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Compared to 1988, the ratio of export to import
unit values for European manufacturing was lower
in 1998, and hence the relative premium fell
roughly from two thirds to one third. This mirrors
the catching-up process, for example, of the acces-
sion countries, whose export unit value is now about
half of Europe’s, whereas ten years earlier it was only
one fifth. On the other side of the quality spectrum,
the US has increased its unit value more than Europe
in bilateral trade, while Europe has reduced a small
part of its large trade gap with Japan.

Quality upgrading strategies: comparing
Europe to the United States

In assessing the quality position and upgrading
effort of a country, two strategies can be considered.
One strategy, intra-industry upgrading, is for firms
to move into higher price segments within a given
industry. Under this strategy, the quality level of an
industry is revealed by its position within price seg-
ments.

An alternative strategy, inter-industry upgrading,
requires a switch from price sensitive industries to
quality sensitive ones.

Looking at trade data with these two strategies in
mind, it is found that:

* The trade surplus of the EU comes from the qual-
ity sensitive sector.

* More than half of EU exports (51.3 %) are in the
high price segment.

e Over the past 10 years, the EU increased its share
in the high price segments for exports and
decreased its share of low quality exports. There
is a slight indication of convergence across coun-
tries in the quality position.

Europe has a strong quality position, attained over
the last ten years. However, the US has a lower share
of price sensitive industries in production, and is
shifting its exports and imports more quickly from
price to quality sensitive sectors. This suggests that
demand in the US may be shifting to quality sensi-
tive industries faster than in Europe.

Further, the favourable picture for quality is in con-
trast to that drawn by the share of technology-
driven industries, where European imports from the
US are higher than exports, and where unit values
are shown to be unfavourable for Europe. The high
shares of technology-driven industries in the US,
their high unit value and their increasing share in

domestic demand may challenge the future com-
petitiveness of Europe in the high quality sectors.

In conclusion, the main result is that Europe is posi-
tioned as a provider of high quality; it upgrades
quality continuously, as is needed by a high wage
area. However, the long-term position in quality
competition is contested at both ends of the quality
spectrum: first by economies that are catching up
and, secondly, by competitors at the technological
cutting-edge.

Quality upgrading has many dimensions. Besides
shifting into less price sensitive industries, or posi-
tioning in higher quality segments, a quality increas-
ing strategy requires increasing the skills of the
workforce, strong clusters of firms in fast moving
industries, adding service components and specifi-
cally knowledge-based service inputs.



External services, structural
change and industrial
performance

The rise of the service economy was the predomi-
nant structural change of the 20" century. A major
determinant of this tertiarisation process was the
increasing demand of producers for external service
inputs provided by specialised suppliers (as opposed
to in-house activities). The underlying sources of this
process are revealed by the decomposition of out-
put growth into its components: demand side
effects, changes in technology and shifts in interna-
tional patterns of comparative advantage.

Decomposition of output growth shows that:

* Since the 1970s, the process of tertiarisation has
been driven primarily by the growth of knowledge-
based services. Knowledge-based services (com-
prising financial services, business-related serv-
ices, and communications) have consistently
been the fastest growing sector, outperforming
manufacturing growth. However, the same can-
not be said of the other service categories, in
which average annual growth of gross output is
closer to that of the manufacturing sector and in
some cases even lags behind.

* Among the sources of structural development, the
increase of domestic demand has had the most
pronounced impact on growth. Besides knowi-
edge-based services, personal and social services
benefited most from this rise in consumption.

® The technology effect has been most pronounced in
knowledge-based services.

Thus, the general shift of economic activities in
favour of the tertiary sector has not occurred uni-
formly across industries. There is one particular
group, knowledge-based services, which has bene-
fited most from technological change and increases
in demand. What makes this group different is the
specific role that it can play as source of innovation,
product differentiation and productivity growth for
the rest of the economy.

Knowledge-based services contribute to economic
development, not only through their own growth in
employment and income, but also through their
potential to improve performance in the economic
system via knowledge transfer and progressive spe-
cialisation. They are capable of stimulating produc-
tivity growth through various sources of competitive
advantage.

Executive summary

The data leave no doubt that the rise of the knowl-
edge-based economy is under way.

External service inputs and competitive
performance

Different levels of demand for inputs of various types
of external services affect the competitive perform-
ance of manufacturing industries. Analysis for the
EU, the US and |apan shows that industries with
high shares of inputs from knowledge-based serv-
ices:

* Appear at the top of the labour productivity
rankings in all three regions.

¢ Grew above the average for total manufacturing.

