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Abstract
The Boeing Dreamliner project is remarkable not just for its amazing product, or its interminable delays, but also for the unprecedented global production network it has brought together. Boeing chose to rely on suppliers from all around the world not just for the delivery of selected parts, but also for research and development collaboration and the production of entire subsystems of the plane. 
This network provides a glimpse of the global cluster: a futuristic approach to production that links producers from all over the world to produce much more efficiently than ever before and to produce things that could not be produced before. If the global cluster becomes a reality, this new production system will provide an enormous boost to trade, economic collaboration and technological collaboration between economies. This is why APEC must care about this transition in production systems, promote it, and make Asia-Pacific the most competitive host for it.  

However, delays in Dreamliner production reveal problems with the global cluster. The global cluster is made possible by innovations in communication and decreasing ‘institutional distance’ between economies. As the institutional environment in different economies become more similar, inter-economy collaboration becomes easier. However, evidence points towards increasing differences between institutional environments (which business academics term ‘institutional distance’) throughout this decade. 

APEC, by viewing its ‘Three Pillars’ mission through the lens of global clusters, can effectively aid the transition in production systems. APEC can overcome the key obstacle of increasing institutional distance by leveraging its unique network of state and private actors to identify key institutional distances to close and to persuade relevant actors to take action. 
Introduction

On third April 2007, Boeing sold its 500th Dreamliner after three years since its launch, making it the fastest-selling commercial airplane in history (Boeing Company 2007). However, the Boeing 787 Dreamliner promises not just the future of aviation, but also the future of production. Instead of sourcing parts from around the world and assembling them in its headquarters at Seattle as is the custom for aircraft manufacturers, Boeing collaborated closely with partners in all phases of production, starting from research and development to manufacturing, and encouraged its partners to piece together sub-systems before sending it to Seattle. It is estimated that Boeing is responsible for only ten percent of the value-added of the project, with the remaining ninety percent of value-added shared by its forty partners (Kobrin, 2008).
These partners come from all over the globe. Figure 1 describes the geographic origins of Dreamliner parts. Most partners are from the United States, Canada, Japan, South Korea and Europe (incidentally, most of them are from APEC member economies). Such sharing of a wide-array of production functions across different countries is unprecedented and points towards the future of global business. Just as there is potential, there are also problems. In recent years, the complexity of this production network delayed the delivery of Dreamliners (Sanders 2009).
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Figure 1: Origins of Boeing Dreamliner’s parts                                                                                                        (Source: http://www.purchasing.com/photo/104664-Boeing_787_DreamLiner.gif)

The Potential of the Global Cluster
The Dreamliner project points toward a transition phase in the nature of production and global trade networks, as well as the problems inherent in making this transition. We are moving from a state where each stage of production is clearly demarcated and located in a single economy to a state where production is diffused as different economies take part in each stage of production. 
In turn, these two states have vastly different implications for inter-economy trade: the former state sees simple exchanges between economies, while the latter sees complex exchanges of services and goods at each stage of production. If we look back at the earlier golden age of economic integration (from the 1800s to the Great Depression), exchanges between economies tended to be simple. Cloth was sent from India or China to Britain, where it was made into textiles, and then shipped back to various overseas markets. Today, a hospital in the US might send a patient’s brain scan to a radiologist in India for diagnosis before treating a patient (Associated Press 2004). This transition, if more prevalent, can lead to a discontinuous leap in the level of global trade. Hence, it is highly relevant to the mission of APEC. 

I shall refer to the new state of production as a global cluster (see Table 1 for differences with existing supply chains). The global cluster is defined by products that can only be provided by a global production network, or would otherwise be dramatically more expensive if produced by a single country. Global clusters are driven by improvements in technology and narrowing of ‘institutional distance,’ which enhance collaboration and coordination. Because of cheaper and better communication technologies, advanced organizational structures that facilitate cross-economy collaboration, and increasingly similar institutional environments, production can become increasingly fragmented with the smaller parts of production out-sourced further and further away. 
	
