Electronics Foreign Direct Investment
in Scotland: Lessons for
Nordrhein-Westfalen

Ross Brown
Philip Raines
Patricia Noble
John Bachtler

Regional and Industrial Policy Research Paper

Number 33

March 1999

Published by:

European Policies Research Centre
University of Strathclyde
40 George St.
Glasgow G1 1QE
United Kingdom

ISBN: 1-871130-11-5



Electronics Foreign Direct Investment in Scotland:
Lessons for Nordrhein-Westfalen

Abstract

The paper is based on a study undertaken by EPRC to identify the main lessons behind
Scotland’s success as a location for electronics foreign direct investment (FDI). In
order to inform promotional policy in Nordrhein-Westfalen, the research sought to
review the nature of investment flows into Scotland, especially in terms of sector,
nationality and type of production. It also attempted to determine the factors which
have contributed to Scotland’s success as a destination for incoming FDI (such as the
role of macroeconomic factors, financial incentives, government institutions, and
other variables). The research also examined the importance attached to FDI in
Scotland’s Objective 2 programmes and what measures they contain for promoting
FDI.

The research incorporated primary fieldwork, consisting of a interview programme
with officials from Locate in Scotland, the Scottish Office, Scottish Enterprise and
Strathclyde European Partnership. In order to elicit evidence on the key current
locational determinants and factors involved in corporate decision-making processes,
these interviews were supplemented with a small number of interviews with four of
Scotland’s major electronics inward investors. A fieldwork visit to Nordrhein-
Westfalen was undertaken in order to inform the study’s recommendations regarding
the region’s institutional framework and FDI promotional policies.
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1. INTRODUCTION

1.1  Objectives

This report represents the final stage in a project examining the nature of foreign
direct investment (FDI) in Scotland with a view to identifying policy lessons for
Nordrhein-Westfalen. In determining the factors underpinning Scottish success in
attracting overseas investment, especially in the field of electronics, the research has
five key objectives:

* to review the nature of investment flows into Scotland, especially in terms of
sector, nationality and type of production;

* to determine the factors which have contributed to Scotland’s success as a
destination for incoming FDI (such as the role of macroeconomic factors, financial
incentives, government institutions, and other variables);

» to examine the importance attached to FDI in Scotland’s Objective 2 programmes
and what measures they contain for promoting FDI;

* to identify the policy lessons for Nordrhein-Westfalen from the experience of
successful FDI locations such as Scotland; and

e to make recommendations concerning the types of FDI most suitable for
Nordrhein-Westfalen and the policy and institutional changes necessary in order to
compete for these investments.

The interim report focused on the first two objectives outlined above. It analysed the
main foreign investment patterns and location determinants in Western Europe with
particular emphasis on Scotland. The interim report also looked at foreign investment
in other regional economies to contrast their experience with Scotland. The final
report covers all elements within the study, particularly the final three issues above.
Special attention is paid to the institutional factors behind Scotland’s success as an
inward investment location.

1.2 Methodology

The methodology employed during the second stage of the research encompassed
three different elements, involving both secondary data-gathering and primary
fieldwork. First, the bulk of the research is based on desk research, utilising a number
of different sources held within the EPRC, such as existing information on inward
investment in Objective 2 programmes. The results of previous survey research
undertaken by the EPRC were used to examine the changing composition of
Scotland’s FDI flows. Data collated by Scottish Enterprise, Locate in Scotland and the
Scottish Office Census of Production data also provided valuable information on the
qualitative nature of FDI flows within Scotland’s electronics industry.



Second, the research incorporated primary fieldwork, consisting of a limited interview
programme with officials from Locate in Scotland, the Scottish Office, Scottish
Enterprise, and Strathclyde European Partnership. In order to elicit evidence on the
key current locational determinants and factors involved in corporate decision-making
processes, these interviews were supplemented with a small number of interviews
with four of Scotland’s major electronics inward investors.

Lastly, a fieldwork visit to Nordrhein-Westfalen was undertaken in order to inform the
study’s recommendations regarding the region’s institutional framework and FDI
promotional policies.

1.3 Report Structure
The report has five sections following this introduction:

o Section 2 provides an in-depth assessment of foreign investment in Scotland’s
electronics industry;

» Section 3 reviews the main location determinants accounting for these trends, and
examines the factors behind Scotland’s success as a location for FDI, including
some case study examples, and examines the policy actors at different levels
involved in the inward investment attraction process in Scotland and their various
roles in inward investment attraction and development;

» Section 4 examines the Western Scotland Single Programming Document (SPD),
with particular reference to Objective 2 priorities and measures which promote
foreign investment in Western Scotland;

o Section 5 provides a brief overview of the regional economy in Nordrhein-
Westfalen and the processes of inward investment attraction in the region; and

» Section 6 provides policy recommendations for Nordrhein-Westfalen to promote
and develop inward investment in the region’s economy.

2. FDI IN SCOTLAND

2.1  The Scottish Economy

Comprising approximately one third of the total land area of the UK, Scotland
accounts for around nine percent of the UK population with a population of just over
five million. Scotland is roughly twice the geographical size of Belgium or the
Netherlands. With much of the country mountainous, Scotland is the least densely
populated of the countries and standard regions of the UK. The majority of its
population is concentrated in the ‘Central Belt” area between Glasgow and Edinburgh.
Scotland also has one of the lowest population densities in Western Europe as a whole



and its population has been falling since the mid-1970s. The primary reason for this
population decrease is net out-migration: between 1979 and 1989, Scotland’s
population fell by nearly 113,000 (equivalent to 2.2 percent of the region’s 1979
population), with net out-migration of almost 156,000, which more than offset the
natural increase of some 33,000. Nevertheless, net out-migration from Scotland in the
1970s and 1980s was considerably less than in the 1960s.

Results from the Spring 1997 Labour Force Survey reveal that there were 2,278,000
people employed in Scotland, or 8.8 percent of the UK workforce, an increase of
26,000 since Spring 1996. Seasonally adjusted unemployment in Scotland currently
stands at 6.3 percent of the workforce, the lowest level since March 1980. However,
the Scottish unemployment rate has been above the UK rate for 18 months: e.g. in
July 1997, it was 0.8 percent higher. Most economists forecast that unemployment
will have continued to fall during the remainder of 1997 with little change expected in
1998. Average male weekly earnings are £351 (94 percent of the UK national average)
and aver?jge female weekly earnings are £254 (again, 94 percent of the UK national
average).