* Had the lowest decline of employment in the EU
and in Japan, while the US experienced large-
scale reductions of the labour force in these
industries, which are not observed in other
industry groups.

* Rank first in quality differentiation.

In other words, high demand for knowledge-based
services is associated with higher labour productiv-
ity, higher growth, more stable employment and
higher quality differentiation.

Patterns of production and export specialisation
within the Triad show that the US is strong in indus-
tries characterised by high shares of inputs from
external knowledge-based services. In contrast, the
EU is more specialised in the group of industries
which are less dependent on external service inputs.
These exhibit low potential for product differentia-
tion, the most severe decline in employment, below
average growth of value added and the lowest level
of labour productivity.
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addition, by the burst of its so-called “financial bub-
ble” at the beginning of the 1990s. Also, for geo-
graphical reasons, it was more strongly affected by
the “Asian crisis” at the end of the 1990s.

The combination of more rigidities in their eco-
nomic systems and, arguably, a greater exposure to
external shocks may go some way to explain why
the European and Japanese economies suffered
more from growth frictions than the US economy
during the 1990s. This may be an element in
explaining why TFP growth slowed down in Europe
and was even partly negative in Japan.

Summarising, two sets of factors may have worked
together to turn around the growth pattern of total
factor productivity. On the one hand, the US econ-
omy has profited from its head-start in the applica-
tion of information and communication technolo-
gies and from heavier investment in modern
equipment, leading to increased TFP growth in the
1990s. On the other hand, Europe and Japan suf-
fered more from the external shocks of the 1990s
because they were affected more strongly and
because their economic systems are less flexible and
less adaptable than the US economy.

The reform puzzle

Puzzling in this context is the question of why the
structural reforms designed to reduce the rigidities
of the European economic system and to improve
its innovative capacity failed to prevent this result.
European policy has addressed the weak points
diagnosed as “Eurosclerosis” back in the 1980s. The
implementation of the Internal Market programme,
the opening up to competition of the energy and
transportation sectors, the liberalisation and privati-
sation of telecommunications, the deregulation of
financial markets and the introduction of the euro
aimed at increasing competition and economic
dynamism in Europe. Some European countries also
undertook steps to deregulate their labour markets.
Such changes to the economic system were deemed
to be capable of increasing the efficiency of the
economy."

Why, then, did the rate of growth in total factor pro-
ductivity decline in the 1990s despite the pro-
nounced reform efforts in Europe? Several argu-
ments may reconcile this observation with the many
economic reforms that took place in Europe. Time
lags in the productivity effects of economic reforms'?
and the overshadowing effects of the external
shocks might offer one explanation. In view of the

fower flexibility of labour and capital markets, and
the less positive attitude in Europe towards eco-
nomic and social change, an alternative explanation
could be that the volume of reforms has simply
overtaxed the capacity to adjust. On the other
hand, one could argue that the reforms were simply
not radical enough, or that they could not produce
any positive effects because their implementation
was delayed.

The consensual view of the European Union on this
issue is that “the fact that the improvements in the
framework conditions are not reflected in a stronger
economic performance is indicative of the severity
of the macroeconomic imbalances and structural
rigidities prevalent at the start of the previous
decade. In part, it also reflects the late start to eco-
nomic reforms in many Member States and the time
it takes before an appropriate policy mix starts to
bear fruit.”"

The key policy developments of the year bearing on
the competitiveness of the whole economy are pre-
sented in Annex 2.

11 See Cecchini et al. (1988).

12 Time lags occur for several reasons: The reforms must first be designed in detail
and implemented, and economic actors have to adjust their expectations and
behaviour to the changed framework. Changes in the business and investment
strategy of companies take time to materialise and to affect market structures.
Further time passes until competition processes result in new market structures and
a new organisation of production. As the competition process need not end in sta-
ble results, the measured productivity numbers might not reflect the full effects of
reforms.

13 Broad guidelines of economic policies (2000).
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ventions than most other activities”."? Indeed,
progress in the functioning of markets through the
implementation of structural reforms has been
slower in service markets."

The analysis presented in this chapter provides fur-
ther rationale for the economic policy recommen-
dations concerning the measures to be taken in
order to liberalise and improve the functioning of
services markets. Clearly, due to the more local
nature of competition and the heterogeneous regu-
latory approaches of individual Member States, the
task of lifting existing restrictions and enabling effec-
tive competition in services markets amounts to a
complex agenda.

Due to its context, specificity and highly customised
nature, in many cases the quality of services is diffi-
cult to ascertain even after consumption.
Consequently, information problems tend to be
more severe in the exchange of services than on the
more tangible, and therefore more transparent,
goods markets. In their extreme form, such infor-
mation problems can effectively hinder the emer-
gence of certain markets for high-quality services.

