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ENTERPRISE AND LIFELONG LEARNING COMMITTEE

AGENDA

5th Meeting, 2001 (Session 1)

Wednesday 7th February 2001

The Committee will meet at 10am in Committee Room 1, Committee Chambers,
Edinburgh to consider the following agenda items:

1. Impact of the New Economy Inquiry:  The Committee will take evidence
from—

Wendy Alexander MSP (Minister for Enterprise and Lifelong Learning)

2. National Guidelines for Local Economic Forums: The Committee will take
evidence from—

Wendy Alexander MSP (Minister for Enterprise and Lifelong Learning)

3. Scottish Executive Response to Careers Service Review (Duffner
Report): The Committee will take evidence from—

Wendy Alexander MSP (Minister for Enterprise and Lifelong Learning)

4. Education (Graduate Endowment and Student Support) (Scotland) (No.2)
Bill: The Convener will move—

That the Enterprise and Lifelong Learning Committee considers the Education
(Graduate Endowment and Student Support) (Scotland) (No.2) Bill at Stage 2
in the following order: section3; section 4; section 1; section 2; section 5.

5. Effectiveness of Committees: The Committee will consider whether to take
this item in private at the meeting on 13th February.

6. Impact of the New Economy Inquiry (in private): The Committee will
consider the contents of its report.

7. National Guidelines for Local Economic Forums (in private): The
Committee will consider its response to the Minister.

Simon Watkins
Clerk to the Committee
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LOCAL ECONOMIC FORUMS
DRAFT NATIONAL GUIDELINES – CONSULTATION

The then Minister for Enterprise and Lifelong Learning, Henry McLeish, announced his intention to
establish Local Economic Forums during the debate on the ELL Committee Conclusions on 8th June
and in the Interim Conclusions on the Review of Enterprise Networks on 6th July
(www.scotland.gov.uk/library3/enterprise/intrmenr.pdf).  Local Economic Forums were extensively
discussed at a  6th November Conference hosted by Wendy Alexander.

I now attach a copy of the draft national guidelines for Local Economic Forums.

I would be grateful for your views and comments on the draft guidelines. We are happy to consider
comments and contributions on any aspect of the draft national guidelines. However, we would ask
you to bear in mind that the local economic forums are meant to provide an effective framework for
more effective delivery of local economic development services.  We would therefore welcome
comments on the draft guidelines and issues of implementation emerging from the proposed
approach.

Specifically we would be particularly interested on your views on the following points:

1. Is the approach proposed for the Forums realistic and achievable?

2. Is the proposed Forum representation and involvement appropriate to achieve the rapid
progress we seek to achieve outcome based solutions?

3. Should organisations be represented on Forums at executive or non-executive level?

4. Are the tasks proposed for the local economic forums  appropriate?

5. How do we best engage the wider business community in the work of the Forums bearing
in mind the time considerations?

6. Can the community planning interface be best made to work?

http://www.scotland.gov/library3/enterprise/intrmenr.pdf
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7. Are the processes for monitoring and evaluating the performance of local economic forums
appropriate?

8. The streamlining of partnerships – specifically should Local Learning Partnerships  and
Local Rural Partnerships  be integrated with local economic forums?

I would be grateful if comments could be received by 31st January 2001. Our preference is for
responses to be sent electronically to localeconomicforums@scotland.gov.uk. However, we are
also happy to accept written responses.  They should be sent to:

Ian Mitchell
Enterprise and Lifelong Learning Department
4th Floor
Meridian Court
Glasgow
G2 6AT

Should organisations or individuals have difficulty in meeting this deadline I would be grateful if
they could contact Mike McElhinney or Elaine Provan at the telephone number above.
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LOCAL ECONOMIC FORUMS

NATIONAL GUIDELINES

Consultative Draft

The Scottish Executive
Enterprise and Lifelong Learning Department

December 2000
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Minister’s Introduction

Scotland faces an increasingly competitive global market. Customers are rightly expecting a higher
quality of service. Agencies involved in economic development need to be exemplars for excellence
in service delivery. We have an opportunity to raise our economic development game.

At national level Scotland has, for the first time, a national policy framework for economic
development, through the Framework for Economic Development.    But at local level we also need
a greater clarity about how local economic strategies are developed and implemented.

The Scottish Parliament’s Enterprise and Lifelong Learning Committee has encouraged the
Executive to take the lead in guaranteeing a simpler, more cohesive structure for local economic
development in Scotland.  They proposed the concept of a Local Economic Forum as a vehicle for
achieving this.  The Committee’s conclusions followed extensive consultation with a wide range of
interests. Following further consideration at the conference on 6th November, we now propose a
detailed blueprint of the way forward.

The role of Forums should be to agree a local shared vision and programme of action for the
streamlining and improvement of service delivery.  The opportunity for each Forum is to add value
to local economic development activity. Its main initial task will be to eradicate wasteful
duplication of business support services and enhance overall service delivery.

Greater clarity on key objectives and on roles and responsibilities is the way forward. This should
be based on a local assessment of “what works”. If local partners can develop more focus and better
value for the considerable sums of public money spent on local economic development, then
Scotland’s economy will be the winner.

The digital revolution is an opportunity to redesign delivery mechanisms and services in light of
future demands. Opportunities exist for new and improved services on the one door model.  The
Small Business Gateway launched in July is already showing the way in terms of removing
confusion and overlap in the field of small business support. We look to Forums, as they review
economic development services in their area, to build on the example of the Small Business
Gateway and initiate a programme of further streamlining of delivery to improve effectiveness.
Likewise, we know also that there is partnership overload and overlap.  We will look to Forums to
rationalise the number of local partnerships. Savings from re-designing existing services will be
available for re-investment locally. Genuine give and take based on what represents best value for
the public purse is the only way to deliver sustained superior performance for Scotland.

The Forums can be major contributors to the economic dimension of community planning in their
localities. So Forums have a real job to do. The importance of superior joined-up action at the local
level is clear. These guidelines set a framework, but real progress will be in the hands of local
agencies. The streamlining strategy and “what works” analysis must be locally led. The Executive
and its agencies will assist Forums but their success will be of their own making. We will establish
a Taskforce, one for the Scottish Enterprise area and one for Highlands and Islands Enterprise area
to support progress at local level. These will be chaired at ministerial level. The centre cannot
“mandate” success but it can steer the process and reward progress.

Approach

We will look to the Local Enterprise Companies to facilitate the setting up and servicing of the
Forums based on LEC boundaries for administrative clarity.  Each Forum must have a tight central
core of the private sector, local government, the Enterprise Network and the local learning sector at
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their heart.  If the business community feel marginalised, then Forums will have failed.  The
commitment of local authorities and their partners will be fundamental and we look to them to
provide the link with the community planning process. LECs bring a unique understanding of the
local economy and the learning sector and local tourism sector must also seize the opportunity to
demonstrate local leadership.

Task and Timetable

Forums are about effective partnership. They will demand a hard-headed assessment of who does
what best.  We want to create the space to build on existing efforts and to set a timetable for results.
The draft action plan envisages real progress within a year culminating in a review by the
Ministerial Taskforce with support from Audit Scotland and the Enterprise Network.  Some areas
will move ahead faster than others. The central support team will help highlight emerging good
practice: in streamlining services; providing new web enabled support; and ensuring co-operation
with the local learning industry.

Scotland is a small country. We can aspire to lead the way in effective delivery of local economic
development services.  We have done so in the past.  We can do so again.  Forums can play a key
role in making it happen – but it will require real change and real courage.  The challenge awaits us.

                                                                                             WENDY ALEXANDER
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KEY MESSAGES:

Ø Forums should agree a shared vision and action plan to achieve greater
value for the considerable sums of public money spent on economic
development.

Ø Businesses are the key drivers of wealth creation.  Forums should
therefore look at the most effective way of engaging businesses, including
those in the social economy, in service design and delivery.

Ø Forums should be small and focused with  a core of business, local
authorities, the local learning sector, tourism agencies and the LECs.  We
envisage a tight core membership of around 10 with wider consultative
mechanisms.

Ø Forums can be major contributors to the economic dimension of
community planning.

Ø Forums will lead a process of evaluating “what works” for streamlining
existing delivery processes and partnership structures.

Ø Key tasks will be set on an annual basis.  The initial task for Forums will be
to focus on business services including eradicating wasteful duplication
and improving standards.

