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Foreword

Globalisation is changing the world’s economic landscape and the way we live
our lives. While globalisation, and the arguments that surround it, have ebbed
and flowed for centuries, the wave of globalisation we are currently
experiencing is unique in terms of the speed and intensity of the political,
economic, social and technological forces that have collided to create it. It has
unleashed a renewed wave of people, commerce and capital throughout the
global economy and has powered the creation and transformation of markets,
jobs and industries across the world, at ever increasing speeds.

This paper sets out how firms across the UK economy are taking advantage of
the opportunities provided by globalisation in terms of new, rapidly-growing
markets for producers and investors. It describes how many firms are
successfully responding to the challenge of low-wage competition by investing
in innovation and skills in order to move up the value chain into more
specialised, high-quality goods and services.

The constant change that globalisation brings can create anxiety and
uncertainty, as new technologies and methods of working appear to destroy jobs
and skills almost overnight. The Government understands that this can be
challenging and daunting to workers who have to cope with a changing work
environment and need to develop new skills. However, these are not reasons to
turn our back on trade and revert to protectionist measures; the lesson of the
first half of the twentieth century is that responding to economic uncertainty
through protectionism only serves to undermine the process of innovation and
economic growth, putting more pressure on jobs and living standards. The
Government has an important role to play in helping people to cope and to
adjust to the changes brought by globalisation.

BERR’s role is to work with businesses to enable them to succeed in this
changing environment and help ensure that the benefits of globalisation are felt
as widely as possible and across all regions. Key to this is ensuring that
individuals develop the skills to enable them to adapt and prosper whatever
future globalisation brings. For this reason the Government has set the UK the
ambition of being the world leader in skills by 2020. BERR is working as the voice
for business to ensure the concerns of business are understood throughout
Government on other priority areas such as planning, transport, innovation and
taxation. At the same time we remain committed to working with international
partners to open up trade and create opportunities for business both within the
EU and beyond.

O bz,

The Rt. Hon. John Hutton, Secretary of State for Business, Enterprise and
Regulatory Reform, February 2008.



Globalisation and the changing UK economy

PRODUCTIVITY-IMPROVING TECHNOLOGICAL PROGRESS HAS CHANGED THE
COMPOSITION OF MOST ADVANCED ECONOMIES’ OUTPUT AND EMPLOYMENT

Productivity-improving technological improvements have impacted on some
developed countries’ sectors (i.e., manufacturing) more than others (i.e.,
personal services). This matters because it can be shown that, under certain
assumptions, sectors which experience more rapid gains in productivity will
experience a fall in the relative price of their products, where price is determined
by marginal cost. Crucially, if the ensuing increase in demand is not sufficient to
fully offset this fall in price the total value of output (i.e., price multiplied by
quantity demanded) will fall and the sector’s share of total economy-wide output
measured in current prices will decline. This is the so-called Baumol effect,
identified by William Baumol in the late 1960s.°

Relatively higher technology-driven productivity growth in developed
economies’ manufacturing sectors compared to some service sectors, notably
the personal services sector, has led to a decline in the price of manufactures
relative to services, and a decline in the manufacturing sector’s share of total
output measured in current prices in almost all developed economies. This
phenomenon is illustrated in Figure 1.6 below. In several cases, these changes
have been accompanied by more-or-less equal and opposite growth in the share
of total output measured in current prices accounted for by the services sector.

Figure 1.6: Manufacturing’s share of total output
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Figure 1.7: International output comparisons
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Source: BERR calculations based on FCO/IMF modelling.

Notwithstanding, according to an IMF/FCO model, recent trends look set to
continue for some time to come. In particular, Chinese output (and China’s share
of total global output) is set to increase markedly through to 2020, as Figure 1.7
shows.

The continued rise of developing economies on the world stage will provide
substantial potential opportunities for already developed economies — with,
amongst other things, new markets for their exporters and investors. But the
continued rise of these developing economies will also increase the pressure on
energy resources, with developing economies expected to account for half of
world energy demand by 2012. The continued rise of these developing
economies will also increase the pressures on the environment, notably through
climate change. Meeting the challenge of climate change, including reducing
greenhouse gas emissions, is clearly integral to how we manage internationally
the ongoing process of globalisation.
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2. The changing UK
economy

Chapter 1 examined the drivers of globalisation and how they are acting as
forces for change in the global economy. This section considers how the UK
economy has been changing in recent years, in response to both developments
in the global economy and domestic forces such as population ageing and rising
incomes.

The chapter discusses how the UK economy has been able to take advantage of
technological developments which have made many services increasingly
tradable and how the UK has become a world leader in the growing export
markets for many financial and business services.

While, in common with many OECD economies, the UK has seen a fall in the
share of output accounted for by manufacturing, this headline figure hides the
transformation that much of the sector has gone through in recent years in
response to both technological improvements and the emergence of China and
India into the global economy. Case studies of the electronics and automotive
sectors help shed light on the changing role of the UK within increasingly global
supply chains.

We highlight the importance of increasing investment in intangibles such as
R&D, design and training, which also lies behind changes in both the
manufacturing and service sectors.

2.1 Changes in output and employment shares

The UK economy has continued its long-term structural change during the past
ten years with, broadly speaking, a continuing shift in terms of the shares of
output and employment from manufacturing towards services (although the
shift away from manufacturing is more moderate in output terms than in
employment terms). As Table 2.1 illustrates, the growing prominence of services
is underlined by the growing share of output and employment accounted for by
the wholesale and retail trade, financial intermediation, health and social work,
education, other social and personal services, and hotels and restaurants.

13
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Table 2.1: Changes in sector shares of output - broad industry sectors

Output (GVA) share (%) Ppt change in

Real estate, renting and business services 24.8 19.1 5.7
Manufacturing 13.2 21.1 -7.9
Wholesale and retail trade 12.1 11.6 0.5
Financial intermediation (excl. FISIM) 9.4 6.5 2.9
FISIM 5.0 3.3 1.7
Health and social work 7.3 6.4 0.9
Transport, storage and communications 7.2 7.8 -0.6
Construction 5.7 5.1 0.6
Education 5.6 5.4 0.2
Other social and personal services 5.4 4.3 1.1
Public administration and defence 5.1 5.8 -0.7
Hotels and restaurants 3.1 2.7 0.4
Mining and quarrying 2.4 2.9 -0.4
Electricity, gas and water 2.7 23 0.4
Agriculture, forestry and fishing 0.9 1.8 -0.8

Source: ONS Blue Book (including experimental output statistics). Note: FISIM = Financial intermediation services,
independently measured.

Growth in real estate, renting and business services, which increased its output
share by b.7 percentage points over the period 1996-2006, has been central to
growth in services. In turn, growth in business services has been central to
growth in the broader real estate, renting and business services sector, as Table
2.2 shows. Business services include a diverse range of activities, from the
creative and technical, such as advertising, legal services and computing, to
industrial cleaning and call centres. In the past two decades business services
have doubled their share of GDP from 7 to 14 per cent, and account for almost
1.7 million jobs more jobs than previously.