Various specific institutional arrangements have
arisen, which are intended to mitigate the economic
effects of the uncertain provision of quality (e.g.
guarantees and legal liabilities, quality controls or
occupational licensing and certification). However,
viewed from a dynamic perspective, some state
interventions may obstruct private entrepreneurial
initiative.

As a general rule, in competitive markets charac-
terised by frequent interaction between buyers and
sellers, one should not underestimate the scope of
private solutions and creative entrepreneurial
responses to problems posed by asymmetric infor-
mation. The revision of the largely fragmented field
of national regulations and restrictions to market
access should acknowledge the private capacity of
response to these information problems.

Due to their nature as intermediary inputs, the effi-
cient supply of specialised external services fulfils
important functions enabling and affecting the
competitive performance of many other industries.
Redesigning an effectively streamlined and coordi-
nated regulatory environment would not only lift
entrepreneurship and increase competition within
the sector, but also would generate positive
impuises for competitive performance and growth
in the overall economy.

6. Summary

This chapter presents the evolution of the services
sector and investigates its role in the economy.

Data show that:

* Since the 1970s, the process of tertiarisation has
been driven primarily by the growth of knowl-
edge-based services.

* Among the sources of structural development,
the increase of domestic demand has had the
most pronounced impact on growth.
Knowledge-based services and personal and
social services benefited the most from this rise
in consumption.

¢ The technology effect (as revealed by the change
of coefficients in the matrix of intermediary
inputs) has been, in general, most pronounced
in knowledge-based services. Exceptions are
Japan and the US where the growth of knowl-
edge-based services appears to have been driven
more strongly by domestic demand.

e The share of knowledge-based services, meas-
ured as a percentage of total intermediary
inputs, has steadily increased.

These findings point to a process of quaternarisation,
defined by the steady rise of information and know!-
edge-based services. The essential difference from
traditional growth in services is the specific role
knowledge-based services can play as sources of
innovation, product differentiation and productivity
growth for the rest of the economy.

Concerning the impact of differences in the inten-
sity of input demand of different types of external
services on the competitive performance of manu-
facturing industries, the analysis for the EU the US
and Japan shows that:

* In terms of labour productivity, industries with a
high demand for inputs from external knowl-
edge-based services appear at the top of the
rankings in both the European Union and in
Japan and the US. Industries with high inputs
from retail and advertising rank second followed
by transport intensive industries.

¢ In terms of value added, industries with high
shares of inputs from knowledge based services
grew above the average for total manufacturing
and were outperformed only by retail and adver-
tising intensive industries, in the EU. In the US

12 See Sapir et al. (1993).
13 Broad guidelines of economic policies (2000}



and Japan, these industries grew the most and
well above the average for total manufacturing.

* In terms of employment, industries with high
shares of inputs from knowledge based services
had the lowest decline in the EU and in Japan.
The US experienced large scale reductions of the
labour force in these industries, which are not
observed in other industry groups.

e In terms of degree of quality differentiation,
industries with high shares of inputs from knowl-
edge-based services rank first while industries
with a high level of inputs from retail and adver-
tising still come in second in the EU.

Comparison of patterns of production and export
specialisation within the Triad reveals a pronounced
and increasing structural deficit of the EU in indus-
tries with high level of inputs from knowledge-based
service, and the highest specialisation in industries
with no particular reliance on any kind of external
services (“other”). The US enjoys the reverse pat-
terns of specialisation, with the highest share in the
value added of the Triad in this group of industries
and the lowest specialisation in “other” industries.
Japan has a pattern of specialisation similar to the EU
but with less pronounced differences across industry
types. In short, the US is strongest in industries char-
acterised by high shares of inputs from external
knowledge-based services, which exhibit the high-
est levels of labour productivity and product differ-
entiation. In contrast, the EU is more specialised in
the group of industries with a lack of pronounced
reliance on external service inputs, which exhibit the
lowest potential for product differentiation, the
most severe decline in employment, below average
growth of value added and the lowest level of
labour productivity.

Chapter 4 - External services and industrial performance
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policy. However, national programmes aimed at fur-
ther liberalisation have taken place or are underway,
though the overall picture is less than unified with
respect to the degree and speed of liberalisation.
Nonetheless, the overall degree of openness of serv-
ice markets has increased and opportunities for
internationalisation have been created.