Ø The use of Information and Communications Technology should be at the
heart of this service redesign process.

Ø If Forums are to achieve sustained superior growth they must be outcome
based with jointly approved targets that deliver greater efficiency and
effectiveness in delivery.  The Scottish Executive and Audit Scotland will
assist in this process.
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Our approach

Introduction

1. Scotland has often shown leadership in the provision of economic development services in
the past.  It can again in the future.  Much good work is underway but overall Scotland needs a
simpler more cohesive structure for economic development at local level.  Local Economic Forums
will have succeeded if they deliver such streamlining, redesign and modernisation of services for
the challenges of the global marketplace.   Advances in communication technologies in particular
open up new markets, but they also bring new threats to traditional ways of doing things.
Maximising the opportunities calls for a rethinking of the role of public sector in tackling market
failure and contributing to productivity growth, enhancing the skills of the local community and the
attractiveness and competitiveness of Scottish locations.  Leapfrogging the competition both at
home and abroad will require close collaboration between organisations and between the public and
private sectors.

2. A series of public sector organisations possess wide-ranging powers which can contribute
effectively to local economic development, including the Enterprise Networks, the Local
Authorities, the Area Tourist Boards and the local learning sector.  These public agencies can
complement the wealth generation efforts of businesses, particularly when they work in partnership
with business representatives, trade associations, transport providers, trade unions, the third sector
and so forth.

3. There are also a number of existing, and in some cases well developed, partnership
mechanisms designed to tackle specific issues or to manage specific processes in a collective
manner. Examples of significant nationally established partnerships are: the European Structural
Fund Partnerships, Local Learning Partnerships, Local Rural Partnerships, Social Inclusion
Partnerships, New Deal Partnerships and Local Export Partnerships.

Role of Forums

4. Forums should take a strategic view of the local economic development scene.  They will
have a specific remit, tackling first the streamlining of business development services and
thereafter, if they have proved successful, they will move on to consider local delivery mechanisms
for lifelong learning, better local labour market co-ordination and other areas such as trade and
tourism.  We expect the proposals from Forums to relate to the strategic aims and objectives of the
Framework of Economic Development for Scotland.  There is widespread recognition that there is
insufficient co-ordination, leading to overlap, duplication and inefficiencies at local level. These
concerns relate particularly to the provision of business services, in the learning sector and in the
development of trade and tourism services. Forums should bring greater coherence and co-
ordination to the delivery of economic development services. Resources released from streamlining
services will be available for local reinvestment to address identified gaps in service delivery.

5. Community planning is a key mechanism for renewing community governance.
Community planning will also seek to integrate and streamline services. Councils will have a Power
of Community Initiative to facilitate a “can do” approach to problem solving and joined up services
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and will draw together key organisations, such as the local enterprise company, to agree a
community plan for the area.

6. Local government has the leading role in the provision of school education, childcare,
planning, transport, and a range of other areas which critically affect the performance of the local
economy.  So it is particularly important that Forums consult with local government to ensure that
the local community planning process is fully taken into account. Local government also shares
with the Executive our commitment to social justice and sustainable economic development and
these priorities must inform the work of the Forums.

7. We look to Forums to provide the economic dimension of the community planning process.
This cannot be prescribed.  The success of Forums cannot be guaranteed through guidelines any
more than the success of community planning can be guaranteed by statute.

8. As long as Scotland lacks coterminous boundaries between local government and the
Executive’s major agencies in health and local economic development, a degree of cross boundary
working is inevitable. But this does not preclude more effective joint working.

9. New communication technologies increasingly challenge the relevance of physical or
organisational boundaries, and provide new opportunities for improved service delivery.  Web-
based systems offer the potential to reach a wider customer base on a more efficient and higher
quality basis.

Representation on Forums

10. The business community are the main users of economic development services, either
directly in the case of business support, or indirectly as employers. Their voice should be both heard
and acted upon. Time is money.  Forums must be tailored to maximise the ease with which key
players can get round the table and make progress.

11. This suggests small, focussed Forums, with a significant business element, together with a
wider grouping for consultation and review. We believe the chance for real progress will come from
a shared leadership agenda set by a tight core of local business, local authorities, the LECs and the
local learning centre.  So we propose Forums should ideally have ten members plus a chair.
Membership could rise to 11 or 12 members where there are 3 or 4 local authorities within a LEC
area to ensure every authority is represented.

12. Inevitably many organisations will want to sit on the core group – but there is a trade off
with effectiveness and cohesion, particularly in the first year.  We urge each Forum to review its
composition from year to year depending on the task at hand. The core membership of Local
Economic Forums for the initial year should include:

• The Local Enterprise Company;
• Local Authority representatives;
• Business representatives (including the Chambers of Commerce);
• Area Tourist Board representative ; and
• Learning sector providers.

13. On the learning side we recommend one member from the supply side such as the FE/HE
sector and one from the demand side such as the local careers company or Employment Service.
There are a range of organisations that could take up the remaining place on the core group – but
social economy organisations may have a particular contribution in the first year if the initial focus
is on business support services.  The goal should be to create a team approach with collective
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responsibility rather than merely a group of representatives.  We invite respondees to these draft
guidelines to comment on whether the core members should typically be executive or non-executive
representatives from their organisations and whether this is something on which there should be an
all Scotland approach.

14. This tight membership core will require to put in place mechanisms for  liasing with the
much wider range of organisations that will have an interest in its work.  We will look for these
proposals to be outlined at the time the Forum membership is confirmed before the start of 2001/2
financial year.  The range of wider organisations will include business organisations, voluntary
sector agencies, trade unions, local Social Inclusion Partnerships, relevant national agencies such as
Scottish Homes or the Employment Service, social economy organisations, Education Business
Partnerships, Adult Guidance Networks, National Training Organisations, higher and further
education institutions etc.

15. It will be down to each Forum to select their chair – although the chairman of the LEC
should convene the meeting to agree the membership in advance of its formal establishment.  It may
be that the chair is arranged on a rotational basis, reflecting the range of interests involved.

16. Forums should have co-terminus boundaries with the Local Enterprise Companies to
provide a strategic level for thinking about local economic development services, although some
activities (for example  the delivery of Structural Fund Programmes) may be best co-ordinated at a
geographic level wider than a LEC area and others (for example, work taking place in Social
Inclusion Partnership areas) may be suited to a narrower geographical focus.  Local agencies should
be allowed flexibility to act in the interest of their communities and to build on the distinctiveness
of their own particular areas but this should be working with the grain of national policy.  Rural
economies will be one particular instance where local agencies may want to tailor approaches
working within the national frameworks.

17. Strategic co-ordination is about more than boundaries. It is about marshalling the right skills
and resources to match the challenges. All Forums should be able to reach out to the full range of
customers of economic development services. In considering representation or contributions
directly from customers and broader stakeholders, attention should be given to the time constraints
they may have and to overcoming the barriers that exist to wider participation including the needs
of under-represented groups such as ethnic minorities, women and disabled persons.

Ministerial Taskforce

18. Forums should have a high degree of discretion and self-monitoring. While responsibility
for implementation should be at the local level, there is a role for assistance and support at the
national level. To oversee the implementation of Forums, the Minister for Enterprise and Lifelong
Learning will chair a Ministerial Taskforce in the Scottish Enterprise area and her Deputy will chair
a Taskforce in the Highlands and Islands Enterprise area.

19. The role of the two groups will be to disseminate good practice, monitor progress and
consider the challenges for future years. They will address how to enhance progress in areas where
it is inadequate or too slow. The Ministerial Taskforce will be composed of representatives from the
Enterprise Networks, business, COSLA, independent advisers, the ELL Committee, the Scottish
Tourist Board and the learning sector with membership kept similarly tight as in the local forums.
The groups will work closely with Ministerial colleagues with responsibility for local government
and establish constructive and beneficial links with Community Planning Taskforce.  As with the
Forums its composition could vary in future years depending on the challenges faced.
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20. The guidelines seek to institute a climate of trust between key players which should enable
them to improve service provision on a joint basis.  Formal procedures to penalise statutory players
would be difficult to introduce within the non-statutory framework for Forums.  However, the
introduction of a Ministerial Taskforce to oversee the process will mean that under-performing areas
will be put under the spotlight. No-one likes critical scrutiny from the likes of Audit Scotland and
we cannot underestimate the impact of a publicly transparent approach including review by the ELL
Committee.