	Traditional Supply Chain
	Global Cluster

	Characteristics
	Simple exchanges between economies.
	Production intensely fragmented with many parts overseas. Duplicating entire supply chain in a single country prohibitively expensive or technically impossible. 

	Example
	Cloth from India or China sent to Britain where it is made into textiles.
	Hospital in US sends brain scan to radiologist in India and base treatment on results in morning.

	Implication
	
	New products possible and discontinuous leap in efficiency.


Table 1: How the Global Cluster Differs.
Technological specialization also drives the global clusters. Advanced technologies which require high capital investments and have limited use require a global market to be profitable. As such, new products incorporating these technologies can only be found in a production network that is dispersed across the planet. Together, these two developments allow certain new products to surface at an affordable price, or allow existing products to be produced at far lower costs.
APEC’s ‘Three Pillars’ include trade and investment liberalization, business facilitation, and economic and technical cooperation (see Appendix 1). The development of global clusters will greatly increase the level of trade and technical cooperation between member economies of APEC. Thus, pursuing the development of global clusters is a viable approach to fulfilling APEC’s objectives. In doing so, APEC has the opportunity to dramatically transform the level of trade and its qualitative content in Asia-Pacific. At the same time, APEC’s help is needed in developing global clusters as ‘institutional distance’ between economies stands as a key obstacle in realizing this new vision for production. 

Obstacles to a Global Cluster

The foundation of the global cluster rests on the combination of technologies and narrow ‘institutional distance’ that enhance the ability of companies to collaborate and coordinate activities across the globe. Technologies, such as the internet or Voice Over Internet Protocol (VOIP), have developed rapidly and progresses in a relatively linear fashion: they march steadily onwards and promote the global cluster as costs of the technologies decrease or new technologies arise. However, the picture is less rosy for ‘institutional distance.’
An economy operates under a set of informal and formal rules known as its institutional environment (North 1990).
 Companies need to adjust to the institutional environment of the economies it operates in. This adjustment increases in difficulty as the institutional distance – the difference in institutions between a company’s home and the country it invests in – increases (Estrin, Ionascu and Meyer 2007; pp. 4). Empirical evidence supports the idea of a ‘liability of foreignness’: companies operating in a different institutional context are less profitable (Zaheer 1995). The importance of institutional distance in trade and overseas corporate expansion has been emphasized in the international business literature as far back as 1977, along with other facets of psychic distances between countries – such as cultural, administrative and economic distances.
 
Institutional distances are of particular interest because they have been expanding at an alarming rate in recent years. At the same time, direct government action targeted at closing these distances can be effective and can help promote global clusters. Some examples of institutional distance include different directions taken on financial regulations in different countries, different priorities on banking secrecy laws, differences in monetary or fiscal policies, different attitudes towards state-driven capitalism, different accounting standards, or different access to capital…etc. 

Events in recent years, especially the financial crisis, have exposed and exacerbated the fault lines of institutional distance. Institutional distance is an implicit form of trade barrier: far harder to detect than outright tariffs, but with an effect just as discouraging to trade and economic cooperation. Prior to this decade, institutional distance was increasingly ignored as economies appeared to be closing the distance. Despite the occasional hiccups, the late 1990s saw an increasingly international trade regime. The Berlin Wall that fell was accompanied by increasingly liberal economic regimes, decreasing capital controls, and an increasingly love for FDI (Foreign Direct Investment). Country policies appeared to be converging. This was Thomas Friedman’s Flat World. 
Institutional differences diminished but never disappeared. They could come back. The technologies, the out-sourcing, in-sourcing and offshoring, and the political will for an ever closer union…all these were real. The Flat World was real…for a while. What Friedman and other pundits got wrong was in assuming that the political and economic trends that made the world flatter were inexorable. Reality is more nuanced than that. Some trends march forwards, but others make a U-turn. 