An indication of the market structure and level of
competition prevailing prior to the Internal Market
programme (“before” column) and an evaluation of
the current situation (“after” column) is provided in
Table 5.1. The first three columns show indicators of
the importance of factors limiting the mobility of
services across markets and firms within markets.
Concentration refers to natural determinants of con-
centration such as economies of scale and scope;
sunk costs may be either tangible (e.g. buildings or
network infrastructures) or intangible (e.g. reputa-
tion); regulations may either affect the structure of
the industry (e.g. entry of new firms) or impinge
upon the conduct of existing firms. As a result of the
completion of the Internal Market, competition has
increased in all the branches identified.

A second impetus for internationalisation (globalisa-
tion) has been provided by new information and
communication technologies (ICTs). In many cases,
ICTs have made services more tradable by enabling
new forms of storage and transmission of services
and new means of producer-consumer interaction.
The growth of the Internet has, for example, pro-
vided a vehicle for rapid and wide reaching delivery
of certain services. Thus, for services for which the
achievement of a critical mass in a foreign market
required either the establishment of a network of
branches or the acquisition of an existing local net-
work, the Internet now provides a realistic alterna-
tive (e.g. banking, retail distribution, online news
and entertainment services). The impact of elec-
tronic commerce can be seen as even more far
reaching for some services than for goods.' ICTs not
only have an impact on information flows but may
also lead to the increased “commoditisation” or

“standardisation” of certain types of services. Where

ICTs increase the possibility for standardisation, they
may also serve to increase the tradability of services.
At the same time, standardisation points to the
increased importance of economies of scale and
potentially more price-based competition. This in
turn suggests greater incentives for firms to expand
their markets and, hence, to internationalise their
activities. For network services (e.g. banks, insurance
and telecommunications), as opposed to scale-

intensive services (transport, wholesale trade and
distribution), ICTs have facilitated the precision and
quality of services and may actually increase the
possibility for customisation.

Thus, the changes to the international environment
brought about by deregulation and new ICTs pro-
vide a basis for explaining the acceleration of the
process of internationalisation of services.

2. International services
transactions:
modes of supply

Many services are, by their very nature, intangible
and, hence, non-tradable in a conventional sense. A
defining feature of services that is frequently identi-
fied as determining their lack of “tradability” is the
need for interaction between producer and con-
sumer for a service transaction to take place. Cross-
border supply alone is, generally speaking, only an
option where the required level of supplier-cus-
tomer interaction is low. The need for proximity
between supplier and customer suggests a strong
presumption in favour of local production of serv-
ices (i.e. commercial presence) over exports of serv-
ices. This presumption is strengthened by the exis-
tence of other forms of barriers to trade; these may
be legal or regulatory but can also relate to natural
or social factors and are generally recognised as
being more important for services than for goods.
Nonetheless, cross-border trade is important for
some service sectors, which has led to various
attempts to characterise international service trans-
actions.” Essentially, these characterisations make a
distinction between services that may be traded in a
conventional sense (i.e. cross-border supply) and
those that require factor movements (i.e. movement
of the supplier, either temporarily or permanently,
to the location of the client).

The importance of non-conventional modes of trade
for services is reflected in the General Agreement on
Trade in Services (GATS). Recognising the greater
diversity of modes of service “trade” compared to
that of goods, GATS developed a four-part typology
(modes) of how producers and consumers may
interact internationally:

1 Other specific attributes of e-commerce that may promote the internationalisation of
services include the replacement of traditional intermediary functions (i.e. local rep-
resentation may become less important) and the possibility for 24 hour trading (i.e.
time-related geographical boundaries are eroded).

2 See for example: Sampson and Snape (1985), Vandermerwe and Chadwick (1989),
and Sapir and Winter (1994).



e cross-border supply (mode 1), covers flows of
services from the territory of one country to
another (e.g. banking or architectural services
transmitted via telecommunications or mail).

s consumption abroad (mode 2), refers to situa-
tions where a service consumer or his property
moves into another country’s territory to obtain
a service (e.g. tourism, ship repair or aircraft
maintenance).

e commercial presence (mode 3), implies that a
service supplier of one country establishes a ter-
ritorial presence, including through ownership
or lease of premises, in another country in order
to provide a service (e.g. insurance companies or
hotel chains).?

e presence of natural persons (mode 4), consists
of persons of one country entering the territory
of another country to supply a service (e.g.
accountants, doctors or teachers).

Karsenty (1999) gives an indication of the relative
importance of the different modes of supply.
Although the estimates should be treated with cau-
tion given the data sources used, they provide a
rough indication of the value of trade in services.
Karsenty’s estimates indicate that trade in services
amounted to roughly 30% of world trade, and that
modes 1 and 2 (which represent the part of total
trade in services covered by conventional trade sta-
tistics) account for roughly 60% of trade in services.