With regard to the structure of employment, Scotland again displays little variation
from the UK average. The Scottish economy has undergone a period of profound
industrial restructuring over the last three decades. The traditional industrial heart of
Scotland - mining, steel making, shipbuilding, transport equipment and heavy
engineering - have all experienced substantial decline over the last thirty years. These
industries are gradually being replaced with new industries including electronics,
telecommunications, software, oil and gas engineering, chemicals and producer and
consumer services. While the traditional industries were predominantly indigenously
owned and controlled, these new industries have developed through inward
investment and are characteristically branch plants of multinational corporations.
Decision-making powers concerning RTD, finance, and marketing are often located
outside the Scottish economy.

Broadly speaking, there are five principal weaknesses in the Scottish economy. First,
there is a continuing dependence on heavy manufacturing industries with poor growth
prospects and limited autonomy in branch plants. Second, few sources of indigenous
growth exist, reflected in the poor performance of small and medium-sized
enterprises. Third, Scotland suffers from a low rate of new business start-ups owing to
the weak entrepreneurial climate. Fourth, Scotland has an above-average dependence
upon the public sector as a proportion of gross domestic product (GDP) and
employment. Finally, an absence of high-technology growth sectors in Scotland and a
poor rate of technological innovation in the established industrial base has left the
economy with few local sources of future industrial growth.

11 DM =£2.967



2.2 Scotland’s Inward Investment in the UK Context

The UK has traditionally received relatively high levels of foreign investment,
currently making it the world’s second largest recipient of inward investment after the
US. As a share of GDP, FDI has consistently not only had a more significant role in the
UK economy than in most other European countries, but one that has increased in recent
years as well. In global terms, the UK remains the world’s second largest recipient of
inward investment after the US. The UK attracts 40 percent of US FDI in Europe and
more than 40 percent of FDI from Japan and Asia’s tiger economies. The reasons for
this are difficult to determine but key contributory factors include the early
liberalisation of foreign ownership regulations in the UK, London’s importance as a
financial and mergers and acquisitions centre, the overall favourable environment for
foreign businesses, the country’s strengths in certain manufacturing sectors, the
importance of the English language in global business and the explicit promotion of
FDI by successive British Governments during the 1980s and 1990s.

Within the UK, Scotland has been one of the key regions attracting FDI. According to
1991 figures, for the regional employment accounted for by foreign-owned
enterprises, Scotland has the fourth largest total in the country, following the South
East (the economic powerhouse of the UK where foreign enterprises traditionally
concentrate), the North West of England and the West Midlands (Table 2.1). The
Scottish share of foreign-owned employment was relatively constant over the decade,
in contrast with regions such as the South East, whose share fell from 36.2 percent in
1981 to 27.9 percent in 1991. Moreover, foreign investment has had a more
substantial presence in Scotland than in most other regions. When ranking UK regions
by the share of total regional employment accounted for by foreign enterprises,
Scotland has had the third largest percentage.

Table 2.1: Employment in foreign-owned manufacturing in the UK, 1991

Number (,000) Percentage
Foreign-owned All Foreign share of | Region share of

enterprises enterprises total region total foreign
North East 49.4 251.5 19.6 6.4
Yorkshire/
Humberside 56.6 444.1 12.7 7.3
East Midlands 44.4 434.7 10.2 5.7
East Anglia 30.5 161.7 18.9 3.9
South East 216.4 1,058.4 20.4 27.9
South West 42.3 329.8 12.8 5.5
West Midlands 87.5 608.9 14.3 11.3
North West 97.8 561.0 17.4 12.6
Wales 48.3 220.0 22.0 6.2
Northern Ireland 24.6 113.1 21.8 3.2
Scotland 77.0 354.3 21.7 9.9
UK 774.8 4,537.6 17.1 100.0

Source: Report: Census of Production, Central Statistical Office, London, various years.

A similar picture emerges when examining statistics for Regional Selective Assistance
(RSA). RSA is the principal financial incentive used in attracting foreign investment




into the UK (apart from Northern Ireland, where separate policy instruments have
been used). It is only available in specified Assisted areas within the country -
consequently, companies are not eligible for the grant in areas like East Anglia and
most of the South East. Using the figures for foreign companies receiving RSA, it is
clear that Scotland has been particularly successful at attracting inward investment
(Table 2.2). With regards to associated employment, nearly a third of all new jobs
created and safeguarded with inward investment projects were in Scotland (more than
any other region). Similarly, over a third of all capital investment linked to FDI
projects receiving financial assistance was located in Scotland.

Table 2.2: Employment and investment in foreign-owned manufacturing
enterprises receiving Regional Selective Assistance, 1986-96

Assisted employment Assisted investment
Total (,000) % of GB Total (Em) % of GB

North East 22.3 12.2 2,955.8 23.8
Yorkshire/

Humberside 6.8 3.7 397.6 3.2
East Midlands 15 0.8 61.4 05
East Anglia - - - -
South East 0.6 0.3 11.4 0.1
South West 7.1 3.9 256.0 2.1
West Midlands 22.6 12.4 929.7 7.5
North West 18.8 10.3 972.8 7.8
Wales 45.1 24.7 2,613.2 21.0
Scotland 57.8 31.7 4,228.7 34.0
Great Britain 182.5 100.0 12,426.6 100.0

Source: Industrial Development Act 1982, Annual Report, HMSO, London, various
years.

2.3 Electronics FDI in Scotland

2.3.1 Origins

The electronics sector has assumed increasing importance in the Scottish economy since
the end of the Second World War. With the steady decline in Scotland’s heavy industry
- especially shipbuilding, steel and mechanical engineering - electronics growth has been
the main source of new job creation in manufacturing. In 1959, the electronics sector’s
share of total manufacturing employment in Scotland was 1.1 percent; this had risen to
5.7 percent in 1973 and 16.4 percent by 1994 (Brown, 1996; Botham, 1997). Growth
has been particularly notable over the last decade: the sectors accounted for 13 percent
of total manufacturing output in Scotland in 1986, but 20 percent by 1991. Indeed,
during the 1980s as a whole, gross output in electronics increased fourfold (Turok,
1993).