The twenty-first century rudely reminded us of this U-turn. Institutional distance can increase and the emergent global cluster suffers because of it. There is no golden straitjacket preventing governments from increasing institutional distance, which is why APEC must play its part here. Highlights of the twenty-first century reveal how political and economic boundaries can and do come back:

Buy Local Clause: As the financial crisis deepens and hits Main Street, some economies react by passing ‘Buy Local’ legislation. Such commercial bias reduces the ability of global clusters to form. Imagine Boeing trying to replicate the myriad technologically advanced parts of its suppliers in one country! 

Banking Secrecy: Swiss financial firm UBS faces US demands to turn over client details, an action outlawed in its headquarters in Switzerland (Jolly 2009).. Such problems expose the difficulties of operating under the demands of two legal systems.
Climate Change: At the turn of the century, governments fail to agree on the existence of climate change, much less its impact. As a result, policies, laws and regulations in countries regarding carbon emissions increasingly diverge. 

Chinese Product Safety: The presence of toxic melamine in milk products from China reveals the fragility of the global supply chain. Firms increasingly depend on China as a global production base, but are reminded that China lies in a separate legislative and cultural context. This institutional difference reduces the control firms have over their supply chain. 

The Global Financial Crisis: The current crisis reminds us that financial regimes in different countries will change rapidly and possibly diverge even further. In turn, companies operating in these countries face diverging operational contexts. 

These are some examples of how institutional distances matter as revealed by recent trends. It is by no means a comprehensive listing. And distances matter urgently as they are increasingly rapidly. At the same time, institutional distance is something governments can tackle if they put their political will to it. APEC can make Asia Pacific host to leading global clusters if it focuses its efforts towards closing institutional distances among its member economies. 
Bridging Institutional Distance, Building Global Clusters

APEC has the means to close institutional distance and position Asia-Pacific as home to emerging global clusters, thereby fulfilling its worthy mandates of promoting trade, economic cooperation and technical collaboration. Identifying the appropriate problem (which we have done) is the first step; the second step should be to identify the optimal strategy for solving it.

Many of APEC’s current activities already aid in bridging institutional distance (see Table 2). Table 2 is a compilation of APEC’s extensive activities involving the private sector. Activities mostly involve reducing information barriers, reducing risk of investments, or facilitating state-business dialogue and business-business dialogue. 

	Activity Name
	Purpose


	APEC Business Travel Card
	Facilitate business travel

	APEC Business Travel Handbook
	Facilitate business travel

	Electrical and Electronic Equipment Mutual Recognition Arrangement
	Reduce information barriers to trade in electronics

	Government Procurement Resources
	Reduce information barriers to government purchasing

	Import Regulations Information
	Reduce information barriers to import/export

	Intellectual Property Information Center
	Reduce risk barriers through IP violations

	Investment Regime Guidebook
	Reduce risk barriers through provision of investment climate information

	Standards and Conformance information
	Reduce information barriers through information on standardization efforts

	General Transparency Standards
	Reduce information barriers through information on laws and regulations 

	Industry Dialogues (Automotive, Chemical & Life Sciences)
	Promote integration of production networks through networking

	APEC Business Advisory Council and APEC CEO Summit
	Provide private sector input into high-level policy formulation through state-business dialogue


Table 1: List of APEC’s Private Sector Activities (Source: APEC website)
These activities aid APEC’s ‘Three Pillars’ mission. Many of them can be examined within the context of tackling institutional distance to see how their scope can be redefined to aid the formation of global cluster. 

However, new activities need to be explicitly tasked with targeting institutional distance. APEC activities involved in information sharing or reducing risk barriers are aimed more at building awareness of institutional distance to help investors improve their decision-making rather than to reduce institutional distance. Forums like the Business Advisory Council and APEC CEO Summit provide opportunities for feedback on issues pertaining to trade-deterring legislative or regulatory differences. However, they do not necessarily contribute to the goal of reducing institutional distance as this goal is not an explicit objective for these forums. 