Two conclusions emerge: firstly, conventional trade
in services (i.e. modes 1 and 2) is important; sec-
ondly, conventional trade significantly underesti-
mates the importance of overall trade in services.

One obvious question that arises is to what extent
recorded conventional trade in services is in fact
conditional on the pre-establishment of commercial
presence. In other words, does cross-border supply
of services refiect intra-firm transactions, the result
of franchising and other third party mechanisms or
is it direct supply by the service provider to the final
client? For many of the services that are widely
traded (e.g. ICT services, banking, insurance etc.)
intra-firm trade is often involved. Although a num-
ber of empirical studies have examined the general
relationship between exports and foreign direct
investment (FDI),* it would appear that this issue has
not been addressed specifically for services.
Nonetheless, given the nature of service transac-
tions it seems reasonable to suppose greater com-
plementarity, or at least conditionality, of trade and
FDI in services than in goods.

Chapter 5 - The internationalisation of European services

The levels of FDI required to establish a viable for-
eign commercial presence vary across service sec-
tors. While in sectors such as finance they may be
considerable, for other services, that are not capital
intensive and where firms’ assets are mainly incor-
porated in their personnel, the cost of setting up a
commercial presence may be low; in which case, the
level of “exports” necessary to offset the costs of
establishing a presence in a foreign market may also
be low. For this reason, the relationship between
cross-border trade and FDI, whether they are com-
plements or substitutes, is even less well defined
than for manufacturing.

Furthermore, relationships between FDI and trade
are not limited to service-to-service interactions.
There is, for example, a clear relationship between
FD! in wholesaling services and trade in goods. The
establishment of a foreign wholesaling affiliate for
the product distribution of the parent company is a
key mechanism for providing the parent with access
to a foreign market, allowing economies of scale in
both production and distribution.® One of the
achievements of the Internal Market, through the
reduction in intra-EU customs barriers, has been to
greatly facilitate the achievement of such economies.

Client demand for service providers with an interna-
tional reach, or the competitive advantage that is
bestowed, for example, by economies of scale or
scope, can explain why service firms seek to inter-
nationalise their activities. An alternative motivation
for internationalisation, particularly of production
processes, may stem from other positive externali-
ties in foreign locations (e.g. highly skilled man-
power, access to technology and knowledge or
access to financial or physical infrastructure). It
should not, however, be assumed that an increase in
the international activities of firms is an unambigu-
ous indicator of a high degree of competitiveness.
Firms may adopt internationalisation as a defensive
strategy in the face of a decline in their domestic
market share resulting from their failure to compete
with other domestic firms or foreign suppliers.
Alternatively, international expansion may be
prompted by unfavourable domestic factors such as
skill and technology shortages or lack of access to
complementary goods and services.

3 With regard to commercial presence {mode 3), this need not necessarily imply the
need for foreign direct investment (FDI} by service providers. Commercial presence
may also be achieved through third party methods such as franchising, licensing
and joint-ventures.

4 See Fontagné (1999) for a recent summary.

5 In trade statistics, wholesale trade services that are incidental to the wholesaling of
merchandise are indistinguishable from merchandise (goods) trade data. As a resuit
the importance of trade in wholesale services is underestimated.
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Concerning the importance of European integration
refative to the integration of Europe in world-wide
service markets (intra-EU versus extra-EU), data on
trade and FD!I convey a mixed message:

e Data on conventional trade show that the share
of services in total intra-EU trade has changed fit-
tle during the 1990s, and the share of intra-EU
trade in total services trade (both imports and
exports) has been fairly stable.

Thus, although trade in services is growing, the
Internal Market does not seem to have resulted in
faster growth of services than goods or in higher
service trade growth within the EU than with the
rest of the world.

e By contrast, the share of services in total intra-EU
FDI inflows has risen considerably, showing that
commercial presence in services within the EU is
expanding more rapidly than in other sectors.

This is an encouraging sign of service integration
within Europe, since commercial presence is a
potentially more important component of integra-
tion in services than in goods producing sectors.

* At the same time, data point to an increasingly
outward orientation of European FDI, with the
share of intra-EU outflows in total services out-
flows declining from three quarters to a half
between 1992 and 1998 and the share of intra-
EU inflows in total services inflows remaining
fairly stable.

Thus, although integration of EU service markets
through FDI is growing rapidly, there is an increas-
ing emphasis on investment outside the EU by
European investors.

Concerning the geographical composition of extra-
EU transactions, the US is undoubtedly the most
important partner in transactions in services (both
inward and outward). On the basis of current
trends, this situation looks set to continue in the
future. Nonetheless, EU FDI outflows to regions
other that the US and EFTA, a traditionally important
partner, are the fastest growing regional component
of total FDI outflows for services, pointing to an
increasingly global dimension in the development of
EU services providers.