21. We will establish a Central Support Unit to support Forums and to facilitate sharing of best
practice. The Unit could be jointly resourced by representation from the Scottish Executive, the
Enterprise Networks and local authorities. One of its early tasks will be to facilitate a working
seminar on performance measurement and target setting as a national event open to all Forums.
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The Task

22. The challenge in improving local economic development is a major one. But not everything
can happen at once.  In its initial year, each Forum should address the pressing issue of the overlap
and duplication in the provision of business services. The ELL Committee noted that it is in the area
of direct provision of local economic development services where overlap and duplication with
other agencies is most marked.  Better co-ordination is required to deliver greater clarity for the
consumer on the one hand and value for money on the other.

23. In the second and subsequent years, other challenges will predominate. For example the
Executive recognise the need to improve our understanding of the needs of the national and local
labour market and streamlining delivery accordingly.  The proposed sequencing of tasks with
business development services as the early focus does not indicate that these other issues are of
lesser importance.  Far from it. However, there are significant policy and operational developments
underway or about to commence in the areas of welfare to work, lifelong learning, careers guidance
and tourism, led in some cases by the UK Government and in others, by the Executive. Once the
architecture of these changes takes on a greater clarity it will be easier for Forums to take up the
challenge, locally, of delivering further improvements.

24. Success in tackling complex social and economic issues requires a multi-agency cross-
cutting response1.  However, there is a consensus that there are too many initiatives, plans and
partnerships which lack the necessary clarity on how they all fit together.  But the better co-
ordination of policy does not necessarily imply the joint delivery of services2.  Often clear
leadership in service delivery can strengthen accountability.

25. Forums should begin their work by mapping the current landscape and seeking to enhance
and streamline by collectively:

• assessing “what works”  in each local area;
• resolving overlap and duplication at the local level, on both partnerships and service

delivery; and
• addressing gaps in the design and delivery of local economic development services.

We propose the following work programme for the Forums

                                                                
1 Making a Difference – Effective Implementation of Cross-Cutting Policy: A Scottish Executive Policy Unit Review,
June 2000.

2 Scottish Social Inclusion Strategy Action team report Making it Happen (November 1999) highlighted the need for
streamlining existing partnerships, making them work better and building on good practice.
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Tasks: Year 1

26. The specific objective of Forums in Year 1 should be to address business development
services:

A Undertake a review of existing arrangements, including:

• a comprehensive mapping exercise of the delivery of services to business;

• an assessment of “what works” by evaluating the quality and effectiveness of economic
development services and what could be improved; and

• a review of existing partnership structures to assess the need for them in the new
landscape of Forums and community planning.

B Submit an Action Plan, including:

• outline plans to rationalise partnerships;

• a framework for streamlining delivery of economic development services which should
remove overlap, improve effectiveness and release resources for new services;

• the setting of challenging targets for co-ordinating economic development services in a
manner most appropriate to achieving best value in the area concerned;

• a clear statement of the respective roles and responsibilities of agencies in achieving
those targets; and

• a monitoring and evaluation framework that is aligned with the community planning
process.

C Implement the Action Plan

27. Within 12 months, Forums will be expected to have initiated the programme of change in
their areas and begun to make tangible progress in the implementation of the Action Plan.  Some
existing partnerships in Scotland are already well down this path, and indeed are merging delivery
functions.  If the merger of functions to jointly deliver services is deemed the most appropriate
vehicle the Executive are willing to assist in making this happen.

Tasks: Year 2 and beyond

28. Beyond the first year the Forums should ensure proper performance monitoring  drawing on
the expertise of partner organisations and other parallel processes, for example the Structural Fund
processes.  Audit Scotland has expressed a willingness to be involved in the process of performance
measurement. They will seek to make a positive contribution by highlighting areas of good practice
and making constructive recommendations to help improve future effectiveness.  We will also look
to Local Economic Forums to recognise the importance of monitoring and evaluation ensuring that
their actions are transparent and they provide good value for money.

29. The future activities of Forums will include tackling skills and labour market issues and
trade and tourism services.  These reviews could follow a similar process to the initial review of
business development services.  Furthermore, in the spirit of the review process of the need for
existing Partnerships, we would expect the Forums themselves to consider after two years how far
they have made a positive contribution and to ensure that if their job is done they should disband.
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Timetable

30. The Scottish Executive will expect to monitor progress throughout the exercise. The
Enterprise and Lifelong Learning Committee will also be invited to assess progress.

Implementation Timetable

The timetable with key milestones is set out below:

December 2000 Draft Forum National Guidelines Issued

End January 2001 End of period of written comments

Early February 2001 ELL Committee hearings on the responses

Late February 2001 Final National Guidelines Issued

March 2001 Forums set up, with Forum membership submitted to
Central Support Unit
Meeting of Ministerial Task Force

April 2001 Working seminar for Forums on process issues,
performance measurement and target setting

End October 2001 Completion of Mapping exercise, ’what works’ assessment
and review of existing partnership structures.
Action Plans submitted to Central Support Unit

November 2001 Meeting of Ministerial Task Force

December, 2001 Assessment of Action Plans published

January 2002 ELL Committee hearings on Action Plans

February 2002 Meeting of Ministerial Task Force
Guidance on Year 2 process – provisionally lifelong
learning and better labour market matching.

March 2002  Interim Assessment of progress on delivering action –
Scottish Executive / ELL Committee

January – March 2003 Independent Assessment of Progress by Audit Scotland

April 2003 Review of Process – Scottish Executive/ ELL
Committee/Audit Scotland  – Review of future role of
Forums.

• while the timetable is laid out in sequence the process of implementing aspects of an action plan
can and should be running in parallel with the earlier stages where appropriate. It is
recognised that some areas are further developed than others and the timetable should not act
as a restraint.
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INQUIRY BY THE SELECT COMMITTEE ON ENTERPRISE AND
LIFELONG LEARNING - INTO THE 'NEW ECONOMY'

EVIDENCE FROM THE ENTERPRISE AND LIFELONG LEARNING
DEPARTMENT

INTRODUCTION AND SCOPE OF PAPER

1. This paper has been produced for Enterprise and Lifelong Learning Committee
inquiry into the impact of the new economy - it addresses the specific questions posed by the
Committee on the take-up of e-commerce, infrastructure requirements, and Scotland’s
international position.

2. The paper begins by setting out what the Executive understands by the “new
economy” and its impact.  This is followed by a brief overview of relevant public sector
initiatives which are responding to the challenge of the new economy – most notably the
Executive’s own Digital Scotland initiative.  The paper covers the Committee’s specific
questions and points to some strategic priorities for the Executive within the structure of the
Digital Scotland initiative.

3. It is important to establish at the outset that there are a number of uncertainties
surrounding the specific questions put by the Committee, particularly on future demand for
bandwidth.  The Executive’s response on this point should by no means be seen as definitive,
but only as an interpretation based on current evidence.  This area is changing and evolving
continuously, and any strategic framework for Executive policy cannot be immutable but
must be able to evolve with changes in the market and technological innovation.

THE NEW ECONOMY IN CONTEXT

4. There is no single or “correct” definition of the “New Economy”.  Within the Scottish
Executive, its defining characteristics are taken to be:  rapid developments in the availability
and use of information and communication technologies (ICT), especially e-commerce;
greater emphasis on knowledge and information as business assets; rapid dissemination of
scientific and technological advancements in products and processes; increased globalisation
of  sourcing and markets; and changing patterns of consumer demand and lifestyles.  These
developments are strongly relevant to almost all sectors of the "old economy" and not just to
a separate "new economy".

5. Hence, whilst some other commentators use a more restrictive definition of the new
economy – specifically corresponding with the use of e-commerce via the Internet – we take
a more general perspective, which incorporates current thinking on the “knowledge
economy” or “weightless economy”.  This is entirely appropriate, given the fusion of high-
tech policy agendas within the Scottish Executive, to which reference is made below.
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6. Much of the popular discussion on the new economy tends to be somewhat anecdotal
and cliched.  The Annex to this paper1 sets out the conceptual thinking that underlies the
Executive’s approach to addressing new economy issues.  It provides a background analysis
of the main issues and discusses the policy implications within the Scottish context.

THE IMPACT OF THE NEW ECONOMY

7. The Executive’s Framework for Economic Development in Scotland, published in
June 2000, stated that, in the medium to long term, the principal determinant of the
improvement in living standards is the growth of productivity – broadly defined as output per
person employed - in the whole economy.  We judge, therefore, that the appropriate analytical
framework for examining the new economy is in terms of its impact on productivity growth
and this is the approach taken in the Annex.

