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Abstract

The paper investigates the relation between pritratesnational regulation through standards and the
formation of transnational networks.

More particularly, focusing on standards compligribe analysis is intended to test whether private
regulation induces the existence of networks atléd) enhance the efficiency and effectiveness of
compliance coordination in accordance with a “whkatain supply approach” to safety regulation; (b)
contribute to monitoring along the chain, even whiga function is in different ways performed by
other players (public authorities, independentifters, etc.); (c) possibly and eventually redistitie
costs of compliance along the chain.

Starting from the observation of contractual p@di mainly within supply chains subject to
international certification schemes (for exampl¢hia case of food supply chains), different modéls
networks will be compared depending on: (i) the@adtion of monitoring and sanctioning powers
(these being assigned to producers, traders opémiient actors); (ii) the means of monitoring (peer
monitoring v. more formalised monitoring duties)ii) (the types of sanctions (particularly,
label/certificate suspension or revocation); (hg structure of the network (as based on merekgtn
contracts or on a mix of contractual and organiredi relations).
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governance
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PRIVATE REGULATION AND |INDUSTRIAL ORGANISATION :
THE NETWORK APPROACH

Fabrizio Cafaggi & Paola lamiceli*

1. Introduction

The internationalisation of markets and trade amgforming the regulatory space and reshaping the
structure of supply chains. States, as global eggtd, increasingly reveal their weaknesses while
private players, both market actors and NGOs, tiem daking the lead. Private regulatory regimes ar
emerging and consolidating, often as a compleménpublic regulation, sometimes even as a
substitute, when treaty making entities and intéonal organisations are unable to regdlate

The driving factors towards the growth of transomil private regulation (hereinafter TPR) are
numerous. Amongst them, we can highlight (1) higtmmcentration at retail level, (2) the multiple
crises connected with product safety in food and faod sectors and the consequent demand of
consumers for stronger, more effective and cootddhaontrol, (3) the inability of States to deattwi
cross-boundary risk management.

The difficulties, as far as States are concerngldie not only to standard setting but also, arehev
more importantly, to implementation and complianwenitoring. In this domain it has become clear
that a “one size fits all” strategy is ineffectiamd in several areas a supply chain approach to
regulation has been proposed by legislation. Thigr@ach assumes that firms and more generally
private actors, including NGOs, can provide morfeaive and often cheaper implementation of
regulation.

This process has generated a significant, primamfigrmal, delegation to private actors along the
supply chain. Strategies of delegation to privatgos concern both standard setting and
implementation; they differ across sectors andnewithin the same sectors differences emerge
depending on the commodity. Thus, even in the afefood safety, one of the subjects of this

contribution, the different types of supply chaimdamarket structures influence the effectiveness of
the ‘supply chain regulatory approach’ and the rteatifferentiate both objectives and instruménts

The supply chain regulatory approach demonstratedi@al change in perspective, the shift from
product to process but more broadly to chain regufa Process standards regulation has moved

* This paper is part of a broader research prajactTransnational private regulation (TPR) and gsystevel innovations in
global food value chains” realized in collaboratieith Turku University of Applied Sciences (Finlar2D11-2013). A
former version was presented and discussed at tHe Xnnual Conference of the Euro-Latin Study Netlwmn
Integration and Trade (ELSNIT) in Paris (15-16 ®&02010). The paper is the result of a joint dbotion by the
authors both in terms of the analysis of backgrolitedature and practices and the elaboration ofvdd implications.
However, paragraphs 1, 2, 3, 4 and 6 have beetedrhf Fabrizio Cafaggi and paragraph 5 and subgpgpas have
been drafted by Paola lamiceli.

! For an overview see F. Cafagbjiew foundations of transnational private regulatiemJournal of law and society2011,
p. 20 ff.; T. Buthe - W. MattliThe global rulersPrinceton University Press, 2011.

2 M.B. Hutter,Understanding the new regulatory governance: busipesspectivesn Law & policy, 2011, p. 459 ff.

% Commission of the European Communitiéghite Paper on Food SafeBrussels, 12 January 2000, COM (1999) 719
final; OECD, Final Report on private standards and the shapirfgagro-food systemsParis, Working Party on
agricultural Policies and Markets, 2006; Joint Mdlod Food Standards Programme, Codex Alimentarius Gssion,
33rd SessionConsideration of the impact of private standar@gneva, Switzerland, 5-9 July 2010. See alsaajinek,
From Hand to Mouth, via The Lab And The Legislatiinéernational And Domestic Regulations To Secline Food
Supply in 40 Vand. J. Transnat'l L., 2007, p. 987 ff.
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away from the product and focussed much more onotiganisational dimensions of processes
including social and environmental standards.

The features of the supply chain affect the choicthe regulatory strategies but in turn the sedact

of the regulatory strategy may require or inducangfes in the supply chéifThe choice between a
product or a process standard, between an inpam @utput standard, the degree of interdependence
of standards compliance, can influence the relatignts among firms located along the supply chain
and affect their contractual relationships.

A safety standard related to the production proaesisthe product necessarily involves many knots of
the supply chain. As will be illustrated, informaii regulation concerning risk assessment and risk
management of dangerous products may require gatien of inter-firm networks so as to increase
communication and effectiveness. Thus, the creatforegulatory networks to produce information
about new risks concerning drugs, food, feed omefueancial services, may be the result of a
regulatory strategy based on the assumption thatgtrisks interdependence requires organisational
coordination among the enterprises which conveatidrilateral contracts cannot ensure. While
“command and control” regulatory strategies may knior the context of vertically integrated firms
(where hierarchy is available) or paradoxicallyhnsingle firms among their divisions, when riska ca
be parcelled out, risks interdependence requiresitandonment of “command and control” and the
adoption of responsive strategies which oftenfoalhetwork based organisational models

We observe mutual interaction between regulatopteggies and organisational models but how they
interplay and influence each other is still sigrafitly under-investigated. Those who theorise about
regulation, even when advocating market friendllgesges, do not consider market structures and
vertical (dis)integration of the supply chain agngficant variables to be internalised in the digifim

of objectives and choice of instruments. Those whaly the evolution of industrial organisations
rarely consider regulation, both public and priyae a significant factor affecting the selectidn o
models.

In this paper we claim that there is a strong datian between regulation and industrial organ@sati
that their influence is reciprocal and varies battross sectors and within sectors. We want to
investigate the relationship between regulation iaddstrial organisations at the transnational lleve
focusing on product safety.

We adopt a broad definition of regulation whichlimtes both public and private regulation while we
leave out the regulatory function of civil liabylitin a separate paper we integrate ex ante (reguja
with post (liability) instrumenfs We look at liability as a form of ex post regidatwhich can affect
how the supply chain is redefined. The allocatidnli@bility for dangerous products among the
different market players and especially importard distributors may promote the creation of both
vertical networks along the chain and horizontalwoeks for retailers selling the same productshio t
final consumer. Often liability for defective or migerous products produces incentives to create
organisational models that minimise risks and mséneffectiveness. There is how a consolidated
literature illustrating how the allocation of liiby triggers private regulation. Examples rangenir
data protection to food safety, from corporate aooesponsibility to electronic commerce. Firms
facing the liability threat react by adopting regjory agreements along the chain to minimise the
potential liability costs.

4 G. Gereffi - J. LeeA global value chain approach to Food Safety an@lipuStandardsPaper prepared for the Global
Health Diplomacy for Chronic Disease Prevention VifagkPaper Series (February 2009); F. Cafagjgansnational
Governance by Contract - Private Regulation and Camttral Networks in Food Safefarch 29, 2011), available at
SSRN: http://ssrn.com/abstract=1874749.

> F. CafaggiTransnational Governance by Contract - Private Ragah and Contractual Networks in Food Safefy.
®SeeF. Cafaggi and P. lamicdlhe effects of civil liability on supply chain vatiobns unpublished on file with the authors.
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In this contribution, we investigate the correlatizetween safety regulation and models of industria
organisations. Sector-wise, we shall compare saégylation in food and other areas. Product safety
is part of risk regulation a relevant but limitetk@ of TPR. The conclusions we reach about the
interplay between regulation and industrial orgatims cannot be generalised. However, they signal
strong interplay and call for further investigatiorother fields.

Supply chains in the food sector have become ewee tnansnational following trade growth and the
integration of markefs The shift from domestic to transnational in thstI30 years has been dramatic.
No single domestic government can regulate the mgsdrtant food chains. The role of retailers has
gained major importaneThe regulatory space is the outcome of a comibimatf public and private
regulatory regimes often overlapping, sometimespating.

In the food sector a supply chain approach has brgressly advocated by international organisations
(FAO); it has also been adopted by the EuropeawrJand more recently by the US with the Food
modernisation Act of 20£0The centrality of traceability as a risk assesgraed management tool in
food regulation hathe shift from single enterprises to the supplyirtlaa the regulatory unit.

In the non food sector, approaches to productysadgulation is rather different and the detectiba
specific relationship between the structure of $hpply chain and the regulatory approach is much
more difficult.

The paper proceeds as follows. In the first sectiem address the influence of different forms & th
supply chain and market structures on regulatogicgls. In the second section, we examine how
regulation influences the choice of models betweankets, hierarchies and networks. We focus in
particular on the role of networks as a means t@mece the effectiveness of compliance with private
standards and compare different regulatory schemesler to identify possible correlations between
regulatory models and network models. Concludingamks follow the delineation of a research
agenda.

! Joint Fao/Who Food Standards Programme, Codex Atam&s Commission, 33rd Sessi@unsideration of the impact of
private standardscit.; D. Fuchs — A. Kalfajanni — T. Having&gtors in private food governance: the legitimaé€yetail
standards and multi-stakeholder initiatives withilcbociety participationin Agric. Hum. Val, 2011, 28, p. 353 ff.

8 M. Hatanaka — C. Bain — L. Buschhird-party certification in the global agrifood stem in Food policy 2005, 30, p. 354
ff.; D. Fuchs — A. Kalfajanni — T. Having#ctors in private food governanceit.; T. Havinga,Private regulation of
food safety by supermarkeis Law and Policy 2006, p. 515 ff.

® Joint Fao/Who Food Standards Programme, Codex Atemie@s Commission, 33rd Sessi@gnsideration of the impact of
private standardscit.; S. Henson — J. Humphréejhe impact of private food safety standards onfdloel chain and on
public standard setting processgmper prepared for FAO/WHO, may 2009, availablenaw.fao.org. In the European
legislation, see: Regulation (EC) n. 178/2002 oflaBuary 2002 laying down the general principlesragdirements of
food law, establishing the European Food Safetyhédity and laying down procedures in matters ofdfeafety;
Regulation (EC) n. 765/2008 on market surveillana arcreditation.
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Section |

2. How Do Supply Chains Affect the Choice of Regulary Strategies and Instruments at
Transnational Level

This section addresses the following, apparentbtatical, question: can the choice of regulatory
strategies ignore the structure of the supply chaim degree of vertical integration or disinteigmat
the level of market concentration, the distributioh power along the chain among the various
enterprises?

Our answer is that both the level of market contipetiand the degree of vertical integration strgngl
affect the choice of regulation and its distribatiffects’.

On the relationship between market competition elndice of regulation, clearly the oligopolistic
nature of the market suggests that market playdrsemdeavour to preserve tigtatus quoand use
private regulation as a barrier to entry. The pagémanti-competitive effects of TPR will be more
limited in a highly competitive market where prigategulation can presumably affect primarily the
entry costs of newcomeéfsHence the use of public regulation, including petition law, should be
favoured over private when markets are thin anésgs costly.

The choice between regulatory strategies and memnts depends also on the degree of vertical
integration and competition between firms along sheply chaiff. Here, the argument we present,
unlike the previous one, is descriptive rather tharmative. In limiting the analysis to TPR it seem
that a high degree of vertical integration is cotilppa with “command and control” since the use of
hierarchy as a regulatory device is made possiplihd existence of a controlling actor, be it agkn
firm or the controlling entity of a pyramidal mul&tional group.