14
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Table 2.2: Real estate, renting and business service sub-sectors

Output (GVA) share (%) Ppt change in

Real estate, renting and business Services 24.8 19.1 5.7
Of which: Business services 14.8 9.2 5.7
Of which: Computer related 3.2 1.5 1.6
Research and development 0.5 0.3 0.2

Other business activities 11.1 7.3 3.8

Source: ONS Blue Book (including experimental output statistics).
In line with the falling share of manufacturing in total output, almost all

manufacturing sub-sectors (the exception being wood and wood products) saw
their shares of total UK output decline over the same period, as shown below.

Table 2.3: Changes in sector shares of output - manufacturing in detail

Output (GVA) share (%) Ppt change in

share of output

Food, beverages and tobacco 2.0 2.9 -0.9
Textiles and textile products 0.3 1.0 -0.7
Leather and leather products 0.0 0.1 -0.1
Wood and wood products 0.3 0.3 0.0
Pulp, paper and paper products 1.7 2.6 -1.0
Coke, petroleum and nuclear fuel 0.2 0.4 -0.1
Chemicals and man-made fibres 1.5 2.3 -0.8
Rubber and plastic products 0.8 1.0 -0.3
Non-metal mineral products 0.5 0.8 -0.2
Basic metals and metal products 1.4 2.4 -0.9
Machinery and equipment n.e.c. 1.1 1.8 -0.7
Electrical and optical equipment 1.3 2.6 -1.4
Transport equipment 1.4 2.1 -0.6
Manufacturing n.e.c. 0.6 0.8 -0.2

Source: ONS Blue Book. Note: ‘n.e.c.” = not elsewhere classified.
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2.2 Export performance

Table 2.4 illustrates how the UK has benefited in terms of higher exports from
the rapid growth in world trade outlined in chapter 1. The UK has seen
impressive growth in many service sector exports. Financial services and other
business services in particular have become significant contributors to overall
UK export volumes in recent years. While other countries have also benefited
from the technological changes that have allowed increased trade in services,
UK performance has been particularly strong. According to the IMF, the UK was
responsible for 8.7 per cent of service exports in 2004, compared with Germany'’s
6.6 per cent share and France’s 5.1 per cent share. The UK is the global market
leader in financial services exports (24.4 per cent of world exports) and computer
services (13.7 per cent of world exports).

Table 2.4: Growth in goods and services sector exports

DOC owth Pe entage nare o nange In Nadre

1996-2006 total exports 2006 of total exports
(%) (%) 1996-2006 (%)

Computer and information Services 495 1.8 1.3
Communications services 303 1.2 0.7
Construction services 280 0.2 0.1
Financial services 246 7.7 4.0
Non-oil fuels 224 0.6 0.3
Personal, cultural and recreational Services 162 0.5 0.3
Other business services 151 9.4 3.2
Oil 112 6.3 1.4
Basic materials 76 1.3 0.1
Royalties and license fees 74 2.0 0.1
Government services 62 0.6 0.0
Transportation services 53 4.5 -0.3
Finished manufactured
goods 46 37.2 -4.7
Semi-manufactured goods 44 17.6 -2.5
Travel services 34 5.0 -1.1
Insurance services 33 1.0 -0.2
Food, beverages, tobacco -2 3.0 -2.0
Unspecified goods -33 0.4 -0.5
Total services 115 33.7 8.0
Total goods 47 66.3 -8.0

Source: ONS Pink Book.
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It is also noticeable that export volumes increased significantly in recent years in
many goods sectors. An examination of commodity exports at a more detailed
level shows that the UK has a strong trade record in a number of smaller, more
specialised manufacturing sectors. These tend to be sectors providing low
volume, high-technology, specialised or innovative products which may be
tailored to a specific consumer need. Examples include cultural items (art and
printed materials), pharmaceuticals, aircraft components, certain chemicals
(particularly pharmaceutical) and instruments.

Europe remains the most important market for UK exporters, accounting for 56
per cent of total trade and 63 per cent of British goods exports in 2006. The
average value of goods exported per firm is higher for EU exports (£4.9m) than
for non-EU exports (£1.0m).2 However, the great majority of exporters trade with
non-EU markets. Of the approximately 70,000 UK firms who exported goods in
2007, 65,100 exported outside the EU, and 16,700 within the EU® (some firms
export both within and outside the EU, hence these do not sum to the total).

Studies suggest that exporting has a positive effect on the UK economy.
Exporters and MNEs tend to have above average productivity, and as they
expand, average UK productivity rises. Exporting also acts as a stimulus to
competition, which encourages innovation and drives up productivity. Analysis
of the Community Innovation Survey (CIS4) indicates that exporters tend to be
more active in R&D than other firms: approximately 26 per cent of UK
establishments export but when only manufacturing firms which are R&D active
are considered, this rises to 72 per cent.” Other positive effects on UK
productivity from exporting arise from increased access to new ideas and
technologies and exposure to superior organisational skills which may be direct
through exposure to overseas markets or inward investors or indirect via
knowledge spillovers.

Although there are benefits from participating in international markets, barriers
exist to doing so and Government support aims to assist firms in overcoming
them. Analysis suggests that such support is best focused on: strengthening
social networks which underpin international trade and investment flows;
providing access to information and advice which the private sector alone will
not or cannot provide both to inward investors and UK firms seeking to export;
and strengthening the internationalisation capabilities of innovative and high-
growth businesses which would not otherwise fulfill their potential without
exploiting overseas opportunities.™

A sub-set of SMEs, referred to as ‘born globals’ fall into this group of firms.
These firms tend to be knowledge-intensive or knowledge-based and their

8 HMRC UK Regional Trade in Goods Statistics, 2007Q3 (data for 2007 is provisional).
HMRC UK Regional Trade in Goods Statistics, 2007Q3 (data for 2007 is provisional).
10 Harris, R. and Cher Li, Q. (2006).

11 DTI Economics Paper No 18 sets out in more detail the economic benefits for the UK of increased international trade
and investment, the evidence on market failure and the cost-effectiveness of Government intervention.
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products are so specialised that there is a limited domestic market for them.
They thus have to target the global market to obtain sufficient scale to benefit
from R&D and innovation.”” These young and innovative SME exporters
contribute crucially to the flexibility which allows the economy to respond to
economic shocks and changes to the UK’s comparative advantage. In time, some
of these dynamic SMEs and ‘born globals’ of today will become the large firms
in profitable mature sectors of the future.