8. In this context, it is relevant to observe that, in the United States – where the research
on the new economy has been undertaken to the greatest depth - there is evidence that
productivity growth has accelerated during the sustained period of rising GDP since 1991.
This contrasts with previous expansionary periods in the US economy, when productivity
growth tended to slow as the expansion moved to a mature phase.  Whilst the conclusions
being reached by academic researchers on the extent of the new economy in the US are not
unanimous, the balance of opinion favours the notion that productivity has risen outwith (as
well as within) those sectors directly related to ICT production.  Advocates of the new
economy point to the role of ICT - especially e-commerce – in expanding knowledge,
widening potential sources of supply, reducing uncertainty and creating new markets.

9. In the UK (and Scotland), there is, as yet, little evidence in the official statistics of a
significant increase in productivity growth.  Scottish Executive estimates, presented in the
Annex, suggest that, in the Scottish economy as a whole, the moving average of the
“adjusted” productivity growth rate (which takes account of the changing balance between
full-time and part-time employment) was in the 2.0-2.5 per cent band in 1999, but dipped
slightly below this range in the first half of 2000.

10. Nonetheless, the means by which the new economy will affect productivity -
particularly through the widespread adoption of the Internet - have been widely identified by
economists and other commentators.  These include: introducing greater efficiencies within
supply chains by bypassing intermediaries in business to consumer (B2C) and business to
business (B2B) chains; reducing search costs, for both households and firms, through the
ability to trawl for the best offers in global (rather than just local) markets; expanding
knowledge and widening information provision; reducing transaction costs; and introducing
greater competition to some product markets by lowering the barriers to entry by new firms.
Moreover, it is recognised that the Internet era is characterised by the rapid speed of
dissemination of modern technological developments and the satisfaction of the
interconnectivity condition as a necessary stage for innovative breakthrough in ICT.

                                                
1 Prepared by the Economics Advice and Statistics Division of the Scottish Executive Enterprise and Lifelong
Learning Department and based on data to 12 January 2001.  The Annex summarises recent research on the new
economy in the US and UK, with particular reference to its impact on productivity growth.  There is also a
discussion of the implications for public policy, including the devolved function of economic development.
Estimates are presented of the current levels and growth rates of productivity in Scotland.
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11. The diffusion of the new technologies is creating winners and losers among firms,
with those businesses that are able to take advantage of the new opportunities being the most
likely to benefit.  However, whilst some dotcoms have grown (or will develop) into large
companies and will remain major corporate players, it is “old” economy firms (using B2B)
that are just as likely to gain most from the application of the new technologies.  It is in this
sense that the distinction between the “old” and the “new” economy can be misleading.  In
addition, the lessons of history suggest that consumers will also capture much of the gains
from innovation in the form of increased real wages and higher social welfare.

12. The Enterprise and Lifelong Learning Committee’s investigation of the new economy
is timely.  There was a major readjustment of dotcom share prices in 2000 which, together
with the release of a series of weak economic indicators in 2000 Q4, has caused some
informed commentators to shift their perspective of the short-term prospects of the US
economy.  As a result, there is currently (January 2001) some concern that the long US boom
could be over, with the economy moving towards recession.  However, with regard to the
new economy, the key issue is performance over the medium to long term, rather than the
fluctuations of the economy brought about by the business cycle.  Specifically, the central
concern is the extent to which the growth of productivity will be sustained over time,
notwithstanding any short term fluctuations brought about by the volatile behaviour of high-
tech stockmarket indices or individual dotcom share prices.

13. The potential impact of the new economy has implications across the full range of
public policy areas, including economic development.  Economic success will accrue to those
regions and countries that create the enabling conditions in which the new economy may
flourish (such as an efficient and competitive telecommunications infrastructure) and harness
these conditions with the appropriate incentives for technological progress (relating to R&D,
innovation and commercialisation) and an agenda for the continual improvement of labour
force quality.  It is these factors that will determine the supply side potential for the growth of
productivity - and, hence, the improvement in living standards - in Scotland, and it is to these
that the paper now turns.

THE EXECUTIVE’S RESPONSE

Digital Scotland

14. The Executive believes that affordable, pervasive provision of information and
communication technologies (ICTs) will prove to be a key underlying foundation of
Scotland's future economic and social well-being.  The Executive is determined that Scotland
should take full advantage of these technologies and has begun to focus a range of policies,
supporting initiatives and measures to improve Scotland’s capacity to take advantage of the
opportunities before us.

15. The Committee is already aware of the Executive’s Digital Scotland cross-cutting
initiative.  The Executive recognised this a priority in Programme for Government and
convened a taskforce of experts to provide it with advice.  The taskforce’s report was
published in May 2000 and the Executive responded to its recommendations in highly
positive terms in September 2000 (see www.scotland.gov.uk/digitalscotland).

16. Digital Scotland has considered the issues of:
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♦ Digital business – the opportunities provided by digital technologies to improve
productivity, competitiveness, marketing, and for improved access to foreign markets –
particularly among small and medium enterprises.

♦ Digital education and training – the opportunities to use ICTs to reshape the design and
delivery of education and training and help a generation of learners and teachers become
confident in the use of technology.

♦ Digital government – the potential for ICTs to transform public services and make them
more convenient, responsive and efficient.

♦ Digital inclusion – the opportunity to use new technologies to reduce social and
geographic exclusion and ensuring that access to the web is pervasive and affordable for
all.

♦ Digital skills – ensuring that the workforce and people in general have the right skills to
seize these opportunities as individuals, for communities, and for businesses.

♦ Digital infrastructure – ensuring that the Scotland has a world-class communications
infrastructure that allows all parts and sectors of Scotland the opportunity to participate
fully in the benefits of a digital Scotland.

17. The Executive already has a wide range of actions in hand which are contributing to
the development of a digital Scotland:

• Over £80 million has been made available to Scottish local authorities to develop the
National Grid for Learning in schools.

• Within Further Education £29m has been committed for the period 1999-2002 to build
the Further Education element of the National Grid for Learning.

• Nearly £1 million has helped close to 4,800 (10%) of Scottish teachers  to buy their own
computers with a £200 refund from the Scottish Executive.

• The Modernising Government Fund is providing some £26 million over the next
2 years to innovative public sector projects which are aimed at improving the quality,
effectiveness and efficiency of public services in Scotland often through the application
of ICT.  This includes £1.6 million from the Fund, with additional resource from the
Executive, to develop e-procurement for the Executive and other public sector bodies.

• NHS initiatives - funds have been committed for development of electronic health
services in Scotland amounting to a total of £50m over a 3-year period.

• Digital Champions.  £1.5 million has been allocated over the next 3 years for supporting
local champions for community ICT initiatives

In addition, the New Opportunities Fund (NOF) is providing £2.3 million in Scotland
under the ICT Training Programme  for high quality ICT training for the members of
staff in the public library service; and some £23 million under the Community Access to
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Lifelong Learning (CALL) programme, £11.5 million of which will be allocated to
public libraries.  The CALL programme aims to encourage adult learning in the
community through a nation-wide network of learning centres with ICT access.

18. The Executive is developing more detailed strategies for taking forward a range of
issues under the Digital Scotland initiative –in particular digital inclusion and
telecommunications infrastructure – of which more below.

The Knowledge Economy Cross-Cutting Initiative

19. Alongside the Digital Scotland initiative, the Executive has also been looking at the
broader role of knowledge and knowledge-based businesses in the new economy and what
measures may be taken to accelerate development in Scotland.

20. Knowledge is a key component in an increasingly service-based global economy
knitted together through ICT.  To address the wider issues for Scotland of the development of
a knowledge-based economy, the Executive commissioned a review, led by the then Minister
for Enterprise and Lifelong Learning, Henry McLeish.  With the help of a taskforce
representing both private and public sector interests, a report was drawn up which will be
published shortly.  The report recognises that the knowledge based economy is a very wide
term and it constrained itself to looking at what were considered to be the current key issues
where the Executive and its agencies could take early action and make a difference.