Vertical disintegration implies a longer and moragimented chain which requires a stronger, albeit
more expensive, coordination mechanism. In thie ¢esmmand and control” might be a very costly
and highly ineffective strategy. Responsive regoiatwhere the different firms along the supply
chain are requested to coordinate and each oneadte expectation that the others have adequate
incentives to cooperate, appear to be more suitabkipply chains characterized by high level of
outsourcing.

1% One of us has addressed the distributional effettsansnational private regulation elsewhere, Bee€Cafaggi and
Katharina PistorThe distributive effects of transnational privaggulation on file with the author. We shall not address
the distributive question in this paper.

1 on the impact of private standards on competifiea also the subsequent paragraph and cited aultieoesn. On the
impact of competition on regulation, as here exaajrsee also G. Gereffi — J. Leeglobal value chain approach to
Food Safety and Quality Standardst., in which the authors maintain that the leghhe concentration at both the
production and distribution level (bilateral olignjes), the more likely the emergence of compreilvengrivate
standards (process and product standards); theethile concentration at the level of producers avitha similar
concentration at the distribution level (producek«eh chains), the higher the emergence of prigedadards concerning
process (more than products); the higher the cdrat@m at the level of retailers without a simi@ncentration at the
production level (buyer-driven chains), the higlttee emergence of private standards concerning ptedmore than
process); the higher the fragmentation at bothlsefteaditional markets), the more limited is th@ghuction of private
standards, while public standards remain limited l@ss comprehensive.

20n this aspect see also G. Gereffi — J. lfeglobal value chain approach to Food Safety an@l®u Standardscit., p.
15, where it is maintained that it is exactly whanproducer moves from a vertical integrated modelértical
disintegration that he/she has higher incentivesottify standards and ensure compliance, whileygo#hie production
vertically integrated, retailers show higher inéegs to produce standards.
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If this hypothesis could find sufficient empiricalipport the link between the choice of regulatory
strategy and the structure of the supply chain dde confirmed. Vertical integration would be
associated with a more intense use of “commandcanttol” while fragmented chains would choose
responsive and market based private regulatoriegies. Clearly we are fully aware that other fescto
in addition to the supply chain structure influetice regulatory strategy.

An additional factor is related to competition ajotihe chain and among players positioned at the
same level within the chdh The degree of competition concerns primarily icatly disintegrated
supply chains. If the main contractor or the MN(@ses the contractual partners via auctions orrothe
competitive devices for individual projects, thidght increase efficiency but might make more
difficult to share regulatory objectives.

Competition may open different possibilities innbarof regulation:

a) A high degree of competition suggests that “commemd control” may not be operationalised
but also that responsive regulation, which requi@srdination, might be difficult to achieve.
More market based strategies might better reflgermal equilibria associated with high level
of competition.

b) A low degree of competition along the chain suggéisat both “command and control” and
responsive regulation may be usefully deployed.

A second set of questions concerns the relationsfiiyween the structure of the supply chain and the
nature of the regulatory instruments deployed éndomain of private regulation.

The question concerns in particular the correlabietween supply chains and the form and content of
contract§’.

Is there a functional correlation between the matir the supply chain and that of contracts and
contracting practices?

13 See G. Gereffi - R. Garcia-Johnson - E. Saskee, NGO-Industrial Complesxn Foreign Policy 2011, p. 64 (“While
competition can foster higher industry standaress Ipressure will leave companies room to dicte# bwn terms of
compliance.”).

% See F. Cafaggilransnational Governance by Contract - Private Ratjon and Contractual Networks in Food Safetiy.
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Section |l

3. The Impact of Regulation on the Structure of theSupply Chain

Standards may result from three different complaargregulatory sources:
+ public regulation (e.g. European regulations, istate conventions, etc.);

« private regulation (e.g. codes of conduct, guigdjrother standards as set and implemented by
single firms, enterprise organisations or othevgig entities, mainly through contracts).

We address the questions whether and how differegulatory instruments influence the
organisational features of the supply chain, produchanges in relationships among enterprises. In
particular, we investigate when networks ariseegponse to the adoption of a regulatory strategy.

As regards private regulation, we will focus on somxamples of “third party certification systems” i
both food and non food (particularly textile) sest@s market based private regulatory strategy
focusing on compliance.

Economic literature, widely drawing on empiricalidies, extensively analyses the changes in the
supply chain as directly or indirectly induced b tincrease in number and sophistication of private
standard$.

Two main perspectives are considered: one relat#fuet market structure; another one concerning the
organisation of the firm and its strategies ofiifiten collaboration.

In relation to market structure, it is contendeat tthe increasing diffusion of private standard=sates
entry barriers for suppliers who have insufficishkills and resources to comply with these standards
or drives them away from global markétsThis phenomenon is particularly striking in deghg
countries, although it might emerge in other cdestras well. Depending on the context, the
proliferation of standards may either force exdnfr the market or create a dual system, in which
compliant production is distinguished from “un-r&gad” production, with higher risk for safély

Still in the first perspective, the divide betweftagmentation and harmonisation of standards is
considered. On one side, excessive fragmentatiostasfdards increases the costs of compliance,

1S, Henson — J. Humphreyhe impact of private food safety standards onftloel chain and on public standard setting
processes cit.; Joint Fao/Who Food Standards Programme, e€odlimentarius Commission, 33rd Session,
Consideration of the impact of private standarcs

16 WTO, Committee on Sanitary and Phytosanitary Mess®rivate Standards and the SPS Agreemg#dtJanuary 2007
(07-0335). See also I. Mah&tpmpetition Law and Transnational Private Regulat&ggimes: Marking the Cartel
Boundary in Scott, Cafaggi and Senden (ed¥he Challenge of Transnational Private RegulationnGsptual and
Constitutional DebatesBlackwell, 2011; S. Henson — J. Humphr&he impact of private food safety standards on the
food chain and on public standard setting processits A. Marx — D. CuypersForest certification as a global
environmental governance tool: What is the macfeetiveness of the Forest Stewardship Coundil’Regulation &
Governance 2010, 4, p. 404 ff.,; A. MarxGlobal governance and the certification revolutiotypes, trends and
challengesin Handbook on the politics of regulatipadited by D. Levi-Faur, 2012, p. 590 ff., part.600; D. Fuchs —
A. Kalfajanni — T. HavingaActors in private food governanceit., p. 354. On the issue of the impact of faadety
standard on free trade see also J. Wouters - Ax M&d. Hachez|n search of a balanced relationship: public and
private food safety standards and international lawuven Centre for Global Governance Studies, WigriRaper No.
29 - June 2009.

" See 0. De Schutter, UN Reporter on right to fooateMugust 42011.
8 b, Fuchs - A. Kalfajanni — T. HavingActors in private food governangceit., p. 356.
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compounding the risk of market €Xitlt might also favour captive relations betweea #handard
setter (usually the buyer/retailer) and the stashdaker (seller), increasing the risk of opportonifs
On the other side, harmonisation of standards miigiver competition among enterprises, which
would otherwise be prone to invest in higher qyaitandards to gain competitive advantage

Looking more specifically at the structure and loeindaries of the firm as well as at the models of
the supply chain the impact of private standardstten choice between vertical integration and
outsourcing has been analysed with specific focuthe choice between different types of inter-firm
collaboration within the chain.

In this perspective, five models have been idesttifimarket-type relations, modular value chains,
relational value chains, captive value chains, an@ghical value chains — i.e. vertical integration),
depending on the complexity of information and kfexlge transfer, the nature of this knowledge as
codified or not and the capabilities of suppliansrélation to the requirements of the transaétion
Availability of standards may help to codify thdeneant knowledge, while potentially increasing the
complexity of the transaction and the level of rexbdapabilities for a supplier. Within this thearet
framework, higher and more complex standardisationld generate modular chains (if suppliers’
capabilities are adequate) or vertical integrafibavailability of skilled suppliers is lacking) As can

be noted above, the latter scenario would be th& difuse in developing countries, though gradual
knowledge transfer may take place and leave roomefational collaboration at some pdiht

Elaborating on this theoretical approach, otherasjan why in fact vertical integration is not so
widely practiced as expected in contexts of lowhsstcation of suppliers and high demand of
standard compliance. In this view, one possibldagqgiion should be identified in the role of “third
party assurance systems” as institutions in chafgerutinising and monitoring potential and actual
suppliers. This scheme would lower the costs obawrcing, reducing the incentives for vertical
integration. Its concrete efficiency would not remavithout criticism, however, given the lack of
competence and the risk of corruption that haven lodserved in practice as regards some third party
assurance systefis

In all these approaches however the role of intar-hetworks seems to be under investigated or even
neglected and bilateral contracting remains theregice point.

In the first approach, the emergence of modularinshas a result of codification through
standardisation is emphasised, while the optiowesfical integration remains a strong alternative,
given the high cost of compliance for unskilled @ligrs. The emergence of relational value chains,
based on collaboration and mutual knowledge tramefey require different organisational forms. In
fact, standards may need to be reviewed and adapesttiual contexts and unforeseen circumstances,

19 Joint Fao/Who Food Standards Programme, Codex Atamieis Commission, 33rd Sessi@gnsideration of the impact
of private standardscit.

2 D, Fuchs — A. Kalfajanni — T. HavingActors in private food governanceit., p. 354.

%1 Joint Fao/Who Food Standards Programme, Codex Atamies Commission, 33rd Sessi@nnsideration of the impact
of private standardscit.

2 G, Gereffi — J. Humphrey — T. Sturgedrhe governance of global value chaiis Review of International Political
Economy 1, 2005, p. 78 ff., part. p. 85. As regards dociare than safety standards, see also G. Ger&fi Garcia-
Johnson - E. Sasséfhe NGO-Industrial Complexit., p. 56 ff., part. p. 64 (“In countries witlascent or ineffective
labor and environmental legislation, certificatican draw attention to uneven standards and helgatet these
disparities”).

23 On the correlation between standards and vertidagration, see G. Gereffi — J. Humphrey — T.r&on, The
governance of global value chajrait.
2 G. Gereffi - J. Humphrey — T. Sturgedine governance of global value chaioi.

= M.M. Blair — C.A. Williams — L.W. Lin,The Roles of Standardization, Certification and Aasce Services in Global
Commercein Journ. Corp. Law2008, p. 325 ff.
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including changes in technology; even assuming amgéd standards, compliance requires exchange
of knowledge and information, which might be caoelifi or not. In this perspective organising
relational value chains in a network form may bsidd|€&®.

In the second approach, the role of third partym@see operators is seen more as a substitute of
active control by buyers than as a source of iefgeddence and collaboration among the several
knots of a network. Certification is still primarilreferred to individual operators with whom the
certifier concludes a service contract. But coaation among suppliers in the chain is necessary to
meet certification requirements and group certifima is growing’. Looking at how the private
certification systems may promote the creation etimorks among producers or between producers
and distributors may be promising. To outsourcetions may imply a different shape of the network
that ensures collaboration among certified, espigoighen certification includes the whole supply
chain. Moreover the costs of certification, whicterease the overall cost of regulation, may be too
high to be borne individually while the adoptionratwork forms may contribute to a better spreading
of costs thereby increasing fairness but alsoieffiy.

We therefore suggest that the adoption of (privegsponsive regulatory strategies or market based
strategies, like some certification schemes, mighbetter implemented by the use of networks that
allow stronger adaptability and wider peer monitgriMore specifically, networks may support all
three dimensions of “risk analysis”: risk assessimésk management and risk communicatfon

Under the first aspect, hazard identification, mdzeharacterisation, exposure assessment and risk
characterisation can more effectively be realidgdugh an intense collaboration by several actors
along the chain with different skills and diversifiproximity to the source of the ridk

Risk management needs coordinated responses assmelé the precautionary principle can be
definitively frustrated by the lack of consisteradgng the chain.

