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Executive summary

‘Open an iPod, look inside and Adam Smith’s division of labour and David Ricardo’s
specialisation on the basis of comparative advantage are a reality. The first sentence of
the story opening this report clearly illustrates the extent to which companies increas-
ingly produce and source globally. The story applies to a wide range of products available
to our consumers.

Rapid technological change is dramatically increasing the speed and volume of flows of
information, goods and services. This in turn is breaking down geographical barriers to
economic activity and driving the integration of world markets. The ability to source and
locate globally is one facet of the important changes this leads to. Like globalisation, relo-
cation offers important opportunities to our companies that can cut costs and improve
quality. The increased efficiency enables them to improve their position in what is today
an increasingly global market place. It also offers benefits to consumers, through lower
prices for goods and services and access to a wider range of choice.

However, many doubt whether this brave new world is equally enticing for our workers.
Many fear the impact delocalisation and outsourcing may have on employment, especially
on those with lesser skills. And increasingly, even those with advanced skills fear being ex-
posed to competition, as developing countries move up the value chain and into services.

These concerns have given rise to a vigorous debate. This debate occurs in a context of
considerable uncertainty. Little is known at present of the true extent of delocalisation
and outsourcing and its impact on employment and distribution in general. This report
attempts to shed some light on some key issues. It sketches the contours of globalisation,
delocalisation and outsourcing (Chapter 2), outlines the motivations behind firms’ deci-
sions about where to locate (Chapter 3) and considers the impact on Europe (Chapter 4).
Taking stock of the available evidence and analysis, Chapter 5 assesses what role — if any
— policy can play in addressing potential concerns and challenges.

Main findings

Notwithstanding the problems of accurately defining and measuring the phenomena,
data so far suggest that delocalisation and outsourcing appear to be limited in scope, espe-
cially as compared with other shocks that affect the European economy, such as techno-
logical change. However, from this low base it is growing in significance, and more for-
ward-looking surveys suggest that firms intend to use it extensively. Moreover, services are
increasingly tradable. This opens the prospect that parts of the services sector will be-
come more subject to relocation.
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Consistent with its as yet limited scope, the overall size of adjustment associated with
outsourcing and delocalisation so far also appears to be rather limited, with related job
losses representing a minor part of overall labour market turnover. However, delocalisa-
tion and outsourcing, like international trade in general, have a more important impact
on distribution. Those with fewer and lesser skills appear to be more exposed to adjust-
ment, either through lower wages or more unemployment.

There are several reasons why relocation should be taken seriously, despite its as yet lim-
ited scope and impact. These relate broadly to the European context within which delo-
calisation and outsourcing occur.

First, the EU economy is vulnerable to the shocks created by globalisation. Recent
trends suggest that the competitiveness of the EU is undermined by poor productivity
growth related to a lack of specialisation in high-growth areas. Moreover, although the
EU’s trade balance in high-tech sectors is improving, the good performance is due to
sectors characterised by intermediate skills and/or upmarket products. In several fast-
growing and technologically more advanced sectors the EU is lagging behind. This
exposes many European workers to delocalisation and outsourcing, as developing coun-
tries are increasingly moving into its arena.

Second, the EU is not sufficiently exploiting the opportunities offered by new fast-grow-
ing markets. The new Member States score highest on the list of sites for relocation for
EU firms. Enlargement offers important near-shoring opportunities. But so do other
fast-growing areas like China. Enlargement contributes to improving EU firms’ ability
to face global competition.

Third, as suggested in Chapter 3, the EU is not sufficiently attractive as an area to locate
to. The EU has fallen behind in terms of attracting foreign direct investment (FDI),
certainly when adjusting for its large market size. As China offers access to large mar-
kets and a huge base of well-developed and lower-priced human capital, it attracts an
increasingly larger share of new FDI. With respect to R & D investments, the EU is los-
ing its attractiveness relative to the United States and other third countries. China in
particular has rapidly climbed on the list of prospective location sites for research and
development.

Finally, as suggested in Chapter 4, there are signs that Europe is not adjusting as well as
it could to the shocks that impinge on its economy. In an ideal world, adjustment costs
should be short term. To realise the gains from trade it is necessary to move production
factors from declining sectors to sectors where the economy has a comparative advan-
tage and where the factors can be put to most efficient use. Therefore, the costs of ad-
justment should only arise while resources are reallocated. However, there are signifi-
cant obstacles to this reallocation process in Europe. This locks resources into inefficient
use for lengthy periods of time.
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The policy response

In view of the above, the EU is facing a number of challenges in terms of: (i) attracting
new investment, (ii) exploiting the advantages world markets offer in terms of opportuni-
ties for sales and efficiency enhancement, and (iii) handling the effects of production be-
ing outsourced or delocalised.

e As regards new investment, access to large markets is still the predominant motive for
investment location decisions. The EU’s strongest selling point to retain current — and
attract new — investment is therefore the access it provides to a large pool of consumers
in its integrated market. However, the evidence suggests that the EU is not exploiting
its full potential, as demand remains sluggish and markets insufficiently integrated.

® The second most important reason when deciding where to locate is access to human
resources, skills and know-how. The EU also has potential in this area. However, its
current competitiveness profile could capitalise more on technology and human skills.

e Despite the fact that a large part of trade and FDI flows occur within the EU-15, the EU
could be capitalising more on the positive effects offered by globalisation through: (i)
access to large and growing markets outside the EU, like China and India, and (ii) in-
creased efficiencies from global sourcing.

e As regards handling the consequences of delocalisation and outsourcing, Europe needs
to address the obstacles to the reallocation process in Europe, which locks resources
into inefficient use.

Policy can contribute towards addressing these challenges. Policy should not attempt to
manage delocalisation or outsourcing, let alone limit it. The European economy is inex-
tricably linked to the world economy and it is essential for European firms to be able to
access international markets, exploit efficiency advantages and access strategic assets in
order to stay competitive. Rather, policy-makers should aim at putting in place framework
conditions that enable Europe to benefit fully from globalisation while ensuring that loss-
es are small and transitory in nature.

The real challenge is therefore to improve the European economy so that globalisation
and delocalisation are no longer a threat to jobs, but an opportunity for growth in the
EU. To achieve this, the European economy needs to improve its adaptive capacity. Pol-
icy should therefore have two goals: (i) improving competitiveness and (ii) facilitating
transition.

The policy instruments outlined below should not be considered in isolation. Rather, they
should be part of a coherent and consistent policy approach requiring coordination across
the different policy areas and policy levels (EU and Member States). Comprehensive re-
form programmes (like the Lisbon strategy) are likely to be more effective than piecemeal
strategies.
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(i) Providing the framework conditions on which Europe can build its sustainable

competitive position

The first set of policies focus on the ability of the EU economy to adapt without generat-
ing net losses, by creating new activities and jobs, and to shift resources from declining

sectors to sectors where Europe can sustain a comparative advantage. This set of policies

is

not specifically for dealing with the shocks from globalisation and delocalisation in

particular. Instead, it overlaps with the set of policies required for dealing with other
shocks such as technological change. As such, it broadly fits within the recently revised
— but far from implemented — Lisbon strategy for growth and employment. The report
outlines four particular policy objectives:

first, providing a dynamic European market. Ultimately, companies locate where the
market is. Providing firms with access to a growing and dynamic market is therefore the
best way to ensure that Europe remains the location of choice. While the legal frame-
work is more or less in place, more can be done to deliver a truly dynamic single market
across manufacturing and service sectors;

second, improving Europe’s sustainable comparative advantage, preferably in high val-
ue-added production. To sustain our social model, we ultimately need to produce and
sell goods and services with a high value added. Policy can play a supporting role by
putting in place an environment conducive to firms exploiting such markets (e.g. re-
search and development policies, policies that ensure the right framework conditions to
bring innovations to the market and competition policy);

third, improving Europe’s ability to adapt and adjust to shocks. Restructuring and relo-
cation are integral parts of dynamic, open economies. Affected workers and regions
accordingly need to be able to adapt and adjust quickly. This is currently not sufficient-
ly the case, with many displaced workers finding it hard to find new employment, for
example. This is partly due to insufficient new jobs being created, but also to lack of
mobility and insufficient wage flexibility. Labour market regulations, training and edu-
cation policy, immigration and tax policies can all be brought on board to improve the
EU’s adaptive capacity;

finally, improving Europe’s ability to reap the full benefits from a dynamic global mar-
ket. Trade policy has a key role in ensuring an open trading system both via multilat-
eral and regional agreements as well as protecting intellectual property rights in the
broad sense.
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(i) Facilitating transition and adjustment to shocks

Most theoretical models illustrating the positive effects from globalisation assume full
employment and flexible labour markets. However, short-term negative effects on employ-
ment are inevitable, as in practice labour market rigidities are always present, particularly
in Europe. This is why policies are needed to facilitate the transition. Labour market in-
stitutions have a particular role to play in this respect, as they determine the ease by
which alternative employment can be found. The report outlines three policy objectives:

e first, temporarily cushion the income impact on workers while stimulating and facilitat-
ing re-employment. Unemployment benefits are designed to insure workers against job-
loss related income falls. However, more can be done to further cushion the income
impact, through, for example, restructuring assistance (e.g. the US Trade Adjustment
Fund). In the context of such support, it is essential that it is designed so that incentives
remain to take up work should an opportunity present itself. Moreover, tax and benefit
systems may need to be reassessed;

e second, cushion the regional impact while facilitating the reallocation of resources
economy-wide. Specific policies may be necessary when the impact is especially concen-
trated in specific regions of the EU. To the extent that a shock affects several regions
symmetrically, coordinated policies to address the problems are required;

third, changes could be anticipated before they occur when sufficiently credible and
robust information becomes available. In such cases, workers at risk could be assisted in
moving and if necessary in improving their skills. However, such preventive assistance
is in many cases associated with severe information problems and anticipatory interven-
tion may run the risk of being inefficient.

The framework outlined above would position the EU better in the world economy. It
would enable Europe to benefit more from globalisation. At the same time, it would im-
prove the prospects of the resulting process of adjustment working smoothly. Those who
are affected by it would not just be compensated, but also assisted in remaining active
participants in the more global economy. This would not only improve efficiency. It
would also lead to more equitable outcomes, which would reduce opposition to eco-
nomic openness.
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1. Introduction: the challenges
from globalisation

The global economy is undergoing dramatic change. Rapid technological change — par-
ticularly with respect to information and communication technologies (ICTs) and trans-
port — is increasing dramatically the speed and volume of flows of information, goods and
services, thus breaking down geographical barriers to economic activity and driving the
integration of world markets.

More countries are opening up their economies, implementing market-based reforms, of-
fering greater stability and seizing the opportunities that come from closer integration
into the global economy. Most notable are the very large emerging market economies
such as China and India, which are already rapidly increasing their share of global eco-
nomic activity (*).

The combination of technological advance and policy liberalisation is allowing economic
activity to become increasingly specialised and dispersed across countries and continents,
increasing the ease with which goods and services can be subdivided and traded between
countries. The boundary between what can and cannot be traded is being steadily eroded,
and the global economy is encompassing an ever-greater number of tradable goods and
services.

The challenges the EU is facing from globalisation have stirred heated public debates,
often centred on threats of job losses due to delocalisation, offshoring, outsourcing and
the like. The latest results from the Eurobarometer survey (spring 2005) indicate that ‘the
transfers of jobs to other countries that have lower production costs’ scores the highest on
the list of things people say they are afraid of: 73 % of the respondents indicated they were

currently afraid of this. These high responses come principally from France, Belgium,
Greece (87 %), Finland (85 %), Germany (84 %), Hungary and Sweden (81 %).

People seem to perceive the costs of globalisation more than any potential benefits, as
shown in Table 1. Again, the high response on delocalisation of companies is due to coun-
tries like France (59 %), Belgium (56 %), Germany (51 %), Sweden (49 %), Austria (45 %)
and Finland (42 %).

A combination of factors explains what is different now compared with previous globali-
sation debates and explains the temperature of the current debate in the EU.

(") Currently, measured by PPP exchange rates, the USA and the EU-25 each account for just over 20 % of global output.
China and India combined account for 19 %. By 2015, the International Monetary Fund (IMF) forecasts that China will
account for 19 %, India 8 % while the EU-25 will represent 17 % and the USA 19 %.
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Table 1: European views about trade and globalisation

There are multiple consequences of the globalisation of trade.

When you hear the word ‘globalisation’ what comes to your mind first? (in %) EU-25
Opportunities for (NATIONALITY) companies in terms of outlets 16
Foreign investments in (OUR COUNTRY) 12
Delocalisation of some companies to countries where labour is cheaper 38
Increased competition for (NATIONALITY) companies 18
Other (spontaneous) 3
Don't know 14

Source: Eurobarometer, spring 2005.

® The weak economy: Weak economic growth across the EU has exacerbated fears of
losing jobs to offshoring. Although many argue that most losses are due to other factors
such as shifts in technology (?) or are cyclical rather than structural and, therefore,
should be recovered as countries come out of the recession, workers are not very inter-
ested in knowing what the real causes of the job losses are. Rather, they want to bring
it to an end and want to see policies aimed at restoring employment growth.

Deindustrialisation: An integral part of the structural change is the secular decline in
the share of manufacturing in GDP in the EU as well as in other industrialised coun-
tries (*). This transition has undoubtedly been affected by progressively wider trade lib-
eralisation. Competition from new suppliers, especially low-cost ones, have undermined
the ability of domestic producers to compete and has led to a decline in market share
and in employment in the sectors that are most exposed to international competition.
This has reinforced and complemented the secular decline in the share of manufactur-
ing in domestic output. As manufacturing is the most widely traded output and where
most product differentiation occurs, increasing trade liberalisation ultimately affects
manufacturing sectors more than services.

¢ Information and communication technologies (ICT) are affecting production struc-
tures: International specialisation according to Ricardo’s comparative advantage ap-
plies increasingly to segments of the production cycle rather than to complete products.
The growing share of parts and components in world trade indicates the increasing
fragmentation of manufactures. Although fragmentation of manufactures is not new, it
is now also spreading to services. ICT has been a fundamental contributor to the in-
creased tradability of goods and services. It allows knowledge to be codified, standard-
ised and digitalised, thereby enabling the fragmentation of many goods and services
into components that can be located abroad in order to take advantage of cost differen-
tials, economies of scales, etc. (*).

) See, for example, the debate on trade versus technology, discussed in Section 4.
(®) The share of manufacturing in the EU-15 declined from 26.3 % of GDP in 1980 to 18.5 % in 2002; correspondingly, the
share of (market and non-market) services rose from 58.7 % to 70.9 % during the same period.

(*)  Unctad (2004).
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e Services are increasingly affected: Many jobs considered as non-tradable are suddenly
exposed to international competition and risk being relocated. Examples of services
being offshored include audiovisual and cultural services; business services; higher edu-
cation and training services; financial services; health services and Internetrelated
services just to mention a few. Since services outsourcing is structurally easier than
manufacturing outsourcing in terms of resources, space and equipment requirements, it
may proceed quickly. Since the service sectors make up the bulk of employment in the
EU, this could put many more jobs at risk. Furthermore, while manufacturing outsourc-
ing has primarily affected blue-collar jobs and has led to increased inequality between
blue- and white-collar occupations, service outsourcing affects white-collar jobs, and
may lead to increased inequality within white-collar occupations.

® Emergence of new key players: The rapid integration of large developing countries
such as China and India into the world economy has contributed to reignite a recurrent
fear in developed countries: the loss of jobs to low-wage countries. A unique character-
istic of the new international partners, as compared with other episodes of emerging
developing countries, is a large labour force and relatively high technical capacities.
These are sometimes inherited from their industrial past, sometimes stimulated by ac-
tive industrial policy, as well as transferred by multinationals. A lower wage than else-
where is an even more attractive competitiveness factor if it comes with a well-educated
labour force. The annual output and quality of science and engineering graduates from
India and China have been increasing rapidly and are now comparable to the advanced
countries. This inevitably translates into low wages in the exportable sectors, a rela-
tively high pool of skilled labour and technical capacities not very different from those
of the industrialised countries.

The widespread ambivalence towards globalisation stands in stark contrast to the more
sanguine view shared by most economists that trade and investment liberalisation are
an important source of rising living standards for the overall population. The broad
consensus view, backed up by solid economic theories and robust empirical evidence,
holds that the most important long-run impact of international trade and investment
on labour markets has been to increase average real wages without undermining the
aggregate employment base, thus providing substantial payoffs to the representative
household. Indeed, the historical record strongly suggests that increased international
integration has never led to a net reduction of employment over more than short peri-
ods of time, if at all.

Notwithstanding the overall benefits from deeper international economic integration,
both economic theory and empirical evidence demonstrate that in this process the
welfare of some people may be reduced even as aggregate productivity and income
improve. There is no shortage of evidence indicating significant labour market adjust-
ment costs arising from intensified international competition for certain groups of the
workforce.

Obviously, reaping the potential gains from globalisation will necessarily entail adjust-
ment towards further specialisation, innovation and diversification into new areas of
comparative advantage. This will induce shifts in the sectoral and occupational compo-
sition of employment. Thus, the increase in international economic integration may

15
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well be a cause for increased ‘turbulence’ in labour markets. The reallocation of re-
sources generates — almost inevitably — short-run frictions. This is particularly the
case in labour markets, as it can be hard for people to acquire additional skills and/or to
move between jobs, sectors, occupations and regions. From this perspective, finding an
adequate response to globalisation should best be seen as being part of the broader
policy challenge for dynamic economies to successfully cope with structural economic
change.