Broadly speaking, foreign investment in “Silicon Glen’ has taken place in several waves
(see Table 2.3 below). Walker (1987) has identified three main periods of electronics




FDI in Scotland. The first phase of inward investment occurred between 1945 and
1959: during this time overseas-owned firms - nearly all of whom were American -
began locating across the industrial Central Belt of Scotland. For example, NCR
arrived in 1947, Honeywell in 1948, Burroughs in 1948 and IBM in 1951. These
multinationals were primarily involved in manufacturing electro-mechanical products,
such as time clocks, typewriters, cash registers and first generation computers. The
reason for the arrival of these firms in Scotland during the immediate post-war period
seems heavily influenced by the desire for US firms to gain greater access into the
European market place, especially important given the weak state of Europe’s
indigenous producers in these product markets.

The second phase occurred between 1960 and 1975 and featured the emergence of a
microelectronic components sector. During this period Motorola, General Instruments,
Hughes Microelectronics and National Semiconductor all established plants in
Scotland. These companies used semiconductor materials to manufacture transistors.
National Semiconductor and Motorola were engaged in mass production of standard
integrated circuits whilst Hughes and General Instrument manufactured specialised
‘chips’ for defence applications. The onset of semiconductor production gave rise to
the term *Silicon Glen’ to denote the cluster of firms in Scotland’s Central Belt.

These initial periods of investment activity were followed by a period of retrenchment
during the early to mid-1970s which saw the levels of employment in the sector
diminish due to some divestment. This was followed by a third wave between 1976
and 1985 which saw a broader array of firms coming to Scotland. For example, Burr-
Brown and Digital Equipment both came to Scotland during this period. This period
was also notable for the inclusion of Japanese firms in Scotland’s stock of FDI.
Mitsubishi Electric, for example, was the first Japanese firm to move to Scotland and
began making colour televisions (CTVs) in Haddington in 1979.

Since the mid-1980s, a fourth wave of inward investment has occurred which has
witnessed a number of new firms locating in Scotland, particularly in the data
processing sector (Brown, 1996). Most notably, the rapidly growing personal
computer manufacturers Compag and Sun moved to Scotland during the late-1980s.
They have been joined by a variety of other consumer electronics firms such as JVC
(established in 1988) and telecommunications firms, such as Motorola which opened
a cellular telephone plant in 1992. This FDI activity broadened the overall profile of
Scotland’s electronics industry to include a higher emphasis on consumer electronics
and computer peripherals. Another feature of this fourth investment wave is the
emergence of large investments made by Taiwanese and Korean firms (Chung Hwa and
Hyundai respectively) expanding into Western European markets, though this has been
partially suspended following the recent financial crises of several Asian economies.
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Table 2.3: Leading companies in Silicon Glen

Company Nation | Products Location Workforce Opened
IBM USA personal computers Greenock 2,300 1951
(PCs) & monitors

Motorola USA semiconductors East Kilbride 2,000 1969
Motorola USA mobile telephones Easter Inch 1,600 1990
AT&T! USA automatic teller machines | Dundee 1,600 1946
DEC USA workstations Ayr 1,600 1976
National USA semiconductors Greenock 1,300 1969
Semiconductor

Hewlett-Packard | USA communications systems | S. Queensferry 1,000 1964
NEC Japan semiconductors Livingston 850 1980
Polaroid USA cameras Dumbarton 800 1950
Compaq Japan PCs Erskine 700 1987
SCI USA electronics assembly Irvine 800 1990
JvC Japan televisions East Kilbride 700 1985
Motorola® Japan semiconductors S. Queensferry 550 1986
Mitsubishi® Japan televisions Haddington 515 1968
Oki Japan printers Cumbernauld 500 1979

! Formerly NCR ? Opened as DEC, subsequently acquired in 1995 * Opened as Tandberg, acquired in
1987

Probably the most important difference between earlier phases of inward investment
activity and contemporary investment patterns is the increasing importance of
additional or ‘top-up’ investment by firms already located in Scotland. As competition
for FDI intensifies, new greenfield FDI projects are becoming increasingly scarce
(Amin et al, 1994; Young et al, 1994). This makes plant upgrading and reinvestment
all the more important for Scotland. Plant reinvestment appears to be displacing
greenfield investment as the key driving force within Scotland’s electronics industry
in the 1990s. In fact, much of the recent FDI flows in the electronics sectors comes from
expansion investments (approximately 60 percent of all new foreign investment in
Scotland).

Several of the existing investors have expanded their initial establishments in recent
years, upgrading their plants to European headquarters (e.g. IBM) and principal
production sites for the European market (e.g. Compaq). Such has been the scale of this
investment, Scotland is being now used as a major export platform for several
international electronics companies entering into EU markets. As a result, over a third of
all the EU’s personal computer production and 20 percent of Europe’s semiconductors
are produced in Scotland (Financial Times, 1995).
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2.3.2 Recent Growth

Foreign investment in the Scottish economy has grown quickly over the last decade,
particularly between 1995-97. The main reason for the scale of this recent growth is
the increasing flows of electronics investment. Along with Wales, Scotland has a large
share of its inward investment in electronics and data-processing equipment industries.
As shown in Table 2.4 below, electronics accounts for roughly two thirds of all inward
investment in Scotland between 1989 and 1997. It is in these sectors that Scotland has
won several of the largest FDI projects located in the UK in recent years, such as the
Taiwanese maker of cathode ray tubes for televisions and computer monitors, Chung
Hwa (creating approximately 3,300 jobs).

Table 2.4: Inward investment in Scotland (£ million, 1990 prices)

1989-91 | 1991-93 | 1993-95 | 1995-97
Total inward 1,240.4 682.4 1,386.5 3,158.5
Total non-UK 842.7 576.3 1,268.9 2,941.1
Electronics 810.5 290.3 930.3 2,540.7
Electronics as % of total inward | 65.3 % 42.5% 67.1% 80.4 %

Source: Locate in Scotland.

The industry is divided into several key sectors (Botham, 1997). The most important in
both employment and gross value-added terms is radio, TV and telecommunications
production (accounting for approximately a third of both categories for the sector as a
whole). Office machinery and computing are also very important: just over a quarter of
electronics employment is in this sector and it generates over a third of sectoral gross
value-added. In both sub-sectors, foreign firms have a dominant role, holding
approximately 70 percent of total employment.