Risk communication is, by definition, a “networktigity”, requiring collaboration and information
channelling among several operators, includingughonot only) enterprises along the cf&in

As networks tend to incorporate the “value chaiprapch”, the benefits of effective standard
implementation aim to reach consumers at large. Hmfits and costs of these mechanisms are, in
concrete terms, distributed along the value chairaimore critical issue, that in turn strongly
influences the choice of networks as to standapleémentation devices and the choice of models and
forms of networks if the former choice is made.

The following analysis will elaborate on the obsdan of some network dynamics that are emerging
within standard implementation mechanisms, botlprivate regulation (particularly in the area of
third party certification systems) and in civillitity.

% As indirectly suggested by G. Gereffi — J. HumphteT. SturgeonThe governance of global value chaied., about
evidence concerning Kenya. On the role of netwasks, next paragraph.

27'S. Henson — J. Humphreyhe impact of private food safety standards onftloel chain and on public standard setting
processescit., p. 30. On the role of farmers’ cooperatiiesostering farmers’ capability to comply withastdards, see
M. Hatanaka — C. Bain — L. Buschhird-party certification in the global agrifood stem cit., p. 361. On the different
but connected issue of the role of small scale éasmetworks as a means to allow farmers to apiatepa larger share
of value along the chain, see United Nations, Ganessembly, 4 August 201The right to foodp. 15 ff.

% See art. 3, n. 10, Eur. Reg. 178/2002, cit.
2 See art. 3,n. 11, Eur. Reg. 178/2002, cit.

30 See art. 3, n. 13, Eur. Reg. 178/2002, cit.: “regkmmunication’ means the interactive exchangenfifrimation and
opinions throughout the risk analysis process agaros hazards and risks, risk-related factors #sid gerceptions,
among risk assessors, risk managers, consumetisafigefood businesses, the academic community ted imterested
parties, including the explanation of risk assesgrfiadings and the basis of risk management deassi
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4. Where Do Networks Stand? Some Guidelines

According to the previously examined literature, tbe one hand, increasing vertical disintegration
would boost private standards’ production; on thieeq at some point complexity of standards and
costs of compliance would induce a higher levelastical integration.

Where might networks stand in this picture? Doegulaion favour the creation of networks or
influence their functioning? When ‘regulatory’ nettks to implement private standards are set up,
how do they influence the inter-firm relationshgdeng global supply chains?

In this contribution, the focus is not on the dasaf standards but rather on their implementation.
Given that regulation involves all or at least malifferent knots of the supply chain, implementatio
requires a network structure rather than a sequendalateral contracts. This specific need for
coordinating standards’ implementation representadditional driver for the formation of vertical
networks along the supply chain, as already indugecklevant changes in market relations between
suppliers, manufacturers, traders, retaifers

We want to show that both private and public regmastimulate the creation of new networks or
deploy current networks to implement regulatoryndtads. In particular, with special reference to
private regulation, we will focus on compliance ritoring and certification systems. Within this area
we will examine whether networks play any role iomplementing the monitoring function of
certifiers or other players in the regulatory sceem

The very nature of the new standards is based lnghadegree of interdependence along the chain
which cannot be effectively managed by bilateraint@xts in fragmented supply chains.
Interdependence has to be governed in a settinghwdfien includes a combination of cooperative
and competitive relationships among multiple acforshis peculiar mix between competition and
cooperation might assume different features arghsity depending on the type of network. We will
distinguish accordingly between vertical and hantabinter-firm networks.

But what do we mean by network as a legal coritept

By inter-firm networks, we intend all those collabtive structures that enterprises establish, eithe
through contracts or organisations, in order tdigeacommon interest projects and to coordinate
interdependent activities or interdependent modiesing resources (often complementary resources,
innovative knowledge, intangibles in genetal)nterdependence occurs in a supply chain wheh eac

31 as it is shown in the recent analysis of H. Collimbe weakest link: legal implications of the networghitecture of
supply chainsin Networks. Legal issues of multilateral co-operatioit, p. 187 ss., part. p. 193 ff., observingrajes in
the mechanisms of purchasing decisions, marketegsibns, information disclosure along the valuaichjoint design,
and the use of software as a tools for determiaimtjcoordinating choices within contractual relasio

2a. Teubner,Coincidentia Oppositorum: Hybrid Networks Beyond Cocitrand Organisationin M. Amstutz, — G.
Teubner (eds.Networks. Legal Issues of Multilateral Cooperatibtart Publishing, Oxford and Portland, Oregon,200
p. 3 ff., part. p. 25 ff.

%3 The issue has been recently revisited also bye@biier,Coincidentia Oppositorum: Hybrid Networks Beyond Cacitr
and Organisationin M. Amstutz, — G. Teubner (eddNetworks. Legal Issues of Multilateral Cooperatioit., p. 3 ff.,
starting from the contribution of R.M. Buxbauis, Network a Legal Conceptt Journ. Inst. Theor. Econvol. 149,
1993, p. 698 ff.

34 This definition is intended to show the intringiter-disciplinary essence of the concept of nekyas influenced in the
last decades by economic and sociological studiese rthan legal ones. Though in different perspestiveference
should be made to: O.E. Williamsdrhe mechanisms of governapn@JP, 1996, p. 93 ff.; C. Ménardhe Economics of
Hybrid Organizations3 J. of Instit. and Theor. Ec. 345 ff., (2004); @randori,Interfirm Networks: Organizations and
Industrial Competitivenes®Routledge, London, 1999. In the field of sociotagistudies: W.W. PowelNeither Market
Nor Hierarchy: Network Forms of Organizatigni# L.L. Cummings — B.M. Staw (edslResearch in Organizational
Behavior 12, 1990, p. 295 ff.; S. Helper — J.P. MacDuffieC.F. SabelPragmatic Collaborations: Advancing
Knowledge While Controlling Opportunisnindustrial and Corporate Change, 9, 2000, p. 443&mbining the
sociological approach with the legal one: G. Teub@®incidentia Oppositoruicit. In the recent legal debate: G.S.
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component of a product or a service is specifith&others and cannot be easily re-deployed irr othe
supply chains or other process. The notion of d@pendence does not merely refer to the link among
connected exchange contracts along the EhaRather it is related to specific investments &l
complementarity of critical resouré&sinterdependence (among critical resources, anastigities,
eventually among governance structures) is the feateire of this type of inter-firm relation: indge

it allows synergies among complementary elememts,af the main sources of efficiency, especially
but not only in the area of R&D Interdependence induces collaborative practim@sletermination,
mutual learning, internal monitoriffy As we see below, the monitoring function of nateomay be
crucial for standard compliance.

By definition, refusing strict integration strategi(like those associated with mergers and aciqurisjt

for instance), inter-firm networks allow the presdion of the legal and economic autonomy of

members together with their entrepreneurial idgfititThe balance between interdependence and
autonomy is due to the ability of the network téablish coordination among the knots and induce
collaboration, also thanks to trust-enhancing medmas and reputation-based compliance systems
without ownership integratidh

Unlike both vertical integration and market-typ&atens, inter-firm networks show higher flexibjljt
capable of adapting and responding, at lower cogis,technological changes, unforeseen
circumstances, exogenous riSksAn adequate allocation of risks, power and psofitithin the
network normally serves this purpdseThe need for a simultaneous satisfaction of todividual
and collective interests within the network and ih&dequacy of polar models (bilateral exchange
contract and organizations as collective entitieskattain this combination creates room for self-
regulation within the netwofk

(Contd.)
Geis,Business Outsourcing And The Agency Cost Prahileidotre Dame L. Rey2007, p. 955 ff.; F. Cafaggi (edited
by), Contractual networks, Inter-firm cooperation, andoBomic Growth Elgar, Cheltenham, UK - Northampton, MA,
USA, 2011; F. Cafaggi - S. Grundmarie Contractual Basis of Long-Term Organisation - Qverall Architecture
in a book co-edited by both the Authors, forthcagnivithin Elgar, Cheltenham series.

= Though this reference is definitively relevantciontract theory and legislation. For an examinatiothe perspective of
French law as regards the legislation on “enserobldractuel”, see C. Aubert de Vincellésnked Contracts under
French Law in F. Cafaggi (edited byJContractual networks, Inter-firm cooperation, andoBomic Growthcit., p. 163
ff., part. p. 168 ff.

% See O.E. WilliamsonThe Economic Institutions of Capitalisiiree Press, New York, 1985; Id@he mechanisms of
governance cit., p. 93 ff.; L. Zingales|n search of new foundationén Journal of finance 2000, p. 1623 ff.; S.
GrundmannThe Contractual Basis of Long-Term Organisation € Tverall Architecturgcit.

$T\w.w. Powell,Neither Market Nor Hierarchycit.

38 S. Helper — J.P. MacDuffie — C.F. SabRtagmatic Collaborationscit.; G.S. GeisThe Space between Markets and
Hierarchies 95 Va. L. Rev. 99 (2009); H. Collinghe weakest link: legal implications of the networkhitecture of
supply chainscit., p. 199.

dc Teubner, Coincidentia Oppositorum, cit., p. 24.
40 W.W. Powell,Neither Market Nor Hierarchycit.

L ww. Powell,Neither Market Nor Hierarchycit. As regards financial or security transacsiosee P.W. Heermantihe
Status of Multilateral Synallagmas in the Law of @ected Contractsin M. Amstutz, — G. Teubner (edsNetworks.
Legal Issues of Multilateral Cooperatipait., p. 104 ff., part. p. 114 ff.

g, GrundmannContractual networks in German private laim F. Cafaggi (edited by{Zontractual networks, Inter-firm
cooperation, and Economic Growthit., p. 156 ff.; F. CafaggiContractual networks and contract theory: a research
agenda for European contract lawin F. Cafaggi (edited by)Contractual networks, Inter-firm cooperation, and
Economic Growthcit., p. 66 ff.

86, Teubner, Coincidentia Oppositorum, cit., p. 19.
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In previous contributions, we have shown how theia of legal forms can affect the functioning of
inter-firm networks in terms of allocation of powand collaborative practicés We distinguished
among contractual and organisational networks.fohmer are governed either through a multilateral
contract (e.g. a contractual joint venture or atilatiéral framework contract as a source of tednic
standards) or a set of linked bilateral contraetg.(subcontracting networks, franchising, cross
licensing, etc®. The latter are established through the creati@anrew entity, normally a corporation
or an interest groupifly The organisational network does not imply fullr@sship integration but
rather the creation of a new.co. where severalsfialong the supply chain organise the production
process. Each firm will continue to produce induadly but the coordination is ensured by
organisational law rather than contracting.

A CONTRACTUAL CONTRACTUAL

NETWORK NETWORK
\ 3 (linked bilateral (multilateral contract)
contracts) FIRM A
(e.g. raw
A Syster-integratol materials
DISTRIBUTION supplie)
CONTRACT ................ '
4
v. FIRM B
(e.g.
» processing
| AQ ﬁrm)
GOODS/SERVICES ‘4
SUPPLY
CONTRACTS FIRM C
FIRM E (e.g.
.g. service
trader) supplie))
FIRM D
(e.0.
ORGANIZATIONAL assembler
NETWORK
FIRM B
FIRM A
NETWORK FIRM C
FIRM F COMPANY

FIRM E FIRM D

4 sSee F. Cafaggi — P. lamiceReti di imprese tra crescita e innovazione orgaatiza. Riflessioni da una ricerca sul
campg Il mulino, Bologna, 2007.

> See F. CafaggiContractual Networks and the Small Business Act: Tdsv&uropean Principles?4 European Review
of Contract Law 49 (2008), 495. On contractual neksdoased on the link among bilateral contractakitions see also
R. Brownsword,Network Contracts Revisitedn M. Amstutz, — G. Teubner (edsM)etworks. Legal Issues of
Multilateral Cooperation cit., p. 31 ff., part. p. 33; G. Teubner, Coineitia Oppositorum, cit., part. p. 21: “The
reference of one contract to another entails tlobugive acceptance by the contractual partners fofregign private
order”. With specific reference to production aridtribution chains: S. Grundman@ontractual networks in German
private law cit., p. 111 ff.