These changing global trends are particularly challenging for Europe, as the present re-
port will suggest. Although Europe is increasingly integrated in the global economy, and
maintaining its position in world markets — not least due to enlargement — it is invest-
ing and trading relatively less in the fast-growing emerging economies. In addition, it is
losing its attractiveness as a location site for new investment. Moreover, compared with
its developed economy competitors, Europe’s performance with respect to innovation
remains relatively poor, being specialised in sectors not requiring high skills and high
technology. This is problematic, as competing effectively on international markets —
characterised by increases in both global competition and the speed of technological
change — requires countries to take advantage of the increasing rewards from innova-
tion. The challenges which Europe will be facing in the future are amplified by the large
emerging economies’ exports increasingly moving up the value chain. Those countries
are also stepping up their investment in research and development. Finally, Europe’s
relatively rigid economic structures make it difficult to adapt to changed economic cir-
cumstances.

FDI and migration of people. Furthermore, from
a European perspective, globalisation means
simultaneously further integration in the world
o . ) economy and within-Europe integration
Deflnlng globallsatlon (including (further) enlargement). ‘Relocation’ is
and relocation more difficult to define and identify, reflecting
the loose boundaries of the concept. A strict
concept of relocation is associated with the
closing/scaling down of a firm's activities in the
home market, following the shifting of parts of
the production chain abroad. Such concept
implies the notion of vertically fragmenting
production internationally. This can be done
within the firm (‘offshoring’) or external to the
firm (‘outsourcing’).

Although most of the concerns in the public
debate focus on the relocation of economic
activities abroad, the report will not focus solely
on relocation but take the perspective of
globalisation in a broader sense. This is
motivated by the difficulty of isolating
empirically and conceptually the size and the
effect of relocation from globalisation in
general. Although the term ‘globalisation’ is
widely used, it is not always clear what it
means. In this report, globalisation is defined as
the trend of ongoing international integration.
Globalisation is not only about exports and
imports of goods and services, but also includes
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1. INTRODUCTION: THE CHALLENGES FROM GLOBALISATION

Against this background, Chapter 2 begins with an analysis of the current trends on glo-
balisation in general and delocalisation in particular. In order to better understand the
changing patterns of globalisation, Chapter 3 reviews what motivates firms to locate in-
vestments and which factors are critical location factors for investment decisions and as-
sesses the trends in attractiveness of the EU as a location site. Chapter 4 examines the
impact of globalisation, delocalisation and outsourcing on the European economy. Finally,
Chapter 5 assesses which policies are necessary to overcome these challenges and to sus-
tain and increase the gains.
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2. Patterns in EU international trade,
investment and migration

Based on standard international trade theory, economists usually point out three main
channels through which increased international economic integration may affect the
economy. First, globalisation increases the potential to exploit comparative advantages,
which increases international trade in goods and services. Second, more mobile capital
enables companies to invest in other regions. Third, if international differences in wages
exist, further economic integration may trigger movements of workers in the low-wage
regions in search of better-paid jobs in the high-wage regions. The integration process can
be based on one or more of those mechanisms, depending on a number of institutional
constraints. The chapter reviews these various channels. Sections 2.1, 2.2 and 2.3 de-
scribe respectively the recent trends in trade, investment and migration. The chapter
closes with a special section on delocalisation (Section 2.4).

2.1. EUinternational trade patterns

2.1.1. The EU in world markets

World trade in manufacturing grew at an annual average rate of around 8.5 % over the
period 1992-2003. While overall EU-15 trade has been growing considerably less, this
relatively poor performance essentially reflects a lack of buoyancy in intra-EU-15 trade
flows (°) rather than trade with third countries. The growth rates of extra-EU trade are
actually close to world average. Consequently, at the extra-EU-15 level — which is the
area of focus for the present analysis — the EU-15 countries have been largely holding
their own.

Europe has embraced the process of rising trade integration. The share of extra-EU-15
exports in world exports in manufacturing rose slightly from 15 % in 1992 to 159 % in
2003, while their share in world imports declined, resulting in a slight improvement of
the EU’s trade balance position. The export market shares of the 10 new Member
States expanded from below 1 % in 1992 to 2.8 % in 2003. But their share of world
imports has increased even more, resulting in a larger trade balance deficit.

Over the same period, the US share in world exports fell from 12.6 % to 10.2 %, simulta-
neously with an increase in world import share, from 15.1 % to 17.7 %, resulting in a sig-

(®) The share of intra-EU-15 trade in world trade in goods peaked in the late 1980s, with the completion of the internal
market, to around 30 % but it has subsequently eased to around 20 % in the beginning of the present decade; for evi-
dence and comments along these lines, see CEPII (2004), especially Figures 5 and 6.
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Graph 1: World export market shares for different countries/country groupings
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nificant widening of the US trade deficit. Japan’s world market shares in both exports and
imports and trade balance surpluses are now somewhat smaller than 10 years ago.

Nevertheless, the most striking development over the last decade is the rapidly grow-
ing role of China in world trade. In 2003, Chinese exports accounted for 6.2 % of
world exports, up by almost 4 percentage points since 1992. However, as imports rose
almost in parallel, China absorbed 5.6 % of world imports as well. Also south-east Asia
continued its expansion on world export markets, transforming their trade deficit into
surplus. India’s share in world exports and imports of about 1 % each is still relatively
small.

Table 2. World export and import market shares and trade balances, 19922003

(manufacturing)
1992 2003
Share Share Trade Share Share Trade
ofworld  ofworld  balance ofworld  ofworld  balance
exports imports (% of GDP exports imports (% of GDP
of area) of area)
Extra-EU-15 15.0 16.5 -09 15.9 15.8 -04
EU-10 1.0 1.1 -28 28 3.1 -66
EU neighbours 6.2 5.7 0.7 7.6 6.9 1.7
USA 126 15.1 =17 10.2 17.7 -53
Americas (excl. USA) 76 73 0.2 9.0 17 25
Japan 95 6.4 2.8 6.7 52 2.1
China 24 22 1.0 6.2 5.6 16
South-east Asia (excl. China) 12.1 12.5 -21 13.3 1.9 3.1
India 0.6 0.7 -15 09 1.0 -22

Source: European Commission (2005a).
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2. PATTERNS IN EU INTERNATIONAL TRADE, INVESTMENT AND MIGRATION

While on average the EU seems to defend its position on world markets, upon closer in-
spection of the regions and sectors of trade, there is some evidence that the EU may be
less than ideally positioned to fully realise the potential gains from deeper international
economic integration. To analyse why this is so, the next sections review the geographical
direction and sectoral composition of EU trade.

2.1.2. Geography of EU trade

Changes to the EU-15’s overall market positions indicate large and rising deficits with
Asia compensated by surpluses with most of the rest of the world. All three areas of Asia
have opened up significant trade gaps with the EU. The Chinese trade deficit of nearly
0.5 % of GDP is at similar levels to that of Japan, with which Europe has had a persist-
ently large deficit since the early 1990s. In addition, the mid-1990s’ small surplus with the
rest of south-east Asia has now been replaced with a deficit of about 0.3 % of GDP. These
negative developments at the bilateral level are to a large extent being offset at the ag-
gregate level by the buoyancy of the US market where the EU has seen a sharp turna-
round in its trading position. The new Member States as well as the EU neighbours and
the Americas group of countries also provide the EU-15 with small but relatively stable
trading surpluses.

Graph 2: Extra-EU-15 trade balances

0
06 % of GDP
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Source: European Commission (2005a).

Examining the geographical direction of EU exports in more detail suggests that the EU
is generally quite inward-looking. With the bulk of EU trade being intra-EU-15, the most
dynamic part of the EU-15 export flows is nevertheless the one between the new Member
States and the EU-15, reflecting the benefits from recent enlargement. Extra-EU-25 flows
have grown too, but adjusting for the rapid growth in these markets, it appears that the
EU may not have grasped all opportunities here, especially with regard to the fastest grow-
ing areas, like China.
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Graph 3: Shifts in the geographical focus of EU-15 trade (manufacturing)
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2.1.3. Sectoral composition of EU trade

The sectoral composition of EU trade reveals a similar picture. The six sectors that con-
tributed most to world non-fuel export growth between 1992 and 2003 were semiconduc-
tors, passenger cars, telecommunications, computers, computer parts and pharmaceuti-
cals. This shows the importance of the ICT industry as a major driving force behind the
growth in exports since the early 1990s (°).

The EU has sustained its position in those areas where most of the growth in world ex-
ports is realised. However, it has not been able to improve it. This contrasts with the speed
with which China has advanced in these areas (the only exception for the moment being
passenger cars and pharmaceuticals).

2.1.4. Trade in services (’)

In most countries, employment growth has been positive in services but negative in man-
ufacturing. While the share of output represented by the services sector has risen in al-
most all countries, there still remains a wide heterogeneity across countries with respect
to the importance of the services sectors. The United States and the United Kingdom are
clear outliers as Table 3 illustrates. For these countries, the contribution of the services
sector to overall productivity growth has risen in the last 10 years, mainly due to the con-
tribution of high-growth services, namely business services.

(°)  The four ICT products on their own contributed over 20 % of the total growth in non-fuel exports over the 12-year pe-
riod covered. Semiconductors was the single most important non-fuel export product grouping over the period 1992—
2003. This reflects both its very high rate of growth (13.6 %) as well as its large weight in non-fuel world exports (it has
a 4.4 % overall share). This single industry contributed nearly 8 % to the overall growth of non-fuel exports over the
period 1992-2003, well in excess of the next most important industry, passenger cars. Source: European Commission
(2005a).

(") This section is based on European Commission (2005a).
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Graph 4: Top six contributors to non-fuel world export growth: How does the EU-15

compare with the USA, Japan, south-east Asia and China?
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Table 3: The changing structure of output, 1990 and 2002

Share of 1990 2002

GDF (%) Agriculture Industry Services Agriculture Industry Services
Euro area 3 34 63 2 28 70
UK 2 35 63 1 26 73
USA 2 28 70 2 23 75
China 27 42 31 15 51 34
India 31 28 4 23 27 50
Poland 8 50 42 3 30 67

Source: World Bank (2004).

The available data on international trade in services suggest that the rising economic
importance of the service sector is yet to be fully reflected in global trade flows. While the
services share of world trade has risen by approximately 4 % since 1980, it still accounts
for no more than 20 % of world trade. Between 1997 and 2003, world trade in services
grew by 35.7 %, just slightly faster than that of trade in goods (34.9 %).

In 2003, the EU-25 was the world’s largest exporter and importer of services, accounting
for 27.7 % of global exports and 25 % of imports, followed by the USA (20.2 % of global
trade). More than half of the EU’s international trade in services transactions occurs be-
tween Member States. However, with around 32 % of EU external trade in services, the
United States is the EU’s largest partner. Notably, neither China nor India currently plays
a major role in EU trade in services. Among Member States, the UK was the largest ex-
porter and second largest importer (behind Germany) of services in 2003, accounting for
20.2 % of total EU-25 international trade in services.

Graph 5a: Services trade balance, 1980-2002
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Source: European Commission (2005a).
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2. PATTERNS IN EU INTERNATIONAL TRADE, INVESTMENT AND MIGRATION

Graph 5b: Services trade balance, 1982-2002
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In contrast with manufacturing, the United States has the largest positive balance of

trade in services. Within the EU, the biggest net exporter of services is the UK. However,

the Indian ‘take off’ in 1997 and clear upward trend since then is also remarkable. So is

the negative services trade balance of China, and on a bigger scale Germany (see Graph @
5a). In sum, these data do not support the presumption that services trade on a global

scale is a one-way street from developed to developing countries.

2.1.5. Revealed comparative advantage and price and cost competitiveness

To assess how vulnerable the EU will be to the flows of globalisation requires reviewing
the EU’s relative sector specialisation. A deteriorating comparative advantage signals that
affected industries may not be viable over the medium term. The emergence of competi-
tors, such as China or India, with an ability to compete across a broad spectrum of activi-
ties, constitutes such threats, as demonstrated in the previous section. The present section
reviews some evidence of comparative strengths and weaknesses in the EU’s interna-
tional trade.

Table 4 presents a classification of EU manufacturing trade by income level of trading
partners and intensity of labour skills, using the revealed comparative advantage (RCA)
index (%). The EU appears to have a stronger comparative advantage in manufactures that
are intensive in low-intermediate (RCA index 1.209) and high-intermediate (RCA index
1.144) labour skills. Low-income countries have a comparative advantage in the low la-

(*) The index of revealed comparative advantage (RCA) for product i used here is defined as RCA, = {(XEUJ/ZXEUJ)}/{X%/
ZXWJ)}, where X is the value of exports to destination j, EU is the EU-15, W is the world defined here as the EU-15 plus
another 93 countries — see European Commission (2005b), Table VI1.7.1, for details of country groupings.
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Table 4: Revealed comparative advantage (RCA) index in products by labour skills
categories, 2002

Products by labour skills categories
Region by income level

High High-intermediate Low-intermediate Low
EU-15 0.920 1.144 1.209 0.907
High non-EU-15 1.051 1.331 0.984 0.899
Upper-medium 1.114 0.468 0.980 1.048
Low-medium 0.961 0.465 0.791 1.264
Low 0.678 0.252 0.620 1.610

Source: See European Commission (2005b), Table V1.9; the original data are from the Comtrade database.

bour skills categories (index value of 1.610) and this is reflected in the negative trade bal-
ance of the EU-15 against these nations. This applies to low- to medium-income nations
as well (RCA value of 1.264). However, the EU-15 has less of an advantage than other
high-income countries in the high labour skills category. This confirms the concern that
the EU is lagging behind in gaining comparative advantage in human capital intensive
production.

Similar to human capital, we can analyse the position of the EU by technology content.
The data in Table 5 illustrate that the EU enjoys a comparative advantage not in high-
technology but in medium-technology goods. Yet again, this confirms the concerns about
the future of Europe’s position in the international division of labour in a changing trad-
ing environment.

Table 5: RCA index in products by technology categories, 2002

: : Products by technology category
Region by income level

High Medium-high Medium-low Low
EU-15 0.861 1.174 0.950 0.878
High non-EU-15 1.117 1.134 0.929 0.682
Upper-medium 1.119 0.923 1.057 0.970
Low-medium 0.922 0.565 1.210 1.716
Low 0.467 0.364 1.030 2.665

Source: See European Commission (2005b), Table VI.11; the original data are from the Comtrade database.

A relative trade balance indicator (°) (Graph 6) shows that the EU’s positive trade bal-
ance is mainly due to low-intermediate skills sectors and that historically negative trade
balances are recorded in high and high-intermediate skills sectors. Nevertheless, the EU
has been improving its position in high-skill labour-intensive products since the late
1980s, converting earlier deficits into modest surpluses or balanced trade. The EU has
improved its comparative advantage in, for example, specialised machinery, pharmaceuti-
cals, electronic components, organic chemicals, aeronautics and space, measuring instru-

(?) The indicator is defined as the ratio (X-M)/(X+M), where X (M) is exports (imports) of manufactures.
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2. PATTERNS IN EU INTERNATIONAL TRADE, INVESTMENT AND MIGRATION

ments, and paper products. It has seen a decrease in its advantage in automobiles, compu-
ter material, textiles and apparel, electronics and electronic products and other
manufactured goods ('°).

Graph 6: EU-15 trade by labour skills categories (X—M)/(X+M)
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Source: See European Commission (2005b), Graph VI.9.

A similar development has taken place with regard to the EU-15s trade by technology
content. In 2003, manufacturing exports were less technology intensive in the EU than
in the USA and Japan. High-tech industries accounted for about 20 % of total EU manu-
facturing exports, while they represented more than 25 % of total manufacturing exports
in Japan and the USA (). US high-tech industries accounted for more exports at world
level than the EU or Japan, i.e. nearly 20 % in comparison to 16.7 % and 10.6 %, respec-
tively. However, the world export share of EU high-tech industries increased by 1.8 %
annually from 1997 to 2002, somewhat catching up with the USA and Japan. Earlier defi-
cits in high-technology manufactured products narrowed until the mid-1990s but this has
been reversed subsequently. Deficits continue to characterise trade in low-technology
products but the EU-15 records considerable surpluses in medium-high technology prod-
ucts, and less so in medium-low ones (1?).

Beyond comparative advantages in high-tech and high-skill sectors, products that can
command a price premium on world markets due to other dimensions like quality, reputa-
tion, design, related services and the like are also interesting targets for sustainable com-
parative advantages. The CEPII (2004) study shows that the EU’s overall good position on
world markets is due to its strong export performance in upmarket products. These prod-
ucts now account for 48 % of EU exports and 41 % of US exports. In contrast, they only
account for 15 % of Chinese exports. Furthermore, the EU market position in consumer

(%) For a detailed discussion, see CEPII (2004), especially Table 8.
(1) European Commission (2005e).
(1) See in particular European Commission (2005b), Graph VI.12.
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goods is highly positive for top-of-the range products while negative for low- and medium-
range products. Hence, an important objective for the EU is to consolidate and further
improve this position.

Graph 7: Proportion of exports accounted for by upmarket products
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(*) BRIC: Brazil, Russia, India and China — Source: CEPII (2004).

Unlike trade in goods, it is more difficult to evaluate comparative advantage in trade in
services. The CEPII (2004) study shows that in contrast to the USA, where the compara-
tive advantage in services is increasing rapidly, the EU-15 appears to continue to special-
ise in trade in goods (**). The increase in US specialisation in services is a reflection of the
more rapid decline in the share of manufacturing in national income and the rapid struc-
tural transformation of the economy. The EU services sector is performing poorly in terms
of productivity growth when compared with the USA and the persistent fragmentation of
the services market in the EU is not contributing to improving its performance ().