In general, electronics is consistently dominated by incoming foreign-owned firms. By
1994, foreign-owned companies were responsible for 51 percent of total employment
(Botham, 1997). According to the 1992 Annual Census of Production, they produced
over 80 percent of gross value added in the sectors (Jackson and Patel, 1996). This owes
to the high capital intensity of the semiconductor and telecommunications sectors which
are mostly foreign-owned. In purchase terms, foreign companies are even more
dominant, as they are responsible for 90 percent of electronics components purchasing
within Scotland. Consequently, the share of sectoral employment in electronics held by
UK companies has fallen from 52.5 percent in 1983 to 38.4 percent in 1993 (Brown,
1996). US companies have been the main investors, employing nearly half of all
electronics workers in Scotland by 1993.

2.3.3 Electronics Exports

One important consequence of this sectoral pattern of FDI is the knock-on effect this has
on Scotland’s export profile. Scotland’s export activity is heavily concentrated in a few
key sectors. Three-quarters of all Scottish manufacturing exports in 1995-96 were
made in three industrial sectors (Table 2.5). Within these three, the electronics sector -
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composed of office machinery, communications equipment, consumer electronics and
electrical machinery sub-sectors - have dominated the Scottish export profile over the
past decade. Of the sub-sectors, office machinery has been responsible for the bulk of
electronics exports - 70 percent in 1995-96. The strengths of the electronics sector as a
whole have been particularly highlighted in recent years, as the sector’s share of
manufacturing exports rose from 42.2 percent in 1989-90 to 54.8 percent in 1995-96.
Electronics are of greater significance to manufacturing exports in Scotland than for
the UK more widely - between 1989 and 1996, electronics accounted for 46.9 percent
of the value of Scottish manufacturing exports, but only 17.4 percent of UK
manufacturing exports.

Table 2.5: Scottish manufactured exports

1989-90 1991-92 1993-94 1995-96

Total 1 | %? | Total | %? | Total® | %? | Total! | %?

Scottish exports 8.41 9.5 8.65 9.8 11.18 | 11.0 14.02 | 12.0

- electronics 355 422 3.52| 40.7 5.08| 455 769 | 548
- whisky n.a. n.a. 1.85| 214 1.86 | 16.6 1.79 12.8
- chemicals 0.81 9.6 1.08| 124 1.19| 106 1.23 9.2
UK exports 88.51| 100.0| 87.82| 100.0| 101.59 | 100.0 | 116.81 | 100.0

L £ billion, 1990 prices.

2. *Scottish exports’ share is given in relation to UK manufacturing exports as a whole; “electronics’,
‘whisky’ and ‘chemicals’ shares are given in relation to Scottish manufacturing exports.

Source: Scottish Council Development and Industry.

Apart from electronics, the other two key export sectors in Scotland have been whisky
(16.2 percent of total manufacturing exports between 1991 and 1996) and chemicals
(10.3 percent of exports between 1989 and 1996). However, both sectors have not
experienced the same sustained export growth as electronics: as a share of all
manufacturing exports, they have either declined (as in the case of whisky) or
remained relatively stable (in the case of chemicals) over time.

Moreover, Scottish exports have been dominated by large firms. The 25 largest
exporters accounted for nearly 70 percent of the value of total manufacturing exports.
The Scottish Council statistics allow for more detailed analysis of the relative
contributions of large (as defined as firms with over 200 employees) and small firms.
Over the past decade, the balance between both categories of firms has been stable -
large firms have been responsible for approximately 85 percent of total exports. When
examining the leading export sectors in the Scottish economy, the dominance by large
firms is even more pronounced. While figures are not available for whisky, large firms
have consistently accounted for approximately 94 percent of electronics and 87
percent of chemicals exports.
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2.3.4 Current Challenges

The growth in electronics foreign investment has been accompanied by concerns over
their level of ‘embeddedness’ within the Scottish economy (Brown, 1996). It has been
argued that the major investments have been assembly plants with low levels of
technology transfer and weak linkages to local suppliers. Turok (1993) found that only
12 percent of the sector’s material inputs were sourced locally and that the higher value-
added functions of the companies - notably strategic management, RTD and marketing -
have consistently been located outside of Scotland. Jackson and Patel (1996) found that
only 22 percent of total purchases were made within Scotland and noted that Scottish
firms tend to supply lower value-added components to the major investor plants.

Another important feature of Scotland’s electronics industry is the nature of the skills
and technical expertise inherent within plants. There is some controversy over the
range of skills used within Scotland’s electronics plants. Some researchers have noted
the considerable degree of skill polarisation within the industry (Dunford, 1989).
Dunford argues that the relatively high number of managerial and professional
workers is, in turn, mirrored by equally high levels of unskilled and semi-skilled
workers. He also notes that the proportion of craftsmen/women and skilled operators
is conversely low. This polarised skill structure has also been detected in other
electronics regions (Munday, 1995).

The extent of RTD and product design work carried out in Scotland is also open to
question. A study of Scotland’s electronics plants during the early 1980s noted that
the level of product design was often circumscribed by their production-related nature
(Haug et al, 1983). In other words, most development work involved work of a
process rather than a product nature. More recently, researchers noted that more
design was being undertaken in Scottish branch plants than had hitherto been the case
(Young et al, 1988). Clarke and Beaney (1993) point out, however, that RTD is
restricted to all but a few best practice plants, with only a limited number of firms
undertaking sophisticated design work in Scotland while the majority remain
primarily geared towards high-volume assembly. Owing to the process of
reinvestment made by existing foreign-owned firms within Scotland, the composition
of electronics firms is complex and subject to continual change and transformation.