¢ See Council Regulation (EEC) No 2137/85 of 25 JAB5lon the European Economic Interest Grouping.
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As will be demonstrated below with reference tonmeks direct to manage standard implementation,
contractual networks based on bilateral linked i@mts show higher flexibility and the ability tdlta
bilateral relations to specific circumstances ahdracteristics as they arise at any single knahef
supply chain. On the other hand, homogeneity ami/ergence among different bilateral relations
may be more costly to attain; the role of a leadgerprise, if any, is crucial under this respeacivall

as her/his ability to exercise authority. Unlikeatttould be expected empirical research shows that
organizations are used when power is and has tevésly distributed whereas bilateral sequential
contracting is used when power is unevenly disteu Multilateral contract networks and
organisational networks tend to distribute decisimaking power more evenly and to allow decision
making practices based on consensus, majoritargan o delegation of power depending on the legal
form*. In organisational networks and especially in tiorated” forms, segregation of assets as
well as more sophisticated agency mechanisms athewnetwork to deal with third parties at lower
transaction costs and to design financial risk ey it from the entrepreneurial risk of single
participant&®,

In fact, inter-firm networks are not self-enforcinglations; incentives for collaboration and
investments in the common interest project neebetduilt also through an adequate design of the
governance structure of the network, which complaardy deploys legal and non-legal sanction for
lack of cooperatiofl. Indeed, given the interplay between interdepeceleand autonomy, network
collective interests co-exist with individual ingsts, which might threaten the stability of thewmk

as well as inducing forms of abdSeThe regulatory strategy implemented through topadlity
management or safety standards pursues a comneyedntelated to the production of safe and not
defective products and risks assessment and maeagessociated with it.

We shall focus on contractual networks and desdtibedifferent types that can be created along the
supply chain. We follow the distinction betweenihontal and vertical networks.

Vertical networks, as created among enterprisagthg a different role along the chain (e.g. farspe
manufacturers, certifiers, retailers) normally fdower threats in terms of internal competition, as
compared with horizontal networks (e.g. the one ragntailers), where participants are definitively
competitord. In practice, vertical networks are mainly contuat and based on bilateral linked
contracts, while horizontal networks tend to beanigational or based on a multilateral contfact

T E, CafaggiContractual networks and contract theory: a reseaaglenda for European contract lawit., p. 100 ff.

8 See H. Hansmann — R. Kraakmdime essential role of organization lad0 Yale L. J. 387 (2000); E.M. lacobucci -
G.G. Triantis Economic And Legal Boundaries Of Firn@8 Va. L. Rev. 515 (2007).

49 See H. CollinsThe weakest link: legal implications of the netwarnhétecture of supply chaingit., part. p. 205 f., who
argues that the lack of direct contractual relaiafong the supply chain (e.g. between row matestgipliers and
assembler) can be understood as a deliberate gmeéefor non-legal sanctions. Therefore “to implesgl obligations
directly between remote parties without explicinttacts may lead to an inefficient distortion othheiour if these
remote parties react by incurring additional tratisa costs to ensure that no legal recourse idadle, as for example
by entering into contracts of indemnity or exclusi®f liability”.

0 F CafaggiContractual networks and contract theory: a reseaagienda for European contract lawit., p. 102 ff. See

also, in different perspectives: G. Teubner, Coiantéh Oppositorum, cit., p. 19; H. Collinfhe weakest link: legal
implications of the network architecture of supghains cit., p. 199 ff. and p. 208 where it is argueatttne incentive of
single knots to pursue both individual and collestinterests allows to justify some practices (prige variations in

damages of suppliers) on the basis of networkerast, so excluding forms of abuse by retailers.

LE CafaggiContractual networks and contract theory: a reseaaglenda for European contract lawit.

2 F Cafaggi — P. lamiceli (edslhterfirm networks in the wine European IndustBuropean University Institute working

paper, 2010, available at http://cadmus.eui.edrbias/handle/1814/15654/LAW_2010_19c.pdf?sequence=3
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5. The Role of Networks in Standards Compliance: Téa Case of Third Party
Certification

Which role could then inter-firm networks play whegulatory implementation is at stake? Which
forms and models of networks could we expect tatifiein this context?

We will focus on networks that are either estalggsbr practically oriented to manage mechanisms of
compliance with standards (mainly private standarfls regards networks, two types of monitoring
are comparedpeer monitoringwhere knots are expected to monitor other knotgder to protect the
network’s interesthierarchical monitoringwhere control is ensured through authority iroatext in
which power is asymmetrically allocated. Althoughgrinciple both contractual and organisational
networks may assume each type of monitoring functive shall examine whether there is any
correlation between forms of monitoring and fornisnetworks. The view suggesting that, when
networks tend to provide for monitoring and detegtbreaches along the chain, they prefer hierarchy,
while networks primarily due to ensure flows of odinated information reject hierarchy in favour of
an “acephalous or heterarchical” form of inter-firoollaboration, cannot be subscribed in this
analysi€®. In fact evidence shows that both hierarchical peer monitoring emerge within networks
as built along the supply chains. Moreover comgkanver standard implementation requires both
inspection practices and prompt information flowsng the chain, well beyond the conventional
setting of bilateral exchange contratts

%3 For this correlation see H. CollinBhe weakest link: legal implications of the netwarghitecture of supply chainsit., p.
200 and p. 203 (about a comparison between retafleéwven networks and franchise networks).

% On the network dimension of inspection rights adlvas of information duties in contractual networgee also S.
GrundmannContractual networks in German private laait., p. 149 ff., who tends to apply restrictivehe former
ones and extensively the latter ones.
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Monitoring and certifying compliance with (publimé private) standards are key components of
regulatory implementation processes. Both legitynand effectiveness of this type of regulation
strongly depend on the choice of the regulatorytrimsent®. Implementation and compliance
monitoring in large and transnational supply chaans too costly both for governments and for
retailers: hence the spreading use of certificaisna dominant strategy for implementing private
regulation. Not only certification schemes havedifgated as a response to scandals but they soe al
assuming a more pro-active role in seeking outcasuof risk and companies’ wrongdaifigrheir
diffusio?r; is growing but still very diversely acssectors and, within the same sector, per type of
product’.

Certification has thence become a key to acceskatsanf developed countries by suppliers located in
developing countries who have to abide by inteomati standard® It provides evidence of
compliance with standards and signal market ppeitis compliance with quality and safety
standards. Under this perspective certificatioseien as an “informational tod”’and as a form of
“regulation by information™.

In this perspective it is held that certificatioaduces information asymmetry within contractual
relations along the chain (B2B) and within the camination with consumers. Transaction costs are
then lowered bothex ante and ex post ex ante because codes and standard reduce contract
incompleteness without need for explicit negotiatiex post because certifiers take care of
monitoring™.

Conventionally, a distinction is made between fpsirty certification (as provided by suppliers),
second-party certification (as provided by paidhtécians employed by retailers) and third-party
certification [hereinafter TPC] (as provided by epeéndent certifiers, the cost of which is normally
borne byﬁghe suppliéf) Certification is a credence good and its goveraatesign is crucial to ensure
reliability™ .

Certification is based on standards whose compiazan then either be verified by the regulatees
(first or second party certification) or by acctedi ‘independent’ bodies (third party certificafion
The core element of monitoring compliance and fyemty deals with gathering and conveying
relevant information on actual processes and ptsdiicacing risk sources along the chain represents
a crucial element of monitoring compliance. Signgllto the market that a product or a process is

5 S. Henson — J. Humphreyhe impact of private food safety standards onftloel chain and on public standard setting
processescit., p. 7. On the legitimacy question see alsd-Ochs — A. Kalfajanni — T. Having&ctors in private food
governancecit.; A. Marx,Global governance and the certification revolutidgypes, trends and challenge., p. 598.

%6 G. Gereffi - R. Garcia-Johnson - E. Sas$be NGO-Industrial Complexn Foreign Policy 2011, p. 58, p. 64.
A Marx, Global governance and the certification revolutidypes, trends and challengedt., p. 596 ff.

%8 See WTO, Committee on Sanitary and PhytosanitargsMiees Private Standards and the SPS Agreem2dtJanuary
2007 (07-0335). Exclusionary mechanisms are aiggdred by this dynamics, however, as regards ssoalk suppliers
who face major difficulties in compliance. See aladwotnote n. 16, also for other references.

9 A Marx - D. Cuyperdrorest certification as a global environmental gmance too] cit., p. 410.

60 See, also for a critical view, T. Bartle@ertification as a Mode of Social Regulatialerusalem Papers in Regulation &
Governance, Working Paper No. 8, May 2010, pari. p.

®1 k. Ciliberti — G. de Groot — J. de Haan — P.P. Romiolfo, Codes to coordinate supply chains: SMES’ experiematds
SA8000in Supply Chain Management: An International Jourr28109, p. 117 ff.

%2 G. Gereffi - R. Garcia-Johnson - E. Sas3&ie NGO-Industrial Complexit., p. 56 ff.; F. Ciliberti — G. de Groot — 2 d
Haan — P.P. Pontrandolf@odes to coordinate supply chajrgdt., p. 119; Joint Fao/Who Food Standards Progre,
Codex Alimentarius Commission, 33rd SessiBansideration of the impact of private standardig, p. 7; M. Hatanaka
— C. Bain — L. BuschThird-party certification in the global agrifood stem cit., p. 357.

%3 See F. Cafaggi, New foundations of transnation@ife regulation, forthcoming Journal of law andaisty, 2011. See
also T. BartleyCertification as a Mode of Social Regulatjait., p. 11.
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compliant with the standard is generally achievadugh logos, labels or trademarks, administered
with licenses issued on the basis of certified dianpe after audifé.

Monitoring and certifying are not only costly busa critical in terms of risk allocatién indeed, an
issue concerning gatekeepers’ liability for lackiorgdefective monitoring may arise in the contefxt o
third party certificatioff. Ultimately reliability on the certification systes rests on the effective
public oversight and liability triggered by the dinconsumers when hazardous products or processes
have been certified.

Who has the incentives/capacity for enacting suebhanisms?

Recent studies show that in the food sector, thindy certification has become the norm for many
private safety standaftis TPC can produce relevant information and conveyoi consumers,
overcoming market failures due to uncertainty arfdrmation asymmetry. Independent certifiers can
contribute to solving asymmetric information probhke with the final customer but should facilitate
production and information transfers along the suppains.

The independency of certifiers from producers aidilers adds legitimacy and reliability in thewie

of consumers. Clearly this independence may beronded when certification services are paid by
the certified even if at the end of the process fthal cost is borne by consumers or business
customers. Independence is the result of multigpd¢ofs; among others: effective competition among
certifying bodies; accurate oversight by accreditinodies with severe and prompt sanctioning
mechanisms in case of fraudulent behaviour.

Recent studies show that the effects of TPC mabeymnd an efficient signalling function. Indeed,
these mechanisms are able to reshape the relaoosg enterprises along the chain, enabling some
firms (as well as limiting opportunities for othpit® participate in the global traffe Certification
operates as a selection mechanisms to accesstiad galue chain and position firms along the chain

In particular, retailers (mainly large chains opstmarkets) benefit by such systems, being able to
shift the tasks and risks connected with monitoand certification to third parties, while shiftitige
costs to suppliers, whose selling capacity is @t faade conditional upon certification. This expsa
why some TPC systems are promoted by retailersarosgtions’ and why supermarkets end up
imposing the use of particular certifiers on sugnglf. Recent studies, especially those looking at the
distribution of costs, as imposed by such systemaslress the fairness of this prodés§vhile
compliance with certification may affect due dilige analysis, it does not immunize from liability.
Nor can liability be excluded when negligent cestifion has wrongly signalled compliance. Joint and

g Bartley, Certification as a Mode of Social Regulatjanit., p. 8 (“In contrast to those codes thatrequire external
auditing, certification systems go one step furtharsing that auditing to award a “seal of appfbeésome sort”).