21. The report acknowledges that the development of the knowledge-based economy is
essential to Scotland's future economic growth and prosperity.  It looks at the key areas of
skills for the information age, commercialisation of the science base and business innovation.
Strengthening the take up of e-commerce is a priority.  Other crucial steps we will take
include:

- presenting to firms and the public a picture of where Scotland currently stands
in the development of the knowledge economy along with our vision of where
we want it to be;

- equipping the workforce with the skills it needs, particularly in the new, digital
technologies;

- encouraging all firms to intensify their knowledge based activities and to
innovate;

- improving systems to increase the flow of knowledge and intellectual property
from the science base; and

- improving the internal productivity of firms in all sectors.

Particular recommendations addressing these needs will very shortly be published and Henry
McLeish announced at the time of the Spending Review in September 2000 a special
provision of over £40 million to implement the report’s findings.
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Total Commitment to date

22. Thus in total over £250m has been committed on initiatives supporting the new
economy during the first term of the Scottish Parliament.

Organisational Changes

23. Following these two exercises, responsibility within the Executive for policy
development on the knowledge economy and non-governmental aspects of Digital Scotland
has been brought together in the same Group under the Minister for Enterprise and Lifelong
Learning in order to ensure consistency and maximise potential synergies.  Within ELLD
increased resources have been allocated to this area.  The new Digital Scotland Unit will
ensure coherence and effectiveness in the development and delivery of policies for Digital
Scotland and the knowledge economy more generally.  Issues relating to the electronic
delivery of government services are being taken forward by the 21st Century Government
Unit in the Education Department.

Science Strategy

24. The Committee will also wish to note that the Executive is developing a Scottish
Science Strategy and hopes to launch it by Summer 2001.  In July 1999 the Cabinet gave the
Minister for Enterprise and Lifelong Learning the task of leading this cross-cutting initiative.
A Science Strategy Review Group was formed and produced a report (The Report of the
Science Strategy Review Group, April 2000) which proposed a range of key issues and
questions to be addressed, and a structure for the Strategy. A consultation period followed
with over 100 written responses being received.  A team has been established to develop the
strategy, taking full account of the responses to consultation.

25. The Science Strategy will provide an overarching framework of strategic policies to
guide the provision and use of science in pursuit of Scottish Executive objectives. It will be
designed to support delivery of the key objectives laid out in Programme for Government,
and ensure an integrated approach is taken across the Scottish Executive.  As well as setting
out a strategy for obtaining scientific advice and developing policies, it will address issues
associated with: securing investment in, and development of, Scottish research capacity;
maximising the contribution made by science in enhancing business competitiveness and
innovation; and securing the necessary quality and uptake of science education at all levels.
The Strategy will be designed to complement the work being undertaken by the Knowledge
Economy Task Force and Digital Scotland, and current policies on innovation and economic
development.

Education and Skills

26. To be successful in the new economy requires continual improvement in labour force
quality. We recognise that the emergence of the knowledge economy and the growth in e-
business pose challenges for Scotland’s training and education system.  Scotland needs to be
able to produce a skilled workforce to meet the demands of the new economy, in order that
our people are ready for tomorrow’s jobs.

27. Skills for Scotland: A Skills Strategy for a Competitive Scotland, published in March
1999, sought views on a skills strategy for Scotland.  The aim is to improve the level of skills
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and qualifications in order to achieve the best possible match between supply and demand, to
ensure that the right skills are in the right place at the right time.

28. The Executive is already aware of skills shortages in a number of sectors within our
economy.  Some of these supply side problems are clearly in sectors that form part of the new
economy, such as ICT, electronics, financial services and call centre operations.  Ministers
and officials have already held a number of meetings with business to discuss skills shortages
in these sectors.  For example, Nicol Stephen (then Deputy Minister for Enterprise and
Lifelong Learning) met with the Internet Society of Scotland last July and the First Minister
met with Electronics Scotland in October 2000.

29. The UK-wide network of National Training Organisations (NTOs) also has a key role
in providing information about skills shortages based on the detailed knowledge of their
sectors.  Sector-based NTOs are required to conduct periodic Skills Foresight surveys and
produce reports that highlight the skills needs of their sector across the United Kingdom.  It is
also the role of NTOs to gather labour market intelligence for their sectors and to seek to
influence government policy and education and training provision to ensure that employer
needs in their sector are met.  We have allocated funding of £1.5 million over the 3-year
period April 2001 to March 2004, to help raise skills levels by supporting the work of the
National Training Organisation network in Scotland.

30. Robust labour market information and intelligence systems are essential if sectoral
skills shortages are to be forecast accurately and timeously.  A new Future Skills Unit is
presently being established to improve the efficiency and effectiveness of the information
needed to inform decisions about steps needed to address current and future sectoral skills
shortages.  Working in partnership with other key stakeholders, such as the Employment
Service, the CBI, the NTOs and the enterprise network, the new Unit will have an important
role in forecasting future skills needs in key sectors of the Scottish economy.  This type of
proactive action will contribute towards the establishment of a superior job matching service
across Scotland.

31. In response to the Careers Service Review, we have announced proposals for the
establishment of a National All-Age Inclusive Careers Guidance Service.  'Careers Scotland',
and 'Careers Highland' will offer all Scots, regardless of age, background or ambition, a one
stop shop careers guidance service, which will help them discover what they want to do, how
to do it and how to use those skills in the new economy.  In establishing Careers
Scotland/Highland, we will improve the employability of all Scots using its services, helping
them get the skills they need and the skills Scotland needs to be successful.  We are
determined to help Scots be ready for the jobs of tomorrow, and have committed an
additional £24 million over the next three years to help make this achievable.

32. The proposed 'Careers Scotland/Highland' will combine the roles of the Careers
Service, Adult Guidance Networks, Local Learning Partnerships and Education Business
Partnerships.  Careers Scotland will offer a National and expanded service with focuses on IT,
inclusiveness, labour market information, National standards and service guarantees for both
employers and individuals.  The new structure will be aligned with the existing Enterprise
Networks (Scottish Enterprise and Highlands and Islands Enterprise) with whom they have
an increasingly compatible mission.
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33. The Announcement of 'Careers Scotland' received cross party support, and was
welcomed generally by the organisations involved and their staff.  The Executive's proposals
are currently under consultation and there will be a twelve month planning period to work
through the details of the transition.

34. Learndirect scotland, the Executive's Scottish University for Industry, is streamlining
access to lifelong learning by acting as a single gateway for information and advice on
learning opportunities.  In addition to its brokerage services learndirect scotland is branding a
Scotland-wide network of learning centres which will make it easier for people to learn
locally, in a supported environment.  The Executive is tackling the barrier of cost of learning
through its Individual Learning Accounts (ILA) initiative.  Available through learndirect
scotland, the first 100,000 people to open an ILA will receive £150 towards the cost of their
learning, provided they invest £25 of their own money.  Thereafter discounts of 20% are
available on a wide range of learning or 80% on basic level 1 computing literacy and
numeracy courses (extending to level 2 computing courses with effect from 1 April 2001.

35. The issue of skills for the new economy is also being addressed by the Further
Education sector, and was reflected in the Executive’s guidance to the Scottish Further
Education Funding Council in March last year.  Colleges are continually updating courses to
reflect changes in industry demands, and this is particularly important in areas such as ICT.

36. Practical examples include the development of Higher National e-commerce units by
the SQA, to be available to colleges shortly.  Some colleges have also developed locally
devised e-commerce qualifications.  Technical support skills are offered by almost all FE
colleges through an HNC/D in Computer Support, and a good number offer HNC/D in
Network Administration.  The annual output from these courses is around 400 students.
Website development is covered by over half the FE colleges through an HNC/D in
Multimedia (or New Media) and this number is likely to increase.  The annual output is
around 250 students.  Also students who take the HNC/D in Software Development (around
250) would be able to support web design through their programming skills. A number of
colleges are successfully offering units/courses in computer networking, based on
qualifications provided by computer companies themselves such as CISCO, Novell and
Microsoft (called vendor qualifications).

37. SFEFC has recently completed a supply and demand review, which analysed the
courses offered by colleges and data on local employment and labour market information.
This information along with that collected by the colleges themselves will enable them to
assess market demand for particular courses.

38. The establishment of the proposed Local Economic Forums throughout Scotland will
facilitate improved liaison between industry and the FE sector, which is crucial in enabling
skill shortages to be identified and addressed.