2.3 Explaining the changing shape of the UK economy

CLASSIFICATION AND OUTSOURCING

Part of the shift in the value added shares fromm manufacturing to services is due
to measurement difficulties. Increasingly, firms do not consider themselves to be
in ‘services’ or ‘manufacturing’ but providing solutions for customers that
involve a combination of products and services. Manufacturing firms often
provide both a physical product and an accompanying or complementary
service. Similarly, service industries and functions are becoming more
industrialised due to technological developments (e.g., ICT). The question is how
firms that are changing their orientation report their business activity to the
Office for National Statistics (ONS). If a firm that was previously focused
primarily on manufacturing but had a small but significant service activity (e.g.,
a small retailing presence) chose to focus solely on services and changes its
reporting from wholly manufacturing to wholly services then the official
statistics would overstate the switch away from manufacturing. While ONS
attempt to overcome such problems by allowing reporting units below the level
of the firm, there remains some uncertainty around the data. BERR analysis
shows that between 1998 and 2006 firms switching classification from
manufacturers to service providers accounted for 120,000 jobs more than those
firms switching the other way. This figure, which accounts for around 10 per cent
of the fall in manufacturing employment during the period, represents an upper
bound for the number manufacturing job losses which might be overstated by
official statistics due to reclassification issues.

In addition to reclassification, there is a second, related, issue around
manufacturing outsourcing service activities (such as cleaning) that would
previously have been carried out in-house. However, while research suggests
outsourcing of this nature has been an important trend in the UK, evidence
suggests that most outsourcing from manufacturing to services took place
between 1984 and 1990, prior to the period under consideration.™

12 Harris, R. and Cher Li, Q. (2007).
13 For example, Abramovsky, L. and Griffiths, R. (2007).
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CHANGING RELATIVE PRICES

The shift towards services also reflects the decline in the average price of
manufactured goods relative to services (Figure 2.1). This shift in relative prices
has occurred both as a result of global improvements in manufacturing
productivity driven by improvements in technology and related investment and
as a result of the increased involvement of low-wage economies in
manufacturing rather than tradable services.” As Figure 2.2 shows, the real
(constant price) output of UK manufacturing (the value of output measured in
1996 prices) has actually increased over the last 10 years. As discussed in
chapter 1, there has been a trend towards manufacturing falling as a share of
overall output in nearly all OECD economies over the last 10 years.

Figure 2.1: Changing relative services and goods prices, Jan 1996=100
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14  This phenomenon of falling manufacturing relative prices is also driving the improvement in the terms of trade the
UK has observed in recent years.
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Figure 2.2: Index of constant price manufacturing sector output over
the period 1996-2006 (1996=100)
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CHANGING DOMESTIC DEMAND

Changes in domestic demand also have an important part to play in explaining
the ongoing changes in the structure of the UK economy. Key features of the
twentieth century were rising real incomes and increasing leisure time.
Spending on consumer durables, travel and communications have grown
significantly in the recent past, with spending on recreation and culture
increasing by 683 per cent between 1971 and 2004 - including a 540 per cent
increase in foreign holidays taken by UK residents. Thus, the shift towards
sectors such as hotel and restaurants, personal services and retailing observed
in Table 2.1 can be viewed as part of this continuing trend.

Looking forwards, population ageing, alongside rising real incomes, is likely to
have a significant impact on demand for certain goods and services. Purely
taking into account the changing age distribution of the UK population and the
different patterns of consumption undertaken by people of different ages, there
will be an increase in demand for housing, energy and health. At the same time,
there will be a significant fall in demand for education and more moderate falls
in demand for entertainment — although rising incomes are likely to offset falls
in demand for the latter two categories driven by demographics.

Both the UK and the global economy are likely to see rising demand for
environmental goods and services (EGS) in the coming years due to both
increased demand for environmental standards arising from growing real
incomes and a growing international consensus regarding the economic case
for action to reduce carbon emissions in response to climate change.
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BERR and DEFRA estimate™ that the UK EGS market will grow by 42 per cent
between 2005 and 2010, rising in value from £25bn to £34bn over the period.
By 2015, the ESG market is expected to be worth £46bn. The sector is expected
to increase from 2.0 per cent of GVA in 2005 to 3.8 per cent of 2005 GVA by 2015.
Particular sub-sectors driving this growth are expected to be energy
management (£2bn in 1995, rising to £7bn by 2015), renewable energy (E1bn,
rising to £8bn) and waste management (£8bn in 1995, rising to £17bn by 2015).

Global demand for environmental services is also expected to grow over the
coming years, with BERR and DEFRA estimating that the global market will grow
by approximately 33 per cent between 2005 and 2015 (from $600bn in 2005 to
just under $800bn by 2015). Opportunities exist in many of the new EU Member
States, as well as emerging markets, in basic environmental infrastructures,
such as water supply and waste management as these countries either continue
to industrialise or need to clean up the legacy of previous industrialisation.

INCREASING TRADE OPENNESS AND THE CHANGING UK ECONOMY

While measurement difficulties around reclassification and outsourcing,
technology-driven changes in relative prices and changing domestic demand all
play a part in explaining the changing structure of the UK economy, the changes
in the UK economy have undoubtedly come in response, at least in part, to the
changing global economy.

As described in chapter 1, increasingly global value chains allow intermediate
products to be sourced from abroad, leading to increased exports and imports
of both intermediate inputs and final outputs. Such activity, whereby firms trade
internationally within the supply chain, is often referred to as offshoring, and the
extent to which it has affected a couple of leading UK sectors is considered in
detail in Box 1. However, the fact that non-energy imported intermediate inputs
as a share of total non-energy intermediate inputs was stable for the UK between
1995 and 2000, as shown in Figure 1.5 in chapter 1 suggests that the increase in
offshoring has been limited and/or a very recent phenomenon. This, despite the
strong evidence that increased outsourcing (domestic trade in intermediates)
has taken place in the UK, with intermediate consumption within manufacturing
industries in the UK increasing by almost 40 per cent between 1992 and 2004.
The greatest proportion of these intermediate inputs come from the
manufacturing sector itself — highlighting how production processes are
becoming increasingly fragmented.

Since 2000 there has been concern at a developing trend for service jobs to
move offshore. However, whilst the pace of service offshoring has increased
since 2000, evidence suggests that the number of jobs being moved as a result
of restructuring™ or offshoring has been limited. Even in the occupations
regarded as most vulnerable to offshoring — IT and contact centres —

15 DTI/DEFRA (2006).
16 Ridiger, K. (2007).
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employment growth over the period 2001 to 2004 was three times the overall UK
employment growth.”

There are reasons for expecting service offshoring to increase in the future.
Whilst manufacturing offshoring is relatively mature, service offshoring is still a
recent development. As with manufacturing, service providers are likely to
continue to extend their use of global value chains to increase their efficiency.
But there is likely to be a limit to this process. The costs and benefits of
offshoring can be finely balanced and many employers are likely to seek to retain
jobs onshore, especially as the cost of offshore locations rises. Many activities,
requiring a wide range of skills and capabilities, either must be or are best
delivered locally.