®5 On costs of implementation and verification, seél&son — J. HumphreYhe impact of private food safety standards on
the food chain and on public standard setting psses cit., p. 28; M. Hatanaka — C. Bain — L. BusdHjird-party
certification in the global agrifood systemwit., p. 361.

% We do not address this issue, on which debataiiie dntense. See: F. Cafagtie rle des acteurs privés dans les
processus de régulation: participation, autorégidatet régulation privéein Revue francaise d'administration publique
2004, p. 23 ff.

®7'S. Henson — J. HumphreVhe impact of private food safety standards onftloel chain and on public standard setting
processescit., p. 7; D. Fuchs — A- Kalfajanni — T. HavimgActors in private food governanceit.; M.B. Hutter,
Understanding the new regulatory governangé

® M. Hatanaka — C. Bain — L. Buschhird-party certification in the global agrifood stem cit., p. 360 f.
69 See, for example, in the food safety area, EUREPGAP par. 5.3).
0 M. Hatanaka — C. Bain — L. Buschhird-party certification in the global agrifood stem cit., p. 359.

'S Henson — J. HumphreVhe impact of private food safety standards onféloel chain and on public standard setting
processescit., p. 36.
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several liability between certifiers, certified afidensed is the response to negligent certificatio
which results into hazardous products or processes.

The effects of third party certification on suppsieare more complex. Indeed, those who have the
(financial and organisational) capacity to engagih whe certification process gain both commercial
opportunities and benefit from efficient organieatil and technological changes as induced by
compliance with standards. By contrast, for smadleterprises and, more critically, for developing
countries, certification costs for enterprises @iten prohibitive. For these, the support providbgd
NGOs to upgrade their business structure and msthoght play an important role and turn into a
significant opportunity for their developmént

It is important to highlight how (in industrialisedore than in developing countries) some authas al
point out the potential role that cooperatives doplay to sustain small and medium enterprises to
bear costs and challenges linked with the certifica processéd More in general emerging
economies are increasingly supporting SMEs ceatifim by funding local intermediaries, which
provide technological and administrative support.

High certification costs may prompt to group cégtifion in order to share the economic burdens. The
emergence of network form is thence linked to agfitiency and distributional drivers. Coordination
among parties reduces transaction costs relatatpection and audits. In addition, if one entesgri
along the chain is non compliant, it can influetioe ability of the final producer to earn certifica.
Corrective measures have to be taken on behalfeofvhole chain. Network certification can reduce
and redistribute the costs and make certificatiamilable for small enterprises that want to access
international markets.

In our perspective, networks would not only helpgs enterprises, boosting technological and
organisational development (e.g. providing servicesupport tasks which are required by standards),
but, more importantly, they would enable a spedifietn of coordination along the chain, making the

certification system consistent with the “value iohapproach” as illustrated above.

We attempt to verify whether this approach is ayeeeflected in some TPC systems and, if so, the
implications it produces. We consider examples ffood and non food sectors; we have chosen
textile where private standards and TPC have grsigmificantly in recent yeaf% lllustrations are
conceived as providing hints for analysis, withbetng necessarily representative of largely diffuse
practices. More structured and extended empirieakarch would be necessary to bring material
evidence and strong foundation to our hypothesis.

Both in the food and textile sectors we find exaspbf TPC systems based on the holistic view,
according to which safety is ensured only if a#t #everal stages of the value chain are covered.

The main consequence of this view consists in ngpilhthe operators along the chain subject to the
control of compliance with the requirements conedcliith the issue of a certain label/certificate.
This would mean that any gap in the chain wouldultesn the ineffectiveness of the whole
certification process for the whole chain. Consetjye anyone has the incentive to induce her/his
partner previous in line to be subject to the sanwt.

2 0n the impact of regulation on unskilled farmerdérms of higher learning opportunity, see S. ldans J. Humphrey,
The impact of private food safety standards onfttoel chain and on public standard setting processits p. 31; M.
Hatanaka — C. Bain — L. Buschhird-party certification in the global agrifood stem cit.

3 M. Hatanaka — C. Bain — L. Buschhird-party certification in the global agrifood stem cit, p. 361. See also S. Henson
—J. HumphreyThe impact of private food safety standards onfoloel chain and on public standard setting processes
cit., p. 31, as regards the role of farmers’ orgatbns in Morocco.

" See A. MarxGlobal governance and the certification revolutidypes, trends and challenges., p. 596 ff.
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This “linear coordination” is important, but poteiy weak. Costs and incentives for partakingha t
TPC systems may be different for each party, atgmedding on the opportunity for each enterprise to
access the market without the TPC system. Of colaslk of cooperation in terms of refusal of being
part of the system by one single enterprise woualteumine the whole investment made by compliant
participants.

We here compare three possible options as idahiifi¢he observed cases and sectors (food and non
food). We sort them by intensity of coordinatiorigg rise to different forms of networks. The more
the coordination system is able to govern interddpacy among the parties, the less the
implementation of standards suffers from inefficies and lack of cooperation. We also look at the
type of regulatory scheme, being this driven byepehdent actors (e.g. research institutions) or by
enterprises involved in the certified product/seewalue chain (manufacturers, traders, retaiggcs).
Furthermore we take into account the scope ofegelatory scheme, being this due to extend control
over relatively integrated segments of the valuairghover the whole processing chain or including
the distribution phase as well.

Some comparative remarks on the three optionseifiresented in par. 5.4.

5.1. Standard Setting and Monitoring Delegated twdependent Actors: (1) The Oeko-Tex Case

The first option emerges in the textile sectorisla case of private regulation where both standard
setting and compliance assurance are in chargen ohtarnational body composed of specialised
research and test institutions (neither producerss, retailers-baseff) Indeed, it includes a private
standard scheme elaborated by textile researcteanihstitutes in Europe and Japan, implemented by
the same association through its member institutes

The declared scope of this scheme is to iron aaigthbal differences relating to the assessment of
harmful substances in the textile industry anddoadly spread the costs of standard implementation.
This goal is mainly attained through a multiplicatiof tests along the chain: then tests are corduct
whenever a textile product is processed furthexr chemical change is made. The enterprise in charge
of bearing the costs is the one that is in a posito materially alter the use of chemicals or Emi
substances. By conducting tests on source maietigsnext enterprise in line along the chain can

S see http://www.oeko-tex.com: “The Oeko-Tex® Stadde00 was introduced at the beginning of the 1380a response
to the needs of the general public for textilesawhposed no risk to health. "Poison in textilesti aither negative
headlines were widespread at this time and indisnetely branded all chemical across the board usetdxtile
manufacturing as negative and dangerous to health.”

& http://www.oeko-tex.com/oekotex100_public/confeasp?area=hauptmenueé&site=gruendefuereinfuehrusg@z
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avoid having to undertake similar testing procedurBach enterprise must then have its own
certificate for its sales products.

How is coordination attained and how is this netnsiructured?

As it is often the case, a double set of contrdctlations is involved:

« industrial and commercial relations direct to progland exchange goods and services (which
are separately subject to certification);

« certification services relation, including labeddistered trademark) licensing.

The former relations link enterprises along thepdpghain, generally, by means of linked bilateral
contracts.

The latter ones link each enterprise in the chaith whe standard setter/certifier, that therefore
engages into several bilateral relations with aapii firms.

Certification +

label licensing \ Fﬁ_/\_:
«— TPC
CERT. LABEL
HOLDER
ROW
MATERIAL

SUPPLIER /
CERT. L
o Weak coordination

e CERT. between
A certification

COMPONENT contracts and
SUPPLIER .
commercial

AAAAAAAAAAAAAAAAAAAAAAAA ASSEMBLER contracts among
....................... > certified parties.

Figure in bold: coordination role; the degree ofardination is indicated by the thickness of the ljweak
coordination model)

T4~

Comprehensive control, separately involving eaafesof the chain, and fair allocation of costs woul
be attained thanks to:

+ the role of third party certifier, to whom enteg@$ have to disclose the list of suppliers to
enable certifiers to verify the continuity of teateng the chain;

+ the pressure that in fact each applicant will bromg his/her suppliers to bear, requesting
certification in order to benefit from the certditton and the consequent label award;

+ a peer monitoring system among enterprises involwvedhis networks: indeed, whoever
identifies irregularities among partners or contpesi is requested to report to the relevant
member institute (certifier).

The presence of a third party acting as a certigigiefinitively important for ensuring the extemsiof
tests to the whole chain and, only to a certairmxtthe allocation of cosfs However it does not
seem sufficient to provide reluctant players witleguate incentives to be subject to tests anchattai

in fact, it cannot be excluded that suppliers pramtucers will be able to allocate these costewfitly adjusting prices
for goods and services incorporating or not thescokcertification.
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certification. Neither would the pressure broughtdontractual partners be suitable, depending on
relative bargaining power. The way in which thipayof network seems to contribute to standard
compliance is rather by peer monitoring.

Other aspects should be considered to determindetiee of coordination that this scheme is capable
of deploying. Among these, the concrete allocatibonosts may generate some weaknesses as regards
the incentive to cooperate. In fact, there mightabeunbalanced relation between costs (which are
connected with idiosyncratic factors related witle ttechnical features of process and product as
controlled by each applicant enterprise) and benefi certification, which will not necessarily be
spread along the chain following the same idiosgticrfactors and will possibly be concentrated in
the last part of the value chain in favour of fipabducers and/or retailers.

It is important to underline that retailers remain of this implementation scheme and this seems a
clear weakness of this type of network.

Under these conditions, if final producers do naivén sufficient bargaining power to impose
compliance to suppliers and to extract from traded retailers sufficient remuneration for the atide
costs along the chain, the mechanism risks collapse

Indeed, the exclusion of traders and retailers fcompliance mechanisms seems inefficient. Previous
analysis has shown how standard setting has inoghasnvolved the active participation of retaser
for reasons related with both incentives and c#ypani the governance of the global value chain.
Given the interdependence between standard settidgcompliance (e.g. administering compliance
mechanisms adds information which may lead to erdastandard setting), ignoring the role of
retailers while designing inter-firm networks suped to govern compliance seems ineffective.

This model can be described as a model with a kegvese of chain coordination.

One source of weakness is related to the lack fectfe link between the industrial/commercial
relations through which due to be certified goodd aervices are exchanged and the contractual
relations concerning certification service supply.

Only to a certain extent can peer monitoring commglet this weakness inducing consistent
compliance along the chain.

5.2. The Partial Separation between Standard Seftamd Monitoring: (II) The Global Organic
Textile Case

A second option has also been identified in theileesectof®. In this case the holder of labelling
rights on the logo (a registered trademark), that(sub-)licensed to certified enterprises, igvatéd
liability company established by three industryamigations in the world and one charity in the UK.
Standards are elaborated by a technical commitbeepased of experts appointed by members.
Licenses are awarded to enterprises on the basisrtified compliance with standards. Certifiers ar
third parties as accredited under the rules ofstla@dard setter. Therefore, in terms of regulatory
strategy, we here have a producers based systein (maners” being industrial organisations)
delegating standard setting to an internal techr@ommittee and compliance assurance to external
players, as accredited and independent certifidrdike the case under (l), producers directly or

8 Global organic textile standard (see http://wwelbgll-standard.org): “The aim of the standard isleéfine world-wide
recognised requirements that ensure organic stafusextiles, from harvesting of the raw materiathrough
environmentally and socially responsible manufantuup to labelling in order to provide a credibisurance to the end
consumer.”. Though the focus is on quality and mmrental standards, safety is an important coneten toxitocity
comes into question (e.g., among environmentatrizit the following is included: “prohibition ofitical inputs such as
toxic heavy metals, formaldehyde, aromatic solvefutsctional nano particles, genetically modifiedjanisms (GMO)
and their enzymes”).
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indirectly exercise control over regulatory stragsgAs it is seen below this aspect of standattthge
influences the type of network due to deal witmdtrd compliance.

Then, how is compliance assured and which typestfork is formed, if any?
Again in this case we can identify a network matied to govern compliance along the chain.