39. In the higher education sector, considerable investment has been made in electronic
infrastructure, notably the Metropolitan Area Networks (Mans) and the telecoms
infrastructure to support the University of the Highlands and Islands in order to support
teaching and research and to enable the roll out of special applications, such as
videoconferencing.  Investment has also been made to exploit the potential of these high
bandwidth networks through projects to develop software, web-based materials and tools, and
staff development.  The Scottish higher education sector also benefits from connection to the
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UK JANET backbone, and the FE colleges are currently being connected to JANET via the
MANs.

40. The science base in Scotland has a crucial role to play in our economic future.
Relative to our size, we have a strong diverse science base which is a key asset in the new
economy.  Benchmarked against our 9 per cent share of population, Scotland has
disproportionate shares of UK and EU research funding and royalty income from intellectual
property.  We aim to capitalise on this excellent base.  Indeed the role of the higher education
sector in supporting the new economy features prominently in the Executive’s forthcoming
report on the Knowledge Economy.  This report will emphasise the need to develop the
concept of "ICT pervasiveness" in all aspects of higher and further education and there are
specific recommendations concerning support to e-commerce and human skills and
development.

Horizon-Scanning

41. In taking all these actions to capture the benefits of the new economy the Executive
has been, and will remain, determined to be outward-looking and forward-looking.  Our
active participation in the UK Foresight programme provides an example of how that has
been achieved.  Foresight brings together the voices of business, government, the science
base and others to look at what might happen in the future and what we need to do now to
secure long-term competitive advantage and enhanced quality of life for all.  Thirteen reports
were published in December 2000 (reports available from www.foresight.gov.uk), addressing
the likely impact of the new economy on a range of subjects and industries.

42. The Committee may wish to note the synergy between the Digital Scotland agenda
and the Foresight report on information, communications and media futures.  It identified
four pre-conditions for maximising the economic and social opportunities from new digital
technologies:

• Critical mass in the utilisation of new technologies to create viable markets;
• Identification and adoption of the best business models and practices;
• Citizens and consumers who are empowered and enabled by new technology;
• A highly skilled, technically proficient and flexible workforce.

More generally, the Executive, with the assistance of a full-time Foresight Business
Co-ordinator based in Scottish Enterprise, and the support of CBI (Scotland), Universities
Scotland, SHEFC, the Royal Society of Edinburgh and others, is working to increase the
influence of Foresight in Scotland.

SPECIFIC QUESTIONS

43. The Committee has identified several questions about e-commerce take-up,
infrastructure and international competitiveness around which the Committee has decided to
frame its inquiry.  How direct we can be in our assessment varies with the complexity of the
issues being raised and the extent to which these are affected by future unknowns.  However,
at least on the take up of e-commerce, the supporting evidence is quite robust.
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E-Commerce Take-up

44. The new economy clearly involves the commercial exploitation of e-commerce to
improve efficiency and broaden markets.  At one end of the scale this can amount to little
more than using e-mail to speed up communications, but at the other, it can mean a
fundamental transformation of the business process.

45. For the past three years, DTI with Scottish Enterprise has commissioned a
benchmarking survey to measure the extent to which businesses are using ICTs to engage in
e-commerce.  This is in conjunction with the DTI annual survey for the UK as a whole.  The
Scottish element of the survey compares businesses in Scotland with the UK as a whole, with
G7 members and Sweden, and with previous years. The 2001 survey is due to be undertaken
this spring and published in the summer. 2

46. The results of 1999’s survey raised some concerns that Scotland could fall behind its
counterparts in the developed world if action was not taken to accelerate the rate of e-
commerce take-up, especially by smaller companies. As part of the response to this
conclusion, Henry McLeish launched a series of initiatives in February 2000. These included
the First Steps into E-Commerce workshops, Digital Advantage workshops, and Ecomm2000
consultancy packages, to be delivered through the Enterprise Network. Scottish Enterprise
also runs the Winners at the Web competition to highlight examples of best practice,
organises promotional events such as E-Commerce week, and offers advice and signposting
through its website. The creation of the post of Director of E-Commerce at Scottish
Enterprise was also made in response to the need to increase the level of direction given to
this goal.

47. This new programme being delivered by Scottish Enterprise builds on the success of
the Government-funded local ICT support centres already established across Scotland.  In the
20 month period from May 98 to December  99, these centres helped over 6,000 businesses to
improve their use of ICT to their competitive advantage, and delivered over 600
seminars/events.

48. In the Highlands and Islands, a virtual support centre operates, along with other
support activities led by Highlands and Islands Enterprise such as ICT and E-Commerce
Advisory Programmes and a web site (www.hiecommerce.com) with information for SMEs
providing guidance on e-commerce.  A new Business Support Programme to be introduced
next year will see an e-Business Adviser in every LEC and an E-Business Mentor in the HIE
core, along with a support scheme to provide funding to SMEs introducing e-commerce.

49. These measures are having some effect on the level of e-commerce take-up in
Scotland.  The ICT benchmarking survey for 2000, the results of which were not available
when Scottish Enterprise gave evidence to the Committee, was published on 10 October, and

                                                
2 Whilst this exercise undoubtedly provides very valuable information, the following methodological features
should be borne in mind:
• The sampling frame excluded sole traders operating from home without a dedicated business telephone line.
• The number of employees used to define small and medium sized enterprises changed slightly between

1999 and 2000.
• The data is weighted according to the employee distribution between the company sizebands (e.g. “30% of

businesses” should be understood to mean “businesses accounting for 30% of all employment”).
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revealed an improved picture for Scotland. For one of the most important measures, the
connectivity indicator (based on the use of websites, e-mail and EDI), Scotland improved
from under 60% in 1999 to 79% in 2000. The equivalent figures for the whole of the UK
were 63% and 81% respectively. The statistics for SMEs, which had been one of the greatest
causes for concern in 1999, were much improved by 2000. As the tables below show, the gap
between Scotland’s small and medium sized businesses and their counterparts in the UK as a
whole and the US narrowed from 1999 to 2000.

Connectivity Indicator 1999
Scotland UK US

Small Businesses 31% 39% 50%
Medium Businesses 66% 70% 72%

Connectivity Indicator 2000
Scotland UK US

Small Businesses 69% 70% 80%
Medium Businesses 78% 80% 76%

50. When the 30% of businesses surveyed that do not use e-commerce were asked, almost
9 out of 10 of them said they intended to adopt e-commerce within the next two years.  Fears
over confidentiality and fraud emerged as key barriers to the adoption of e-commerce.  The
study also reveals that the majority of non-users of e-commerce (63%) consider that this way
of doing business offers no tangible benefits.  Hence, the range of workshops, consultancy
packages, and assistance available through the Scottish Enterprise and Highlands and Islands
Enterprise networks, in addition to the UK Online for business initiatives, represents a
necessary tool in the drive to increase the application of e-commerce in Scotland.

Infrastructure Requirements

51. More fundamentally, business competitiveness in the new economy will depend on
the adequacy of the electronic infrastructure itself, including speed of access and availability
of services.  The Executive recognises this as a crucial factor and one of the initial priorities
for the Digital Scotland Unit to address.

52. This brings us to the much more complex question posed by the Committee of what
infrastructure will be necessary in the next five years to allow Scottish business to exploit the
e-conomy, and what steps are being taken to ensure that it will be put in place.  The first half
of this question presents some difficulties:

♦ “Infrastructure” is hard to define – and may range from networks to technologies to
applications. Any assessment of current or future business need for infrastructure must for
example include service provision, since it is precisely this that drives commercial
investment in infrastructure.

♦ The position is not static - every aspect of infrastructure is continually evolving through
commercial pressures so that any consideration of current provision must necessarily be
an ephemeral snapshot rather than an enduring testimony.

♦ Deployment is commercial not strategic – networks and services are being developed
according to commercial need in a competitive and highly segmented market. The task
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for government is to identify areas of market failure and structural weakness where
intervention is both justified and feasible.  We shall cover our approach here in more
detail below.

♦ Information on the full extent and location of existing, unused fibre investment
('dark' fibre) is not readily available for reasons of commercial confidentiality and this
must handicap attempts to identify the extent to which further investment is required.

Current network infrastructure and future broadband development

53. This is not known with accuracy.  The main evidence on the quality of the current
network infrastructure is provided through research by Ovum for Scottish Enterprise.    This
suggests that Scotland’s telecoms infrastructure today, including both fixed link and wireless
provision, largely meets the current needs of Scottish businesses seeking to exploit the e-
conomy.  Ovum affirms that, as a whole, Scotland has as good a telecoms infrastructure as
most European countries today, with a fibre backbone and modern transmission technologies.
Network build and enhancement has been achieved through market forces in the more
commercially attractive parts of Scotland, and by a series of publicly funded initiatives in the
Highlands and Islands.