Whilst it is sometimes assumed that offshoring has a negative impact on the
economy, the potential impact of offshoring on domestic employment and
economic activity is uncertain. Jobs that move overseas are lost. But, the net
impact depends on how quickly people adjust and find new jobs and whether
offshoring firms expand their home employment as a result of their improved
efficiency. Analysis so far suggests that offshoring hasn’t had a negative impact
on overall UK employment.” Studies also show no clear pattern as to how
offshoring affects productivity, with much depending on both sector and firm-
specific characteristics.™

The UK has also been a beneficiary of offshoring by overseas companies. In
2006, the UK was the second-largest recipient of FDI inflows globally and is a
substantial exporter of the services — business, financial, computing, information
and communications — that are most frequently offshored.

A wider academic debate remains ongoing regarding the relative importance of
increased trade and improvements in technology in explaining the decline in the
share of manufacturing in many OECD economies. The seminal paper in
disentangling the impact of trade from ‘internal factors’ was Rowthorn and Wells
(1987), later updated in Rowthorn and Ramaswamy (1999), and Boulhol and
Fontagné (2007). Their main result was that trade with developing countries was
responsible for less than a fifth of the relative decline of manufacturing
employment in the advanced economies (confirmed by Boulhol and Fontagné).
Similarly, Hine and Wright (1998) found a limited impact of imports on UK
employment: around 6 per cent of job losses in the manufacturing sector over
an earlier period (1981-91).

Whether as a result of increased trade or improvements in technology, it is
undoubtedly the case that UK companies, particularly those engaged in

1 Heckley, G. (2005).
18 Hijzen, A. and Swaim, P. (2007).
19 Olsen, K. (2006).

~
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relatively high-volume, low-skilled activities, have had to adapt and respond in
recent years in order to remain competitive and take advantage of the
opportunities created by globalisation, namely larger export markets, cheaper
inputs, and improved access to technology.

Within manufacturing, there have been tremendous efforts to shift towards
high-technology, high-skilled areas where low-wage economies are less able to
compete. While the overall fall in manufacturing employment has been well
documented, within the sector, there has been a shift towards higher-skilled
occupations. Figure 2.3 shows that the majority of job losses have occurred
amongst production occupations, with higher-skilled occupations, including
R&D and development, professional support and logistics and distribution,
consequently now representing a much larger proportion of employment (R&D
and development employment actually increased in absolute terms between
1994 and 2006).

Figure 2.3: Occupational activity of workers in manufacturing, (000s)
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Source: ONS Labour Force Survey, 4 quarter averages.

Similarly, as Table 2.5 shows, qualifications data also point to considerable
upskilling, with an increasing share of those working in the sector now holding
NVQ3 qualifications and the number of employees with degrees almost
doubling between 1994 and 2006.
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Table 2.5: Qualifications of those employed in the UK manufacturing
sector

Proportion with NVQ level Proportion with degree

3 qualifications and above (%) or equivalent qualifications (%)

Production; support services, trades;
Logistics and distribution 42.0 48.0 4.8 8.7

R&D, development; support services,
professional; Sales and marketing 55.1 64.1 19.8 31.7

All employed in manufacturing 455 53.4 8.9 16.4

Source: ONS, Labour force survey, 4 quarter averages.

The picture of manufacturing increasingly focusing on more specialised, higher
value added areas, serving a more fragmented, global supply chain, is illustrated
by case studies of the UK electronics and automotive industries (Box 1). The case
studies consider how the industries have adapted to remain competitive in the
new global supply chain through, for example, focusing on areas such as
product development, design and systems integration, drawing on the UK’s
world-class academic research base.

BOX 1: CASE STUDIES - THE UK’'S ELECTRONICS AND AUTOMOTIVE
INDUSTRIES

The restructuring of the UK’s electronics and automotive industries in recent
years helps illustrate how UK industry is continuing to respond to the
challenges and opportunities of globalisation.

The UK electronics manufacturing industry®, despite experiencing a decline
in output since the peak of the global ICT boom in 2000, remains the fifth-
largest in the world, accounting for 7 per cent of manufacturing GVA in 2006,
and 6 per cent of manufacturing employment. Similarly, the UK’s automotive
sector continues to employ around 180,000 people and accounted for 6 per
cent of manufacturing GVA in 2006. Both sectors have transformed
themselves in recent years in order to command a place in a global value
chain which has been increasingly influenced by both the entry of low-wage
competition and technological change which has changed the nature of the
production process and facilitated the fragmentation of the supply chain.

The global electronics sector, in particular, has been transformed by the
increased separation of activities into modules which, in turn, has been made
possible by rapid progress in standardisation, and in the development of
interfaces for both production stages and components, based upon common
protocols. The outsourcing to low-wage economies of electronic hardware,
particularly components, is especially attractive given the high value-to-bulk
ratios for these goods.

20 As defined by Standard Industry Classification (SIC) codes 30 (office equipment & computers), 32 (components), 33
(instrumentation).
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The ability to standardise has given rise to the growth of specialist electronic
manufacturing services (EMS)?' firms who increasingly manufacture on behalf
of so-called original equipment manufacturers (OEMs) such as IBM, Hewlett
Packard and Ericsson. Such contracting out allows OEMs to focus on high
value added activities such as design and marketing, while the EMS firms,
who often supply to numerous competing OEMs, can exploit huge global
economies of scale which have facilitated continuing productivity
improvements and falling global prices for semiconductors and circuit boards.

In response to these forces, the UK electronics industry has increasingly
focused on the product development, design, systems integration and
process control stages of the supply chain, supported by a world-class
academic research base. The UK accounts for over 40 per cent of Europe’s
independent electronic design by turnover, with many small, innovation-
intense companies, some of which have global reputations in their niches.
Alongside this, the UK has continued to prosper in low volume, high skill,
bespoke areas, for example the scientific and precision engineering sector,
where specialised technologies and highly bespoke products, often
customised to small local markets, mean that pressures towards vertical
integration and restructuring have not been so prevalent. Finally, supply
chain disintegration has led to an increased role for global logistics
operations, including localisation (which ensures the product is customised
and packaged to meet local requirements), inventory control and distribution,
with the UK playing a particularly active role.

The auto industry is the historical leader in terms of the development of a
highly detailed division of labour, process efficiency, outsourcing, and supply
chain restructuring.

As in the electronics sector, modularisation has played a key role in reducing
complexity and facilitating supply chain restructuring in auto manufacturing.
Global supply chains have evolved whereby vehicle manufacturers (OEMs)
tend to focus on product development and design, assembly and marketing
while buying in raw materials, a high proportion of components, sub-
assemblies and systems, specialist electronic technologies, and design and
engineering services. Vehicle manufacturers tend to be supplied by a three
tier supply chain:

Tier 1 firms supply whole systems directly to OEMs. They design and
manufacture complex systems and modules such as powertrain, interiors
and bodywork and can integrate a wide range of products and services
including R&D and product development.

Tier 2 firms, on the other hand, supply minor sub-assembly components or
support services to tier 1 suppliers or OEMs.

Also known as Contract Manufacturing Services (CMS) companies.
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Tier 3 firms supply raw materials, generic components and services usually
to higher tier firms. Some tier 3 firms, such as materials suppliers, can be
large multi-nationals, while others, including component suppliers, tend to be
smaller local operations.