2.2. Foreign direct investment

Shifts in FDI could also significantly affect the global distribution of economic activity in
the coming decade. This section starts by reviewing the EU’s position in FDI flows and
stocks. By reviewing inwards FDI perspective, Section 2.2.2 assesses the attractiveness of
the EU as a location site for investments. The final section reviews outward FDI, looking
at where EU firms are locating their investments.

(1) See CEPII (2004), especially Figures 27-29.
() The performance of the services sector in the EU and in the USA has been discussed extensively in O’Mahony and van

Ark (2003).
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EU trade and China

The principal driver of recent European trade
growth beyond its borders has come from
increased integration with certain emerging
economies, particularly China ('®). With total
trade doubling between 1999 and 2003, China is
now the EU’s second most important trade
partner on a country basis. According to Eurostat
figures, in 2003, among the EU-25 Member
States, Germany was the largest exporter to
China, with EUR 18.3 billion, or 44 % of the
total, followed by France (EUR 4.7 billion or

11 %). Germany (EUR 22.5 billion or 21 %) was
also the largest importer from China, followed
by the United Kingdom (EUR 17.3 billion or

16 %), the Netherlands (EUR 14.7 billion or

14 %), France (EUR 9.6 billion or 9 %) and Italy
(EUR 9.5 billion or 9 %).

Whilst China remains dependent on imports of
high-tech components, its own exports of
components, telecommunications equipment
and consumer electronics all moved up the value
chain. This shift up the value chain can be
expected to continue. China’s high-tech
industries are still less developed than those of
developed countries. However, they are growing
rapidly, which creates the momentum for
catching up (). According to the OECD
classification for high-tech industries, the
contribution of high-tech industries to
manufacturing value added increased in China
from 6.2 % to 9.3 % over the period 1995-2000,
still very much below US values, but coming
close to shares for Italy, Germany and France.

See European Commission (2004a).

With respect to exports of high-tech products,
impressive growth rates are realised, such that,
despite the important growth rates in exports in
general, the share of high-tech products in
exports has been increasing from 11 % to 25 %.
Nevertheless, since at the same time the
Chinese economy is increasingly importing high-
tech products, the Chinese trade balance in
high-tech is still negative ().

China has become the focus of considerable
debate in recent months following the
liberalisation of textile quotas with the
expiration of the Agreement on Textiles and
Clothing on 1 January 2005. Over the period
1996-2002 China’s trade surplus with the EU-15
in textiles and textile products was EUR 2.7
billion and has since increased further. China is
competing in the EU textiles market with other
foreign producers but the sheer volume of its
exports has been used as an opportunity to raise
protectionist demands. Between 1995 and 2004,
China's market share in textiles and textile
products in the EU-15 has risen by some

4 percentage points (to 43.3 %) as has the share
of Bangladesh (to 8.7 %) followed by Turkey's
growth of 2.6 percentage points (to 22.6 %).
These increases have been at the expense of
Egypt, India and the Maghreb (Algeria, Morocco
and Tunisia) countries which together have
experienced a decline in market share of some
10 percentage points during this period. Related
to the comments made previously, the share of
textiles and textile products in China’s total
exports to the EU-15 declined by close to

10 percentage points between 1995 and 2004.
The data confirm the EU's comparative
disadvantage in these products and the
substantial gains from trade China’s emergence
in the international trading system offers.

China’s fast and impressive development is strongly related to growth in its science and technology base. With a real
annual growth rate of more than 15 % per year, despite the strong growth in Chinese GDP, gross expenditures on R & D
as a share of GDP have managed to increase from 0.7 % to 1.31 %.

This negative balance is due to the electronics and computer (integrated manufacturing) sector. In computers and tel-

ecommunications, the balance for China is positive.
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2.2.1. Trends in global FDI flows

FDI flows are running in real terms at more than five-and-half times the average prevail-
ing in the first half of the 1980s. Moreover, growth in FDI seems likely to continue over
the next decade ('8).

The geographical distribution of FDI remains very uneven. Most FDI flows still take place
among developed economies, with the EU-15 and the USA currently dominating global
flows. The OECD (2005b) reports three factors that have determined the distribution of FDI
within the OECD area and elsewhere. First, diversity in macroeconomic performance across
the world has made those nations that are performing poorly less popular as FDI destina-
tions. This applies especially to the core EU-15 Member States in contrast to the strong
growth performance of the USA. It also applies to other emerging economies. Second, the
weakness of the US dollar has made the USA a comparatively more attractive location to
invest. It has also stimulated large balance sheet adjustments on repayment of inter-firm
loans, which has the effect of depressing FDI inflows especially in some of the European
countries in 2004. Third, structural factors have favoured investment outside the OECD
area. These are low production costs, a potentially profitable and expanding market, and
favourable regulatory and administrative conditions.

Greater integration of the large emerging markets into the global economy will contribute
to significant changes in the geographical distribution of global FDI flows, with rapidly
growing economies attracting increasing inflows and becoming more important suppliers
of FDI. These trends are already apparent. In 2003, emerging and developing economies
accounted for 31 % of total global FDI inflows, up from 18 % in 1990. The growth of FDI
inflows to China has been particularly striking. In 1990, China accounted for 1.7 % of
global FDI inflows. By 2003, it accounted for almost 10 %, above all Member States except
the UK and Germany. Forward-looking survey evidence points to a continuation of this
trend, with China and India particularly attractive.

2.2.2. Inflows to the EU: is the EU losing its attractiveness as a location for FDI?

The largest share of total OECD FDI inflows has been directed towards the EU-15. How-
ever, there has been a marked decline since 1999, particularly in Germany and France
with only the UK seeing an increase in FDI inflows (*°).

The major part of inward FDI comes from Member States (i.e. intra-EU), predominantly
the old ones (intra-EU-15). In terms of inflows from third countries, most investments
come from the USA. The EU appears to have fallen behind the USA in terms of its abil-
ity to attract inward (non-EU-15) investment. A range of structural issues, including the
regulatory environment, skills and labour costs, are likely to be important factors (Chap-
ter 3 examines in more detail the factors that determine the location of investment).

(') See also Unctad (2005).
(") For additional details, see OECD (2005b).
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Graph 8: Share of FDI inflows into the EU-15 and USA (% of total OECD inflows)
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Source: OECD (2005b), Tables A.1 and A.2.

Graph 9: FDI inflows into the EU-25, extra and intra (2002, billion EUR and share)
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2.2.3. FDI outflows: Are EU firms investing abroad?

EU firms locating investment abroad can exploit the benefits from access to markets, ac-
cess to low-cost and/or high-quality inputs and access to strategic assets, including know-
how, thereby improving their overall profitability.

Europe’s stock of outward investment increased sharply in the 1990s. At the beginning of
the decade, EU firms tended to be less integrated into the world economy compared with
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their US counterparts who were quicker to expand internationally in the 1960s and 1970s.
The EU has since caught up in terms of international exposure. However, FDI outflows
have been decreasing since 2001.

Table 6: EU-25 FDI outflows, 1999-2002 (billion EUR)

1999 2000 2001 2002
EU-15 outflows 307.1 403.0 2578 130.6
Of which:
USA 191.4 182.1 1419 451
New Member States 12.1 19.9 16.3 16.1
China 2.2 2.2 3.1 2.6
India 0.8 0.9 1.0 0.7

Source: Eurostat.

As illustrated by Graph 9, the vast majority of the EU-15’s outward FDI is directed at
other EU-15 Member States. Outside the EU-15, the major destination country remains
the USA (Table 6). Despite the substantial increase in FDI inflows to China and India
since the early 1990s, the EU-15 FDI outflows to the 10 new Member States were vastly
larger than those to China (?°). Therefore there appears to be scope for Europe to develop
its investment relationship with emerging economies further.

2.3. European migration

Globalisation has mainly been driven by the free movement of goods, services and capital
flows. Labour flows on the other hand have never been an important driving force (*).
Nevertheless, migration has increasingly become an area of interest. Migration may not
only have an impact on wages and employment. The relationship between migration and
FDI and trade also needs to be considered. For instance, if migration of workers is ham-
pered — as it is the case in many EU countries — firms may move to the low-cost workers
rather than workers moving to the firms in the high-wage regions.

2.3.1. Migration inflows

Flows of immigrants into the EU have grown considerably in recent years, rising from an
average of 1.9 million during the period 1997-2001 to 2.6 million in 2002 and to an esti-
mated 2.5 million in 2003 (?2). It is possible that the estimated inflows for 2003 reflect a
stabilisation of the trend following a modest downturn recorded in 2001 after several
consecutive years of growth.

(*) US firms appear to be investing more in fast-growing emerging countries than their EU counterparts. Asian emerging
economies were the destination of 12.3 % of US FDI between 1999 and 2002.

(*') European Commission (2004a).

(*) OECD (2005c). See also European Commission (2004a and 2005a).
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Graph 10: Net immigration flows in the EU, in thousands
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Source: New Cronos, Eurostat.

2.3.2. Migration and the labour market

Immigrant workers represent a significant component of the labour force in the host @&
countries. In the EU-15, during the period 1998-2003, this ranged from 1.6 % in Finland

t0 9.2 % in Austria, to 9.5 % in Greece (2001) and to 45 % in Luxembourg. Nevertheless,

in several Member States the share of foreign workers stagnated or declined in the post-

1998 period. This was the case for Belgium, France, Luxembourg and Austria (*).

Migration flows into the labour forces of the EU Member States are generally lower than
the USA, where higher levels of immigration have contributed to higher rates of GDP
growth in recent years. Notably, the USA has better absorbed immigrants into its labour
market. In 2002, the EU-15 unemployment rate for nationals was 7.1 % compared with
15.8 % for non-nationals; the EU-15 employment rate for nationals was 66.4 % compared
with 52.6 % for non-nationals; the US unemployment rate for foreign nationals was 4.2 %,

compared with 4.0 % for nationals; and the US employment rate for foreign nationals was
66.7 % compared with 67.2 % (**).

Despite the growing foreign and migrant labour force in host EU countries, participation
rates are generally lower than those of the native population. The difference is most pro-
nounced in the case of women but it is also observed in the case of men.

() See OECD (2005¢), Table L.10, for details. This development may be a reflection of measurement problems in that those
that become nationals are not counted in the stock of foreigners. Although substantial numbers of migrants are admitted
into these countries each year, some clearly leave and others become citizens.

(*) See European Commission (2004a).
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2.3.3. Migration and skills

It has recently been suggested that a selective migration policy could be an answer to
Europe’s problem of the ‘brain drain’ and its need to elevate its scientific and innovation
performance. Table 7 presents data on the educational attainment of foreigners and na-
tionals in several OECD countries including EU ones.

For most EU countries, the skill level of foreigners is lower than for nationals. It is clear
that the EU imports low-skilled foreign nationals compared with nationals ranked by less
than upper-secondary education. There are some exceptions — Greece, Hungary and
Portugal for example. Among those with upper-secondary education, nationals dominate
in all reported cases except in Greece, Portugal and Finland where the share of foreigners
with this level of education is higher than the share of nationals. Finally, reality is more
diverse in the case of tertiary education. In several Member States (the Czech Republic,
Denmark, Spain, Ireland, Hungary, Portugal, Slovakia and the UK) the share of foreign-
ers with tertiary education is higher than those in the national population. But in Bel-
gium, Germany, France and Finland the share of foreigners with tertiary education is
lower than in the national population.

The general pattern of educational attainment of migrants is also consistent with the
distribution of their employment in the host countries. Compared with nationals, foreign
workers are overrepresented in low-skill professions — construction, hotels and restau-
rants and in household services — but their sectoral distribution varies across the Mem-
ber States (¥). Since some of these sectors are cyclical, the vulnerability of employment of
foreign workers to business fluctuations is considerable.

Overall the EU appears to be much less successful than the USA in absorbing migrants
into its labour markets. One reason could be that the EU has a larger share of low-skilled
immigrants. This suggests an ever more important challenge for EU migration policy.

2.4. Delocalisation (%)

Within the wider context of globalisation, the specific phenomenon of delocalisation is
increasingly a cause for concern for the public and policy-makers in many developed econ-
omies, including in Europe. The political debate on this issue is currently fuelled by the
perception that the phenomenon has become more pervasive both within each sector of
the economy (extending progressively to the whole range of activities at the firm level)
and across sectors (as no industry, including services, seems to be sheltered from interna-
tional competition). The section begins with the definition of delocalisation and difficul-
ties associated with its measurement and then provides an overall picture of the sectoral
and geographical dimension of the phenomenon.

() See OECD (2005c), Table 1.13, for details.
(%) This section draws heavily on European Commission (2005a) and European Commission (2005f).
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Table 7. Distribution of foreign and national adult population (25-64) by level of education
(2002-03 averages in %)

Less than upper secondary Upper secondary Tertiary level
Foreigners  Nationals Foreigners  Nationals Foreigners  Nationals
BE 52.3 378 257 335 22 287
Cz 259 1.7 52.5 76.6 215 1.7
DK (2002) 307 276 417 46.7 275 257
DE (") 471 13.6 382 62.4 14.7 24
EL 421 46.8 409 353 17 17.9
ES 433 58.3 285 17.2 282 246
FR 63.9 335 206 425 15.5 239
IE() 213 40.1 286 354 50.1 245
IT 349 349 34.7 39.7 303 254
LJ 438 275 38 56.7 18.2 15.8
HU 202 274 52.6 58 272 14.5
NL (2002) 437 319 315 433 248 249
AT 429 19.3 434 63.7 13.7 17
PT 55.4 791 28.1 1M1 16.6 9.8
SK 13.2 13.8 67.8 75 19 1.2
Fl 291 248 46 424 249 328
SE(") 237 18 454 55.5 309 26.5
UK(") 309 17.4 255 53.1 43.6 26.2
AU (2001) (%) 433 56 29.1 236 275 204
CA (2001-02) () 16.7 16.6 56.3 62.9 27 205
CH 314 8.1 446 65.2 24 26.7
NO 18.4 13.7 423 538 392 325
us 305 9 357 51.9 338 391

(') About 7.4 %, 13 %, 6 % and 43.4 % of the foreign population did not respond to the question on education attainment in Germany, Ireland, Sweden and the
United Kingdom respectively. This is also the case for 10.7 % of UK citizens living in the United Kingdom.

(%) Upper secondary refers to completed year 12.

(%) Lower secondary refers to below 11-13 years of elementary and secondary schooling, upper secondary refers to a high-school diploma or a non-university
post-secondary certificate, and tertiary level refers to some post-secondary education plus university degrees.

Sources: European countries: European Community Labour Force Survey (Eurostat) except for Denmark: Population register; Canada: Labour Force Survey; United
States: Current Population Survey; Australia: Census.

Source: OECD (2005c), Table 1.12, p. 65.
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2.4.1. Measurement issues

There is no generally accepted definition of the phenomenon. For the present report a
wide concept will be adopted defining ‘delocalisation’ as the process of relocation of eco-
nomic activities towards foreign sites, closing down activities at home. It reflects the
changes in the way firms do business when adapting to the more competitive environment
and to the faster technological progress.

The trend towards greater trade integration, the deregulation of international capital
movements and the reduced transport and communication costs allied with the techno-
logical developments of recent years have led firms to increasingly fragment the produc-
tion chain to optimally locate the various stages of production across different sites (either
abroad or at home).

Table 8 summarises the most common names used. In general, firms relocate activities to
foreign sites via two mechanisms. The first is ‘offshoring’, which implies that firms retain
the ownership of the whole of the production process while locating parts abroad via the
setting-up of subsidiaries. The second is ‘international outsourcing’, which implies con-
tracting out parts of the production process to external suppliers located in another coun-
try. Throughout this report, offshoring, outsourcing or international outsourcing are used
interchangeably when firms relocate part of their domestic operations to third countries
— whether material production or services, and whether the organisation abroad is exter-
nal or internal to the offshoring firm.

Table 8: A firm's sourcing options: mest common names used

Internal to firms External to firms
Domestic Domestic in-house production Domestic outsourcing
(a firm produces its products domestically (a firm uses services supplied by another
without any outside contracts) domestically-based company)
International Overseas outsourcing/offshoring/ Overseas outsourcing/offshoring/
intra-firm international outsourcing/ offshore outsourcing/
vertical FDI/ arm’s length international outsourcing
captive offshoring/ (a firm uses services supplied by an
vertical specialisation unaffiliated foreign-based company)

(a firm uses services supplied by its own
foreign-based affiliates)

Some clarifications will be useful. First, in a strict sense offshoring implies a change of
location, or relocation, of production and the employment activities associated with it. As
a consequence, domestic production will be substituted by foreign production, whatever
the final destination of the product. However, offshoring is sometimes used in a broader
sense to include other types of international trade and FDI activities not always requiring
a relocation of jobs — for example, if EU-based companies expand by investing in affili-
ates overseas rather than by expanding their domestic operations, thus creating new jobs
overseas while maintaining EU jobs.

Second, as a result of its increasing tradability, offshoring of services has gained momen-
tum and it is expected to continue to do so in the future. Especially in the USA, there is
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a tendency to use the terms outsourcing and offshoring only for services (*'). In Europe,
however, delocalisation of goods still dominates the discussions, especially in mainland
Europe. White-collar offshoring is affecting mostly the UK and Ireland although the phe-
nomenon is spreading across the continent. Delocalisation of services will be discussed in
Section 2.4.3.

2.4.2. Trying to grasp the size of the phenomenon: no reason to be worried?

Despite the widespread perception that the phenomenon has greatly increased in recent
decades and that it is likely to continue to grow (*%), it is difficult to quantify its extent, as
information on how much of the production process of firms is shifting to foreign sites is
not readily available. As regards historic data, two main sources are normally used: FDI
statistics and trade statistics. Surveys of companies’ relocation intentions are a useful
complement, since although often less representative and more subjective, they pick up
more recent trends.