The evidence has led to debate over the long-term stability - and value - of FDI in this
sector and what policy options are available to increase the level and value of local
sourcing by foreign investors. While electronics FDI has been associated with a range of
positive effects (mainly income and employment), there is widespread concern at how
little of the value of these FDI plants has been transferred to the local economy.
Scotland’s indigenous electronics industry does not appear to have grown greatly in
response to the demand of the major electronics investors. Local purchasing has largely
been made in low value-added parts of the sectors, such as packaging and sheet metal
presswork (Botham, 1997). Criticisms continue to be made of the policy of attracting
large FDI projects to Scotland, as it has a danger of turning the region into a ‘branch
plant’ economy. Consequently, in recent years, policy has begun to consider ways in
which foreign investors can be linked into the local economy more securely.
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The most recent period has been particularly turbulent for Scotland in relation to
inward investment for other reasons. Several new developments could potentially
have important long-term effects on investment trends within Scotland’s electronics
industry. First, Scottish inward investment agencies will face a combination of greater
restraints and more competition in future. The UK government is currently reviewing
the institutional arrangements for inward investment attraction in order to prevent
excessive competition between different regions (especially, Scotland and Wales) for
foreign investment projects, particularly in relation to Regional Selective Assistance
(RSA) awards. At present, RSA is eligible in all designated areas of the UK. The
Department of Trade and Industry is responsible for RSA and is currently drawing up
new guidelines which will ensure that inward investors do not ‘play off’ different
parts of the UK against one another. The new ‘concordat’ on inward investment could
potentially lead to greater restrictions in the way Locate in Scotland - the Scottish
inward investment agency - negotiates financial packages with overseas investors.
Moreover, with the creation of new Regional Development Agencies in the English
regions with enhanced powers for attracting inward investment, Scotland’s advantage
of a well-organised system for inward investment promotion will be challenged.

Second, external factors have threatened the major new sources of Scottish inward
investment. Owing to the recent turbulence in Asian financial markets, doubts have
been expressed over the ability of Asian companies to proceed with their investments
in Scotland. One of the most significant recent developments has been the
cancellation of the Hyundai project in Dunfermline. The South Korean company had
planned to build a new wafer fabrication plant in Scotland, but were forced to delay
the project for the near-future at the end of last year owing to the financial turmoil in
their domestic economy. The company had already spent more than £100 million on
the project. According to the firm, the recent devaluation of the Korean currency has
made foreign investment in Scotland more expensive while at the same time making
exports from Korea more cost-effective.

More than £14.3 million of public money has already been spent by Scottish
Enterprise on buying and preparing the site for Hyundai. This included: the cost of the
land purchased at £4.9 million; levelling of the site £4.0 million; utility provision of
power £3.6 million; utility provision of water £0.8 million; utility provision of gas
£0.7 million; and fees of £0.4 million. Against the wishes of Scottish Enterprise,
Hyundai is seeking to have ownership of the site transferred to the company as a
means of securing further capital for the project. Although it is still too early to know
how far these financial difficulties will affect Scotland’s foreign investment inflows
from Asia, the problems suffered by Hyundai suggest that the investment plans of
some Asian companies may be on ‘hold’ for the immediate future.
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2.3.5 Determinants of Inward Investment in Scotland’s Electronics Industry

The key location determinants which account for Scotland’s success in attracting FDI
are predominantly regulated at the UK level (e.g. overall business environment,
regional incentives, labour market regulation etc.). Nevertheless, a number of issues
which influence location decisions are shaped by institutions and policies which are
different in Scotland compared to the rest of the UK.

The following sub-sections focus on the main factors which attract foreign-owned
firms to locate in Scotland, particularly the human, intellectual and physical
infrastructure. Some empirical case study evidence is also provided.

2.4 Location Factors for FDI

2.4.1 UK Location Factors

Much of Scotland’s ability to attract foreign investment - especially in the electronics
sector - is based on national and international location factors. Although the choice of
Scotland as a location within the UK is dependent on its regional advantages, its
selection compared to regions in other European countries often results from the
desire of investors to be based in the UK. The national factors which have been most
important in the UK’s inward investment attraction have been:

» EU market access;

» the UK as a national market;

» the UK’s business environment;

« relative labour costs and productivity; and

« financial and policy incentives.

A comprehensive review of each of the above location factors is outlined in the
interim report (see Brown, et al, 1997).

2.4.2 Scottish Location Factors

This section examines the region-specific factors which play a part in attracting
inward investors to Scotland, particularly factors affecting electronics firms.

() Human and Intellectual Infrastructure

Scottish Enterprise and Locate in Scotland (Lis) recently commissioned a study to
identify the main reasons why foreign-owned companies located in Scotland. A total
of 79 companies participated in the study. One of the main findings of the independent
survey was the importance of the skills within the workforce, attitudes to work, and
worker willingness to accept and embrace new technology. The survey found that
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employee performance is the main reason why companies prosper and expand in
Scotland with 96 percent of firms claiming that employee productivity has matched or
exceeded their targets. Furthermore, 40 percent of firms claimed that the performance
of their companies was better than equivalent plants in other parts of the world.

According to Locate in Scotland, one of the factors most often cited by inward
investors as a reason for choosing a location in Scotland is the availability of a skilled,
flexible and enthusiastic workforce. In 1994-95, nearly 150,000 students were in
higher education in Scotland in the country’s 13 universities and 53 colleges. Scottish
higher education also produces a higher average per capita share of electronics
graduates than the UK as a whole. Scottish Enterprise also directly assist inward
investors with their training needs through a host of firm-specific and general
vocational training packages. Such training schemes have been identified as one of the
key strengths of Scotland’s aftercare policies directed towards inward investors (Amin
etal, 1994).

Customised training packages are mostly associated with start-up inward investors
and primarily involve screening, recruitment and basic training. In 1993-94, around
3,000 people were given relevant training by Scottish Enterprise. This aside, training
administered by Scottish Enterprise and the Local Enterprise Company (LEC)
network is mostly associated with the delivery of national employment and training
programmes. Little in the way of sectoral specific programmes are undertaken on
behalf of Scottish Enterprise by the LECs. Despite the fact that Scotland has a well-
developed education system and higher than average UK unemployment (indicating
an excess supply of potential workers), the electronics industry often encounters
substantial skills shortages and job-hopping - particularly at technician level. In this
respect, Scotland mirrors the traditional neglect of vocational training in Britain as a
whole when compared with France and Germany (Finegold and Soskice, 1988).

Scotland has a very strong RTD core which is heavily concentrated in the higher
education sector. While accounting for only nine percent of the UK population,
Scotland has 15 percent of the academic science base. There are 6,400 scientists,
technologists and engineers working in its 13 universities with a further 3,500 people
working in government-funded research institutions. Measured by the number of
published papers, Scotland ranks sixteenth in the world, accounting for just over one
percent of all scientific publications in refereed journals. On a per capita basis, it ranks
third in the world. However, a major study of Scotland’s academic research base
discovered that Scottish academics are less involved in spin-offs and entrepreneurship
than some of its international competitors (Scottish Enterprise, 1996a). Although
links exist between academic and business communities, relatively few involve
research on product and process innovation.