Within this framework, first tier suppliers no longer just supply components
and sub-systems, but have increasingly become partners in the innovation
and production processes of vehicle manufacturers, carrying out about half
of all auto R&D activity in leading auto manufacturing countries. OEMs
recognise that they do not necessarily have all the knowledge and expertise
needed to construct modern cars on their own.

But developments in the auto supply chain have not had as radical
implications in terms of vertical integration as for the electronics industry.
This is in part because labour costs are not a predominant component of cost
in this highly capital-intensive industry. Even where low cost economies do
enjoy absolute cost advantages, relatively high transport costs as a
proportion of production costs may mean these advantages do not translate
into increased trade between regions. Moreover, the functionality of
electronic products is largely delivered via electronic technology, whereas a
car has to integrate diverse components and fundamentally different
technologies. Innovation in vehicle design is increasingly dependent on
electronics and software control systems, which have to be integrated with
mechanical components.

Within the UK, more than 40 companies manufacture vehicles, ranging from
volume car and van makers, to specialist niche players manufacturing high
value and luxury vehicles. In addition, there are over 2,600 companies
involved to some extent in the supply chain. While overall employment in the
UK automotive industry has fallen in recent years, in line with many OECD
economies, there are many positive stories regarding the UK auto sector’s
response to globalisation. For example, Ford now sources 25 per cent of its
global engine requirement from the UK, with its Dagenham site now its
global diesel engine centre of excellence. Elsewhere, Nissan Sunderland’s
plant has become Europe’s most productive car plant, while Toyota
(Burnaston) and Honda (Swindon) are also in Europe’s top 10 most
productive car factories. The UK’s volume truck builder, Leyland Trucks,
operates one of Europe’s largest and most advanced plants at Leyland.

The growth in the production and export of knowledge-intensive services is
related to the ongoing transformation in manufacturing, discussed above. The
Work Foundation argue that manufacturing is itself responsible for our success
in exporting knowledge services, with the manufacturing sector generating
additional technical business services, royalties and licenses and trade-related
jobs.?

22 Brinkley, I. (2007).
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Thus the expansion of the UK's service sector has risen not solely through
domestic demand, but through a focus on tradable, knowledge-intensive
services in which low-wage economies with less skilled labour are unable to
compete. Figure 2.4 shows that the UK has a greater proportion of value added
arising from knowledge-intensive services (or high-growth services as the OECD
describes them) than any other major OECD economy except the US.

Figure 2.4: The sectoral composition of output (% of total value
added, 2003)
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Knowledge-intensive services go hand-in-hand with increased innovation in
services. The latest data from the Community Innovation Survey suggests that
business service firms have a high proportion of innovation active firms — over
60 per cent (Figure 2.5), only slightly lower than in engineering-based
manufacturing. Business services are particularly strong service and process
innovators and also score highly as ‘wider innovators’, which includes firms who
have made major changes in management practices, business structure,
organisation or marketing strategy.
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Figure 2.5: Types of innovation activity by business service firms,
2005
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Both manufacturing and services have benefited from an increase in ‘intangible
investment’ in recent years. The phrase refers to a wide range of entities under
three broad headings: computerised information (software and databases),
innovation-related assets (including research and development in natural and
social science, mineral exploration and design) and ‘economic competences’
such as brand-building, firm-provided training and management consulting.

Research® suggests that intangible investment has increased rapidly in the UK
over the last few decades, both as a proportion of overall output and in relation
to tangible investment. Figure 2.6 shows the growing importance of intangible
investment in the economy, rising from around 6 per cent of output in the 1970s
to 13 per cent in 2004, in which time some £130.8bn was invested in intangibles.
This was more than 1.2 times the spend on tangible investment, up from 0.4
times the spend on tangible investment back in 1970.

23 Marrano, M., Haskel, J. and Wallis, G. (2007).
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Figure 2.6: Intangible investment as a percentage of output
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According to the OECD, thanks to the change in the orientation of the UK
economy in the late 1970s and early 1980s towards more skilled and innovative
areas, by the mid-1990s the UK had already developed a specialisation in sectors
that were less exposed to competition from emerging low-wage economies.
They calculate that the UK’s specialisation? is negatively correlated with that of
the dynamic Asian economies, implying little head-to-head competition, with
globalisation ‘more an opportunity than a threat’. In short, the UK’s pattern of
economic specialisation seems to have already been poised to benefit from
globalisation, according to the OECD.

THE ROLE OF FDI AND MIGRATION IN DRIVING UK PRODUCTIVITY GROWTH
AND COMPETITIVENESS

Alongside increased openness to goods and services trade, increased capital
flows (particularly FDI) and changes in the nature of migration into the UK have
both played important roles in shaping the UK economy and helping to raise
productivity and competitiveness.

The UK continues to be an attractive destination for inward investment. Figure 2.7
shows that while flows into the UK fell following the end of the dot-com boom at
the start of the century, they have since recovered. The US remains by far the
single most important source of inward investment, although its share of inward
investment has fallen over the past 10 years. The EU25’s share over this period
has risen, to over 50 per cent in 2006, highlighting its importance as a source of
FDI. In 2006, the UK was the second only to the US in terms of FDI inflows.

24  Calculated as revealed symmetric comparative advantage.
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Figure 2.7: Flow of net inward FDI in UK*
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In terms of MNE activity, in manufacturing, 35 per cent of turnover is attributable
to foreign owned firms — the second-highest share amongst the G7 economies.®
The proportion of workers employed by foreign MNEs is approximately 20 per
cent in manufacturing. Within services, the figure is under 10 per cent, although
there is a substantial spread of results. MNE activity is particularly high in the
wholesale and retail trade, with approximately 30 per cent of employees working
for foreign MNEs.

There is a growing literature supporting the notion that FDI and engagement
with MNEs has played an important part in raising UK productivity in recent
years. FDI can positively impact on productivity in the host firm and economy by
transferring technology, skills, managerial know-how, and innovation, by
providing access to international markets, and by stimulating domestic
investment and competition and enabling capital formation that would not
otherwise have been possible. Bloom et al. (2007)¥ find empirical evidence that
being taken over by a US multinational increases information technology
productivity within firms, whilst Blomstrom et al. (1991)® conclude from a
literature review that there is evidence of substantial spillovers from FDI both
within and between industries.

25 Defined as the change in inward investment in the UK from one year to the next. Negative values arise when flows
of previous FDI leaving a given country are greater than new FDI flows entering the same country.

26 OECD (2005b).
27 Bloom, N., Sadun, R. and van Reenen, J. (2007).
28 Bloomstrom, M. (1991).
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The existence of MNEs can positively affect productivity as they have a greater
propensity to invest in R&D activity, which drives innovation through the
development of superior technologies and products. Furthermore, the presence
of foreign multinational firms can facilitate technological transfers and spillovers
of best practice to domestic firms, whilst also promoting competition.