2.4.2.1. FDI statistics

As FDI flows reflect the activities of multinational enterprises (MNEs), they are often
used as the main measure of delocalisation. However, there are problems in doing so. FDI
statistics cover all investments undertaken abroad, i.e. joint ventures and greenfield in-
vestments including relocation. As a result, it is not possible to isolate relocation. While
not all FDI activities can be associated with firms’ decisions to fragment the production
chain, not all delocalisations imply FDI flows (*°). Nevertheless, FDI statistics may give an
idea of the overall pattern of EU companies’ internationalisation activities.

Reviewing the FDI statistics presented in the previous sections in the perspective of delo-
calisation, there is not much evidence supporting delocalisation being a large phenome-
non. First, developed countries remain the main recipients of EU outflows, with intra-EU-
15 and the USA the major destination. In comparison, only a small part went to the new
Member States, and even less to China and especially India. Second, while FDI flows to
China have increased over the past years, one should bear in mind that this region has a
high growth rate and therefore represents a huge potential for companies. Many multina-
tionals invest in China in order to have access to this large market; they are not necessar-
ily all cases of delocalisation.

2.4.2.2. Trade statistics

Both offshoring and outsourcing imply the existence of trade flows. Trade data may there-
fore be used as indicators of delocalisation, particularly intra-firm trade and trade in inter-
mediate goods which are used as inputs in production processes, as well as trade in com-
puter software design and business services including accounting and other back office

(*") See, for example, Bhagwati et al. (2004).

(*)  According to Unctad (2004) offshoring is in its infancy. Unctad expects the trend to offshore to be just about to ap-
proach a pivotal ‘tipping point’ from which cascades of new offshoring will spring.

(*) For example, if a firm chooses to contract out parts of the production to other firms located in another country.
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operations services (*°). However, it is not straightforward to track down the size. The use
of firm and plant-level data would be most likely to accurately reflect pure delocalisation
decisions, but their availability is limited.

(i) Intermediate goods trade

There is growing evidence that trade in intermediate goods (*') accounts for an increas-
ingly large proportion of total trade, although the growth is modest.

Graph 11: Percentage share of parts in international trade
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(ii) Trade with developing countries

Another way to grasp the size of delocalisation is to analyse trade statistics with develop-
ing countries, which are seen as low-cost locations (**). This method is also imperfect
because it does not isolate trade originating from relocated companies. But it helps assess
the importance of these countries in our exchanges. As indicated above, the majority of
EU trade flows occur between high-income countries. About 20 % of EU trade flows (re-
spectively exports and imports) concern low-medium and low-income countries (among

which is China).

The character of Europe’s trade with low-income countries is typically inter-industry and
reflects the importance of more traditional comparative advantage factors, as the follow-

(*®) These categories of activities are thought to be most likely to encompass outsourcing activities.

(') Input-output tables are often used to construct industry-level indicators of the relative importance of imported interme-
diary goods (e.g. Hijzen, 2005). If the discrimination between imported and domestically produced inputs is not availa-
ble, often input—output tables are combined with trade data to construct the indicators (e.g. Amiti and Wei, 2005).

(2) See, for example, Fontagné and Lorenzi (2005).
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ing graph shows. It maps EU trade by income level of its partners and the Gruber-Lloyd
index, which measures the intra/inter-industry character of trade (**).

Graph 12: Distribution of EU total trade (exports plus imports of manufactures)

by the Gruber-Lloyd (GL) index and income level of partners (data for 2002)
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Source: European Commission (2005b).

The value of the Grubel-Lloyd index for intra-industry trade with high-income nations is
equal to 0.74, suggesting that trade with partners of comparable levels of development is
to a large extent intra-industry. Despite increasing globalisation and trade liberalisation,
it is unlikely that in the foreseeable future this pattern of trade will change in any substan-
tial way.

For Europe’s trade with low-income countries, the Grubel-Lloyd index is on average sub-
stantially lower, reflecting the relative importance of inter-industry trade. Nevertheless,
for products such as rubber and plastics, basic metals and fabricated metal products as well
as office machinery, electronic valves and tubes, radio and television receivers and other
instruments, the Grubel-Lloyd index takes values in excess of 60 %.

The relatively high values of the Grubel-Lloyd indicator in the case of trade with low-
medium income countries suggest that a mix of factors is present, reflecting both tradi-
tional comparative advantage and intra-industry influences. The EU trades in some prod-
uct categories (insulated wire, electronics and electronic tubes, for example) as much with

(*) The Gruber-Lloyd index, a measure of intra-industry trade, is defined as 1-{|X-M, |/(X,+M,)} where X and M represent
exports and imports, respectively, of good i. When all trade is intra-industry, the index equals 1; when no trade is intra-
industry, the index equals 0. While the data also show the prevalence of intra-industry trade across all products in the
EU’s trade with high-income countries, they do not support certain popular misconceptions such as that in textiles,
clothing and related products the EU trades with non-industrial producers. In fact, there is considerable trade in these
products with high- and upper-medium income nations suggesting greater specialisation across different segments of
these products, obviously the luxury and exclusive brand names.
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high-income as with low-medium income countries. This is undoubtedly a reflection of
the ability of low-medium income trading patterns to exploit opportunities based on tra-
ditional factor endowments and opportunities associated with product differentiation and
economies of scale.

The vertical integration of production, often at the background of these data, implies
that the correlation between exports and imports volumes is high and, consequently,
the role of net exports in macroeconomic fluctuations is reduced while the impact of
the shocks themselves could be more widely spread internationally. Delocalisation and
related shocks will in principle affect mostly the inter-industry part of trade. In this
area, it is likely that the EU has less of a competitive advantage than in the more so-
phisticated areas involving intra-industry trade and, hence, the competitiveness chal-
lenge is that emanating from industrial trading partners rather than from low-income
competitors.

2.4.2.3. Restructuring

Another way to assess the importance of relocation is to look at restructuring in Eu-
rope. Relocation is one way to re-organise the value chain of companies. The Euro-
pean Restructuring Monitor has been covering all the restructuring operations of Eu-
ropean companies since 2002. Although this monitoring is not exhaustive, it shows
that relocation and outsourcing represent 7.2 % of planned job reductions in total re-
structuring and 8.8 % of cases of total restructuring. In comparison, internal restruc-
turing accounts for 76.8 % of planned job reductions. These relocations occur mainly
in traditional labour-intensive sectors (textiles, leather), but also in intermediate sec-
tors such as electrical and electronic equipment. In the UK, financial services are
particularly affected.

Graph 13: Restructuring in the EU, 200204 (%)
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Source: European Monitoring Centre on Restructuring (2005).

40

01_2005_2223_txt_EN.indd 40 @ 2-05-2006 17:56:13



1 L NEEE @® | D | [ [

2. PATTERNS IN EU INTERNATIONAL TRADE, INVESTMENT AND MIGRATION

2.4.2.4. Surveys

There is much anecdotal evidence in the press. Cases of offshoring or plans to offshore are
reported almost daily. Surveys and informal predictions abound, suggesting that delocali-
sation intentions are pervasive.

e A recent survey of executives of more than 120 companies in the USA and Europe with
annual revenues over USD 1 billion shows that 76 % of the firms currently outsource
one or major human resources functions (The Conference Board, Newsletter, summer

2004).

e According to a survey by DIHK (the German Chamber of Commerce), one fourth of
German businesses plan to send operations abroad over the next three years (three
years ago one fifth of Germans businesses planned to do so). Companies such as
Lufthansa, Siemens or Philips have either headed east or have announced plans to do

so (CFOEurope.com, ‘Offshoring by the numbers’, June 2004).

® The Dutch Ministry of Economic Affairs recently found that 52 % of relocated enter-
prises went to central and east European countries and that only about 1-1.5 % of lost
employment (equivalent to 9 000 jobs annually) could be attributed directly to reloca-
tion decisions.

e Unctad’s World Investment Report (2004) notes that, among the world’s 1 000 largest
companies, some 70 % have still not relocated any business processes to emerging econ-
omies. Additionally, in a 2004 survey of the top 500 European firms, only 39 % had
experience with the offshoring of business services.

¢ In Ernst & Young’s European Attractiveness Survey 2005, 32 % of the surveyed compa-
nies responded positively to the question on relocation intentions (to be compared with
33 % in 2004). The geographical distribution of relocation sites for these intentions is:
40 % central and east European countries, 22 % China, 16 % western EU, 7 % India,
and 2 % USA.

2.4.3. Delocalisation in services

Progress in information and telecommunications technology and diminishing trade bar-
riers have made it possible for a growing range of service providers to separate production
from the site of consumption. Until recently, many services faced a trade-off between be-
ing located where inputs are cheaper and maximising closeness to the customer base.
However, due to technological changes, services may now to a larger extent fragment the
production process. Moreover, given the labour intensity of many of the services sectors,
they are likely to be inclined to take advantage of the gains of relocating to low-wage
countries where it is increasingly easy to find relatively well- trained workers. Nowadays,
services as different as architecture, accounting, software programming and radiology can
be produced where inputs are cheapest to be delivered to clients located elsewhere. Hence,
increasingly a wider range of sectors and occupations are now facing direct pressure from
producers in low-wage/costs locations. According to Unctad’s World Investment Report
(2004), ‘offshoring represents the cutting edge of the global shift in production activity,
giving rise to a new international division of labour in the production of services’ and it is
expected to continue.
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Recent studies have examined the phenomenon of delocalisation of services more closely
(Bhagwati et al., 2004; Amiti and Wei, 2005). This trade-based evidence shows that delo-
calisation is still largely concentrated in manufacturing. Amiti and Wei (2005) show, using
data on industry level outsourcing intensity ratios for the USA and the UK, while the share
of service imports increased on average from 3.5 % (0.4 %) in 1992 to 5.5 % (0.8 %) in 2001
in the UK (USA), the ratio for manufacturing outsourcing in 2001 was 27 % in the UK and
12 % in the USA. Moreover they show that while manufacturing outsourcing in the UK
peaked in 1996, it has been on a downward trend since then. In the USA it has been stead-
ily rising but at a slower pace than service outsourcing.

Amiti and Wei (2005) — looking more closely at trade of business, computing and infor-
mation services — further note that ‘trade in services, like trade in goods, is a two-way
street. Most countries receive outsourcing of services from other countries as well as out-
source to other countries’. They find evidence of increasing exports of such services from
emerging economies such as India and China. However, both countries are also them-
selves significant outsourcers (importers) of business services, which reflects the two-way
nature of business services trading. The main recipients of cross-border outsourcing of
business and computer services in 2002 were the USA (USD 59 billion), UK (USD 37
billion), Germany (USD 28 billion), France (USD 21 billion) and the Netherlands (USD
20 billion). India was ranked in sixth place (USD 18.6 billion) and China 14th (USD 10
billion). The largest surplus countries — i.e. countries to whom the rest of the world out-
sources more than the reverse — of combined computing and business services were the
UK, USA, Hong Kong, India and Singapore. Among the Member States, France was also
a significant net exporter of these services, whilst Germany and Italy were significant net
importers.

Although service delocalisation today seems minimal, there appears to be a clear poten-
tial for continued rapid expansion. The global services sector accounts for over 70 % of
GDP in advanced economies and over 50 % of GDP in developing countries. However,
only 10 % of services are currently traded, which is low compared with over 50 % of
manufactured goods. Moreover, services accounted for only around 20 % of total global
exports in the late 1990s. This would suggest considerable room for further expansion of
trade in services. However, as the majority of services provision requires face-to-face con-
tact and/or is difficult to codify, such jobs are not likely to be subject to international
outsourcing in the foreseeable future. Prominent examples are retailing, catering, restau-
rants and hotels, personal care or tourism. Services jobs making intensive use of ICTs or
jobs in sectors that can be traded/transmitted with the help of ICTs (ICT-enabled trade
in services) are the jobs most at risk. This analysis suggests that around 20 % of the share
of total employment in services could potentially be affected by international sourcing of
IT and ICT-enabled services.

Although it is clear that services will typically have a lower tradability as compared with
manufacturing, the growing relevance of services activities around the globe has been
mirrored in a shift in the composition of global FDI, with services now accounting for a
growing proportion of investment (**). Between 1970 and 1990 the share of services in the

(**) The larger share of the flows of FDI in services relative to manufacturing can be at least partially explained by the fact
that many services sectors are still intrinsically non-tradable and require physical presence of the firms in the markets
they supply. This should not necessarily be interpreted as delocalisation of economic activities.
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world FDI stock grew from one quarter to almost a half, and by 2002 had risen to about
60 %. This has also been the case in the EU: almost 70 % of Member States’ inward FDI
and almost 60 % of its outward FDI is related to services. Indeed, services trade and FDI
tend to be complementary, because establishing commercial presence abroad even for
goods manufacturing also often brings stronger services trade, for example in terms of
transport (e.g. supplying goods to foreign affiliates), and communications (e.g. data trans-

actions with foreign affiliates).

Opverall, although it is difficult to document the phenomenon with hard data, the availa-
ble evidence on FDI, trade and restructuring seems to suggest that the phenomenon of
delocalisation is currently limited in scope but growing.

2.4.4. Geographic breakdown of delocalisation

The growing importance of developing countries and in particular of large emerging
economies like India and China as host sites for relocated activities is undeniable. This
trend seems likely to gather further strength in the future. Developing and transition
economies appear to figure more prominently in multinational companies’ investment
plans. China and India lead the ranking of the most attractive offshoring locations in the

world.

Graph 14: Offshore location attractiveness ranking, 2004
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Outsourcing of research
and development (¥)

As the previous section has demonstrated,
services, including high-skilled services, are not
immune from being delocalised. The relocation
of R & D activities is the subject of much
discussion. Relocation of R & D activities is
particularly worrying, as R & D investments are
needed to help develop new products and
revitalise old ones. If the current relocation of
activities is part of a cycle in which we destroy
old jobs and create new ones, do we have the
ability to create new goods and new jobs? Or
are we outsourcing our innovative capability as
well? If yes, where is the value added and
employment from these outsourced innovations
created? At home?

In most EU countries, the share of foreign
affiliates in R & D expenditures is smaller than

their share in manufacturing production, like in
the USA, France and the UK. Hence R & D
activities are still less internationalised than
production. This confirms that most research
still remains at corporate headquarters.
Nevertheless, the percentage of R & D carried
out abroad is increasing rapidly. Total R & D
expenditures of foreign affiliates increased
between 1991 and 2001 by more than 50 % in
the OECD area (OECD, 2004). R & D expenditure
by affiliates of foreign companies is increasingly
contributing to R & D spending in most EU
Member States, as well as in the USA and
Japan, reflecting the growing importance of
inward R & D FDLI. The share of foreign
affiliates in total R & D expenditure by
enterprises has risen most noticeably in the new
Member States like Slovakia, the Czech
Republic and Hungary, but in the EU-15 also in
the UK, Sweden and Portugal. For the UK, the
rise in share for foreign affiliates is substantial,
from 32 % to 45 %, with the USA being the
major source country and the pharmaceutical
industry the largest recipient sector. In Germany,
France, Finland, the USA and Japan the shares
are much smaller, and the increase was less

Share of foreign affiliates in R & D spending, by year and country

(%)
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Source: Research DG, Key figures 2005.
Data: OECD, Activity of Foreign Affiliates database.

1997
2001
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Notes: UK: 1997-2003; CZ, US: 1997-2002; HU: 1997-98; PT: 1999-2001; SK: 1996-2002; FR: 1998-2002; PL: 2000-02; EL: 1997-99; IT: no data

available before 2001.

(*) This section draws on European Commission (2005a and 2005¢). See also OECD (2004) and Unctad (2005) for a discus-

sion on the internationalisation of R & D.
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. Fmerging Asian economies ()
mmmm Australia

() In 1990, the pharmaceutical industry spent 50 % more on R & D in Europe than in the USA. In 2001, the situation was
reversed with 40 % spent more in the USA. The consequence of this trend is that Europe accounted for almost twice the
number of unique drug launches by the USA during the period 1993-97. In 1998-2002 the proportions were reversed. It
is particularly disquieting that even European-headquartered companies shift their R & D to the USA. Ten years ago,
73 % of their research in Europe was done in Europe; nowadays it is only 59 %. Better pricing, more attractive product-ap-
proval climate, and greater availability of human capital seem to be the main factors behind the trend.
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long as new actors build up their science and
technology infrastructures and open their
markets to foreign entrants.

Survey data on FDI intentions further
demonstrate that the emerging markets are
currently attracting an increasing share of
overseas R & D outlays by multinational firms.
For example, a global survey conducted by the
Economist Intelligence Unit in 2004 showed that
top companies’ favourite location for planned

R & D investment was China followed by the
USA and India. Also in the Unctad World
Investment Report (\WIR) (2005), China comes
out as top destination in developing countries,
next to India, while the USA remains the top
destination in developed markets, following by
Japan and the UK in third place.

The emergence of China and to a lesser extent
also India as a location for R & D activities

2.5. Concluding remarks

corresponds to an increasing annual output and
quality of science and engineering graduates
from India and China, and an increasing share of
countries like China and South Korea in
patenting activities. For example, with respect
to scientific papers, China accounts for 4.5 % of
total SCI publications in 2003, occupying sixth
place in the world. Also with respect to patents,
China has displayed a strong growth
performance, not only in Chinese patents (SIPO),
but also in Triadic patents. It occupied 12th
position in WIPQ rankings in 2002.

To summarise, most R & D still remains
concentrated in the home market, but the trends
towards more internationalisation of R & D is
increasing, albeit slowly. R & D
internationalisation is still mainly an intra-triad
phenomenon with the EU but increasingly even
more the USA as major locations for foreign

R & D. But China is on the rise.