Within the electronics sector, Scotland has a world-class university research base in a
number of advanced technologies, notably artificial intelligence, massive parallel
processing and opto-electronics. However, beyond the supply of high-calibre
graduates, technology links with the electronics industry generally remain weak
(Peters, 1995). One of the reasons for this is the lack of an RTD component within the
corporate sector in Scotland - for example, most foreign investors in the electronics
industry have no substantive design element. Research in Scotland has shown that
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RTD intensive foreign multinationals are more likely to have links with the local
research base and more extensive local supply linkages than plants without this
mandate (Brown, 1996).

(i) Physical Infrastructure

Although geographically remote from the rest of mainland Europe, Scotland has a
reasonably well-developed transportation infrastructure. The transport system is most
advanced in central Scotland where the bulk of foreign investors are located. Although
less congested than the rest of the UK, the Scottish road network has a less
comprehensive motorway system than regions in England. The rail network in
Scotland is also somewhat poorer than in the more southerly parts of the UK.
Nonetheless, there is a full-service Euro-terminal for the Channel Tunnel at Mossend
in Lanarkshire. In addition, some of the UK’s most important seaports are located in
Scotland. They include Clyde (Glasgow), Forth (Grangemouth), Leith (Edinburgh),
Dundee and Aberdeen. Scotland has four international airports - at Glasgow,
Edinburgh, Aberdeen and Prestwick - though none have a full international flight
schedule. The lack of international flights is a frequent criticism made by large
electronics inward investors in Scotland which require air freight deliveries.

As in the rest of the UK, telecommunications in Scotland are well-developed.
Although direct comparisons are difficult, the cost of UK telecommunications are
among the lowest in Europe. The reason for this is because the UK has the most
deregulated telecommunications market in Western Europe. Partly as a consequence
of cheap telecommunications, Scotland has been able to attract a host of call centres
which serve the UK and elsewhere in Europe. In January 1997, the US-based Eaton
Corporation announced it was to establish a European shared financial services centre
in Glasgow. More than 100 jobs will be created for professional staff with business,
IT and language skills. IBM also operate a help centre in Scotland which serves their
business customers throughout Western Europe. This call centre is located within
their manufacturing facility in  Greenock and employs 500 people.
Telecommunications have also been developed in remote parts of northern Scotland,
e.g. the construction of an advanced ISDN network in the Highlands & Islands region.
This enables companies to relocate back-office administrative functions to low-cost
regions in the north of Scotland where inward investment is traditionally low.

Another key aspect of Scotland’s infrastructure is its industrial property and sites.
Manufacturing inward investors, especially large electronics companies, often require
extensive custom-built facilities. In the past, the bulk of this greenfield foreign
investment has been made in Scotland’s specially-designated New Towns. Scotland’s
New Towns had their own development corporations which ensured that they had a
good supply of industrial sites. Although these corporations have since been
disbanded, Scottish Enterprise maintains a property database covering land and
buildings considered suitable for incoming companies. Prices for industrial land are
typically in the range of £40,000-£100,000 per acre. Rents for industrial facilities are
around £2-£3 per square foot for low-specification buildings, rising to about £4-£5 per
sg. ft for high-specification buildings.

Scottish Enterprise also works in close co-operation with all the Local Enterprise
Companies throughout Scotland to ensure that sufficient industrial sites and properties
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are available to meet the needs of large inward investors. For example, the Glasgow
Development Agency (the Glasgow-based LEC) has recently launched the Strategic
Sites Initiative to develop seven major business sites to encourage inward investment
into the city. As part of this initiative, the Robroyston Business Park in Glasgow is
being developed at the cost of £1.8 million to prepare 67 acres of land for the first
single-user inward investment site of its kind in Glasgow. By 1997, 16 hectares of
fully serviced land had been prepared for the development of up to 70,000 square
metres of business space.

Private utility companies in Scotland work closely with incoming firms to ensure that
their needs are catered for, often involving tailored supply agreements. This is very
important for the semiconductor industry which requires large quantities of stable
electricity and very clean water supplies.

2.5  Case Study Evidence

Clearly, different firms have different reasons for locating activities in Scotland.
Having looked at some of the general factors which have attracted firms to locate
activities in Scotland, we shall now examine specific case studies of foreign-owned
firms and the reasons they decided to locate in Scotland. This evidence was collected
during face-to-face interviews undertaken by the EPRC with four leading electronics
firms located in Scotland.

What emerges from the following case studies supports the argument that UK location
factors, such as market access and labour market regulation, are often the most
important reasons why foreign firms decide locate in Scotland. Nonetheless, two
important regional-level location factors are cited by inward investors. First, the
existence of other electronics firms in Scotland creates a ready-made market for some
firms, while also creating the impression that Scotland is a suitable location for
electronics production (i.e. agglomeration effects in terms of suppliers, skills
availability etc).

Second, the role played by Scotland’s inward investment agencies and other economic
development bodies is also shown to be important, particularly in relation to firms that
want to expand quickly through the acquisition of an existing site (e.g. Company A)
and those who have little experience of local issues such as property, utilities and legal
affairs (e.g. Company D). The other notable factor is the relatively small role attached
to financial incentives by the companies which were interviewed.

25.1 Company A

Company A is a US-owned contract electronics multinational, specialising in the
surface-mounting of printed circuit boards. The Scottish subsidiary currently has
approximately 1,300 workers, of which about 800 are permanent. Its decision to locate
in Scotland was made in 1993, but came after other forays into Europe by the
company. Its first European site was taking over a former plant owned by a major
computer producer in southern France. A Scottish location was favoured over an
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expansion of the existing French site or a new site elsewhere in Europe for several
reasons:

o Scotland had a large ‘catchment’ area of potential customers because of the
concentration of electronics OEMs;

» Scotland had significantly lower wage rates than France (by a factor of 1.5) and
other considered sites (though it was stressed that this was a relatively minor factor,
given that labour costs only account for about 15 percent of total production costs);
and

* asite came up with the sale of an existing assembly plant in eastern Scotland.