Analysis of the relative importance of service trade
for EU Member States indicates that smaller coun-
tries tend to trade more intensively and to have
higher ratios of intra-EU trade to total trade.

Overall, the evidence from trade, FDI and M&A data
suggests that economies of scale are important for
services and, thus, services sectors in smaller coun-
tries with correspondingly small domestic markets
are more “open” to internationalisation. At the
same time, however, service sectors in the larger
economies are more outwardly (i.e. extra-EU) orien-
tated. Should the argument that larger economies
are more outwardly oriented be true, it could be
important for determining the long-term implica-
tions of the Internal Market. To the extent that
European service markets become integrated and,
hence, location within the EU becomes less impor-
tant for defining a firm’s “home” market, the ability
of firms from smaller Member States to increase
their geographical reach may be enhanced.

Across sectors, patterns of international transactions
vary considerably both in terms of modes of supply
and in terms of the importance of international
activities relative to overall activity levels.

In communication services and computer and infor-
mation services, conventional trade is growing
extremely rapidly, both inside and outside the EU,
with the share of intra-EU trade in total trade rising,
thus hinting at greater integration of EU services in
these sectors.

The wholesale trade sector as well as a number of
“knowledge intensive” service sectors (such as com-
puter and related activities, advertising and archi-
tectural, engineering and technical testing services)
display a relatively large commercial presence of
nonnational companies. Air transport and wholesale
distribution are found to be sectors with both a high
share of cross-border M&A operations and, within
these, a high share of Community operations. This
indicates that internationalisation is important for
these sectors, and that restructuring is currently
focussed on the integration of markets within the
EU, rather than being more outwardly orientated.

Extra-EU international operations appear most
important for advertising, sea transport and research
and development. International M&A operations
are also important for legal services and accounting
and related services, although cross-border opera-
tions, overall, account for only a low proportion of
total operations.
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companies. Today, the main concern of SMEs is to
become an integral part of emerging electronic
marketplaces and to avoid being locked out.

Electronic marketplaces take many different forms,
with different drivers and different rules (see Box 6).
Large players and vendors play a key role. However,
there are several common issues that need to be
addressed so that SMEs can truly participate in B2B.
These include inter alia, the establishment of a com-
mon system to automate and consolidate the verifi-
cation process, the provision of efficient and cost-
effective conflict resolution and of automated credit
management services.

B2B: “net bubble” or “creative
destruction”?

It is generally recognised that a number of e-
exchanges are doomed to fail. On the one hand, it
is clear that in a number of areas, future growth
expectations have been too high, leading to the
recent correction. On the other, we may be wit-
nessing a process of creative destruction that always
occur in dynamic industries.

As in the retail “dot.com” environment, causes for
failure include the inability to aggregate a critical
mass of users — there may be just too many
exchange places for the market to support. Another
factor is the lack of a sustainable business model — a
variety of revenue models (advertising, subscrip-
tions, transaction fees) are being tested with more
or less success. Moreover, the vast majority of these
exchanges are centred on classical, “linear”
buy/sell/auction models. There are currently only a
few examples of advanced collaborative commerce
marketplaces.

Therefore, it is likely that the “net bubble” will burst
not only in the B2C area, but also in the field of B2B.
There will be winners and losers. For vendors, such as
B2B software providers, early winners may keep their
advantage, while others may disappear. For user
industries, and in particular for “traditional” compa-
nies, failures may also occur. This is not because the
migration to e-business is “wrong” (as many estab-
lished companies still believe), but because specific
business models, strategies and methods of imple-
menting e-business will have failed.

Despite such failures, it is clear that e-business will
increase substantially. The question is not if, but
when, it will become the norm. The main challenge
for enterprise policy is thus to manage the change.

4. Enterprise policy issues

The development of B2B has crucial implications for
the EU’s enterprise policy. It has a direct impact on a
number of key areas, such as competitiveness issues,
SME policies and standardisation. The EU’s policy
has traditionally focused on removing inhibitors and
barriers in order to foster a market-driven process.
This has been done, primarily, by guaranteeing
undistorted competition, preventing anti-competi-
tive market developments, and ensuring the right
conditions for entrepreneurship to develop.
Consensus building (e.g. through standardisation,
or through the promotion of self-regulation and co-
regulation) has also played a key role.