A key concern about outsourcing and delocalisation is the possibility that it may cause
home country employment to decline, a topic that will be examined in Chapter 4. The
statistical evidence reviewed in this chapter would suggest that the scope of the effects in
question will be small, given the currently small scale of the phenomenon relative to the
size of the economy. Nevertheless, the more forward-looking survey evidence suggests a
continuing growth in future. Furthermore, relocation is increasingly a fact in services as
well, which will touch to a higher degree high-skill services, including R & D, thereby
affecting all parts of the value chain. Moreover, this section has also demonstrated that
the EU economy — with its specialisation and comparative advantage in medium-tech
industries — is vulnerable to the shocks created by globalisation. Before reviewing the
evidence on effects in Section 4, the next chapter discusses the drivers behind firms’ deci-
sions to (re)locate. This will allow a better grasp of the trends in the EU’s competitiveness
and the likely benefits and costs of globalisation.
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2. PATTERNS IN EU INTERNATIONAL TRADE, INVESTMENT AND MIGRATION

Summary
of Chapter 2

While Europe is embracing the process of
international market integration. Despite the
generally weak impact of outsourcing and
delocalisation on economic performance, Europe
remains particularly vulnerable to shocks
created by globalisation.

Globalisation

e Europe has defended its position on world
markets. The share of extra-EU-15 exports in
world exports has risen slightly, the export
market shares of the 10 new Member States
expanded. Over the same period, the US
export share in world exports fell.

e A striking development over the last decade
is the rapidly growing role of China in world
trade. In 2003, Chinese exports accounted for
6.2 % of world exports, up by almost
4 percentage points when compared with 1992.
China’s exports are not only of the low-cost,
low-skill type; the share of high-tech products
in China's exports has been increasing
considerably. Despite a strong performance in
international trade, however, there is some
evidence that the EU may be less than ideally
positioned to fully realise the potential gains
from deeper international economic
integration.

e \With the bulk of trade and FDI for the EU
being intra-EU-15, the most dynamic part of
the intra-EU flows are nevertheless the ones
between the new Member States and the
EU-15, reflecting the benefits from the recent
enlargement. Extra-EU flows have grown too,
but adjusting for the rapid growth in these
markets, the EU has not taken all
opportunities here, especially with regard to
China, and in comparison with the USA.

01_2005_2223_txt_EN.indd 47

e Although the EU’s trade balance in high-tech
sectors is improving, the EU's trade
performance is due to sectors characterised
by intermediate skills and/or upmarket
products, which can be sold at higher prices
due to non-price factors, such as quality,
reputation and complementary services. In
several high-tech products the EU is lagging
behind.

¢ |n those areas where most of the growth in
world exports is realised (semiconductors,
passenger cars, telecommunications,
computers, computer parts and
pharmaceuticals), the EU has managed to
keep its position, but has not made strong
advances. The speed with which China has
developed its position in these areas is
remarkable. The only exception for the
moment is passenger cars and
pharmaceuticals.

Trade and FDI with these fast-developing
countries are not only motivated by low costs,
but also access to skills and markets. As
regards the EU, it has fallen behind in terms
of attracting inward FDI, certainly when
adjusting for its large market size, with China
attracting an increasingly larger share of new
FDI. While this is undoubtedly a reflection of
stock-adjustment behaviour, it also suggests
that investors see new opportunities in these
locations mativated in part by costs and
technology advantages.

Finally, the EU is less efficient than the USA
in absorbing migrants into its labour markets,
importing principally less skilled immigrants.

Delocalisation

e Trade and FDI statistics show that
delocalisation remains as yet a limited
phenomenon. However, surveys on EU firms’
intentions to delocalise suggest that it will
become more important in the future. Even
s0, the number of affected jobs is likely to
remain small compared with restructuring
originating in the normal cyclical and
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3. Drivers of industrial location
and EU competitiveness

Neo-classical trade theories suggest that a nation’s characteristics, such as the availability
of low-cost inputs including labour and natural resources, determine the types of eco-
nomic activity in which they specialise. On this basis, countries specialise according to
comparative advantage. With falling trade barriers, such theories are useful in explaining
why firms increasingly shift economic activities to nations endowed with abundant cheap
labour. However, these theories fail to adequately explain the bulk of trade between ad-
vanced countries. Trade of this nature is often in similar goods or within the same firm or
industry. Many firms do not select low-cost locations for all of their activities. They rather
seek to exploit other location advantages, combining them with their own firm-specific
advantages. Moreover, production often concentrates in relatively few industrial loca-
tions; firms in related industries may co-locate and these patterns may persist over time.
Accordingly, firms often locate close to similar firms to enjoy knowledge spillovers, to
have access to a specialised, skilled labour force and to benefit from specialist suppliers.
The implications of globalisation for firms in these industries may be to consolidate activ-
ity in relatively high-cost locations. As clusters of firms can generate increasing returns to
scale — i.e. the bigger the cluster, the bigger the benefits from being a part of it — early
decisions of firms and governments can have long-lasting implications, and gains from
clusters can be cumulative.

This chapter reviews the factors that drive firms’ location decisions (Sections 3.1 and 3.2)
and presents how the EU scores on these factors (Section 3.3). This allows a better under-
standing of the underlying processes of a firm’s and nation’s competitiveness.

those used by the World Economic Forum in
their annual Global Competitiveness
Report (7). Two quite different concepts are
discussed briefly here, competitiveness of
Two concepts of enterprises and competitiveness of nations.
comp etitiveness Central to poth concepts is.p.roductiv.ity growth

so that, ultimately, competitiveness is
synonymous with vigorous and sustained
productivity growth.

The concept of competitiveness has various
meanings especially in popular discussions
where it often is used to signify commercial
success. Broader aspects that are usually

brought together under competitiveness are

Competitiveness of an enterprise refers to and
is usually assessed by its performance in
domestic and/or international markets

(") See, for example, World Economic Forum (2005).
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measured by improving market shares, and
consequently higher than average profitability.
The more intrinsic factors that give rise to such
success primarily concern an enterprise’s ability
to innovate which results in high productivity
growth; the structure of the market where the
firm is purchasing its inputs and selling its
products; and the nature of the products the firm
is producing. Other aspects of enterprise
competitiveness often used concern cost
performance relative to competitors, excellence
in aspects of non-price competition such as
product and service quality, or simply to price
competitiveness (%).

Nations are not like enterprises and competition
between nations is of an entirely different
nature. A more meaningful definition of a
nation’s competitiveness would refer to a nation
that experiences rising standards of living and is

able to generate employment opportunities for
those who wish to work (*°).

As Krugman (1994) noted more than 10 years
ago, the concept of competitiveness is not just
elusive but sufficiently seductive to be used
carelessly in public discourses. The most recent
version of the fallacy of extrapolating the notion
of competitiveness of an enterprise to that of a
nation has appeared precisely in the case of
outsourcing and of delocalisation. While indeed
some firms and their employees could well
become uncompetitive in the event of
unfavourable shocks, the nation as a whole that
experiences these shocks will be reallocating its
resources from sectors of low competitiveness
and declining productivity growth to those of
rising competitiveness/productivity growth in
order to sustain the growth in its standards of
living and to reap the gains from trade.

3.1. The drivers of (de)localisation decisions

Firms may have several motives — often intertwined — to shift production operations from
home to overseas locations. In general, three major motives are identified in the literature:
increase efficiency, acquire strategic assets, seek and improve access to markets (*°).

In addition, the policy environment is another important factor.

® By locating the different stages of the vertical production chain in different countries,
some firms seek to increase efficiency by optimising the use of resources in each stage
of the production process according to the host country characteristics. In general, the
focus of firms is on the world market, not the local market, leading to exports from the
foreign location to the world market or back to other parts of the value chain within the
firm. The location factors driving this type of firm strategy are the availability, quality
and prices of factors of production, either in the form of raw materials, physical capital,
skilled or unskilled labour or intermediate inputs.

More recently, the growing internationalisation of R & D activities by multinational
companies has directed the attention towards considering the acquisition of strategic
assets as a motive for delocalisation (particularly through FDI in R & D). Firms aim to
improve their existing assets, acquiring (and internalising) assets or creating complete-
ly new technological assets by locating R & D facilities abroad. Location decisions are
based not only on the technological infrastructure of the host country, but also on the

(**) For a detailed discussion of various aspects of competitiveness, see ECB (2005).
(*) This is the definition used in the Commission’s annual European Competitiveness Report.

(*) Caves (1996) and Dunning (1988). Also included is the risk reduction strategy, correlated with diversifying FDI. Most

studies find little support for the importance of this type of FDI.
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presence of other firms and institutions, which may create positive externalities for the
investing firms. These externalities may result from spillovers of information from other
R & D units, access to trained personnel and links with universities or government in-
stitutions.

® Market-seeking motives for FDI are a major motive for FDI decisions in general. The
decision to locate production abroad in this case is driven by factors such as the current
and future size of the host market (demographic and in terms of income per capita), the
distance between the home and the host market as well as the access to other markets
from the chosen location. These types of investments are not seen as being taken as a
result of direct competition with the home market, and as such do not draw much at-
tention in the discussions about delocalisation (*').

e Finally, the broad policy environment may to some extent affect all types of location deci-
sions. Transparent FDI regulation ensuring proper investment protection, product and la-
bour market regulation, as well as the availability of infrastructure are important elements
in the attractiveness of locations (*). Many governments have gone even further by pro-
viding special incentive schemes, such as tax breaks and other financial incentives. While
on balance research shows that the distribution of FDI across countries is more determined
by economic fundamentals and the broad policy environment affecting all firms alike,
policies specifically targeting FDI can still affect the location choice of multinational com-
panies when underlying economic fundamentals are similar across countries (*). For ex-
ample, empirical studies show mixed evidence on the effect of tax rates on FDI, ranging
from significantly positive to significantly negative (**). Devereux and Griffith (1998) dem-
onstrate that effective tax rates do not play a role in the choice whether to engage in FDI,
but once the firm has decided to invest abroad, the exact choice of location may be influ-
enced by differences in effective tax rates. Nevertheless, in terms of economic significance,
Devereux and Griffith underline that agglomeration effects are important determinants of
location choices and that policy-related incentives need to be very large to overcome those
agglomeration effects.

3.2. Evidence from business surveys on critical firms’
location drivers

3.2.1. Location decisions in general

Business survey results complement economic theories and econometric studies that try
to predict the location and investment decisions of firms, and econometric studies seeking
to explain past decisions. Recent surveys point to a range of factors that play a role in
actual location decisions in general.

(*) This type of FDI may nevertheless imply delocalisation of activity as far as it substitutes for direct exports from the home
country that would take place if the decision to locate abroad had not been made.

Alesina et al. (2005).

Blomstréom and Kokko (2003).

However, de Mooij and Ederveen (2003) find that the median value of the tax elasticity of FDI is around — 3.3, indicating
that a 1 percentage point reduction in the host-country tax rate will raise FDI flows towards that country by 3.3 %.

=272
£ & 8
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e Access to market. The larger the host market, the greater the likelihood that multi-
national firms will be able to recoup the fixed cost of their foreign plants. Access to
the single market is often quoted as the most determining factor for businesses locat-
ing in the EU. For instance, the 2005 European Attractiveness Survey by Ernst &
Young — the international accounting and consultancy firm — identifies the devel-
opment of an existing market position or the search for new markets as the main loca-
tion driver for investment in Europe. Interesting to note is that cost-saving objectives,
which are most closely associated with delocalisation, are only mentioned in third
place (¥).

¢ Highly skilled and productive labour force. The Invest in France Agency (*) found a
highly skilled and productive labour force to be one of the main reasons for interna-
tional business gravitating to France. AT Kearney — the management consultancy firm
— found that education and skills were the primary reasons why companies chose to
remain onshore (+).

¢ Regulatory regime. The AT Kearney survey also found that 64 % of global investors
identified government regulation as the most critical risk to corporate operations. Regu-
lation and bureaucracy came top of the list of concerns about FDI in China and India
respectively.

e Tax regime. A recent study by the Federation of German Industry (BDI) (**) high-
lighted the impact on decision-making of the perceived burden created by the complex-
ity of the German tax system. At the same time, evidence from empirical studies on the
effect of tax rates on FDI is less robust, ranging from significantly positive to signifi-
cantly negative.

3.2.2. BRelocation decisions

The location factors behind relocation are typically associated with cost factors. The
Ernst & Young survey reports cost motivations as the predominant motive for relocation
(69 %). However, a survey of executives in Europe and the USA reported that lower la-
bour costs from offshoring did not translate into big savings, with nearly 50 % of the firms
seeing savings of less than 15 % (*).

Costs differentials are not the only reason behind offshoring. The Ernst & Young survey
reported that, next to cost savings, tapping into markets is reported in 40 % of the cases
as rationale for relocating activities and increasing market shares in 37 %, indicating the
intertwining of cost and market related motives, even for delocalisation decisions. A firm
can also offshore in order to be closer to a market in search of economies of scale or to
access certain skills. For example, language skills are essential for call centres. As Unctad

(*) Ernst & Young (2005). Also the econometric literature has thus far found no strong evidence on the effects of labour
costs on FDI, unless differences are sufficiently big.

(*) Invest in France Agency (2004).

(*) AT Kearney (2004).

(*) BDI (2004).

(*) CFOEurope.com, ‘Offshoring by the numbers’, June 2004.
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(2004) and Amiti and Wei (2005) report, a significant number of FDI offshore projects go
to developed countries, suggesting that low labour costs are not the only reason to off-
shore. Along the same line, the evidence presented above points out that only one fifth of
FDI goes to industries where low labour costs are a key factor and the share of unskilled

labour is high.

3.2.3. R & D location decisions

Empirical studies find that, although most R & D done abroad is still mainly for develop-
ment and adapting of products to local markets, the acquisition of new technologies is
becoming an important motivation. Nevertheless, both demand (close to supply markets)
and supply related (access to S & T resources) motives are heavily intertwined motives for
locating R & D activities abroad (*°). Agglomeration effects seem also to be particularly
important in technology intensive sectors (°!).

A recent Dutch study on R & D location factors confirms that the availability of qualified
personnel is the most important location factor for multinational companies in the Neth-
erlands. The survey also shows that world-class quality of research institutes and universi-

ties and opportunities for public—private partnerships have become major location fac-
tors (%).

3.3. Countries’ attractiveness for location of investment (%)

Having investigated the critical factors that shape firms’ decisions to locate investment,
we now move to examining the attractiveness of countries for investment decisions. Be-
fore assessing the EU’s attractiveness in Section 3.3.2, Section 3.3.1 first briefly discusses
how locations can be distinguished by their competitiveness characteristics.

3.3.1. Locations distinguished by their competitiveness characteristics

Conventional trade theory recognises that countries can be distinguished on the basis of
factor endowments. In recent years, economists and policy-makers have realised that
these endowments go beyond capital and labour. Countries possess other important char-
acteristics that determine their attractiveness as places to locate enterprise ventures to
produce and trade (**).

Nations, of course, compete for these mobile factors through a variety of instruments
ranging from tax and subsidy favours to improving the regulatory and administrative en-

(°®) See European Commission (2005a) for an overview.

(') This means that regions with a relatively higher existing stock of FDI are more likely to attract further investments, after
controlling for other location-specific characteristics. See, for example, Head and Mayer (2004).

(**) Ministry of Economic Affairs, the Netherlands (2004).

(*)) See European Commission (2005f).

(**) The proposition that factor endowments and comparative advantage can be endogenous was raised in the context of
explaining trade between similar countries involving similar industries, that is, intra-industry trade. Siebert has stressed
that increased international mobility of capital, skilled labour and technology will inevitably influence the productivity
of the immobile factors — land and less skilled labour (Siebert, 2006).
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Table 9: Business competitiveness index (BCI), 2005

Country  BCl ranking Company operations Quality of national business
and strategy ranking environment ranking

us 1 1 2
FI 2 9 1
DE 3 2 4
DK 4 4 3
UK 6 6 6
JP 8 3 10
NL 9 8 8
AT 10 " 9
FR " 10 "
SE 12 7 14
CA 13 18 13
BE 16 12 17
IE 19 16 20
ES 25 25 26
ET 26 33 25
(4 27 29 27
PT 30 39 28
SL 32 27 35
HU 34 40 32
cY 36 48 36
IT 38 28 39
SK 39 47 38
EL 40 42 40
T 41 41 41
pL 42 43 46
Lv 48 51 48

Source: World Economic Forum (2005).

vironment and securing legal certainty, to providing the necessary infrastructure, to en-
suring that the supply of skilled employees is adequate and to providing an environment
supportive of research and innovation (**). Other broader competitive elements that are
not specific to firms consist of the range of cultural amenities and lifestyle qualities that

the location offers through, for example, the provision of public goods.

(*) For a discussion of these and related issues, see ECB (2005).
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Taxation can be an important factor in determining the competitiveness of locations.
Inter-state tax competition for attracting new investment is quite intense in the USA
and undoubtedly elsewhere including within the EU-25. Liberalisation of capital ac-
count transactions and the increase in FDI flows in recent years suggests that tax
considerations can be instrumental in directing direct investment towards particular
locations (°°).

2.3.2. The EU's attractiveness for investment

The information typically used to assess the attractiveness of countries needs to be inter-
preted carefully. Often, the material may be qualitative reflecting survey opinions, or the
data may not be comparable across units of observation or even the methodology used to
compile the data may be different. Nevertheless, and subject to these qualifications, the
ECB finds that the euro area is on average a less favoured location than its competitors,
especially compared with the USA (°7). The business competitiveness index of the World
Economic Forum’s annual report on competitiveness nevertheless places several EU Mem-
ber States in high positions (*%).