Subsequently, other European sites have been developed by the multinational,
including a German greenfield plant; a new Swedish plant (containing the European
RTD facilities) and an Irish site (which was bought from another company).
Purchasing existing plants tends to be Company A’s preferred entry strategy. It is
worth noting that Scotland was originally chosen because of proximity to key local
customers, but now exports are taking up more of the plant’s sales. At present, the
company faces stiff competition from three other major electronics sub-contractors in
the Central Belt area, in what was described as a “cut-throat™ business.

2.5.2 Company B

Company B produce inkjet cartridges for printers. Ink cartridge production is based in
three plants worldwide: a principal site in the US (the largest and the HQ), a Mexican
plant and the Scottish site. The company inherited a French site from a large computer
manufacturer following its leveraged buyout by the management, but that does not
appear to have been used for cartridge production. The Scottish plant currently has
350 employees (of which, half are core and half, fixed-term), but is expected to double
within three years. Most of the plant’s output is exported to Western Europe,
principally as branded products for distribution to small end-users (rather than local
OEMs).

The company located at the purpose-built greenfield site outside Rosyth in 1995. The
main reasons cited for a location in Scotland were:

* labour costs, which were low relatively to the rest of Western Europe (and a
deciding factor over France); and

» national financial incentives (though as usual, it was emphasised that the
(undisclosed) size of the grant was relatively small compared to overall costs).

The location decision came down to Scotland or Ireland: it is not clear whether the
assistance was a determining factor, but the ability of the Scottish authorities to move
quickly and commit to the company’s development schedule was cited (perhaps a
reflection of the better organisation of the inward investment agencies here).
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2.5.3 Company C

Company C is a US-based computer manufacturer who established its European
manufacturing operations in western Scotland in 1987. International expansion has
come early in the company’s history, effectively occurring in parallel with its
continuing growth in the US (the company was only founded in 1982). The principal
market for the plant’s output was initially the UK, but it has since expanded to
Western Europe as a whole.

The Scottish location was a purpose-built greenfield site that has experienced three
expansions since 1987, so that the company has now 2,000 employees. Of the
workforce, approximately 70 percent is temporary/peripheral, largely to allow for the
significant seasonal variation in output (by as much as 40 percent).

The motives for the Scottish location were not unusual for a firm of the company’s
type. Initially, a series of locations were considered in Germany, France, Ireland and
the UK. Germany and France were ruled out because of a combination of high labour
costs and low employment flexibility (particularly with regard to the use of temporary
employment and operating round-the-clock shifts). Ireland was in close competition
with UK sites, notably because of the advantage offered by its tax holiday, but
ultimately lost out because the UK offered a larger initial domestic market and better
transport access to developing markets in Western Europe.

More specifically, Scotland was chosen because of the existing regional ‘experience’
with the electronics industry: the region has a well-developed infrastructure for the
electronics industry, particularly in terms of skills, suppliers base and the ability of
government agencies to respond to electronics company needs. Wider infrastructure
issues also placed a part: political stability, positive attitudes to foreign investment,
telecommunications and transport quality, etc. Further down the list - but not
unimportant - was the receipt of financial support, though this was not a relevant
factor in the competition with the other leading contender site (Ireland).

254 Company D

Company D is a Japanese electronics company, which opened in 1988 on a brownfield
location south of Glasgow. The production levels began at about 100,000 colour
televisions (CTVSs) p. a. in 1988 and are now at 250,000 per year. The plant currently
employs 300-350 but this figure fluctuates significantly due to seasonal demand
variations. In total it has about 250 full-time permanent staff and the rest is made up
of temporary casualised labour. In 1994, following a further investment from its
parent company, the plant added audio systems to its product range.

The main factor underlying the company’s decision to invest in Scotland was to
ensure access to the UK market. The company also wanted its manufacturing
operation located in the UK because of the supportive environment which the UK
government gives to inward investors. The UK is also the largest market within
Europe. The choice of location seemed to be based on the need for a quick start-up
operation. The availability of a suitable brownfield site was a key factor in this
respect. The company relied very heavily during this period on support from the local
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New Town Development Corporation (NTDC). They provided a very hands-on and
effective service providing the firm with help on legal matters and help with property
etc. This was particularly helpful for a Japanese company with no previous knowledge
of such matters in Europe.

The motivational factor underlying the plant’s investment to manufacture audio
equipment (i.e. CD systems) was driven by the falling sales of CTVs during the
recession in 1993-94. This investment was crucial to cover fixed costs at the plant
owing to the low output levels from CTV production. The plant had to negotiate with
the corporate headquarters in Japan before the investment could get the green light.
This was made all the more difficult by the fact that its corporate structure is strictly
divided between CTV and audio production. The plant’s management campaigned
hard for the investment and had to compete with other plants world-wide to get the
investment.

The plant’s management felt that financial support was vital in getting the company to
agree to the project. The project was supported by RSA under the safeguarding of
existing employment clause. The company contacted the Scottish Office concerning
the project’s eligibility for RSA, but were quickly transferred to Locate in Scotland.
The key role played by Lis during this period was the political support they could
bring from senior politicians at the Scottish Office, including the Secretary of State for
Scotland. The plant believes that ministerial visits to their headquarters in Japan were
very important in this respect. This aided the plant’s ability to win the investment
from the parent company in Japan.

3. INSTITUTIONS AND INWARD INVESTMENT IN
SCOTLAND

This section examines Scotland’s institutional infrastructure for inward investment
promotion and development. There are three main institutional tiers engaged in these
activities in Scotland. The most important actors involved in FDI attraction are the
national agencies Locate in Scotland and Scottish Enterprise. However, below this
main tier there are two other sub-national local actors, i.e. Local Enterprise
Companies and local authorities, who also play a vital role in co-ordinating inward
investment promotion and aftercare in Scotland. These are examined in turn below.

3.1  Locate in Scotland and Scottish Enterprise National

Inward investment promotion in Scotland is coordinated through Locate in Scotland
(Lis), the principal government organisation charged with attracting investment to the
country. Lis is central to Scotland’s investment success, not only with respect to the
investors - all of whom in the case-study interviews had listed Lis as the principal
government agency with which they dealt during their investment - but also to the
other public sector organisations involved in attracting FDI to Scotland. Although Lis
works in collaboration with other government agencies on different aspects of inward
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investment promotion, it remains the main point of contact for potential, new and
existing investors.