The role played by APEC in bridging institutional distance should leverage APEC’s unique resource of being a dialogue-driven forum that facilitates the building of state-private sector relationships. Figure 2 provides an approximate comparison of different international forums on two characteristics with the purpose of identifying the unique resources APEC has vis-à-vis other forums. 
One axis measures the degree to which these forums involve the private sector in its discussions and the other measures the degree to which agreements made at these discussions are directly binding on the state. This graph sees ‘binding agreements’ as a continuous variable: it indicates the degree to which discussions at these forums are considered international agreements backed by the force of law, or whether they are simply discussions meant to aid in policy-making back home. While it might seem that ranking high on this scale (i.e. towards the end of the axis) might be desirable, a trade-off exists in that a forum ranking highly on this characteristic requires time-consuming and intensive negotiations to craft agreements acceptable to all parties. Discussions at the World Trade Organization are representative of this: while agreements are legally binding, it takes tremendous effort to reach an agreement. Forums with a low ranking on this scale might not reach legally binding agreements, but the non-binding nature of agreements allow information to flow more freely at the forum. Thus, such forums are better at sharing information and shaping consensus. 
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Figure 2: Comparison of International Forums on Various Characteristics (author’s comparison).
APEC stands near the middle of the graph, a position that represents its strengths in bringing both state and businesses together. It occupies a unique space in the international organization world: it actively incorporates the input of the private sector while involving high-level statesmen in its discussion. Unlike other international organizations, APEC also does not often involve the direct issuance of binding agreements, allowing the organization to effectively facilitate dialogue and shape consensus. These discussions inform the policy-making of each economy. 

APEC’s ability to bring the state and the private sector together in dialogue is unique among international forums. APEC should deploy this ability in bridging institutional distance. This will prevent APEC from duplicating the efforts of other international forums while providing an effective solution based on its own unique resources. 
In order to facilitate the leap in trade and economic cooperation between APEC member economies promised by the global cluster, APEC can reinterpret its existing agenda to include the specific aim of building global clusters in Asia Pacific by bridging institutional distances. This does not imply a vastly different mission for APEC, or the need to change its programs significantly, but rather, requires APEC to look at its various activities and programs and consider them in light of how they affect institutional distances.

APEC leaders should prioritize the institutional distances that need to be closed and priorities should depend on signals from the market. Hence, APEC should leverage its existing network of business leaders in determining key areas in which institutional distance are a major disincentive on inter-economy supply chains. In turn, the conclusions of the business community should be discussed with the leaders of the APEC economies as the basis for reforms in each of these economies. 
A useful framework for identifying institutional distances between APEC economies can be developed using related research on ‘institutional voids’ by Harvard Business School professors Tarun Khanna, Krishna G. Palepu and Jayant Sinha (2005). They write in the Harvard Business Review that “fast-growing economies often provide poor soil for profits.” The cause is attributed to “a lack of specialized intermediary firms and regulatory systems on which multinational business depend.” These missing institutions, or more importantly differences in institutions, are the basis of institutional distance. 

The article provides broad areas in which multinational businesses need to look at to understand the institutional dynamics of the markets they enter into. This analysis is relevant to bridging institutional distance and can be used as a basis for initial discussions. Among the areas they listed are:
	Broad Institutional Area
	Sample Questions

	Political and Social System
	· What are existing political arrangements and how do they influence business operations?

· What role does civil society play in state-company disputes?

· How does the political system influence the formation of new legislation that will impact my business?

	Openness
	· What access do necessary intermediaries (e.g. financial, labor…etc.) have in this market?

· Can capital and other needed resources readily enter or leave this market?

· Are there related-industries whose services we require but are controlled or regulated by the government?

· What limitations are there on investments?

	Labor Markets
	· What role do unions play in the labor market?

· How does the education system here differ from home and how does this impact recruitment of skilled labor?

	Product Markets
	· What information on consumers exists?

· What bodies provide information on consumers?



	Capital Markets
	· Is there easy access to debt or equity in the economy?

· Does venture capital exists to fund expansions or new opportunities?