As discussed previously, the key factors that determine the overall location attractiveness
for business are: market access, human resources, research and innovation, costs and the
quality of the administrative environment as well as, more controversially, the level of
taxation. How well does the EU score on these specific location factors?

¢ Need to adapt to increasing demand for
qualified workers as Europe’s scientific base
must provide key skills for technological
innovation. A worrying data is that China
produces more than 200 000 IT engineers per
year, the USA 50 000-70 000, while France
and Germany only 5 0006 000.

EU and location factors

Human resources

e Labour productivity per working hour in the
EU still lags behind the US level (100 for the

EU-15, 85 for the EU-25, and 114 for the USA,

all in 2003).

e Slow population growth and low labour force
participation rates (72 % in 2003) could
translate into a shrinking workforce.

Research and innovation

e R & D expenditures over GDP below other
industrialised countries (2 % for the EU-15,
1.95 % for the EU-25, and 2.76 % for the
USA).

e \enture capital as a percentage of GDP
lagging behind the USA both at the initial and
expansion stages (venture capital in the

() See, for example, de Mooij and Ederveen (2003) on the estimates of the relevant elasticity.

(°") See ECB (2005).
(*®) See World Economic Forum (2005) and also Table 9.
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The evidence on the attractiveness of the EU for investment presented in the box does
not provide reasons for optimism. In this respect, and as prelude to the policy discussion
in Chapter 5, the views of what (potential) investors see as important policy areas for
improving the EU’s attractiveness may be of interest. In the Ernst & Young survey men-
tioned above, 50 % of the surveyed executives (from the EU, USA and Asia) indicated
‘modernising and simplifying EU and national regulation’ as one of the three most fa-
voured policy measures to boost EU attractiveness, 49 % ‘make labour markets more flex-
ible’ and 44 % ‘make innovations easier and support R & D investment’. ‘Completing the
EU single market’ and ‘strengthen the EU competition policy’ came out as a second tier
of measures (respectively 32 % and 26 %). Lower on the list of favoured measures are in-
dustrial policy at the EU level (9 %), stimulating sustainable development (10 %) and
improving EU infrastructure (14 %).

() See Salvatore (2002), Table 3.
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influenced in any systematic manner decisions
about the location of production. Moreover,
competitiveness indicators such as real
- exchange rates measured on the basis of prices
rate fluctuations on EU or costs invariably exhibit strong cyclical
competitiveness behaviour \{vhi.ch is unlike!y to hayg played a
major role in firm production decisions. Note
also that despite interest in developing
estimates for long-term (fundamental
equilibrium) exchange rates there is no
consensus on the methodology or the relevance
of these estimates, whenever such estimates
are produced. Real exchange rates adjust, either
through changes in relative prices or through
changes in the nominal exchange rate, in
response to imbalances and they themselves
are part of the adjustment process.

The impact of exchange

The appreciation of the euro has also been a
factor that has recently contributed to concerns
about whether certain segments of production
activities can be competitively produced in or
outside the EU. The nominal and real exchange
rate for the euro has fluctuated widely and has
played undoubtedly a lesser role, if any at all, in
determining the trends in comparative costs and
prices and, hence, it is unlikely to have
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4. Benefits and costs to the EU

The present chapter discusses how international trade in general and outsourcing and de-
localisation in particular affect Europe. Economic theory predicts that gains from trade are
substantial but dispersed while losses are limited but concentrated. Moreover, economic
theory predicts that, while over the medium term the gains from trade are unambiguous
and Pareto superior, in the transition phase there can be losses experienced by different
segments of workers and citizens. This is the context within which the impact of outsourc-
ing and delocalisation on economic performance should be considered. As delocalisation
and outsourcing are natural parts of a dynamic and open market economy, they undoubt-
edly generate transitional losses but they also enlarge the real incomes of the trading na-
tions and generate resources that can be used to compensate the losers. Whether the short-
term costs are large or not depends principally on the structure of the economies in question
and the flexibility to adapt to economic shocks.

Studies confirm these observations, documenting gains for European countries, for exam-
ple due to businesses achieving substantial factor cost savings which improve their pro-
ductivity and enable them to compete more efficiently. Provided that these cost savings
are passed on, consumers may benefit from lower prices. The studies also highlight nega-
tive effects, for example on employment. While these losses are limited overall, they tend
to affect different workers’ classes unequally, with low-skilled workers being the primary
losers.

Therefore, while trade, migration, FDI and outsourcing and delocalisation are natural
parts of our open economies — and which Europe overall gains from — the potentially
negative short-run effects may not be negligible. A key policy question is, therefore, how
to design policies that permit us to reap the benefits from the free movement of people and
free trade in goods, services and location and production decisions while minimising the
adjustment costs associated with these freedoms. This will be subject of the final policy
chapter.

4.1. Delocalisation and outsourcing in context
Research and experience suggest that the gains from trade considerably outweigh the

costs. Delocalisation and outsourcing is a form of international trade. However, does it
change the normal trade calculus of costs and benefits?

4.1.1. The general trade equation

Openness to trade and investments have a positive impact on economic growth, subject
to certain caveats. More specifically:
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Gains from trade arise as countries specialise in the production of goods and services
where they have a comparative advantage. Such advantages may arise either because a
country has a technological advance compared with others (Ricardian trade models) or
because they are particularly intensive in one factor of production relative to other
countries (Heckscher-Ohlin trade models) (°). To realise these potential gains, coun-
tries need to move production factors to the sectors where they have a comparative ad-
vantage. By specialising according to comparative advantage, income levels increase
and so does overall welfare. The gains from trade are further boosted by the increases
in competition, the potential to realise economies of scale and potential technology
spillovers that openness engenders (°').

It is difficult to estimate the size of gains from trade. Nevertheless, studies have con-
cluded that openness to trade and investment increases growth and provides for higher
aggregate economic welfare. For example, economies that have been open towards trade
and investment in the 1990s have grown twice as fast as less open ones (°).

While society overall gains from trade, some individuals, sectors and classes of workers
may lose out, for example those working in industries exposed to international competi-
tion but which fail to adjust. Low-skilled workers in countries where high-skilled labour
is abundant may also lose out. While the overall gains should be sufficient to provide
compensation to those who lose and still experience net gains, such compensation rare-
ly takes place. In practice, therefore, trade liberalisation policies could in principle be
expected to have distributional effects generating both winners and losers, and policies
are necessary to even out these effects. In this regard, the flexibility of shifting resourc-
es from sectors that lose as a result of trade liberalisation towards those that gain is an
essential precondition to ease the incipient distributional consequences of trade liber-
alisation policies.

OECD countries have indeed experienced increased inequality recently and several
studies have investigated whether trade is the reason behind the declining fortunes of
less educated workers. The evidence suggests that trade has a minor impact on the in-
comes of low-skilled workers compared with the dominant factor, skill-biased techno-
logical change (¢3). The evidence also suggests that trade openness does not have an
important effect on overall unemployment. Even so, some suggest that trade openness
has contributed towards an increased sense of economic insecurity and greater income
and consumption volatility (%*). Overall, while trade openness has contributed towards
income gains this may have come with some increase in income volatility and labour
market turbulence.

(°°) OECD (2005a).
(°) Summarised overview from OECD (2005a).

2) OECD (2005a), which also reviews other studies documenting gains from trade. For example, Frankel and Romer (1999)

have found that output per capita increases with between 0.5-2 %. Bassanini and Scarpetta (2001) find that if openness
to trade increases with 10 %, output per working-age person increases with 4 %.

() See, for example, Dewatripont et al. (1999).
(*) OECD (2005a).
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4.1.2. Delocalisation and outsourcing; a qualitative break?

As pointed out in Chapter 2, advances in ICT have made it possible to disperse in differ-
ent locations the production of goods and services away from the place of consumption.
This has enabled firms to break up the production chain and locate production in coun-
tries where it is most efficient. Overall, this has led to a fragmentation of the interna-
tional production chain and a new international division of labour.

In this second wave of globalisation, developing countries are increasingly able to com-
bine their traditional advantage — principally, low labour costs — with an ability to
provide high-quality production conditions. This has contributed to the rapid integra-
tion of China and India — both countries with large labour surpluses — into the world
economy. This integration and an overall increase in trade with low-wage countries have
been the major driving forces in international trade in recent years. In comparison, in-
tra-EU trade, the traditionally dynamic part, has become more subdued recently. This
declining dynamism of intra-EU trade and its continuing dominance of EU trade pat-
terns suggest that some Member States are not taking advantage to the extent possible
of the benefits associated with trade expansion in the more dynamic parts of the world

(see Chapter 2) (%).

These developments patterns will undoubtedly have an impact on the nature and charac-
ter of adjustments in Europe and they have already given rise to concerns. The increases
in imports, FDI outflows and immigration inflows have increased fears of downward pres-
sure on wages and overall working conditions of low-skilled workers. Moreover, techno-
logical advances and the prospect that services — and increasingly those of high value
added — may become increasingly traded have fuelled similar concerns among high-
skilled workers.

Therefore, trade appears to have become increasingly associated with job insecurity in
popular discussions. Contributing to these concerns have been the persistently sluggish
EU economy — where economic growth in general and employment growth in particular
is underperforming — and plans for further trade liberalisation (Doha Round). Although
it would be incorrect to suggest that an anti-trade liberalisation constituency is develop-
ing in the EU (over and above what already exists), some have been questioning the
wisdom of free-trade principles and their importance for Europe’s prosperity. Economists
have also considered the possibility that the new patterns of international trade may not
necessarily benefit all ().

e Some have highlighted that current trade patterns (north—south trade) may under
some conditions lead to non-beneficial outcomes for ‘northern’ countries (/). The
increases in skills in countries like China may lead to lower wages for northern work-
ers and lower economic growth. As low-wage countries are increasingly able to pro-
vide quality, they acquire a comparative advantage in the same sectors as developed

() See, for example, Bogaert et al. (2004).
(%) See Monteagudo (2005) for an overview.
(°7)  Samuelson (2004).
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economies. As differences decline, so may the incentives for trade, which could de-
crease growth. Second, the entry of large southern countries into the production of
similar goods may lead to an overall decrease in the prices of these goods, which may
make northern countries worse off. Overall, this may lead to lower wages for workers
in the north.

e However, other economists, while conceding this as a theoretical possibility, argue that
it is not a very likely one. It would, for example, require China to develop skills in all
areas where the EU has a comparative advantage. At the same time, the EU would have
to fail to develop new areas of comparative advantage, and given the very different ini-
tial conditions in terms of skills, such a development is unlikely (°®). Moreover, others
argue that one should not overestimate the threat coming from skill increases in large
developing countries, as jobs offshored so far are predominantly low-skill ones and in-
volve lower value-added services, such as low-end information technology ones (¢%).
Even if China and other large developing countries managed to catch up and hence
reduce factor-difference driven trade, trade gains can still be realised, this time coming
from intra-industry trade.

4.2. Impact of trade, delocalisation and outsourcing on the EU

The challenges arising from delocalisation and outsourcing are conceptually no different
from the challenges arising from trade liberalisation in general. Just as with trade liberali-
sation, how outsourcing and delocalisation translate in terms of costs and benefits de-
pends on the structure of the economy in general (°). This section reviews some of the
literature on the costs and benefits of trade liberalisation in general and outsourcing and
delocalisation in particular.

4.2.1. The theory behind benefits and costs

The ability to outsource and delocalise provides important benefits to companies, con-
sumers and countries (7).

e Global sourcing offers benefits to companies. It enables them to reduce costs as they can
locate and source particular parts of the value chain in the countries where it is most
efficient. This saves them money, provides them access to other markets, provides a
foothold where they can develop these foreign markets further, provides access to skilled
labour and may enable them to use factors of production more flexibly. Allowing com-
panies to delocalise activities where the conditions are most appropriate will in the long
run improve their ability to compete internationally. By doing so, it offers the prospect
of increasing real incomes and eventually more jobs.

%) Panagariya (2004).

) Bhagwati et al. (2004).

) Bhagwati et al. (2004).

™) See studies by McKinsey for an overview of how companies and countries benefit.

(
(
(
(
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e Delocalisation offers important benefits to consumers as well. They may benefit from
lower prices for goods and services and will have access to a wider range of choice; these
also will raise real incomes.

e Delocalisation and outsourcing offer benefits to countries, both those which are the
home of the delocalising companies and those which are the host of the delocalised
functions. For both groups, delocalisation is yet another step on the specialisation lad-
der. For the home country, delocalisation engenders a reallocation of productive re-
sources into more efficient and higher value-added use. The resulting corporate sector’s
savings also benefit the home country, as these are reinvested in new business activities
or returned to shareholders. For the host country, it provides more jobs, more invest-
ments and technology. This enables the host country to grow faster and in the medium
term this will benefit the home country as well, as the faster growth in the host coun-
try is likely to increase the demand for imports, i.e. home country exports.

As regards costs, international trade theory predicts that countries gain when they spe-
cialise in areas where they have a comparative advantage. Reallocating resources to that
effect engenders an often painful adjustment process though, with some workers losing
their jobs as companies are subject to international competition. Therefore, international
trade has distributional consequences. Delocalisation is intrinsically linked to trade and
sets in motion the same forces. Such adjustment costs may take on a regional dimension
if adjustment hits firms, industries or sectors that have a particularly strong regional pres-
ence (). This will undoubtedly be the case in Europe too.

4.2.2. Empirical evidence

This section reviews the empirical evidence on the benefits and costs of trade in general
and delocalisation and outsourcing in particular. It will assess three key dimensions:
(i) impact on the performance of firms (plant productivity), (ii) impact on employment,
and (iii) impact on social equality, as evidenced by changes to relative wages and overall
position of skilled versus unskilled labour. As noted in Chapter 2, the data on outsourcing
and delocalisation are scarce and noisy and there are no official statistics on their extent
either (P). The uncertainty about the extent of the phenomenon translates into uncer-
tainty about its effects.

4.2.2.1. Impact on productivity

Studies carried out on the impact of delocalisation and outsourcing suggest that it leads to
improvements in firm performance. As indicated in Table 10, firms engaging in interna-
tional outsourcing on average experience positive productivity gains although some firms
can gain more than others, most notably those that are simultaneously exporting. Im-
provements in performance derive primarily from the significant savings on factor costs
— estimated to be 45-55 % for US companies by McKinsey — but also from the ability

(™) Kirkegaard (2005).

(®) For an overview and assessment of the main measuring methods, see Hijzen (2005).
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to further adapt the production process via, for example, consolidation, economies of
scale and standardisation. Overall, the final cost base would be at 30-35 % of the initial
one before outsourcing (™).

Table 10: Impact of trade, outsourcing and delocalisation on productivity

Study Year Country Findings
Academic studies
Gorzig and Stephan 2002  Germany  Outsourcing of material inputs can improve establishment

performance in terms of returns on sales and profitability. Effects not
found for services though.

Mann 2003  USA Outsourcing of IT production has led to 10-30 % price decreases on
IT products. This has enabled a more rapid diffusion of such
technologies across the US economy, has contributed to higher
productivity growth, and has stimulated the demand for high-skilled
services jobs.

Gorg, Hanley and Strobl 2005  lIreland Exporting firms engaging in international outsourcing experience
positive productivity gains. A possible reason is that internationally
active firms know where to source most efficiently; also, lower input
prices enable them to exploit scale economies. The benefits from
service outsourcing are less clear. In the short run at least, there
appears to be no strong productivity gains from services outsourcing.

Surveys

McKinsey Global Institute 2003~ USA Firms able to achieve a significantly lower cost base thanks to lower
factor costs and more efficient production processes. New cost base
30 % of pre-outsourcing cost base.

McKinsey Global Institute 2004~ Germany  Idem, but lower savings. For each euro outsourced, German
companies save 36 cents.

McKinsey Global Institute 2005  France For each euro outsourced, French companies save 36 cents.

4.2.2.2. Impact on employment

Most of the attention of researchers has focused on the impact of trade, outsourcing and
delocalisation on employment. This section will review the literature on: (i) impact of
trade in general, and (ii) outsourcing and delocalisation in particular.

The OECD has recently investigated the impact from international trade in general on
employment. As illustrated by the tables below, the OECD finds that over the period
1980-2000 employment decreased more rapidly in industries that face the strongest in-
crease in international competition in 11 of 15 surveyed countries. On average, these in-
dustries have seen a decline in employment by 27 % compared with 16 % in total manu-
facturing (). However, as stressed by the OECD, employment in manufacturing has
overall been very weak, reflecting forces other than international competition, primarily
strong gains in productivity, modestly (if at all) rising Engel curves and changing con-
sumption patterns. Moreover, the overall impact on employment has been muted as em-

(™) McKinsey Global Institute (2003).
(®) OECD (2005a).
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Graph 15: High international competition and employment growth
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Source: OECD (2005a), which quotes following sources: OECD STAN database and US Department of Labor, Bureau of Labor Statistics, Foreign Labor Statistics,
November 2004, except that wage data for India are estimates based on 2001 and 2003 data from Oxford Economic Forecasting.

ployment in industries exposed to international competition only represented 4 % of total
employment in 2000. This is a point made by other observers as well, who stress the long-
term trend of decline of manufacturing employment that can be observed in all industr-
ialised nations (). The decline in manufacturing employment and the concomitant
strong productivity growth are elements of the transition towards a tertiary economy and
has little to do with openness to international trade and globalisation; all industrialising
nations have historically experienced this pattern of structural change.

Recent studies have considered the impact of outsourcing and delocalisation on employ-
ment, primarily in the USA but also in Europe. Most studies have focused on manufactur-
ing but some have also assessed the impact of services’ outsourcing and delocalisation.
The concern is that the new trade patterns, reflecting an increasing ability of companies
to locate production globally, will intensify the impact of international trade on employ-
ment. Table 11 summarises recent studies assessing the employment effects of trade, out-
sourcing and delocalisation.