54. Later, more detailed research undertaken by Ovum for the (European) Highlands &
Islands Partnership Programme and HIE on the specific situation in the Highlands and Islands
comes to a less optimistic conclusion.  It finds that whereas the trunk network may be
adequate for increased demand in rural towns, there are considerable doubts about the
capacities of the network outside these areas and to the main island groups.

55. The existing telecommunications network has three tiers:

• the 'trunk' network - linking the major telecommunications switching centres at
very high capacity;

• the 'junction' network - linking smaller switching systems (such as BT's rural
UXD5 exchanges) to the trunk centres;  and

• the 'local' network - linking individual businesses or customers to their local
telephone switch or point of presence.

56.  The main 'trunk' routes in Scotland are all fibre including routes to Wick and Thurso
with some radio transmission (BT and Thus) in the Highlands and Islands. According to
Ovum, the trunk network has ample capacity to handle any anticipated traffic growth over the
short to medium term. 3   However, the issue of trunk capacity is a real constraint on the
                                                
3 Current ownership of the backbone is confined mainly to BT, Thus, NTL, and Telewest, with BT owning the
larger share.  This is made up of a mainly fibre backbone with copper covering the local loops.  BT run fibre
between Glasgow and Edinburgh, up the east coast through Perth, Dundee and Aberdeen. They also have 2 fibre
routes to Inverness from Glasgow and from Aberdeen.  This company runs fibre to Dumfries & Galloway and
the Borders.  Thus owns an extensive backbone network of over 3,000 kms in Scotland based on Scottish
Power’s power grid, as well as leasing fibre from BT.  The cable companies also own fibre within their franchise
areas.  NTL’s fibre-optic network in Scotland stretches throughout Glasgow and the West of Scotland. Recently
they have laid fibre to provide local access in Edinburgh. Telewest’s network has nodes in Edinburgh, Dundee,
Perth, Uddingston and Dumbarton.
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promotion of economic development in island and remote rural areas.  Moreover, the later
research by Ovum casts significant doubts on the capacity of the 'junction' network in rural
areas4  This network may well be a constraint as latent private sector demand and planned
public sector demand increases network loading in such areas.

57. Beyond the trunk and junction networks, local connections provided by BT are
copper.  This is a key factor when considering the future adequacy of the telecoms
infrastructure to meet the needs of the new economy.  Any future extension of broadband to
rural areas by fixed link connections will have to overcome the technical difficulties and
expense posed by the copper local loop.  While ADSL’s inherent commercial advantage is its
very utilisation of the legacy local loop, copper can vary in quality at different exchanges.
This means that the cost of installing ADSL is not uniform across the network: some rural
local loops are likely to be much more technically difficult and therefore more expensive to
upgrade.  Even when expanded, the limited range of ADSL services over copper means that
many customers will be unable to receive it.  Local fibre connections are owned by other
telecoms providers, but these are geographically limited and targeted on specific sectors.

58. The local exchanges themselves are also a problem in some cases.  The Public
Switched Telephony Network is routed very largely through BT exchanges.  The majority of
the population is covered by modern digital exchanges, while the rural community is served
by older UXD5s.5  Although these UXD5 exchanges have undergone a comprehensive
upgrade programme by BT over the past few years, they still require constant updating by BT
to keep them in line with digital services as these are introduced elsewhere in the network
(for example 1471), and some such services are not yet available rurally.  Any rural
broadband programme using fixed links would have to overcome the technical and cost
constraints posed by UXD5 exchanges.

59. The Executive understands that BT is exploring various options to respond to these
rural challenges including:

• satellite service to very small aperture terminals (VSAT)

• extended ADSL, offering coverage beyond the normal 3.5km limit from the
exchange, but a lower bandwidth

• extended IDSN, delivering 128kbit/sec beyond the existing 5 - 8km limit from the
exchange;  and

• ASN - a means of replacing the existing UXD5 exchanges.
Until BT commits to detailed deployment plans these helpful proposals remain uncertain in
timescale and coverage.

                                                                                                                                                       

4 Report prepared by Ovum for the Highlands and Islands Partnership Programme "Broadband network
infrastructure in the Highlands and Islands".

5 BT have 1,100 exchanges in Scotland. These are of 2 types: older UXD5, and newer System X exchanges.
There are 420 UXD5 exchanges covering 4.3% of the Scottish population, mainly in rural and remote areas. The
remaining 95.4% are served by System X exchanges.  Both can provide ISDN but System X exchanges are
more easily upgraded to provide ADSL.
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60. Other technologies will have a part to play in extending bandwidth throughout
Scotland.  Fixed wireless access (FWA) technology provides voice and data services by
making use of the radio spectrum to connect customers to a traditional fibre optic network.
There is potential to extend the wireless provision of broadband to meet the needs of the new
economy, and the recent auction of spectrum for broadband FWA at 28 GHz resulted in a
Scottish licence being awarded to Energis although the extent of their investment plans,
especially outside the Central Belt, is currently unknown.  Competitions are planned across
the UK for access to further FWA spectrum (at 3.5 and 10.5 GHz).  Satellite services may
have some potential and there are several proposals to supply rural telephony by means of
satellite.  BT with HIE has trialled satellite delivery of asymmetric broadband on the Isle of
Islay and demand models for these services are being developed in conjunction with the
enterprise agencies.

61. Finally, the demand for mobile services has fuelled a rapid infrastructure build across
the UK, and Scotland is no exception.  Today we have a well-developed (and still developing)
2nd generation (GSM) digital mobile network providing coverage to the majority of towns
and along major road routes.  As a result of European aid, this network also extends to 90%
of A and B roads in the Highlands and Islands.  3G services will be launched in 2002 by the
leading UK mobile companies, allowing high speed Internet access.  The smaller cell size of
3G will necessitate in-fill mast build, and this cost, together with the 80% coverage
requirements6 makes the extent of commercial penetration into rural areas uncertain.
However, such gaps may be filled by 2 ½G or GPRS (General Packet Radio Services), which
will be introduced by all four current mobile operators over the next year. 7

Services

62. The ICT benchmarking survey mentioned above provides one empirical source of
evidence for business need in this area. From this, it would appear that the telecoms
infrastructure in Scotland presents a perceived impediment to e-commerce take-up to only a
quarter of non e-commerce users.  This is comparable to the rest of the UK but higher than
the US figure.  But the constraint could strengthen as higher bandwidth services are sought.8

This leads us to consider the availability, advantages and disadvantages of packaged services
currently available to businesses.  These vary in bandwidth and in network reach:

♦ ISDN2 is now available from all BT exchanges across Scotland, but is only accessible
to those located within 5 - 7 kilometres of their local exchange.  For many business
applications, ISDN may be sufficient in terms of bandwidth9.  However we recognise
that its tariffing structure renders it unattractive to many small business users who
may aspire to “always-on” access.

                                                
6 Each licence holder must provide a service covering an area inhabited by 80% of the UK population by 2007.
7 GPRS provides high speed Internet access at a lower rate than 3G.  Since 2½G operates at the same cell size as
2G, there is potential for extensive coverage.
8 When asked whether the public telecoms infrastructure hinders their technological advancement, 35% of e-
commerce users and 27% of non e-commerce users in the Scottish sample agreed, compared with 39% and 25%
respectively in the UK as a whole, and 34% and 14% in the US.
9 While ISDN2 (Integrated Services Digital Network) is based on the existing digital PSTN, it provides a
maximum bandwidth of 128 kbit/s, whereas normal PSTN speeds are on average 15-28 kbit/sec.
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♦ ADSL10 (Asymmetric Digital Subscriber Line) is being deployed in urban areas.  Its
unmetered “always-on” tariff makes it highly desirable in an environment where
Internet metering is recognised as a barrier to business usage 11.  Being asymmetric, it
is particularly suitable for applications where customers expect to receive more data
than they transmit - as in browsing the Web, running corporate Intranets and
downloading digital audio-visual material and, as such, is aimed at the consumer and
small business market.