The network model resembles the previous one (¥e&n (many respects while departing from it in
others.

In particular, we may recognise the same double ofetelations as previously described: the
contractual relations, by which parties exchangedgoand services along the chain, and the
relationship between each of these parties andetidier in order to get the certification service

Given the role of the industry in the standardisgtphase, unlike the case under (l) assurance and
compliance related services are delegated to eattptayers (independent certifiers), who have no
direct title on labelling rights. Hence, in thisseaa third set of relations is needed in ordexsgign to
certified entities the license to use the tradenaericertified products. More precisely, licensdirst
assigned to certifiers and then sub-licensed tofieer entities. Under this respect, certifiersypks
intermediaries between the trademark holder (thadstrd setter) and the certified entity, adding to
such intermediation an important monitoring funitio

Indeed, a strong link exists between the certiéiégasue and the license assignment, provided tihat o
certified entities may legitimately use the tradexfia

Being independent from standard setter while egmgiinspection and monitoring powers, certifiers
may cooperate with the standard setter once defeiidetected. Then, indeed, both standard setter
and certifiers are due to pursue legal remediensiganauthorised or misleading use. Under this
respect a special emphasis is given to correctigasores and to remedies due to safeguard the
scheme’s credibility).

The distinction between standard setting and assareelated services (inspections, certificatedssu
licensing) call for a more complex coordinationetie if compared with the one described under (1).
In the examined case it leads to the constructfoa contractual network based on the link among
bilateral contracts with different but connecteddiions: some exclusively assigned to the trademark
holder (standard setting); some exclusively assidoeertifiers (assurance-related services) anteso
co-assigned to both (corrective and sanctioninggps, standing to sue).

As a first conclusion, the example helps to seemgact of the type of private standard regulatias (
driven by producers and not by independent playi&esunder (1)) and the complexity of the network
due to coordinate the role of independent cersifigith the one of the standard setter.

What is the impact of this construction on the syghain?

In a former perspective it could be assumed that described mix between cooperation and
specialization between standard setter and cestifigight help the effectiveness of the assurance
scheme. Other elements contribute to draw thislasion as regards the examined case.

In particular, some important features distinguiih model from the one described under (I):

9 See GOTS Licensing and Labelling Guide, § 3.1:th/ifhe completion of GOTS certification by an Apped Certifier
the Certified Entity acquires a sub-licence whiclhitkss it to participate in the GOTS programmeliiling use of the
standard and the GOTS logo on its respective GOI&I&in accordance with the provisions of this llaige guide and
as long as the certification remains valid.”

8 see GOTS Licensing and Labelling Guide, § 5: “TW& [standard settdrand/or the Approved Certifiers will pursue all
legal remedies for any unauthorised or misleadisg of the GOTS logo on product declarations, inegikements,
catalogues or other contexts, including actionshsas corrective and/or legal action and/or pukbcatof the
transgression so as to safeguard credibility o3RS identification.”
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- all players acting along the supply chain must heldalid conformity certificate: processors,
manufacturerand trader&";

« more specifically, while retailers who receive asal ready pre-packed and labelled products
directly to end consumers are exempt from the fastion requirement, traders (that buy and
sell products to other retailers) are %otthis induces them to be actively part of the
implementation system, charged with verifying thathenticity of certified products and
ensuring integrity of goods; this also contributies spread compliance costs along the
distribution chain discouraging inefficient formsf ahain fragmentation where new
intermediaries cannot effectively contribute toh@gsafety and control;

« exemptions or exceptions are foreseen for:

o0 small-scale subcontractors with a low risk poténgieovided that these suppliers have
a contract with a certified entity (that is resgbtes for their compliance with the
standard) and are clearly identified so that thegy rhe subject to inspection by
certifier$?:

o traders with less than 5000 euro annual turnovén egrtified goods, provided that
they do not re-pack and/or re-label goods, thay te anyway registered with a
certifier and full information is granted in cadee@cess of the 5000 euro thresigld

« as a final rule, the entity under whose name ondbrthe certified goods are sold to end
consumers is responsible fxercising due carg ensuring compliance of the products with the
requested standaf@sthis means that, at least indirectly, this entityinduced to exercise a
monitoring power along the chain, which is triggklg the contractual liability regime.

81 See Global Organic Textile Standards, Version@#xch 2011, § 1: “The aim of this standard is éfine requirements to
ensure organic status of textiles, from harvestihthe raw materials, through environmentally andially responsible
manufacturing up to labelling in order to provideradible assurance to the end consumer. This atdnmbvers the
processing, manufacturing, packaging, labellingditig and distribution of all textiles made fromledst 70% certified
organic natural fibres. (...) Processors, manufacsuand traders that have demonstrated theityatolicomply with the
relevant GOTS criteria in the corresponding ceudifion procedure to an Approved Certifier recei@Q@TS conformity
certificate (= operational certificate, scope digdie) that lists the certified products (and pieduction stages) that are
in compliance with this standard.”

82 See Global Organic Textile Standards, cit., 8ahd@l Annex (A) for the definition ofrader as “Entity trading with (=
buying and selling) GOTS Goods in the supply cHmtween the producer of the fibre and the retailchent of the
final product regardless whether the goods areipal received or not (e.g. an import, export dnolesale trading
entity). Agents that do not become proprietor c¢ thoods and retailers only selling to the end cowsuare not
considered as traders”. See alsgort safety. Regulatory governance in the globednomy edited by Coglianese,
Fonkel, Zaring, University of Pennsylvania Pres9)2

8 See Global Organic Textile Standards, cit., § 4.1.
84 See Global Organic Textile Standards, cit., § 4.1.
8 See Global Organic Textile Standards, cit., § 4.1.
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(stronger coordination model, if compared with midjie

This scheme extends the reach of coordination ale@ghain including an important knot, as shown
in the previous analysis. Indeed, the involvementraders within the compliance system may be
crucial, given the role that these enterprisescamable of playing in the governance of the global
value chain.

In more general terms two factors influence thgeaand the extension of certificate requiremer: th
level of risk contribution (hence the exemption fmnall scale subcontractors and for retailers not
involved in labelling and packaging) and the altawaof value along the chain (hence the exemption
of traders who get marginal turnover from certif@dducts sales).

Both these factors play an important role alsoegmnds the identification of the entity requesiad t
exercise due care in ensuring compliance of thdymts with the standards, this being the one hgldin
the brand of the products as sold to end consurmezover the vicarious liability borne by this
brand owner reinforces the effectiveness of théfioation systemgde factoassigning a coordination
role to that enterprise.

This illustration would support the hypothesis adoay to which networks can play a significant role
in standard compliance monitoring.

It is important to underline that, unlike the p@y model, here coordinationifgernal in the supply
chain, though monitoring and compliance assurameeeaternal due to the fact that they are
conducted by independent third parties in the fitate. In contrast, in the previous model the main
coordinator wasexternal (standard setter and certifier), while certifiagpgliers were in charge of a
generic peer monitoring, without facing any pafécisanction for possible lack of intervention. hi
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demonstrates that contractual supply networks mayubed to conducting different forms of
monitoring: peer monitoring (see the case undgrg$) well as a monitoring function induced via
contractual (vicarious) liability, as in this ca$e.

A different issue in the current case relates witlentification of the coordinator player withimet
supply chain. It can be questioned whether thechoayner is always in the best position to ensulle fu
compliance along the chain and adequately allooagés (eventually internalising them into the price
system for goods and services supplied). It cam ladsquestioned whether this enterprise is always i
the best position to coordinate risk assessmenhagement and communication along the chain,
ensuring that all knots have technological, org#tiisal and financial resources or providing
himself/herself assistance if neetfedn this respect we can comparatively examineooplll) here
below.

The coordination and monitoring ability of the finaroducer/trader could also be influenced by
his/her actual bargaining power, as affected bwidatoptions of suppliers. As seen above, a high
degree of competition can increase the costs afdomation, making it difficult to deploy networkkn

this respect, it can be questioned whether, at ile@®me circumstances, retailers would be it
position to coordinate the compliance mechanism.

5.3. The Group’s Certification Model: (lll) The Cas of GlobalG.A.P.

The third example concerns the food safety standamed and in particular the implementation
mechanism designed under the GlobalG.A.P. (EurepGajprivate sector body setting voluntary
standards for the certification of the productiongesses of agricultural produce around the world.
This initiative was initially promoted by major agers and is still strongly influenced by themubb
co-participated by producers as WellTherefore, in terms of regulatory strategy, ttése can be
presented as a retail-based model, though openddain degree of multi-stake participation.

Although G.A.P. standards are pre-farm gate staisd@rovering the cycle from any step before the
plant is in the ground to non-processed end-prodtia certification system is intended to be pad
verification mechanism of Good Practices alongwhele production chaffi As it is shown below,
the focus on a relatively integrated segment ofvtlele chain, could be considered as an element
favouring the formation of (sub-) horizontal netk®rdue to contribute to the enforcement of the
private standard regime.

Furthermore GlobalGap has evolved from a purelyetgabtandard setting organisation into a
combination of setting standards also for enviromaleand worker health and safétyThis is a clear
sign of single policy regimes moving towards mplbHcy in order to internalise, in a single regime,
potential conflicts among different polici8s

8 The issue parallels the one examined by S. Grundn@ontractual networks in German private lagit., p. 127 as
regards the liability of emitting bank for mistakasd loss in bank payment along the payment chaito the receiving
bank. According to this Author “[tjhe professioratl the end of the chain, as a member of the netanckthus who
knows it, is in much better position to find thdmt. If recourse moves along the chain, it willtamatically find its
way to the culprit”. Costs of litigation are not @ped within this perspective although it is argtledt these could be
kept under control by charging the culprit of thessts and imposing inquiry duties along the ci(igin p. 129).

87'S. Henson - J. Humphreyhe impact of private food safety standards onftloel chain and on public standard setting
processescit.,, p. 22. On the structure of the organizatsme GLOBALG.A.P. (EUREPGAP) General Regulations
Integrated Farm Assurance, § 3.1 (i): “GLOBALGARJEEPGAP) is an equal partnership of agriculturabpieers and
retailers that want establish certification staddaand procedures for Good Agricultural Practi€@g\(P.)".

% See §3.1, (vi).
8 See Global Gap, General Regulations, Integratemh Pasurance, Part | (General Information), § 2.

P seeF. Cafaggihe architecture of transnational private regulati&Ul working paper, 2011.
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With regards to compliance assurance, like in exarip), a third party certification system is etedt
with the involvement of accredited certificationdies.

If compared with previous examples, we can heregeise the same double set of relations: on the
one side, the contractual relations due to govhenexchange of goods and/or services along the
chain; on the other, the certification servicetieles (including the label licensing).

The way in which these two sets of relations amenested and the legal devices used to assure
compliance and coordination are quite differentfithe ones above observed.

Indeed, two implementation mechanisms are included:
+ one in which certification is awarded to individagiplicants;
- one in which certification is awarded to producesups™.

In the former case, the applicant producer shauen (by providing correspondent documentation)
that any subcontractor is either (a) certified bipied party certification body or (b) assessedthny
producer as compliant in accordance with the saiterie®®. This combination between being subject
to third party verification and active monitoringzay its own production cycle emphasises the
interdependence and coordination of compliance m@deng the chain, favouring mutual learning
and risk prevention. According to this model, theducer becomes liable for the chain and has to
monitor the different tiers to ensure compliancdisTtype of liability, even if not necessarily
combined with legal liability, very likely triggerthe creation of a network, led by the producer, to
monitor compliance.

In the latter case (the one of group certificatiandifferent type of coordination is envisionedheT
certification is assigned to a producer group whpploves to be capable of running a quality
management system, common for all group’s partitgpaTypically this would be the case for a
cooperative where many producers, each one beiimgdapendent legal entity join the cooperative. It
does not apply to a conglomerate where there dsidiaries’.

The producers’ participants are then subject tostirae type of internal control, so that they cannot
escape control by selling their product outsidegtap. Indeed, the collective audit and certifimat
system obliges participants to sell their prodinceugh the group.