(") CEPII (2004); Bogaert et al. (2004).
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Table 11: Overview of surveys and studies assessing the impact of trade, delocalisation
and outsourcing on employment

Year Country Findings

Surveys

European 2005  Europe Outsourcing and relocation together represent 7.8 % of all

Monitoring Centre restructuring cases, which corresponds to 3.5 % of total

on Change (EMCC) planned job reductions.

McKinsey Global 2005 France France realises lower gains than the USA, but higher than

Institute Germany, from outsourcing. Re-employment of displaced
workers estimated at 60 %.

McKinsey Global 2004 Germany Germany realises much lower gains due to low level of re-

Institute employment of displaced workers (40 %).

Forrester Research 2002  USA 100 000 jobs outsourced in 2000.

McKinsey Global 2003 USA USA realises substantial gains from outsourcing thanks to

Institute significant re-employment of displaced workers (69 %).

Forrester Research 2004  USA 3.4 million US jobs outsourced by 2015.

McKinsey Global 2005 Worldwide  Outsourced services jobs from developed to developing countries

Institute currently amount to 565 000, which is equal to 0.6 % of total
employment in developed countries. An evaluation of eight
services sectors (e.g. IT, banking, pharmaceuticals and retail)
found that 18.3 million jobs at maximum could in theory be
performed remotely (11 % of worldwide services employment).
The share was highest in packaged software (49 % of total
employment) and lowest in retail (3 % of total employment).
McKinsey estimates that, by 2008, total outsourced service jobs
will have increased to 1.2 million jobs (1.3 % of total), with IT
services and packaged software having the highest portion of
high-wage labour demand (13 and 18 % respectively).

Academic studies

Kucera and Milberg 2002 10 OECD Most of job losses due to intra-OECD trade. Net job losses
countries result from decreasing exports to developing countries, not

import penetration.

OECD 2005 12 Most studies find a link between increased import competition
econometric  (or decreased competitiveness of exports) and declining
studies manufacturing employment. So far, little evidence of

outsourcing having detrimental impact on sectoral employment.

Egger et al. 2003 Austria A comparison of the effects of increased imports, deteriorating
terms of trade and outsourcing. The last hurts employment
most.

Egger and Egger 2005 Austria International outsourcing may have a more important effect on
employment than often thought, as many industries depend on
each other. Outsourcing in one industry may therefore affect
employment elsewhere.

Treffler 2001 Canada Within the context of the North American Free Trade
Agreement (NAFTA), about two thirds of the employment
losses in the most impacted industries resulted from trade
liberalisation. This indicates a large transition cost of moving
out of low-end, heavily protected industries.
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Aubert and Sillard

2005

France

Between 1995—-2001, approximately 13 500 manufacturing jobs
were delocalised per year. Half of these went to developing
countries, primarily China. Some sectors are more exposed,
notably textiles and clothing, but phenomenon experienced in
all sectors.

Fontagné and
Lorenzi

2005

France

Provided balanced trade; trade with south decreases industrial
employment with 0.5-1 %. Limited effects explained by limited
weight of south trade overall. However, such trade is increasing
and there are distributional effects between skilled and non-
skilled labour.

Heitger and Stehn

2003

Germany

No effect of trade with developing countries on wages and
employment. Strong effect of technological change and
exogenous wage fixing.

Geishecker

2005

Germany

Outsourcing to central and eastern Europe has decreased
demand for low-skilled workers in Germany. Due to rigid
wages, this has translated into unemployment. The size of the
effect is similar to the one imposed by technological progress.

Marin

2004

Germany
and Austria

Eastern enlargement leads to small job losses, as jobs in
eastern Europe do not compete with jobs in Austria and
Germany. The low-cost jobs of affiliates in eastern Europe help
Austrian and German firms stay competitive.

Becker et al.

2005

Germany
and Sweden

German multinationals are more likely than Swedish ones to
locate high-skilled intensive production stages abroad. Even so,
in both countries employment in the affiliate substitutes for
employment in the parent company.

Faini et al.

1999

[taly

International trade has not contributed to Italy’s labour market
problems, perhaps due to the effect of falling import prices,
which may have boosted labour demand.

Blomstrom, Fors
and Lipsey

1997

Sweden

Outsourcing to developing countries (small) leads to more
employment in parent company (especially white collar).
Instead of substitution, increase in employment.

Braconier and
Ekholm

2000

Sweden

Some evidence of substitution of jobs in Swedish parent to
affiliates in other high-income countries, but no evidence of job
substitution with affiliates in low-income countries.

Braconier and
Ekholm

2001

Sweden
Central and
eastern
Europe

Expansion in central and east European countries’ affiliate
employment has affected employment elsewhere. Primarily in
other low-wage countries in Europe, but also in high-wage
countries, albeit to a much lesser extent.

Amiti and Wei

2005

UK
(and USA)

Job growth at sectoral level is not negatively related to service
outsourcing. For the USA, a small negative effect on
employment can be found at firm level, but it disappears
quickly when aggregating. This suggests that displaced
workers manage to find jobs in other growing industries.

Kletzer

2001

USA

Working in import competing sector exposes worker to
somewhat higher risk of job loss.

Mann

2003

USA

Outsourcing of some IT services is projected to increase
demand for high value-added IT jobs in the USA.
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A number of tentative conclusions can be drawn from these results.

e Opverall, outsourcing and delocalisation appear to lead in many cases to job substitution,
i.e. the outsourcing or delocalisation of particular production functions abroad lead to
job cuts at home. However, there are exceptions, where instead of substitution one sees
outsourcing and delocalisation as complementary to home employment.

e Many studies find that the overall size of adjustment associated with outsourcing and
delocalisation is limited, with job losses representing a minor part of overall labour
market turnover.

e Most studies focus on manufacturing. However, there are some studies on services as
well. Many services jobs in Europe are at first sight susceptible to being outsourced or
delocalised. Estimations by the OECD suggest that 15-20 % of total employment in
service activities in Europe, the USA, Australia and Canada could be subject to out-
sourcing, but the ILO estimates that only 1-5 % of service sector jobs are potentially
contested by low-wage countries.

e There are significant constraints to the extent that outsourcing and delocalisation can
take place. While manufacturing activities and to some extent services are vulnerable
to outsourcing and delocalisation, the bulk of employment and value added in econo-
mies such as ours is based on non-tradable services. Also, information and transport
costs and the location advantages that Europe offers will continue to play a significant
role in determining industrial location, as indicated by data on foreign direct invest-
ment. Finally, enlargement offers an opportunity to internalise the benefits and costs of
outsourcing and delocalisation. Investment in new locations in the EU-25 will raise
incomes and employment within the EU.

4.2.2.3. Impact on income distribution

The Stolper-Samuelson theorem (7’) predicts that, under conditions of free trade, factor
prices in trading nations will be equal (the real wage and the rate of return to capital),
thus offsetting the impact of factor endowments on factor prices. Thus, trade and out-
sourcing and delocalisation in particular have distributional effects. Recent concerns
have been raised about the specific impact on workers with low skills.

Many studies have indeed found that outsourcing and delocalisation has a negative impact
on income distribution, as it increases the demand for high-skilled labour and decreases the
demand for low-skilled — see Table 11. However, just as with the decrease in manufacturing
employment, it is difficult to determine the source of these changes. Many have concluded
that, while outsourcing and delocalisation have a negative effect, the main driver for in-
creases in inequality is technological change, not international trade.

(") The Stolper-Samuelson theorem says that freeing up international trade will tend to raise the relative price of labour in
the labour-abundant country and to lower the price of labour in the capital-abundant country. Initial factor prices, prior
to freeing of international trade, reflect relative factor supplies; moving to free trade compensates for the effect of initial
endowments on factor prices by raising the relative price of the abundant factor in the labour-abundant country and
lower its price in the capital-abundant country; and symmetrically for capital.
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Table 12: Impact of delocalisation and outsourcing on wages and employment by level

of skills

Study Year Country Findings

Bazen and Cardebat 2001 France Study covering 1985-92 found that delocalisation had negative
impact on unskilled labour and wage inequality.

Strauss-Kahn 2003  France Outsourcing accounted for 11-15 % of shift in relative employment in
favour of skilled workers between 1977 and 1985 and 25 % between
1985 and 1993.

Geishecker and Gorg 2004  Germany  Low-skilled wages decreased with 1.8 % in 1990s as a result of
outsourcing while skilled wages increased with 3.3 %.

Marin 2004  Germany  Multinational firms in Austria and Germany are outsourcing skill-

and intensive activities to eastern Europe, taking advantage of cheap
Austria abundant skilled labour. This is a response to human capital scarcity
in Austria and Germany.

Anderton and Brenton 1999 UK Outsourcing in textiles accounts for 40 % of the increase in wage
inequality and one third of the change in the structure of
employment.

Hijzen 2003 UK Outsourcing behind 12 % of increase in wage inequality during
1990s.

Hijzen et al. 2005 UK Outsourcing has had a strong negative impact on the demand for
unskilled labour in the UK manufacturing industries.

Feenstra and Hanson 1996 USA Outsourcing (imports of intermediate goods used as proxy) accounted
for 31-51 % of increase in relative demand for skilled labour in
manufacturing during 1980s.

Feenstra and Hanson 2003  USA Trade in intermediate goods has effect on relative demand for labour

(in favour of skilled) similar to the effect of technological change. For
the USA there is evidence that outsourcing in the 1980s and 1990s
led to changes in productivity and product prices, which in turn led to
a 15 % increase in the relative wage of high-skilled labour.

The negative effects have been found to translate in very different ways. First, there are
significant divergences between displaced workers. While some fare well, others have sig-
nificant problems finding a new or equally well-paid job. One reason could be that dis-
placed workers are often older, less educated, more senior at their workplace and possess
inadequate skills (declining sectors). Second, there are also differences between the USA
and Europe. In the USA, displaced workers tend to find a new job, but often take a sig-
nificant wage cut. In Europe, displaced workers tend to face long-term unemployment or
complete withdrawal from the labour market. The latter differences undoubtedly reflect
the already well-documented differences in labour market performance between the EU

and the USA.

Table 13 shows how workers, displaced as a result of trade-related developments, fare in 14
European countries. It shows that blue-collar workers in manufacturing are more exposed
to adjustment than white-collar ones, while the opposite appears to be true for services.
Moreover, these workers tend to have been employed for a long time. It also shows that a
large part of those employed in manufacturing sectors facing high international competi-
tion fail to find a new job within two years. However, if they find a job, they do not have
to take too much of a wage cut.
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Table 13: Fate of trade displaced workers

High- Medium- Low-

international- international-  international- - . All
o o o manu-  Services
competition competition competition facturin sectors

manufacturing manufacturing manufacturing 9
Characteristics of workers
Age at displacement
15-24 10.4 13.1 11.6 11.8 12.2 1.4
25-54 75.1 758 78.1 76.4 78.0 76.9
55-64 14.5 11.2 10.3 1.9 938 1.7
Mean 409 388 394 397 379 392
Share women 31.7 44.9 26.2 34.8 432 38.2
Predisplacement occupation
White collar 319 20.0 27.1 25.9 73.3 48.5
Blue collar 68.1 80.0 72.9 741 26.7 51.5
Job tenure at time of displacement
More than 10 years 321 30.4 21.7 30.0 18.6 215
Mean job tenure 7 6.6 6.2 6.3 47 5.0
Hourly earnings in old job
Mean (EUR) 9.51 9.15 9.08 9.43 9.15 9.08
Adjustment costs

Share re-employed
after two years 51.8 58.7 59.6 57.0 57.2 57.3

For re-employed

Share with no
earnings loss or
earning more 44.0 457 47.3 458 49.6 47.1

Share with earnings
losses greater than
30 % 5.4 7.0 6.8 6.5 8.4 75

Countries: Belgium, Denmark, Germany, Greece, Spain, France, Ireland, Italy, Luxembourg, the Netherlands, Austria, Portugal, Finland and the United Kingdom.
Source: European Household Panel, waves 1 to 8, April 2003, as quoted in OECD (2005a).

4.3. Implications for the EU and its citizens

Globalisation is a long-standing phenomenon, representing another stage in the process of
internationalisation of our economies. It gives rise to important benefits but it can also gen-
erate transitional costs as the economy moves to a new competitive structure. Qutsourcing
and delocalisation do not constitute a qualitative break from the type of structural adjust-
ments our economies have experienced. What may be ‘new’ is the speed with which the
phenomenon has emerged to impinge upon the ways of producing and consuming for small
segments of our economies. While the scale and impact of delocalisation and of outsourcing
are currently limited, they have raised concerns among the population and have become
part of the popular political folklore at this juncture, not just in the EU but equally promi-

70

01_2005_2223_txt_EN.indd 70 @ 2-05-2006 17:56:18



1 L NEEE @® | D | [ [

4. BENEFITS AND COSTS TO THE EU

Graph 16: Duration of unemployment, 2003
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nently in the USA. It is clear that qualitatively the bogeyman of today is a close relative of
the Japanese car bogeyman of the 1970s and of the 1980s which stimulated innovation and
reform in the US and EU car industries. With the recovery of economic growth in the EU,

the outsourcing bogeyman will also go away.

n
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However, there are signs that Europe is not adjusting as well as it could to the shocks that
are imposed on its economy and herein lies the source of outsourcing and delocalisation
concerns. In an ideal world, adjustment costs should be short term. To realise the gains
from trade it is necessary to move production factors from declining sectors to sectors
where the economy has a comparative advantage and where the factors can be put to
more efficient use. Therefore, the costs of adjustment should only arise while resources are
reallocated. However, there are significant obstacles to this reallocation process in Europe.
This locks resources into inefficient use. It leads to capital destruction and the inefficient
use of human capital with displaced workers experiencing undue difficulties finding new
employment. If the adjustment process does not work, this may lead to permanent exclu-
sion. This is unacceptable, both socially and economically. Thus, it is the lack of sufficient
or slow speed of adjustment that contributes to attributing the responsibility for the ad-
justment costs to globalisation-related shocks rather than to inefficient or distortion-in-
ducing policies.

Graph 16 illustrates the point. In many European countries — notably France, Italy and
Germany — very few unemployed return to employment quickly while a very large part
remain unemployed for more than a year. This contrast with the USA, Sweden, Denmark
and the UK where the reverse is true: the unemployed are much more likely to find a new
job within a month.

Moreover, in both Europe and the USA re-employment takes place primarily within the
sectors of original employment — see Graph 17. This may reflect the importance of specific
human capital, poor retraining opportunities, rigid sectoral wage structures that prevent
mobility, as well as geographical immobility and strong location preferences on the part of
displaced workers. It is not possible to tell with certainty but the data in Graph 17 may signal
that production factors do not move into sectors of improving comparative advantage. If
that is the case, from the point of view of economic efficiency it would be desirable if re-
sources were more swiftly reallocated into sectors with an improving comparative advan-
tage. To achieve this, appropriate policies will be necessary.

4.4. Concluding remarks

The prediction of economic theory concerning the impact of international trade on eco-
nomic performance applies to the case of delocalisation and outsourcing as well: benefits
tend to be large, dispersed, long-term and of a permanent nature. The costs tend to be
limited, concentrated and of a one-off nature. However, in reality the degree of flexibility
of the economy to respond to economic and competitiveness shocks determines to a large
extent the nature and duration of the adjustment costs. Overall, the size of adjustment
linked to delocalisation and outsourcing is at present limited. In open, dynamic market
economies, economic restructuring is a normal part of life and it is a reflection of the
impact of domestic and of international shocks on the domestic economy. Incomplete
flexibility of the economy and slow adjustment to shocks naturally implies that delocalisa-
tion and outsourcing can be sources of short-term difficulties for those that are exposed to
their impact. This is the main reason for the need of the adjustment policies discussed in
the next chapter.
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Summary
of Chapter 4

[t is not easy to isolate the employment effects
of globalisation in general and delocalisation in
particular from other competitiveness shocks
such as those related to technological change.
Furthermore, globalisation and relocation is a
two-way street that entails positive and
negative effects simultaneously. The evidence
suggests that:

e similar to the introduction of new
technologies, international trade even with
low-wage countries has never led to a net
reduction of employment over more than a
short period of time. At the aggregate level,
there is no evidence that countries with a
higher (increase in the) degree of openness,
suffer from a higher (increase in the) rate of
unemployment;
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e the effects of delocalisation on employment

are still small, given the: (i) as yet limited
scope of delocalisation and outsourcing,
(i) the importance of other forces like
technological change, and (iii) the
simultaneous process of job creation
elsewhere in the economy;

although in general international trade and
investment are not correlated with aggregate
net employment losses, ceteris paribus,
international trade and outsourcing cause a
decline in demand for unskilled workers; this
is a fundamental prediction of trade theory
and the evidence is consistent with it; also,
some specific sectors vulnerable to
international competition and to shifting
comparative advantage can be negatively
affected;

the EU remains vulnerable to competitiveness
shocks since it is capitalising insufficiently on
the widening trade opportunities offered by
world markets. In addition, the process of
reallocating resources is not working as well
as it should. Displaced workers are often
failing to find new jobs and enterprises are
often slow to switch into new activities with
promising trading value.
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5. Policies to enhance competitiveness
and manage transition

Previous chapters reviewed the causes, the importance and the effects of delocalisation
and outsourcing. To recapitulate, the evidence suggests that currently the impact of the
effects in question is small both relative to the size of the economy and relative to the
impact of other shocks that impinge upon the economy. However, especially as regards
the EU economy, its specialisation and comparative advantage in medium-tech industries
and less flexible product and labour markets make it vulnerable to the shocks created by
globalisation and shifting comparative advantage. This chapter discusses how these chal-
lenges can be addressed by policy-makers.