In this perspective, a number of new questions and
challenges may arise. These concern the impact of
B2B on productivity, prices and growth; the means
ensuring a broad participation of SMEs in B2B; the
role of standardisation in shaping open electronic
marketplaces; the development of better synergies
between SME policies, research, innovation and
standardisation to promote the take-up of B2B and
finally how to encourage traditional sectors to
embrace fully the new opportunities.

Macroeconomic estimates: an uncertain
picture

This is a crucial area for policy makers. Goldman
Sachs estimates that cost savings in B2B alone will
bring a sustained extra economic growth of 0.25%
per annum over the next ten years. If this were true,
B2B would have a major impact on growth — a fact
that should not be politically ignored. Similarly, the
impact of the B2B revolution on job creation and
employment is of prime political concern. In short,
increases in the use of B2B are likely to provide an
additional impetus to economic progress, and may
unleash some of the network or scale effects that, so
far, have been very difficult to detect in the data.

So far, the analysis is mainly based on the assump-
tion that B2B will lower prices and costs which will
stimulate demand, both directly (through price elas-
ticity of demand) and indirectly (through wealth
effects). This is the proposed explanation for the
combination of full employment, low inflation and
rapid growth experienced in the United States® as
well as in some European countries.

9 See US Department of Commerce (2000).
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If this analysis is correct, B2B may, however, induce
changes in many areas, such as productivity, invest-
ments and savings. The fundamental economic laws
of the “new economy” may not differ from those of
the industrial age. But the dynamics might change,
and the short-term effects might differ from the
long-term perspectives.

Thus the challenge is to reliably assess and fully val-
idate the macroeconomic effect of B2B, i.e. its full
impact on productivity, growth, job creation, and
inflation. Transmission mechanisms are still far from
being fully understood. Past difficulties in assessing
a narrower phenomenon - the impact of ICT on
productivity — foretell future difficulties in assessing
far more complex e-business processes. In addition,
B2B is still at an early stage so that the macroeco-
nomic impact is difficult to measure.

In the absence of statistical evidence concerning the
impact of B2B commerce on growth there is real
political interest in benchmarking national policies
aimed at stimulating e-business. Although these lack
methodological consistency, they seem to be inter-
esting for the assessment of macroeconomic param-
-eters. Further analysis is necessary to explore the
validity of these indicators, which in going beyond
the traditional ones show a country’s readiness for
structural change.

SME policy issues

* B2B: global opportunities, global
challenges

For SMEs, e-commerce represents unprecedented
opportunities. With the “death of distance” and the
lowering of barriers to entry in global markets, e-
commerce allows SMEs to “punch beyond their
weight” and, in many cases, successfully take on
much larger companies. SMEs are therefore ideally
placed, in theory at least, to benefit from the e-com-
merce revolution, not only in terms of cost savings
and improved processes, but also in terms of
expanding opportunities.

However, obstacles are well documented: high
telecommunication costs, limited bandwidth avail-
ability, skill gaps and training challenges, difficult
access to finance, administrative obstacles to the
creation of companies, legal and regulatory com-
plexities of cross-border trade, lack of recognised
brands, need to ensure transaction security, etc.
Additionally, in many areas (for example distribu-
tion), distance still counts. Proximity is an asset, and

SMEs remain crucially dependent on the efficiency
of logistics.

The key challenge is to ensure that SMEs fully grasp
the opportunities not only of e-commerce in gen-
eral, but specifically of B2B. At this time, for a num-
ber of reasons, B2C seems to be a key preoccupa-
tion for the majority of SMEs, both in the US and in
Europe. The challenge is to ensure that SMEs
become key players in the “main league” of e-com-
merce — B2B. This is where the money is, and where
legal and regulatory hurdles are less daunting, but
where fierce commercial competition from global
players is at its most intense.

e Global competition — the ultimate test for
entrepreneurship

At stake is the competitiveness of SMEs. In the B2B
environment, only the most competitive companies
will succeed. Easier access to global markets is coun-
terbalanced by easier access to home markets by
global competitors. Professionalism, quality of man-
agement, excellence of products, strength of
brands, reliability of supply are the condicio sine qua
non of success and of survival. What applies in the
global markets will also apply at local/national level,
where many SMEs will concentrate their activities.

e “Awareness” and “best practice”:
reassessing the role of public policy

In this highly competitive environment, the chal-
lenge is no longer to promote “awareness”. Most
EU entrepreneurs already know about e-commerce
and about B2B. Industry itself (vendors, trade asso-
ciations, consultants) has done its job. The challenge
is to see SMEs move beyond the learning phase and
put their new found awareness of e-commerce into
practice. This is a task in which the industry has a
crucial role to play. Generic public campaigns, par-
ticularly at EU level, are in general no longer justi-
fied. However, targeted public-private initiatives
(such as the Syntens initiative in the Netherlands, or
the Go Digital initiative under the e-Europe
umbrella) may have a role to play. Additionally,
while generic awareness campaigns may not be use-
ful, there is a need for targeted regional support,
especially in the less favoured regions. Promoting
the information society, through packages of spe-
cific measures, is one of the priorities of the new
programming period of Structural Funds.
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* Building entrepreneurship