Recent OECD estimates® show that the productivity growth of manufacturing
MNEs in the UK was more than 6 per cent greater than that of their domestic
counterparts between 1995 and 2001, consistent with the notion of higher R&D
investment. Furthermore, the contribution of foreign firms to manufacturing
productivity growth was large compared to other economies.®* These findings
are consistent with results from Griffith et al. (2004),* which suggest that foreign
owned multinationals are on average more productive than UK based firms.

As well as having higher productivity growth, OECD estimates suggests that
foreign firms have higher levels of productivity than domestic counterparts —
consistent with the use of superior technologies. For example, Criscuolo (2005)%*
finds output per employee of foreign owned firms to be approximately three
times greater than output per employee in the total UK economy. Compared
with other countries, this analysis suggests that the productivity advantage is
particularly high in the UK, even after the industrial composition is taken into
account.

In recent years, the UK economy has also seen more international labour flows. UK
inward and outward long term migration have increased over the last decade
(Figure 2.8), with net migration also increasing. These trends have led to an
increase in the percentage of foreign born workers in the working age population,
which reached 12.5 per cent in 2006, up from 7.4 per cent a decade ago.*

29 OECD (2007c).

30 Third-largest of countries in survey, behind Czech Republic and Sweden, and significantly higher than in the US.
31 Griffith, R., Redding, S. and Simpson, H. (2004).

32 Criscuolo, C. (2005).

33 As of August 2007. See Labour Market Statistics Report August 2007:
http://www.statistics.gov.uk/pdfdir/lmsuk0807.pdf. See also: Home Office and Department for Work and Pensions
(2007).
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Figure 2.8: UK international migration mid 1996 - mid 2006
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Immigration has the potential to impact upon economic growth and productivity
in the UK. Estimates from HM Treasury suggest that migration added 0.5 per
cent to the working age population and, therefore, supported growth to the
value of around £6bn between Q3 2001 and mid-2006.* In terms of output per
head, wage estimates collated by DWP suggest that, on average, foreign born
workers contribute more to GDP than natives, earning £129 more per week.* The
short-run impact on productivity will depend upon the extent to which the
capital stock responds to the increasing labour supply.®** In the long-term,
migrant labour, either through reducing the cost of low-skilled labour for firms
or through providing access to additional higher skills, may increase the
attractiveness of the UK as an investment location. Relevant to this, ad-hoc
evidence collected by business organisations, including the Institute of Directors
and the British Chambers of Commerce, highlights the benefits arising from
skills, flexibility and work ethic that migrant workers bring.”

34 HMT (2005b). In a similar vein, NIESR (2006) estimated that since 1998 immigration had raised GDP by 3.1 per cent.

35 DWP calculations, based on the Labour Force Survey. Economic migrants are not homogeneous, however. That is,
(1) foreign-born wages are higher than those of natives, but (2) as the recent wave of A8 migration has shown much
depends on the relative skills mix, hence the wage differential between foreign-born and natives has narrowed
considerably in the past 6 years or so. This is largely due to A8’s going into low-skilled, low-paid jobs which
depresses significantly the average foreign-born wage.

36 Anincreased labour supply for a fixed capital stock would, everything else being equal, point to a fall in short-term
productivity.

37 See: Institute of Directors (2007) and the British Chambers of Commerce (2007).
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3. The policy response
to globalisation

3.1 Globalisation, trade openness and economic growth

The Government'’s central economic objective is to achieve high and stable rates
of economic growth and employment. As Box 2 discusses, trade openness and
globalisation have an important role to play in raising the long-run rate of growth
in the economy. Evidence suggests more open economies tend to grow faster.
Openness to trade strengthens the drivers of productivity by providing greater
opportunities to exploit economies of scale; by exposing the domestic economy
to greater competitive pressures; by rewarding innovation and providing access
to new technologies; and by increasing incentives for investment.

Alongside the benefits to economic growth, consumers are already benefiting
from globalisation through both the increased choice of goods and services
available and through lower prices of imports, for example, of consumer
electronics.

In addition to these effects, globalisation offers potential benefits to certain sub-
sets of the economy. For example, the creation of global supply chains could
increasingly enable specialised SMEs to compete more effectively by
performing specific operations in the supply chain. Their flexibility, nimbleness
and quality advantages may provide a competitive advantage over larger
competitors.

The positive impact of globalisation on the UK economy is noted in the OECD’s
UK Economic Survey, 2007. The OECD also commends the UK on its positive
approach to globalisation:

‘The United Kingdom’s good macroeconomic performance over the past
decade has been underpinned by a willingness to embrace the opportunities
offered by globalisation.™

38 OECD (2007c).
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BOX 2: RULES OF THE GAME - BENEFITS OF OPENNESS

To maximise the benefits from globalisation it is vital to have a free and fair
multilateral trading system to foster economic cooperation, international
trade and investment. The rules based trade system, initially embodied in the
GATT and now the WTO, provides a fair framework due to the principles of
most favoured nation (MFN) and national treatment that can benefit
developing as well as developed countries, whilst providing clarity and
certainty to businesses. It is important that this system is maintained and
extended through a successful Doha Development Agenda (DDA) to
capitalise on the benefits from further liberalisation.

While openness alone is not a sufficient condition for growth, sustainable growth
will not occur without it. This is supported by the trends in tariff levels and world
income — since 1945, the average industrial tariffs of developed countries have
fallen from nearly 40 per cent to less than 5 per cent. In this time, world exports
have risen by twenty-seven times and world income by eight times.

The Single Market demonstrates that openness and increased competitive
intensity generate significant economic gains. Recent European Commission
work estimates that a 1 per cent increase in the ‘openness’ of an economy
results in an increase of 0.6 per cent in labour productivity the following year.
One academic study (Meserlin, 2001) estimates that existing barriers to
external trade and investment (e.g., tariffs, quotas, restrictive standards)
could cost Europe’s consumers up to 7 per cent of EU GDP (Euro 600-700bn,
equivalent to over Euro 1,000 per European citizen) a year.

Work by the OECD suggests that a 10 percentage-point increase in trade
openness translates into an increase of around 4 per cent in per capita income.
Though such data should be treated with some caution they are nevertheless
indicative of the potential positive effect of openness on the economy.

According to the OECD, removing remaining trade barriers between the
EU and the US could bring permanent increases in per capita GDP of up to
3.5 per cent.

Dangers of protectionism

Protectionism is more likely to stifle rather than promote competitiveness.
Policies that insulate firms from global competitive forces, for example those
that misuse instruments intended for trade defence, represent a costly and
ineffective means of protecting jobs. Such action may be popular in the short
term, but it is likely to inhibit growth and limit prosperity in the longer term.
It tends to result in a narrower range of products and ultimately lower quality
goods and services, at higher prices for consumers, leading to less customer
choice and a reduction in welfare. In the longer term, free trade and increased
competition makes countries stronger, not weaker. Open economies boost
competitiveness and productivity, improve living standards, drive innovation,
sustain economic growth and keep prices low.
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However, whilst globalisation offers substantial opportunities, it also create
challenges for the UK economy. Globalisation puts UK firms and workers in
competition with those from across the globe and reinforces the need for UK
firms to continue to innovate and offer higher quality goods and service.

