more RHQs.
The good Dutch performance is encouraging, butidesvno guarantee for future
successes. At present, RHQs are mainly concergratiAmsterdam (Pellenbarg and
Steen, 1999, p. 447). Fairly recent studies shawvAimsterdam is on the edge
between being a beta and a gamma world city (eegv@&stock et. al., 1999; Taylor
and Walker, 2001). From the perspective of econameifare and keeping the
coordination function at home it seems warranted tthe government should
contribute to making Amsterdam a stable beta bgsioenter. The government has
basically two ways to stimulate the further devetemt of Amsterdam into a RHQ
center. In the first place, it could try to promtite settlement of more RHQs and
hope that the business services and other fagilit@tfrastructure will develop by
itself. The other option for the government is hs@re the infrastructure is in place
and attract RHQs with that infrastructtire

20 The picture of smaller business looking for freekledge and bigger companies (with o%er
employees) more willing to hire expertise is canfid by a survey, executed by the Royal Association
MKB-Nederland (Koninklijke Vereniging MKB-Nederlan@004, p. 10).

%1 The Singapore Economic Development Board givesca @xample how investment promotion and
improving the investment climate can be combinechfadquarters (UNCTAD, 2004, p. 198;
www.sedb.com
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Investment promotion could trigger MNEs to placeitfRHQ in the Netherlanés
According to Loewendahl (2001) investment promoi®most effective when the
strategy is dynamic and combines marketing and emypargeting with after-care.
Getting the environment right for RHQs to settleéhia Netherlands requires having a
well-educated work force that can be contractetheyMNES, having a broad supply
of business services, ensuring the quality of thesjgal infrastructure, having
competing tax rates and having a stable macroecieremironment. Besides that,
developing Amsterdam into a RHQ capital would alfowthe provision of more
sophisticated personal services, which makes ldeerpleasant for RHQ employees,
and would add to the grandeur of the city, makimgdity even more attractive for
other RHQs (see e.g. Tordoir, 2005).

8. Conclusion

This paper argues that, in a country like the Neginels with a tradition in trade,
keeping the coordination and trade function, buvimg abroad part of the actual
production, can be a good strategy in order to ecd@roductivity and welfare. In
doing so the country exploits its comparative atiwge and path dependency in
reducing transaction costs, and makes use of etierral differences in the age
structure and skills of labour. It implies thatsinategic decision making the focus
should be more on innovations and investmentsdrirdmsaction sector, whereas up
to now innovations in the production sector recenast attention. These investments
in the transaction sector, which facilitate lownaction costs, can be regarded as
trade capital. Part of this trade capital is n@alrand non excludable, and therefore
has the character of a public good. Moreover, tlkestment in knowledge on how to
reduce transaction costs, involves positive extémes This demarcates the scope for
government policy. It illustrates that a combinataf trade and innovation policy is
needed in order to provide the infrastructure fadé¢ and repair the market failures
with respect to trade innovations. .

Because of the major role of trust in internatianadle relationships (see e.g. Den
Butter and Mosch, 2003), an important task for gorent policy is to reduce the
risks that foreigners are exposed to when tradiitig Butch (e.g. by providing a
strong legal framework). The costs of acquiringvaht information on international
trade should also be brought down. Explicit knowkedhould be readily available to
interested companies. Codification of some tacitvkedge could also help. But
sharing tacit knowledge more efficiently (withowtdifying it) would yield the
biggest gains. To do so, a database that holdsmation on who knows what and a
value-dependent compensation system for sharinigktamwvledge were proposed.

Another way to reduce the transaction (or coorddmtcosts of international trade
would be to make MNEs locate their headquartetierNetherlands. The specific
knowledge on keeping coordination costs low thaides within the MNE will than
be brought in automatically. The Dutch could thendfit from the knowledge
spillovers, the good jobs and the forward and backvinkages. Promoting the
settlement of MNE headquarters has another bigradga and that is that network

22 The website of the Netherlands Foreign Investmeency is a good illustration of how much the
Netherlands (just like other countries) tries torpote foreign direct investment through this channe
Seehttp://www.nfia.com/
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advantages exist. This means that the more headggiéirere are, the more attractive
it is for other MNESs to locate their headquartershie vicinity. For the Netherlands it
seems attractive to promote Amsterdam as a regi@adquarter capital. Evidence
suggests that it has sufficient critical mass aalér capital for that role. Founding a
knowledge institute, which internalises the extétiea associated with investments
in trade capital, and which fulfils a network fuioct in this respect, can be helpful
(see WRR, 2003, Tordoir, 2005). The institute migp @aontribute to that part of trade
capital which has the character of a public goodjristance by establishing alumni
networks of traders which are made familiar wité tultural heritage of the country.

In order to provide more specific and directed golecommendations, further
research is needed. A major research questionas kid of institutional set-up of
knowledge creation can be instrumental in maintginhe comparative advantage of
a trading nation in reducing transaction costghabmost of the welfare gains is to be
internalised (the distribution problem). Or, in @tlwords, how can investments in
trade capital be protected so that there is nonmdestment due to business stealing
and spill-overs (which bring about positive extdities)? A further and related
question is on the interaction and spill-overs legtwinnovations in the production
and the transaction sector: to what extent araarelesfforts and knowledge of
advances in technological development needed irdocdenhance productivity in the
transaction sector? Answers to these researchiguestill also provide further
insights on how trade and innovation policies carifked.

It is also necessary to come to an operationabn@my and classification of
transaction costs. It enables to collect data eiowa types of transaction costs, so
that total product costs can be separated intoigemqroduction costs and transaction
costs. Today most companies combine the produfitioction with the trade
function, so that the collection and analysis dadshould be at the firm (or even
plant) level. The traditional classification of i@us production sectors according to
the system of national accounts is no longer apjatap This is most certainly true
for countries with headquarters of MNE’s . Accoglto the statistics these MNE’s
are part of industry but they earn money mainlptigh their coordination activities.
Total factor productivity increases in these conigamay very well be the result of
their ability to reduce transaction costs and er@atue in trade and the international
division of labour, and not so much be the restiteochnological innovations.
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