For policy makers, the real challenge is about entre-
preneurship. It is to arm and to “steel” European
SMEs to help them face the test of global competi-
tion. For many companies, taking part in global
electronic exchanges is a competitive shock and a
true test of entrepreneurship. Policy makers cannot
absorb the shock for companies, but can play a cat-
alytic role to help them do the job in a competitive
environment.

5. Market access and openness

Competition issues

The development of electronic marketplaces raises
important issues for competition policy. Such e-mar-
ketplaces, in their different forms, provide SMEs
with new and crucial gateways to “go digital” and
to access global markets. They create virtual com-
munities of buyers and sellers, potentially on a much
broader scale, and with lower access thresholds,
than “brick and mortar” equivalents. However,
there is also a risk that the development of such
marketplaces may lead to competition problems.
One is the emergence of new cartels. lllegal coordi-
nation between competitors could be facilitated in
electronic marketplaces, as information sharing is
difficult to detect and as some markets allow com-
petitors to bundle sales on purchase volumes.

Another potential competition policy issue involves
the design of an electronic market. The ownership
of B2B electronic marketplaces and the rules gov-
erning them can raise competition problems, in par-
ticular where an online marketplace is controlled by
a number of market participants. These owner-par-
ticipants could then use the rules to exclude certain
participants from the most efficient marketplace,
thus putting them at a competitive disadvantage.
Other risks may include the possibility of monopo-
lising an industry’s marketplace. As the value of
many marketplaces increases with the number of
users, the first successful market may obtain a head-
start that makes it difficult for rival marketplaces to
develop as competitors.

Competition laws show continued relevance in the
fast changing world of B2B. Such laws were enacted
to give businesses a level playing field and in partic-
ular to ensure buyers’ trust in the market’s pricing
practices. The principles of competition policy (e.g.

the methodology to define the relevant market)
remain as valid for electronic marketplaces as for
their “brick and mortar” equivalents. Also, the com-
petition concerns do not change fundamentally. For
example, EU competition law makes it illegal for
companies to fix prices, including “rig” bidding, or
to agree to divide the market. The task of competi-
tion authorities is to determine how those general
principles should be applied to the new fact patterns
that emerge.

Shaping marketplaces: a challenge for
enterprise policy

In the B2B area, standardisation is a key issue.
Combined with the Euro, B2B is potentially a pow-
erful driver towards the realisation of the Internal
Market. Standardisation is needed to deliver the full
potential of B2B. This implies ensuring interoper-
ability, and facilitating the creation of trust and con-
fidence in secure e-commerce solutions.

The issue is not only new deliverables (e.g. work-
shop agreements, instead of formal standards), but
also working methods. Standardisation organisa-
tions should evolve from their current role as tech-
nical experts to become service providers for con-
sensus building.

Additionally, the use of open access to e-business
frameworks by SMEs should be a key factor to
encourage new job creation and therefore to meet
the Lisbon employment rate targets. Standardisation
organisations could play an important role in this,
e.g. through quality standards for new Internet
services.

Openness: the role of Research and
Technology Development

There is currently a large number of Research and
Technology development (RTD) projects in the area
of B2B. Clustering is frequently used to maximise
the impact of such projects. The links between RTD
projects and standardisation should be improved
with a view to better exploiting the results and bring
them into the open environment. Similarly, there is
a crucial role for innovation policy to be integrated
with both RTD and standardisation.

RTD projects should result in wide dissemination
into the public domain. Dissemination of results is a
contractual obligation. Indeed, many RTD projects
have contributed to standardisation in a number of
areas (such as XML, agent technologies, negotiation
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protocols). In parallel, participants in RTD projects
should be encouraged to become involved in open
standardisation fora. The selective approach of
many RTD projects in the field of B2B platforms can
only be justified if they ultimately contribute to
openness and fair market access. In general, the
objective must be to create a level playing field, not
to promote proprietary solutions.

Additionally, European participation in key de facto
standardisation initiatives should be concretely
encouraged. Many of these initiatives — such as
W3C, IETF, Open Group, OMG - have a direct, con-
crete impact on the market. To ensure the active,
strategic participation of European companies and
institutions in such forg should be an important
focus of standardisation policy
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