Against this backdrop of opportunities and challenges from globalisation, the
Government’s policy response can be seen as three fold:

e Firstly, in recognition of the potential benefits to be derived from
globalisation and greater openness, the UK is committed to reducing
international barriers to trade. At the same time, we need to work with
international partners to ensure that international institutions such as the IMF
are fully equipped to provide the necessary direction and support to the
ongoing process of globalisation.

e Secondly, the Government’s strategy of raising productivity through ensuring
macroeconomic stability and putting in place policies to strengthen the
productivity drivers (competition, investment, innovation, enterprise and
skills) will also work to ensure that UK business is best placed to take
advantage of the benefits of globalisation and compete effectively in
international markets. In an increasingly competitive global economy, there is
a renewed emphasis on having a world class risk-based regulatory regime
which finds the right balance in supporting both competitiveness and wider
objectives.

e Thirdly, to ensure the benefits of globalisation are felt as widely as possible,
the Government has a number of policies in place to help the UK economy
adapt to its changing role in the global economy, as well as to reduce regional
economic performance differences and to protect the most vulnerable
workers through targeted labour market interventions.

STRENGTHENING THE INTERNATIONAL INSTITUTIONS TO SUPPORT
GLOBALISATION AND INCREASING TRADE OPENNESS

Facing the challenges of globalisation the UK and EU recognise the need to
redouble our efforts to make the European Single Market work more efficiently
and to reach out to engage more effectively with the rest of the world as set out
in the Government’s recent ‘Global Europe’ paper.*

The Single Market has the potential to bring further improvements in EU
productivity. But, achieving this will require further integration and
strengthening of competition across a range of activities. The Services Directive,
which should start to open up the market for services across the EU following its
full implementation in 2009, is estimated to be capable of boosting UK GDP by
f£4-6bn per annum (BERR, 2007). Full liberalisation of network industries
(telecoms, postal services, energy and transport) has been estimated to be worth

39 BERR (2008). See also: www.berr.gov.uk/files/file44097.pdf
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potentially £562-66bn to consumers (Copenhagen Economics, 2007). Even in
areas such as goods where cross border trade is already high there is scope for
further improvement. Complete implementation of mutual recognition has been
estimated to have the potential to increase intra-EU trade in goods by 10 per
cent. Greater financial market integration could boost EU GDP by 1.1 per cent in
the long run (London Economics, 2002). A more efficient European patent
system would help translate European intellectual capital into business capital
and spur innovation. Entry into force of the London Agreement which will
reduce translation requirements is expected to save patent applicants Euro
200m per year (European Patent Office, 2006). A single Community-wide patent
could lead to savings of Euro 30,000 per patent over 10 years. Finally, the UK has
been instrumental in securing an agreement to cut EU administrative burdens by
25 per cent to ensure an appropriate level of regulation.

In addition to these there are a range of other areas where the UK has been
working to increase trading opportunities and to reduce trade barriers.
Specifically, the UK has pressed the EU to adopt a series of Economic
Partnership Agreements (EPAs) to promote development in Africa and other
regions, with some success. Further to this, the UK, through BERR and UK Trade
& Investment (UKTI), continue to work to influence the outcome of the new EU
Market Access Strategy, which should serve to tackle a number of trade barriers.

One of UKTI's key roles is to deliver for business internationally on behalf of
BERR. As a service delivery organisation, UKTI’s mission is to deliver maximum
value for the UK economy by facilitating business success in the global
economy. It does this by helping UK companies internationalise, and through
assisting overseas companies to bring high quality investment to the UK
economy.

UKTI works to open up overseas markets to UK business through a range of
levers,” including promoting the UK brand abroad; assisting businesses in
accessing specific opportunities; and feeding business evidence into lobbying of
overseas governments to remove barriers to market access, especially in
emerging and high growth markets such as China and India. In particular, UKTI
has been working to coordinate bilateral ministerial engagement with key
governments on trade issues. For example, the recent Prime Ministerial summits
in China and India provided an opportunity to promote the benefits of
liberalisation and the lead role of the UK as an open economy. To support its
increased focus on emerging and high growth markets, UKTI has re-deployed
£5.6m of resource to these markets and has set up a High Growth Markets
Programme, recruiting 10 high-calibre business specialists to target and support
mid-corporate companies in high growth markets.

40 UKTI (2006) set out key responses to the increasing challenges of globalisation including: a step-change in the
Government’s drive to market internationally the strengths of the UK as a knowledge economy and the UK brand
abroad; and a reinforced focus on emerging and high-growth markets (identified as the China Markets (which
includes Taiwan and Hong Kong), India, Indonesia, Malaysia, Singapore, South Korea, Thailand, Vietnam, Brazil,
Mexico, Russia, Turkey, Qatar, Saudi Arabia, UAE, South Africa).
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However, whilst progress has been made, more still needs to be done, and there
is no room for complacency in seeking further reductions in barriers to free
trade. Although barriers to trade have fallen significantly over the last half-
century, particular sectors and products remain subject to high levels of
protection. Average import tariffs between OECD countries are around 3 per
cent, but tariff peaks reach 506 per cent in the EU, and 350 per cent in the US.
The highest tariffs are typically levied on goods from the developing world. The
UK Government continues to work to encourage the Commission to come
forward with meaningful and trade liberalising revisions to the operation of EU
trade defence instruments. And taking a lead role in the forthcoming trade talks
to reject protectionism and to press for completely open markets to exports from
poorer countries has been identified by the UK as a key priority.

The scale, depth and speed of recent globalisation creates a challenge for the
international community to ensure the appropriate institutions are in place to
provide the necessary support and direction to the globalisation process and to
ensure that the benefits of globalisation are shared internationally, not by some but
by all. The global public goods on which we are dependent, such as peace, stability,
and the natural environment can only be delivered by cross border agreements.

The recent financial volatility has illustrated the lack of a WTO equivalent for
international finance. It has also highlighted that the nature and transmission of
shocks may be changing as economies become increasingly financially integrated.
With prudential regulation and to a certain extent supervision being done at the
national level, there has been a diversity of policy reaction and opinion.

In terms of strengthening stability in the global financial markets and the global
economy, the Government is committed to supporting reforms which ensure the
IMF’s primary role no longer focuses on resolving crises, but preventing them,
through the surveillance of economies internationally.”” The Chancellor has also
outlined” how the IMF and the Financial Stability Forum (first set up after the
Asian financial crisis ten years ago) need to work together as the international
community’s early warning system, with the IMF using its surveillance system to
identify global economic and financial risks, and the Forum taking a stronger role
in tackling them. This stronger role should include better communication
between nations and sharing best practice, from how best to support banks with
liquidity problems to providing protection for depositors, and leading
coordinated regulatory responses to risks to prevent problems before they occur.