Lis is a geographically based agency with a specific remit to promote Scotland,;
however, it is important to emphasise that the agency works within a national
framework for inward investment promotion. This is apparent in two areas: marketing
and financial assistance. First, overall responsibility for marketing the UK as a whole
to foreign investors lies with the Invest in Britain Bureau, a division of the UK
Department of Trade and Industry (DTI) in London. Its main function is to coordinate
the different activities of locally-based agencies and to be chiefly responsible for
promoting England to foreign investors. While Lis maintains a large degree of
autonomy in its promotion strategy and operations, IBB provides a strong element of
monitoring, as Lis reports to IBB on a regular basis throughout the year. Such
meetings also enable Lis to exchange experiences and sort out any potential conflicts
over individual projects with other regionally-based agencies in the UK - such as the
Welsh Development Agency and the Industrial Development Board for Northern
Ireland. Furthermore, Lis actions are closely defined at a national level with respect to
the use of financial assistance to attract inward investment projects to Scotland,
particularly Regional Selective Assistance (RSA), the main incentive available to
investors. A detailed set of guidelines on area designation, project eligibility, award
rates and decision-making procedures have been laid down for RSA by the DTI. The
different regional agencies strictly adhere to these guidelines to avoid regions ‘bidding
up’ incentive awards in order to capture attractive projects.

Despite these national limits, Lis has been granted significant autonomy to develop
and conduct an inward investment strategy appropriate for the Scottish economy.
Figure 3.1 illustrates the main organisational links between Lis and other Scottish
agencies. Lis is a department within Scottish Enterprise (SE), though it is officially a
joint venture between SE and The Scottish Office, with staff seconded from both
organisations.

» Scottish Enterprise is one of two development agencies operating in Scotland: it
oversees the southern half of the country (covering over 90 percent of the Scottish
population) while its sister organisation, Highlands and Islands Enterprise (HIE), is
responsible for the more sparsely-populated northern half of Scotland. Scottish
Enterprise has a budget of £400 million per year and is split between Scottish
Enterprise Operations and Scottish Enterprise Network Management, the latter part
is primarily responsible for overseeing the local enterprise companies which are
discussed later. As the region’s primary development agency, SE has several key
objectives within its overall aim of raising income and employment levels in
Scotland, including providing business support, upgrading skills levels and
attracting inward investment.

» The Scottish Office is the government department responsible for Scottish affairs
(including health, education, transport and industrial matters). In 1997, there were
3,500 civil servants employed in the Scottish Office and a further 6,000 staff in the
nine Executive Agencies in Scotland. Proposed expenditure by the Scottish Office
and its Executive Agencies in 1997-8 is £14.3 billion. It provides the budget for
SE (and HIE) operations and has responsibility for certain aspects of regional
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economic development not covered by SE (e.g. physical infrastructure).
Effectively, SE activities are monitored by The Scottish Office. It also oversees
national business development policies operating in Scotland, most notably RSA.

Figure 3.1: Locate in Scotland and other Scottish policy organisations

Thick black lines denote direct organisational control; arrowed lines denote cooperative relationships.

The Scottish Office Industry Department

Scottish Enterprise Highlands & Islands
Enterprise
Sector < Locate in Scotland /
groups

Local Enterprise Companies

Lis is directly responsible to the Secretary of State for Scotland, the government
minister who is head of The Scottish Office, with a supervisory board that oversees its
general policy direction and is composed of senior officials from SE and The Scottish
Office. Lis has a central Glasgow-based headquarters and a network of 11 foreign
missions located in the US, Western Europe and Asia as well as a London office (for
inward investment from other parts of the UK). In its main headquarters, the agency
is structured as teams along geographical lines (e.g. North America, Asia) as well as
thematically (e.g. financial assistance, aftercare).

Lis employs approximately 100 people worldwide (about 60 within Scotland itself).
Administrative costs attributable to Lis activities amounted to £6.6 million in 1996.
These figures indicate the costs of inward investment marketing and staffing, but to
this should be added the value of financial assistance to foreign investors in Scotland.
For 1995-96, RSA grants to the value of £160 million were awarded to 119 foreign
investment projects, creating and safeguarding estimated employment of 22,600.

Before reviewing the ‘secrets’ of Lis’ success, it is worthwhile mentioning their stated
objectives. Lis regards its mission to consist of:
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» marketing Scotland as a location for inward investment;
 giving advice and assistance to potential investors;

 delivering development packages tailored to investors’ needs; and
» providing aftercare to inward investors.

These objectives are clearly present when examining Lis’ activities. To understand
how the organisation has been able to achieve these objectives, the activities should be
analysed in detail, according to the different stages of inward investment promotion:
promotion and marketing; provision of financial support; aftercare to existing
investors; and long-term strategic development. A summary of these different
functions is presented in Figure 3.2 later in this section.

3.1.1 Promotional

Inward investment marketing has increasingly become a sophisticated process within
FDI agencies across Europe. Developing such techniques is essential, as companies
are routinely bombarded with inquiries from agencies about potential investment
projects. Creating and projecting distinctive selling points for different regions is
difficult in an environment of intensifying FDI competition. By this point, Lis has an
immediate advantage over many of its newer rivals because it has a long-standing
reputation; nevertheless, the key elements of its promotional strategy are not unique.

The first significant element is the need to establish the visibility of the agency’s
region. For many of the sectors that Lis is targeting - most notably electronics - there
are a range of regional locations in Europe which can satisfy the main criteria of the
investor. Few investment projects are tailored to specific regional characteristics, and
those that are rarely require the efforts of an inward investment agency to contact the
investor. Most investors use a series of indicators to determine a ‘shortlist’ of
potential locations before undertaking more intensive analysis to select a single site.
The task of Lis is to ensure that Scotland is included on the shortlist.

To achieve this, it is essential to have a local presence in the target investor market.
For Scotland, this not only includes representative offices in different global regions -
such as North American and Asia - but also in different parts of that region - such as
the east and west coasts of North America and national offices in Japan, South Korea
and Taiwan. The success and size of Lis has allowed it to expand its international
network of representation with relative ease; ho