The first section recapitulates the challenges the EU is facing in view of the evidence
presented above. The second part presents what kind of policy responses are needed to
tackle the challenges. Outsourcing and delocalisation are natural parts of dynamic, open
economies and as such cannot and should not be avoided. The primary role of policy is
therefore to ensure that Europe maximises the gains arising from and minimises the loss-
es associated with globalisation in general and outsourcing and delocalisation in particu-
lar. This requires a European economy able to successfully handle structural economic
change. To achieve this, European economies need to improve their adaptive capacity.
Policies are needed to facilitate the transition period during which production factors are
reallocated. Beyond facilitating adjustment, there are a number of things that policy can
do to position the EU better in the world economy. These policies are more structural in
nature.

5.1. The challenges

The EU is facing three challenges at this juncture: (i) strengthening its investment per-
formance and attracting new international investment; (ii) exploiting the advantages
world markets offer in terms of opportunities for sales and efficiency enhancement;
and (iii) handling the adjustment implications of production being outsourced or delo-
calised.

e As regards new investment, access to large markets is still the predominant motive for
investment location decisions. The EU’s strongest selling point to retain current — and
attract new — investment is therefore the access it provides to a large pool of consumers
in its integrated market of 25 Member States. However, the evidence suggests that the
EU is not exploiting its full potential here, as demand remains sluggish and markets
remain insufficiently integrated. While part of the problem is undoubtedly cyclical, re-
versing the poor performance in spending on fixed capital formation and revitalising
investment growth remains a significant challenge.
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e The second most important reason when deciding where to locate is access to human
resources, skills and know-how. The EU has a high potential in this area. However, its
current competitiveness profile suggests that it is not capitalising enough on technology
and human skills.

® As a large part of trade and FDI flows occur within the EU-15, the EU could be capital-
ising more on the positive effects offered by globalisation through: (i) access to large
and growing markets outside the EU, like China and India, and (ii) increased efficien-
cies from global sourcing.

As regards handling the consequences of delocalisation and outsourcing, there are signs
that Europe is not adjusting as well as it could to the shocks that are imposed on its
economy. This is a more general problem not strictly related to outsourcing and delo-
calisation but as the latter gain momentum in coming years the adjustment difficulties
will also be accentuated. Smooth and least-cost adjustment requires flexibility in mar-
kets and an efficient allocation of resources. Globalisation has made this imperative for
nations that wish to reap its benefits. There appears to be significant obstacles to the
reallocation process in Europe, which locks resources into inefficient use. This is par-
ticularly troublesome for labour, with displaced workers experiencing undue difficulties
finding new employment. If the adjustment process does not work smoothly, this may
lead to permanent exclusion.

5.2. The policy response

Globalisation, outsourcing and delocalisation are not problems per se. The appropriate
policy response must be to ensure that all the incipient benefits are realised and our in-
comes grow in accordance. The European economy is inextricably linked to the world
economy. It is essential for European firms to be able to access international markets, ex-
ploit efficiency advantages and access strategic assets in order to stay competitive. If EU
firms are not exploiting the opportunities offered by globalisation as efficiently as their
competitors, they may have to downsize or close down plants altogether.

Europe could exploit the opportunities offered by outsourcing and delocalisation more, by
attracting firms from abroad and by EU firms improving their competitive position through
international sourcing and selling on world markets. Therefore, the real challenge is to
improve the European economy so that globalisation and delocalisation are no longer a
threat to jobs, but an opportunity for growth in the EU. To achieve this, the European
economy needs to improve its adaptive capacity.

It is beyond the scope of this paper to outline how policy instruments should be formu-
lated and mobilised in detail. Instead, this paper: (i) formulates the general objectives that
policy needs to achieve in order to enable the EU to profit fully from globalisation and
delocalisation, and (ii) identifies the instruments that have the potential of contributing
towards the delivery of these objectives.

5.2.1. Twin goals: improving competitiveness and facilitating transition

Two kinds of policies are needed to address the challenges outlined above. A first set of policies
needs to aim at providing the framework conditions on which Europe can maintain and
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strengthen its sustainable competitive position. Another set of policies should facilitate the
process of adjusting to the shocks of globalisation and delocalisation.

The first set of policies focuses on the ability of the EU economy to adapt without generat-
ing net losses, by creating new activities and jobs, and to shift resources from declining
sectors to sectors where Europe can sustain a comparative advantage. However, creating
and sustaining high value-added activities requires a dynamic framework where the econ-
omy is able to transform and where innovation can spur productivity and job growth.
Without such a dynamic framework, no new jobs will be created to replace the jobs lost.
A persistently rigid Europe will not reap the full benefits from globalisation. However, this
first set of policies is not specific to dealing with the shocks from globalisation and delo-
calisation in particular. Instead, it overlaps with the set of policies required for dealing
with other shocks such as technological change, new organisational modes for firms and
differential productivity shocks. As such, it broadly fits within the recently revised — but
far from implemented — Lisbon strategy for growth and employment. The box below
details how the Community is developing its policy response to deal with restructuring in
general.

Most theoretical models illustrating the positive effects from globalisation assume full
employment and flexible labour markets. Since in practice labour market rigidities are
always present, particularly in Europe, short-term negative effects on employment are in-
evitable. No matter how significant the ultimate positive impact of globalisation might be,
losses will occur during the period of transition. The real problem occurs when displaced
workers remain unemployed. This is why policies to facilitate the transition are needed.
Labour market institutions have a particular role to play in this respect, as they determine
the ease by which alternative employment can be found.

5.2.2. A'systems’ approach

The policy instruments outlined below should not be considered in isolation. Rather,
they should be part of a coherent and consistent policy approach requiring coordination
across the different policy areas and policy levels (EU and Member States). A balanced
policy mix will benefit from synergies among the different instruments. Comprehensive
reform programmes (like the Lisbon strategy) are likely to be more effective than piece-
meal strategies.

More particularly, the two sets of policies (improving competitiveness and facilitating
transition) should be seen as complementary. The first set of policies is particularly impor-
tant for remedying the structural problems of the EU economy. Once a more resilient EU
economy is in place, the need for policy intervention to facilitate transition decreases. In
the absence of a resilient EU economy, transition support could run the risk of becoming
permanent.

At the same time, policies to facilitate transition are also important to improve competi-
tiveness, as the gains of trade will be lower if production factors are not reallocated
smoothly. Moreover, it can also be regarded as enlightened self-interest for those who ar-
gue in favour of economic openness since a skewed allocation of the costs and benefits is
likely to erode support for economic openness.
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5.2.3. Level of implementation

Instruments at both EU and Member State level need to be considered. Although it is
clear that many of the instruments are at the national level, there are nevertheless a
number of areas where the Community has instruments at its disposal. Apart from being
a direct actor, it can also facilitate and coordinate Member State policy. The summary
table in Annex 1 outlines a tentative division of labour between Member States and the

Community.

Before detailing the various instruments, it is important to stress that many of them are

already in place, both at the EU and at the level of the Member States. At the EU level

Initiatives announced
in the communication on

restructuring and
employment

On 31 March 2005, the European Commission
adopted a communication setting out measures
to be developed or strengthened with the aim of
ensuring ‘improved anticipation and
management of restructuring’ within the EU.

The Commission proposed a refocused
European employment strategy around three
priorities of direct relevance to restructuring:

(i) boosting the labour market participation;

(ii) improving the adaptability of workers and
companies; and (iii) investing more in ‘human
capital’. The new employment guidelines
adopted on 12 July 2005, as part of the
integrated guidelines, fully develop the priorities
referred to in the communication. The package
of proposals put forward by the Commission is
described below.

Enhanced coordination between key
strands of EU policy

The Commission argues that enhanced
coordination is necessary across the range of
existing EU policies that are relevant to
restructuring, such as industrial, competition,
trade and employment policy. The Restructuring
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Task Force created immediately after the
adoption of the communication has been
instrumental to this. Reinforced dialogue and
exchanges between different Commission
services have also contributed to that.

New and refocused financial support

The communication identifies reforms of

EU financial instruments to focus more on
restructuring-related developments, including
the creation of a Growth Adjustment Fund with
an annual budget of EUR 1 billion to enable
public intervention where unforeseen events
have a severe regional or sectoral impact.
Moreover, Structural Funds in general and those
allocated to the ‘Competitiveness and
employment’ objective (previously Objective 2)
in particular are likely to be more focused on the
support to adaptation to change and
restructuring.

As a first step in launching the discussion on the
priorities for the new generation of cohesion
policy programmes, the Commission published
on 6 July 2005 draft Community strategic
guidelines entitled ‘Cohesion policy in support
of growth and jobs: Community strategic
guidelines, 2007-13". The guidelines set out a
framework for new programmes which will be
supported by the European Regional
Development Fund (ERDF), the European Social
Fund (ESF) and the Cohesion Fund. In addition,
the communication includes proposals on the
adaptation of the regulatory framework and the
greater involvement of the social partners.
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the revised Lisbon strategy for growth and employment details the structural reforms
needed to make the EU the most competitive economy. Within this framework, the
Commission is setting out measures to be developed and strengthened with the aim of
ensuring improved anticipation and management of restructuring within the EU. Nev-
ertheless, the instruments put in place within or beyond the Lisbon strategy need to be
mobilised better to fit into a coherent, systemic policy approach to face the challenges of
globalisation.

5.3. Providing the framework conditions on which Europe can
maintain and build its competitive position

In order to provide a better foundation for Europe to respond to the challenges of globali-
sation, delocalisation and outsourcing and thereby maximising the opportunities offered
by these phenomena, policy needs to focus on four objectives.

¢ Provide a dynamic European market and nurture a vigorous entrepreneurial cul-
ture. Ultimately, companies locate where the market is. Providing firms with access
to a growing and dynamic market is therefore the best way to ensure that Europe re-
mains the location of choice. While the legal framework is more or less in place, more
can be done to deliver a truly dynamic single market, most notably in the area of
services.

e Support an environment conducive to firms moving into high value-added produc-
tion. To sustain our social model, we ultimately need to produce and sell goods and
services with a high value added. While Europe stands strong in upmarket products and
intermediate skills, we are less strong in other high value-added areas, such as those
with a high technology or skill content. While limited, policy could nevertheless play a
supporting role by putting in place an environment conducive to firms exploiting such
markets.

Improve Europe’s ability to adapt and adjust to shocks. Delocalisation is bound to
happen. Once it does, affected workers and regions need to be able to quickly adapt and
adjust. This is currently not sufficiently the case, with many displaced workers finding it
hard to find new employment. This is partly due to insufficient new jobs being created,
but also to a lack of mobility.

e Improve Europe’s ability to reap the benefits of a global market. Trade policy has a key
role in ensuring an open trading system both via multilateral and regional agreements
as well as protecting intellectual property rights.

5.3.1. A dynamic European market and a vigorous entrepreneurial culture

Ultimately, companies locate where the market is, as the empirical evidence presented in
Chapters 2 and 3 has demonstrated. Therefore, the best way to attract new firms and stem
the flow of company resources out of Europe is to provide companies access to a dynamic
European market.
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A key objective of the single market programme was to raise the dynamism of Europe’s
economy by removing obstacles that fragment the internal market. Over the years, a more
integrated European market has certainly been achieved, supported more recently by the
single currency. By and large, it has been a success: a large internal market without cur-
rency borders has provided a much better foundation for economic growth. However, the
process of integration has gone further in some sectors (goods) than others, most notably
services and network industries. Moreover, many of the laws setting up the single market
in the various sectors have problems. For example, they often tend to favour incumbents
over new entrants. Moreover, the legislative procedure often produces laws that are too
detailed to fit a Union as diverse as ours. To address this requires an increased focus on
regulatory quality (less and simpler rules with better enforcement), and changes to the
way the Commission drafts legislation and to the way legislation is adopted. Such efforts
are already under way. It is important that they are continued.

However, it is not only important to get legislation right. Other policies also contribute to
providing a more dynamic European market. Competition policy (including State aid
policy) is necessary to minimise barriers to entry and control incumbents. A single market
by itself will not ensure that incipient economic opportunities are translated into flourish-
ing business ventures. To realise this potential, it is essential that the administrative and
business environment encourages risk taking and that individual entrepreneurs are not
confronted with unnecessary obstacles and costs when they begin a business enterprise.

5.3.2. Support environment conducive to firms moving into high value-added
production

To survive in an increasingly competitive world, Europe essentially needs to produce and
sell goods and services with a high value added domestically but also in world markets.
The competitiveness challenge of raising productivity growth is alerting us to the difficul-
ties Europe is currently encountering in shifting resources in activities of greater value
and of employment promise. Europe stands strong in upmarket products and intermediate
skills (e.g. products characterised by a high quality or strong brands), but we are less strong
in other areas characterised by high value added, for example sectors with higher skill or
technology content, which typically have more scope for sustained growth and where
demand for these products is characterised by generally high income elasticity. Policy
could play a supporting role in establishing conditions conducive to firms exploiting such
markets.

One way to encourage such an environment is by stimulating R & D and innovation.
This does not necessarily only mean more funding. The EU and Member States need to
spend available resources more efficiently and in a better and more focused way. Overall,
research funds should be devoted to areas where they could contribute to deepen Europe’s
comparative advantage. Moreover, the method of allocation of funds needs to be im-
proved, on an open, transparent, competitive basis.

More needs to be done in order to ensure that the results of such research gain commer-
cial application, translate into new products and processes, and create value in areas where

the EU can sustain a comparative advantage. One way to achieve this is by ensuring that
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the market place is contestable, as this provides firms with the incentive to align their
operations so as to achieve the highest value added, a role for competition policy. Also,
consistent with what was mentioned earlier, the EU needs to continue its Lisbon reform
programme to improve the fundamental framework conditions that determine behaviour
in product, capital and labour markets.

Finally, a highly skilled workforce is necessary in order to enhance Europe’s comparative
advantage in high value-added production and in order to make sure that the financial
resources that might be allocated to finance R & D are efficiently employed with comple-
mentary human resources. Therefore, human capital policies are of fundamental impor-
tance. In this regard, and given the central role of science and technology in current and
in prospective productivity performance, it is necessary to motivate greater participation
in science and technology studies on the part of the school generation and also to align
more closely university curricula to the new sciences. Ultimately, the reform of the univer-
sity sector and the manner in which higher education is procured and financed will be
unavoidable in coming years; it is, therefore, essential to speed up the adjustment process
of institutions of higher learning to modern demands. The need for improving perform-
ance does not apply only to the university sector. On-the-job training — accessible to all
— and upgrading basic skills among the population are also important. Clearly, such
training is more effective if it builds on more general human capital investments made
earlier in life (primary, secondary and tertiary education).

5.3.3. Improve Europe’s ability to adapt and adjust to shocks

Globalisation, delocalisation and outsourcing have benefited the European economy in
the past and will continue to do so, thereby raising our real incomes and economic well-
being. In order to maximise the benefits and minimise the adjustment costs, European
production factors need to adapt and adjust fluently to the various shocks that impinge on
our economies. However, as noted in Chapter 4, there are signs that the process of adjust-
ment is cumbersome and works slowly in Europe. This is particularly the case for the Eu-
ropean labour force where, by and large, displaced workers often have problems finding a
new job within a reasonable time and often become irrelevant to the labour market by
joining the ranks of the long-term unemployed.

Generally, to improve adaptability often requires a deeper reform of the structures under-
pinning our markets. Such structural reforms are outlined in the revised Lisbon strategy
and involve: (i) reducing of regulatory burdens — both at the Member State and Com-
munity level — and in the years to come, a consistent maintenance of simple and uniform
rules and procedures which reduce the cost of doing business; (ii) increasing labour mar-
ket participation; (iii) upgrading the stock of human capital (mainly by training and edu-
cation but also by facilitating high-skilled immigrants to be granted visas); and (iv) pro-
viding a tax system consistent with high national savings that makes Europe an attractive
location to invest for foreign and domestic investors.

Of these, the structures underpinning labour markets are in particular need of review in
order to enable workers to better adapt to economic shocks. This would improve the real-

location of production factors to areas where Europe can develop and sustain comparative
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advantage. An essential issue here concerns the need for flexibility in labour market ar-
rangements. The costs of firing are intrinsically linked to the costs of hiring, as a higher
level of employment protection can often work, ceteris paribus, against job creation. More-
over, the growth in real wages needs to be consistent with productivity growth. More
flexibility and adaptability will need to be accompanied by investments in human capital.
Without investments in skills it will be difficult for displaced workers to find new jobs and
to enable the EU to move up the value chain. Investments in human capital should there-
fore be made at all levels, be it earlier (primary, secondary and tertiary education) or later
in life (vocational training, lifelong learning).

Shocks may sometimes have a strong regional impact when a particular industry or sector
is affected. Unemployment in Europe is concentrated in certain regions (e.g. southern
Italy, southern Spain, the former East Germany and certain regions in the new Member
States) (®). A system that leads to high average unemployment rates and in some cases
very high and persistent regional unemployment rates is ill adapted to effectively weather
economic shocks, be they trade related or not. To improve the ability of regions to absorb
shocks, one should assess the extent to which economic institutions need to be adapted to
region-specific needs. One such institution is the process of setting wages. The large re-
gional unemployment differences indicate among other things that labour costs in these
regions are too high relative to other regions (*). More wage flexibility, for example via a
more decentralised wage negotiation process, could contribute towards correcting this.
Apart from more flexible wages, adapting institutions to regional needs is likely to involve
tax and benefit systems, ensuring that active labour market policies better support mobil-
ity across regions, ensure the portability of benefits across regions, and design particular
human capital investments in regions already affected or likely to become affected.

5.3.4. Improve Europe’s ability to reap the full benefits of a global dynamic market

To reap the benefits fro