The consolidation of the quality management sysiess not only reduce costs but also enhances the
efficiency and effectiveness of the audit by fawogran exchange of information, mutual learning and
diffusion of best practices.

In order to enact such a system the group musbsiéspf a specific organisational structure. Indéed,
must be an entity, legally separate from its owrmimers. The legal “incorporation” of the groups
enables the organisation to act on behalf of mesnaed to administer a sanctioning system charged
with reinforcing the effectiveness of the implenagitn mechanisifi

%1 On this option, see also S. Henson — J. Humpfireg,impact of private food safety standards onfoloel chain and on
public standard setting processest., p. 30.

92 See Global Gap, General Regulations, Integratech Pessurance, Part | (General Information), § 4.@Bligations of
Producers) (xi) ff.: “Producers shall ensure that aervices subcontracted to third parties ardgezhout in accordance
with the requirements of the GLOBALGAP (EUREPGAP)nskard. Where subcontractors (such as plant piotect
product applicators, harvesters, or other agronoattvities subcontracted by the producer, see &Bmoex I.1
Definitions) have been assessed by a 3rd partification body which is GLOBALGAP (EUREPGAP) appralehe
producer shall receive a report from that certtf@abody where the following information is indied (...). In all other
cases where the subcontractor has not been assmsaedrd party certification body, the producette subcontractor
needs to supply a self-assessment as required.BiGAF’.

% see Globalgap, General regulations, cit., pafipiidducer group - option2), § 1 (What is a produgreup?).
o GlobalGap, General Regulations, cit., Ill, 8 1.3afMgement and Organisation).
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Members are allowed to leave the group and regisigr another group provided that they have
respected the rules laid down by the group and amct®n process is pending against these
member®.

The organisational structure does not representriliegovernance device here deployed. Indeed, this
is an organisational network complemented by aractial scheme.

First, as applicant and then certificate holdee, gnoup is contractually liabMs a visthe standard
setter ).

Second, the label license contract is conditiopainucertification as provided under the certifioati
service contract with an accredited certifigy’{,

Third, each member signs a contract with the grmapmitting to comply with G.A.P. standards and
to be subject to audits and the sanctioning povéreogroup ii )%,

Fourth, each member is obliged to include in amise level agreement or contract with any
subcontractor clauses obliging this subcontractorcomply with G.A.P. standardsv)®®. This
compliance may be assessed either by the groupigipant outsourcing the service or by an
accredited TPC (whose report must be received dgtbup’s participant as well). The standard setter
itself has the power to exercise control over fiedi enterprises’ sub-contractdts Thus, the
certification applies not only to the producer grewut it should also capture the whole chain by
requiring monitoring commitment of single partiaippsto monitor its own sub-chain. This means that,
although in many cases in practice the producemig can be seen as a horizontal sub-network (e.g.
among strawberries’ producers) due to contributedmpliance of certain products with required
standards, this sub-network can assume a vertioa@nsion involving the upper part of the value
chain.

The producer group has sanctioning powers, whicke ha be specified in the individual contracts
with the scheme participants. In case of non-caangk corrective measures have to be taken by the
non compliant party’. Responsibility for implementing and resolving remtive actions shall be
defined in contract®. If non compliance persists an escalating systasedb on warning, suspension
and cancellation will have to be contractually def®. A similar sanction scheme is applied by the

% see GlobalGap, General Regulations, cit., |, £44.14.

% GlobalGap, General Regulations, cit., Ill, 8 1.2'The legal entity will enter into a contractuallatonship with
GLOBALGAP (EUREPGAP) through the signature of theGBALGAP (EUREPGAP) Sub-Licence and Certification
Agreement with a GLOBALGAP (EUREPGAP) approved CB, dmmtomes the sole holder of the GLOBALGAP
(EUREPGAP) certificate.”. See also GlobalGap Subliee and Certification Agreement, art. 4.9 (“GLOBALBA
reserves the right to enforce all provisions madelause 4 of this agreement directly.”); art. Bi(the event of a willful
or negligent infringement of the obligations undee GLOBALGAP (EUREPGAP) System, in particular obtigns
that CP has contractually undertaken, GLOBALGAPIIdta permitted to enforce the measures describabe List of
Sanctions within the General Regulations in itssiatersion”).

o7 GlobalGap, General Regulations, cit., IIl, § 1.2.1.
% GlobalGap, General Regulations, cit., IIl, § 1.2.3.

% sSee GlobalGap, General Regulations, part Ill,oopfl, § 1.13 subcontractors: “Procedures shadit égiensure that any
services subcontracted to third parties are caoigdn accordance with the requirements of GloB&Gtandard”.

100 gee GlobalGap Sublicence and Certification Agreepseh 5.2 (“If subcontractors are involved in theduction CB
and/or GLOBALGAP has the right to perform a fullygital inspection of the subcontractor. CP hasisuee that free
access as stated in 5.1 is provided by the sukamiotron request.”).

101 5ee GlobalGap, General Regulations, part 1, op#ip8 1.9.3 (Non compliances and corrective actimtems).
102 5ee GlobalGap, General Regulations, part I, op2p§ 1.9.3 (iv).

103 gee GlobalGap, General Regulations, part Ill, op@y § 1.11 (Sanctions of non conformance): “Cants$rawith
individual producers shall define the procedure f@nctions including the levels of warning, suspmensand
cancellation”.
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certifier to the group in order to monitor over @smpliance. Like in the case described undertli)
standard setter may also exercise some sanctipoingr without referring to the certifiéf.
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This is an example in which a complex mix betweamnti@acts and organisation offers a “chain design”
of compliance. The costs of risk assessment, mamagieand communication are collectively borne
within the group, being reduced by scale economesoptimised in terms of efficiency. Flexibility i
maintained through the use of contracts: not ambjdie the organisational network, but also outgide
enabling the group to share the coordination ratl single participants who are able and willing to
govern compliance along “their own” chain.

z Q)
I CERT.

Conclusively, the combination between organisatiomad contractual devices within the same
network enhances its efficiency and effectiveness:

« the organisation process reinforces the possibilitharmonising the enforcement system and
spreading the costs of a professionalised intemdit scheme, while:

» the contracts allow an adequate level of flexipjldas requests can be made to adapt the common
management system to a number of different settings

In this case, a regulatory scheme driven by retailalso open to the participation of producers ha
generated a model of network coordinating compbawith high ability to govern interdependence

% See GlobalGap, General Regulations, part |, 8 6.3.1
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along the chain and a high degree of responsilpliiged on producers if adequately organised. This
can be portrayed as an example in which networkproflucers contribute to the reallocation of
powers along the chain in contexts in which retailgill hold a competitive advantage as standard
setters.

When is this network likely to arise? Probably waharcertain number of producers share quite similar
needs in terms of risk analysis and do not facigla level of competition, while simultaneously bgin
able to take significant advantage from cooperagioth competition.

It could be questioned whether the nature of G.Ada pre-farm-gate standard system is relevant
under this respect. In fact, at this stage of tteelgpction chain, enterprises are extremely frageebnt
and often individually unable to make relevant stwgent in risk analysis. Although competition
among farmers might be high, the firm’'s size may atow the attainment of a minimum level of
competitiveness without networking.

As we see below, alternative schemes of coordinatimy exist as generated by the same (or a
similar) regulatory scheme, depending on marketlitimms and the ability of producers or retailars t
engage in network design.

5.4. Comparing the Three Cases.

The examination of third party certification schesr&heds some light over the impact of private
regulation through standards on the structure efstpply chain. A “network response” to the need
for effective compliance along the whole processarmgl, sometimes, distribution chain can be
observed. A concurrent impact on contractual gomece of the supply chain also emerges as a
consequence of transnational private regulation.

In general terms the network establishes a coaidmaystem to favouring information flows among
enterprises involved in the same chain, to ideimgfytechnical and operational measures aimed at
ensuring compliance with regulatory standards, éimforcing monitoring through inspection and
sanctioning schemes.

Different types of networks emerge depending onntloelel of standard regulation and the adopted
third party certification scheme.

Particular attention has been paid to (1) theimeidietween standard setting and monitoring ar{@)to
the scope of standards and compliance mechanisappésable along the value chain pursuant to the
“holistic approach” above described.

(1.@) Under the former perspective the examples shat thhen standards are defined by research
institutions or assurance services enterpriseindisfrom producers operating in the relevant ealu
chains (this is the case undef’)the same standard setter may operate as cewiifteout infringing

the independency requirement stated for TPC schémeshded as independency from enterprises
acting along the value chain, namely producersietsaand retailerSf. The same entity can then be
in charge of monitoring compliance, certifying sudompliance and licensing the use of
label/trademark linked with the standard, whicm@gmally owned by the standard-setter (here also

195 Under this respect the analysis partially buildstioe conventional distinction between state-drivaampanies-driven
and NGOs-driven standards, as elaborated by AbbdtSnidal (K. Abbot — D. SnidaGtrengthening international
regulation through transnational new governance: raeening the orchestration deficiitn Vand. Journ. Trans. Law
42(2), 2009, p. 501 ff).

1% See M. Hatanaka — C. Bain — L. Busdthird-party certification in the global agrifood stem cit.; G. Gereffi - R.
Garcia-Johnson - E. Sass@he NGO-Industrial Complexit., p. 58. See also A. Marglobal governance and the
certification revolution: types, trends and chali@s cit., p. 592, where a distinction between staddsetter and
independent certifiers seems to be assumed in TPC.
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certifier). A single bilateral contract normally gidates the supply of all these services to the
enterprise applying for certification. In order be effective and consistent with the “holistic
principle”, the monitoring function of the standegetter/certifier needs to be complemented by some
form of contributory monitoring as enacted by signsl and manufacturers operating along the supply
chain who are requested td} provide the certifier with full information abothe enterprises due to
intervene in the production process) (eport any type of infringement of the standafdsese duties,

as imposed within each assurance service contedatebn the certifier and the certified enterprise,
induce a form of contractual link between such @mis and the supply contracts used to exchange
goods and service along the (regulated producttsgrvalue chain. This link generates a contractual
network which combines (external and) independeonitaring by the standard setter/certifier and
(internal) peer monitoring among the certified entises. It also represents an attempt to
“contractualize” peer monitoring practices beyohd scope of bilateral contract relations between
clients and contractors operating along the supipém.

(1.b) A different setting emerges when standard setdees institutions directly or indirectly
participated by producers and/or retail®sThis is the case covered by the examples describder

(I and (Ill). Then the TPC scheme needs to entheecertifiers’ independency by introducing some
level of separation between standard setting anuitorong. The separation between standard setting
and certification induces the formation of a mommplex network, in which assurance services
contracts (for monitoring and certification) andelnsing contracts (for the use of label and
trademarks, as normally owned by the standardryetizy follow different paths or at least generate
multiple contractual relations with the certifierdathe standard setter, respectively. Indeed, esem

the main contractual relation is formally estaldidlby the applicant firm with the certifier (beitige
trademark sublicensed to the applicant by the stahsetter via the certifier), the certificate helis
also responsibleis a visthe standard setter and subject to its sanctiquomger.

Then, despite the initial separation between stahdatting and monitoring, in fact multiple actors
contribute to monitoring, including, to some extette standard setter. A more complex network
needs then to coordinate standard setter's andies’tpowers with a view to an effective control

over standard compliance, as it is shown in thengkas under (II) and (III).

(2) The structure of the network may also depentherscope of the regulatory scheme as regards the
extent of the value chain due to be monitored.

(2.@) Under this respect, if the focus is on a reldyivimtegrated segment of the value chain,
characterized by enterprises with relatively simiégonomic structure, managerial capability and
economic power along the supply chain (like in éxample of pre-farm gate standards, as described
under (II1)), then the network might more easilglide a sub-network, which horizontally crosses the
value chain, including several enterprises opeagdtirthat integrated chain segment (e.g. strawegrri
producers). This sub-network plays an importante,rads special regards small and medium
enterprises’ capability to comply with standard&lded, it provides qualified services to members in
order to sustain such capability and includes aitmong and sanctioning function to increase the
effectiveness of the standard scheme from the ipatrof the chain.