· Are there restrictions on mergers and acquisitions in the economy?

· Are accounting standards different?
· What are the bankruptcy laws and which parties do they prefer? 


Source: Categories cited from Khanna, Tarun, Krishna G. Palepu and Jayant Sinha (2004; pp. 67-72). Samples questions listed are author’s suggestions based on article.

This list of areas which APEC executives should look at is not meant to be comprehensive. Rather, its purpose is to show that extensive research is being done in this area and that in discussing and prioritizing institutional distance that need to be bridged, business leaders can tap into some of this research to form the basis of their discussions.

APEC and the Future of Production
The formation of global clusters can provide an enormous boost to productivity, trade, and economic and technological collaboration. Boeing has showed us this, and at the same time, it has showed us that the global cluster is still in its infancy. The challenges that it faces are both technological and institutional. However, APEC can make a crucial contribution in tackling this challenge if it can help reverse the institutional distances that impede inter-economy cluster formation. These distances have steadily increased during this decade and if it continues to do so, they would prevent us from making the transition into the next stage of economic production. 

To bridge institutional distances, APEC does not need to drastically revamp its mission. In fact, Table 2 shows us that many of APEC’s existing activities already contribute in some way to the objective of closing institutional distances. However, APEC can reinterpret its mission to explicitly focus activities on facilitating global clusters, and in this way fulfill its ‘Three Pillars’ mandate. 
Furthermore, APEC can make a unique and effective contribution to closing institutional distances, vis-à-vis other international organizations, by tapping its unique network of state and private actors and its strength in organizing dialogue within and between both sectors. APEC business leaders should focus on examining the institutional distance that exist between economies and use this as an organizing framework for prioritizing reforms in APEC economies. 
By pursuing such a mission, APEC can make Asia Pacific the cradle for the next economic transformation and the next trade boom, thereby benefiting the lives of billions who call this region home. 
Appendix 1

Known as APEC's 'Three Pillars', APEC focuses on three key areas:

· Trade and Investment Liberalisation

· Business Facilitation 

· Economic and Technical Cooperation

Trade and Investment Liberalisation 
Trade and Investment Liberalisation reduces and eventually eliminates tariff and non-tariff barriers to trade and investment. Protectionism is expensive because it raises prices for goods and services. Thus, Trade and Investment Liberation focuses on opening markets to increase trade and investment among economies, resulting in economic growth for APEC Member Economies and increased standards of living for all. This goal is also now furthered by APEC's Regional Economic Integration agenda, which includes work on model measures for bilateral and regional trade agreements and an examination of the prospects for a Free Trade Area of the Asia-Pacific.

Business Facilitation
Business Facilitation focuses on reducing the costs of business transactions, improving access to trade information and aligning policy and business strategies to facilitate growth, and free and open trade. Essentially, Business Facilitation helps importers and exporters in Asia Pacific meet and conduct business more efficiently, thus reducing costs of production and leading to increased trade, cheaper goods and services and more employment opportunities due to an expanded economy. APEC's Structural Reform agenda addresses this area: it focuses on reforming domestic policies and institutions that adversely affect the operation of markets, and the capacity of businesses to access markets and to operate efficiently.

Economic and Technical Cooperation (ECOTECH)
ECOTECH is dedicated to providing training and cooperation to build capacities in all APEC Member Economies to take advantage of global trade. This area builds capacity at the institutional and personal level to assist APEC Member Economies and its people gain the necessary skills to meet their economic potential.

(Source: http://www.apec.org/apec/about_apec/scope_of_work.html) 
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� For a discussion on institutions directly relevant to business, see Khanna (2005).


� For a discussion of all these different aspects of distances and their impact on international business, see Ghemawat (2007), Kogut and Singh (1988) or Kostova and Roth, (2002). Ghemawat describes ‘distance’ as Cultural, Administrative, Geographic and Economic (CAGE).


� For other suggested areas to look at, refer to Khanna, Palepu and Sinha (2004). 
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