In terms of spreading the benefits of globalisation across all nations, the
Government has argued that institutions such as the IMF, World Bank and G8
need to reflect the rise of Asia. And the UK has been working with the EU to
achieve an ambitious, pro-development outcome from the Doha Development
Agenda of the World Trade Organisation, although agreement is currently still
some way off.

41 IMF (2007).
42  HMT (2007).
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Building global instititutions is not just about free trade and financial market
stability. Chapter 2 outlined the growing importance of knowledge-based
industries to the UK economy. Analysis carried out by the OECD indicates that
international trade in counterfeit and pirated products could have been worth up
to $200bn in 2005.® It is therefore of vital importance that we have the
international institutions in place to ensure there are sufficient incentives for
creativity and innovation, without unduly limiting access for consumers and
potential follow-on innovators.

The Gowers Review of UK’s intellectual property framework, published in
December 2006, sets out a number of targeted, practical recommendations to
deliver a robust intellectual property framework to promote innovation in a
global economy. The principal recommendations of the Review are aimed at:
tackling IP crime and ensuring that rights are well enforced; reducing the costs
and complexity of the system; and reforming copyright law to allow individuals
and institutions to use content in ways consistent with the digital age.

As the Stern Review noted, effective action to meet the challenge of climate
changes will require a global policy response, guided by a common international
understanding of the long-term goals for climate policy and strong frameworks
for co-operation. International frameworks are required to focus on the following
key areas:

e Emissions trading: Expanding and linking the growing number of emissions
trading schemes around the world is a powerful way to promote cost-
effective reductions in emissions and to bring forward action in developing
countries. Strong targets in rich countries could drive flows amounting to
tens of billions of dollars each year to support the transition to low-carbon
development paths.

e Technology cooperation: Informal co-ordination as well as formal
agreements can boost the effectiveness of investments in innovation around
the world. Globally, support for energy R&D should at least double, and
support for the deployment of new low-carbon technologies should increase
up to five-fold. International cooperation on product standards is a powerful
way to boost energy efficiency.

e Action to reduce deforestation: The loss of natural forests around the world
contributes more to global emissions each year than the transport sector.
Curbing deforestation is a highly cost-effective way to reduce emissions;
large-scale international pilot programmes to explore the best ways to do this
could get underway very quickly.

43 OECD (2007d). This total does not include domestically produced and consumed counterfeit and pirated products
and the significant volume of pirated digital products being distributed via the Internet. If these items were added,
the total magnitude of counterfeiting and piracy worldwide could well be several hundred billion dollars more.
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e Adaptation: The poorest countries are most vulnerable to climate change. It is
essential that climate change be fully integrated into development policy, and
that rich countries honour their pledges to increase support through overseas
development assistance. International funding should also support improved
regional information on climate change impacts, and research into new crop
varieties that will be more resilient to drought and flood.

PRODUCTIVITY AND COMPETITIVENESS POLICY

The main way of improving global competitiveness, and thereby maximising the
benefits offered by globalisation, is by improving productivity. The
Government’s long-term commitment to achieving productivity improvements
is set out in detail in a Public Service Agreement (PSA) that BERR leads,
alongside delivery partners including HM Treasury (HMT) and the Department
for Innovation, Universities and Skills (DIUS):*

‘Demonstrate further progress on the Governments’ long-term objectives:
e raise the rate of UK productivity growth over the economic cycle, and

e narrow the gap with our major industrial competitors.’

The framework for achieving productivity growth is two fold. Firstly, through
maintaining macroeconomic stability to ensure businesses and individuals have
the certainty needed to make long-term investment decisions. To do this, fiscal
policy is underpinned by clear objectives and two strict rules which ensure
sound public finances over the medium term. The first is the Golden Rule,
according to which, over the economic cycle, the Government will borrow only
to invest and not to fund current expenditure. The second rule, the Sustainable
Investment Rule, states that public sector net debt, as a proportion of GDP, will
be held over the economic cycle at a stable and prudent level. The Government
has also given the Bank of England operational independence to meet the
Government’s symmetrical inflation target, to ensure lasting stability so that
business and individuals plan effectively for the long term.

Secondly, using the Government’s levers* to undertake microeconomic reforms
to tackle market failures around the drivers of productivity (investment,
innovation, competition, enterprise, and skills). Despite significant
developments under each of the key drivers identified in the Government'’s
productivity framework, further progress is needed to continue to ensure that
the greatest gains from globalisation are realised. Recent policy initiatives in
area are set out below:

44  HMT (2007).

45 HMT/BERR (2007) set out a number of key levers through which Government can influence the drivers of
productivity. These include: investment in workforce and skills, infrastructure investment; taxes and regulation;
competition and market frameworks; and public sector efficiency.
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Investment

Investment expands the physical capacity of the economy and hence allows
economic growth to take place. In an increasingly global economy, there are both
more opportunities and competition in relation to attracting globally footloose
investment. The Government is committed to improving investment performance
in the UK and a wide range of policies are in place to promote investment. These
include fiscal and monetary policies to encourage macroeconomic stability, which
give investors some certainty when making decisions, as well as tax breaks, such
as the R&D tax credit, to encourage investment.

Going forward, policy development in this area focuses on three major
independent reviews. The Barker and Eddington Reviews examined the
investment infrastructure framework and made recommendations with respect
to the functioning of the planning system in the UK across transport, energy,
waste and water, taking into account, for example, the UK’s future transport
infrastructure needs. Alongside this, the Stern Review made recommendations
with respect to future energy infrastructure requirements. These reviews will
have implications for planning for capital investment at all levels of government,
and hence there will be an impact on domestic businesses that are looking to
invest as well as international flows of capital.

Innovation

The ability of UK businesses to compete with firms based in lower-cost economies
in an increasingly global economy will be dependent upon developing strong
innovation processes. Policies already in place to promote innovation include:
record investment in science to maintain the world-class performance of the
science and engineering base; R&D tax credits for all firms to incentivise
innovation; and BERR’s new Technology Strategy to support collaborative R&D
and knowledge transfer networks through strong business input.

In addition, UKTI’s role includes attracting high quality investment to the UK
economy. UKTI’s Strategy ‘Prosperity in a Changing World’ (July 2006) signalled
a step-change in the Government’s drive to market internationally the strengths
of the UK as a knowledge economy and focus increased resources to attract high
value foreign direct investment particularly from R&D intensive international
companies and innovative inward investors, to grow their business in and from
a UK base.

UKTI has taken the lead with both public and private sector stakeholders in
defining and coordinating work so that across the globe our messages in
support of the UK sector are clear and consistent. In 2007, marketing strategies
were launched covering financial services, creative industries, life sciences, ICT
and energy technologies. These are already bearing fruit in enhanced
coordination, ensuring we can work with a breadth of overseas markets to
communicate the range of expertise in goods, services, know-how and
technology which modern Britain has to offer.
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