(2.b) Otherwise, when the scope of the standard aridication scheme is to extend the certification
along the whole chain from raw materials suppliersaders (like in the Il case scenario), thenasiem
diversified allocation of economic power and comptie capability along the chain may generate a
different type of network to enforce the standaaidd monitor over their compliance: here a single
enterprise in the value chain could be identifiedcbordinate compliance along the chain being
considered responsible for product conformity. Timke is normally assigned on the basis of the
enterprise’s capability to exercise effective cohtiver the supply chain, being this capabilityuodd

by technological or managerial primacy. Howeverfdat, this assignment is also influenced by the

197 On the distinction between state-driven, compadiagen and NGOs-driven standards, see above ft®mal04.
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market structure and herein by additional fact@segating power asymmetry along the chain (e.qg.
oligopolistic demand of goods or service providgdlghly fragmented suppliers).

In both cases (here described undar[@ase Ill] and 2 [case IlI]) the monitoring scheme organised
by the network is enriched coupling external retla (by certifiers) and internal contractual
monitoring: in case under Il an horizontal (sultyvaerk is established for this purpose; in case unde
Il the function of internal monitoring is assignemthe chain leader of an already existing vertical
contractual network as established for goods andces supply along the chain. Differently, in case
under (1), external monitoring by certifiers isupted with some form of peer monitoring among
certified producers, without identifying, on the iadasis of networks’ rules, a chain coordinatat th
could be held responsible for standard compliarycihé chain.

In the perspective of contractual governance oktigply chain, these monitoring techniques could be
seen as different attempts to “contractualize” pmenitoring practices along the chain. This happens
when the licensing contract requests the certigedlerprise to monitor over other enterprises’

compliance along the chain. Contractual liabilitganures, including certificate’s cancellation, will

then contribute to enact such monitoring dutiespesvided under the certification service and

licensing contract. Depending on the extent of mhenitoring practices (whether referred to the

certified own contractors or to any other actorraprg along the chain), this mode of contractual
governance can stay within or go beyond the boueslaf bilateral relations privity.

Of course, this analysis does not consider (neitesres) the role that public regulation of praduc
liability and product safety can play while defigineven out of a private design of networks for
standard compliance, liability regimes based onvihele chain approacli. Indeed, the hypothesis
according to which liability can trigger coordirati mechanisms and hence the formation (or
transformation of existing) networks may hold inttb@ases of public and private regulation of
liability.

The combination between monitoring systems whi&hiaternal and external in respect of the value
chain, as just described, also contributes to $igation the second correlation above mentionegl: th
one between private standard regulation and canatbgovernance of the value chain.

Indeed, as seen in the perspective of the conaictlations between enterprises operating withén t
same certified product value chain, the adoptioa tifird party certification scheme changes thesrul
of contractual performance and enriches the segroédies applicable against non-performance. Like
in other collaboration contracts characterised Igh hinterdependence among performance due by
different parties along the chain, information exope, error detection practices, performance
adjustments play an important role within the cactinal relatiof®. Other practices are concurrently
relevant for reasons specifically related with d&nd implementation. Benchmarking mechanisms
become more and more common as a means to opefagstandard compliant® Furthermore,
external and independent actors contribute to mpoiter performance improving the observability of
compliance. In many cases, given the nature ofdarals, tangible and intangible aspects of the

108 See, for example and in particular, Regulation (BC)78/2002 of 28 January 2002 laying down the gerginciples
and requirements of food law, establishing the Ream Food Safety Authority and laying down procedun matters of
food safety, part. art. 19.2: “A food business apar responsible for retail or distribution actiet which do not affect
the packaging, labelling, safety or integrity oktfood shall, within the limits of its respectivetigities, initiate
procedures to withdraw from the market products inotompliance with the food-safety requirementsl ahall
participate in contributing to the safety of theodoby passing on relevant information necessaryrdoe a food,
cooperating in the action taken by producers, mames, manufacturers and/or the competent autssriti

196G GeisThe Space between Markets and Hierarchiéts, M.M. Blair — E. O’HaraQutsourcing, Modularity and the
Theory of the Firmmimeo, 2008, available at http://law.vanderhiltie

110 WTO, Committee on Sanitary and Phytosanitary Mess@rivate Standards and the SPS Agreem2ftJanuary 2007
(07-0335).
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performance become observable (especially whenyssfendards are joined with social standards,
concerning labour practices or alike)

Moreover, effectiveness in reacting to standardsfation is more easily ensured: indeed, the TPC
scheme tends to provide corrective measures maregbmpensatory ones; it tends to grade measures
in respect of type of violations to a larger extémmiompared with conventional regimes for breath o
contracts; as seen above, in some cases it inegdaoms of vicarious liability, inducing coordirat
mechanisms along the chain, also when public réigulails to do that?.

It should be said that this form of impact of thevgte standard regime on contractual governance ca
be observed also out of the explicit reach of TBI@me. The previous analysis shows that, at Ieast i
the observed cases, unless in charge of packagifgackaging and/or labelling, retailers are not
normally subject to the certification requiremeniis cannot mean that they are external in respfect
the compliance network (this even leaving aparir tride within standard setting). Indeed in most
cases compliance with private standard is requastéde supply contract itself as signed between
supplier and retailer and certification is a cociinal obligation besides being a condition for tise

of a given trademark/label associated with thedstedh*®. Depending on the type of value chain, on
the competitive or oligopolistic nature of the nmetrland on the type of standard (requesting more or
less specific investments for the compliant entse)y this mix between TPC monitoring and
contractual monitoring over performance may eitte@nforce the hierarchical nature of some value
chains or counterbalance a pre-existing allocatigrowers within a given contractual relation.

6. Concluding Remarks

In this paper we have addressed the relationshigvele®m transnational regulation and industrial
organization.

We have shown that there is a mutual interaction:

« the structure of the supply chain influences thecsien of regulatory strategies, in particular the
choice between hierarchical command and controresgonsive or market based;

- the selection of the regulatory strategy affectsghape of the supply chain, the distribution of
power and values along the chain and the structunearkets; more particularlyi)(regulation
and civil liability increase interdependence and peomote the formation of different types of
organizational responses, among which we have otrated on networks;if the choice of
regulatory schemes influences contractual goveatung the value chain.

The main focus of the paper has addressed the fationship, aiming to identify and compare
different models of networks and to analyse thajadct on contractual governance.

Networks are deployed in supply chains both fonddad setting and for implementation of regulatory
regimes. In this contribution the focus was on enpéntation linking the creation of network to
monitoring compliance. The use of the network féomstandard setting both in the public and private
domain has been widely investigated while lesstitte has been devoted to implementation.

We have provided a few concrete examples in tHd @& safety regulation distinguishing between
food and non food, highlighting that different tgpef regulation generate networks with different
forms of monitoring: peer and hierarchical. In matar, examining certification, we have shown that

M e Ciliberti — G. de Groot — J. de Haan — P.P. rmablfo,Codes to coordinate supply chaimd., p. 118.

112 on the impact of private standard regulation ontiaxtual governance, see F. Cafaggpmpliance and remedies of
regulatory provisions in transnational commerciahtracts in file with the author.

113 5ee M. Hatanaka — C. Bain — L. Busthijrd-party certification in the global agrifood stem cit., p. 359; D. Fuchs — A.
Kalfajanni — T. HavingaActors in private food governangceit., p. 354.
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networks with different organizational complexitseagenerated: ranging from light contractual to a
complex mix between organizational and contraciinadrder to cover the upper part of the supply
chain.

The analysis shows that in practice differencesvben networks aimed at monitoring standards
compliance may depend on who establishes the tegylachemes, this being driven by producers,
retailers or independent actors (like researchtutss) and on the extent to which the certificatio
requirement is imposed along the chain (this indgalso traders and sometimes retailers or not).

Indeed, looking at the first element, the involveinef producers and retailers in the phase of stahd
setting, while inducing some level of separatiotween standard setter and certifier in order taens
the independence of the latter and so increasiaghtimber of specialized actors, generates higher
need for coordination.

Looking at the extent of the certification scheras ivolving or not traders and retailers as cedif
actors), we have observed the development of stwbenles as structures due to contribute to
monitoring over standard compliance through a nfixinternal control (by producers’ groups or
hierarchical contractual networks along the valbairr) and external control (by certifiers). Here th
analysis suggests that the more the scope of fhat@rstandards scheme is referred to a relatively
integrated segment of the value chain operatectlayively homogeneous groups of producers (with
similar structure, managerial capability, econopuoever), the more the sub-network takes the form of
a horizontal organizational network; by contrasty@e extended reach of regulatory scheme, directly
involving traders and, eventually, retailers (assttyoholding stronger economic power along the
chain), triggers forms of vertical coordination ritpded by single enterprises through hierarchical
contractual networks.

These hypotheses would need further evidence aanhigation and represent one of the possible
premises of a future research agenda.

Not only private standards schemes influence thmdton of networks to enhance coordination in
compliance by different actors along the chain. #ying so, they also influence contractual
governance of the value chain.

Indeed, the incorporation of clauses and termsriiafe to regulatory standards, both public and
private, changes the monitoring structure of theharge contract which becomes embedded into a
network framework. Contractual performance of #xgutatory provision constitutes, at the same time,
an obligation owed to the other contractual paréesl also a duty to implement the regulatory regim
of which the party is a member. Compliance withtcaetual performance obligations thence becomes
an issue involving third parties who monitor anéndion the breach when it also constitutes a
violation of those regulatory regimes. Performarafe obligations of transnational regulatory
provisions in commercial contracts along supplyirchs therefore monitored by multiple actors who
operate within separate, yet connected regimes.piance with regulatory provisions is subject to
first party monitoring by the buyer, and third yanmhonitoring by the certifier and by the regulatory
body, which has promoted/imposed compliance withdbde of conduct or the framework contract.
In theory, the regulatory part is separated froemxabmmercial part, which remains primarily regutate
by the more conventional instruments. Clearly, havehis separation is artificial and the overall
monitoring function is the outcome of the interantamong the various involved parties.

This architecture influences the observability d@rfprmance, increasing monitoring costs but
potentially decreasing the risk of default or a@stemitigating its consequences. While the maimigoc
is on the regulatory compliance clearly the overmahtractual performance is subject to higher
monitoring than the normal commercial contract. Kamng affects not only the stage of performance
but also sanctioning since the main objectives eshadies is to restore compliance rather than
compensation. Cooperative remedies existing fouleggry non-compliance may thence also affect
the resolution of strictly commercial disputes.
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This approach is consistent with regulatory objediwithin the safety domain. What is relevant in
safety, public and private transnational regulatisrthat regulation has to respond to the emergenc
of hazards over time and corrective measures ltale taken when mistakes are made. Compliance is
the combination of measures to defiee antethe hazard control system and to ensure its proper
functioning over time. Coordinated responses altmg chain have to be promptly offered and
certification schemes have to ensure that the trgtonal structure is adequate to meet regulatory
requirements. The goal is broader than abidindhbyrtiles: the objective is to comply with regulsitor
objectives.

Approaches change both across sectors and witbiarsebecause each supply chain features specific
relationships and power distribution. The endorgagméthe supply chain approach in the food sector
clearly increases the use of sophisticated orgaoimd forms to implement private regulation or to
respond to liability regimes.

Further empirical research is needed to analysectreelations between regulation in a broad
perspective and the evolution of organizational el®dvithin and across sectors. On the one hand,
along the lines indicated by economic sociology aad-institutional economics, attention should be
paid to the correlation between different typeswgply chains and regulatory outputs, consideristg n
only the type of standards but also their modesngflementation. On the other hand empirical
research is needed to document how the adoptioa pérticular regulatory regime affects the
formation of networks or groups, the degree ofigarintegration or disintegration of the chain.
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