However, there are technical limitations to ADSL which reduce its usefulness, most notably
the decrease in capacity beyond a distance of 3 ½ km from the exchange.  This is a technical
limitation that applies across the UK, but of course has most resonance in rural areas where
there are more likely to be customers remote from exchanges.  Such customers will not be
able to access ADSL.  It could therefore be argued that ADSL is most suited to urban
deployment.12  It is also often overlooked that some – smaller and older – exchanges are
much more technically difficult, and therefore costly, to upgrade than others.  By definition,
this is bound to apply to many rural exchanges.

63. Clearly for our large corporates and ISPs, DSL-type services are inadequate.  These
high-capacity users largely rely on leased fibre lines.  The UK market for retail leased lines
was worth about £1.4 billion in 1998/99, with most competition found in London and the
SouthEast.  Moreover, in remoter parts of Scotland, lack of competitive choice is
compounded by the distance–related tariffing system operated by the incumbent provider.  In
practice, this can mean a large price differential between remote rural and urban areas.  This
point is covered further below in the context of our global readiness.

Defining Demand

64. Business needs vary according to size of enterprise and required applications.
Because bandwidth is deployed commercially according to demand, and not according to any
principle of universal service, disparities will arise between geographical areas.  This may
lead to tension between actual need for bandwidth to support specific applications, and
perceived need for services available elsewhere.

65. Commercial suppliers themselves appear to be unsure about the future demand for
broadband services.  Broadband services are expensive to provide and, because of uncertainty
over demand and cost, firms are moving cautiously. Their commercial criteria draw them to
the more populous areas.  If there is better return to be gained from urban areas, then these
will be their priority. 13

66. Higher bandwidth services - those faster than ISDN – offer competitive potential in
terms of high volume transfer of data and graphics.  It is in the nature of the commercial
application of information and communications technologies (ICTs) that the demand for
broadband is growing.  As new ICT and e-commerce applications emerge and the global

                                                
10 ADSL is a compression technology that transforms a pair of twisted copper wires between a local telephone
exchange and a customer’s telephone socket into a high-speed digital line.
11 See the Cabinet Office PIU Report: “E-commerce @ its best”.
12 It is also unclear how much ADSL can be supported in a single cable.  Another potential problem is that some
of the legacy network is aluminium-based and ADSL delivery is particularly unreliable over this medium.
13 Research for DTI suggests that between 70-80% of UK households and businesses are likely to gain access to
commercially provided higher bandwidth services by 2005.
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market becomes a reality for every local firm, so the demand for higher bandwidth to
accommodate this activity must increase.  However, evidence of current demand for higher
bandwidth services is problematic.  Whilst e-commerce take-up has increased dramatically,
current e-commerce applications, particularly in the SME sector consist largely of text-based
functions such as e-mail, which can be accommodated by narrowband, and do not extend
very widely to higher bandwidth applications such as video-conferencing14 and transfer of
graphics.  However access to the web may be driving SMEs to seek higher bandwidth.

67. To recap, Scotland’s telecoms infrastructure is relatively advanced in terms of
backbone, but heavily dependent on copper at a local level, and there is some evidence that
island and remoter links are not robust.  Competition is flourishing in urban areas and
generally across the Central Belt, but monopoly provision persists in rural and remote areas.
While infrastructure has been assessed as adequate for current business needs, there is less
optimism about the future extent of provision in the context of the distribution of broadband
and growing demand for high bandwidth services. Using commercial criteria, it is unlikely
that the market will deliver broadband services, including ADSL and 3rd generation mobile
services to rural areas in the short to medium term.

Steps being taken

68. The Executive is keenly aware of the need to ensure that the infrastructure is in place
to allow Scottish businesses to continue to exploit the e-conomy, and achieve its vision of a
digital Scotland.  In brief, our approach includes close liaison at a UK level on regulatory
proposals and on UK policy developments; the development of a programme to aggregate
public sector demand for broadband to maximum leverage potential; and finally the
continuing review of bandwidth access in less commercial areas with the encouragement of
direct support measures, as in the Highlands and Islands, where appropriate.  Our guiding
principle in all this activity must be to encourage competition wherever feasible.

69. The Executive recognises that further steps will be needed to be taken by the public
sector in order to encourage the maximum benefit to Scotland of broadband
telecommunications.  However, there are several caveats to action.  Firstly the market for
broadband is in its infancy, and therefore any public sector intervention would have to beware
of distorting that market or inhibiting its growth.  In particular, the public sector needs to be
careful not to support activities that would have occurred in any case.  We should also
recognise that there are a range of technologies that can be used to deliver broadband services
– from fixed link fibre, copper, and wireless, to mobile and satellite, and we have to be sure
that any intervention favours the most appropriate technology.  Furthermore, the telecoms
market is regulated at a UK and a European level.  Any action by the Executive would have
to be made within these parameters.

70. Telecommunications is a reserved area in order to preserve a level playing field for an
important industry across the UK, and the Executive's interest lies in the devolved areas of
economic and social development including the provision of public services.  The Executive
is therefore working closely with the UK Government on their Broadband Britain agenda to
ensure that action in reserved and devolved areas is properly co-ordinated.  The scope for
Government action is being considered carefully, and at the UK level the role of the public

                                                
14 Videoconferencing usage is not measured in the ICT benchmarking report
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sector as a customer for higher bandwidth services is emerging as a key area in encouraging
the roll-out of modern infrastructure.

71. Properly presented, this element of total demand could cause telecommunications
companies to shift their perception of the attractiveness of parts of Scotland as a place to
invest.  There are several major contracts being procured in the short to medium term by the
public sector in Scotland.  These range from new projects delivering broadband services to
schools, and connecting up libraries, to the renewal of contracts for network provision to the
higher education sector, the health service, and the criminal justice system.  The Executive
intends to make information available to telecommunications providers on the extent of this
demand in order to encourage more investment in higher bandwidth services in communities
which might not otherwise receive them.

72. We recognise that using the power of the public sector as purchaser to lever in
services will not provide a comprehensive solution, and that, in the future, direct
public/private partnerships will have to be explored in some cases.  This has indeed proved a
successful approach in the Highlands and Islands throughout the last decade, where a series
of publicly-funded initiatives has brought investment totalling £86 million to the area and has
been directly responsible for the creation of over 3,000 jobs in the call centre industry alone.
We are aware of such approaches in other countries (see below).

73. The Highlands & Islands Partnership, led by HIE, under the Highlands & Islands
Special Transitional Programme (STP) for EU funding, is currently determining how best to
invest further  resources in telecoms infrastructure to support development in the region’s
most remote areas.  The Highlands and Islands Special Transitional Programme has
Euro 13 million (approximately £8 million) ring-fenced for ICT developments, of which
Euro 9 million is reserved for telecoms infrastructure projects, and the remainder for
applications such as e-commerce.  These funds may be used to lever larger investments by
the private sector telcos, by ameliorating unattractive rates of return, thereby resulting in
overall investment magnitudes well beyond the public sector funding.  Even this will not be
able to uniformly upgrade rural telecoms provision across the Highlands and Islands.
Options are currently being explored and a consultant's independent recommendations are
being evaluated by the Highlands & Islands Partnership.

74. The regulatory climate is obviously a central enabler for the e-conomy.  The UK is
currently lobbying the European Commission to increase the Universal Service Obligation
(USO) data rate from its current baseline of 2.4 kbits/s to a more workable narrowband speed.
The Executive has made clear to Oftel the significance of the USO to Scotland, welcomed
Oftel’s commitment to keeping the level of the USO under review, and marked up our interest
in taking part in any future discussions on the issue and on any other regulatory proposals
designed to aid the roll-out of broadband services in the UK.

75. The Committee will, of course, be aware of the actions instigated by the UK regulator
on local loop unbundling (LLU).  The process is expected to result in a significant increase in
the level of competition in the UK marketplace, resulting in more choice, improved services
and reduced costs for residential and business.  The Executive recognises that LLU may not
create competition in all areas of Scotland, as the process is demand-led, and, unsurprisingly,
there is more interest in exchanges in the urban areas.  However, we have been advised that
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BT is not opposed to opening any exchange in principle.15  We have asked Scottish Enterprise
and HIE to commission a study to determine the potential impact of unbundling across
Scotland in order to develop a strategy to ensure maximum benefits are realised.

76. The Executive welcomes Oftel’s recommendation for regulatory intervention on
national leased lines to specify the services that BT must offer, and to set and control
distance-from-node prices. We have asked Scottish Enterprise to investigate the market for
leased line provision in Scotland, to determine whether businesses are being disadvantaged.
A report on this study is due next month.  Executive action will obviously depend on the
study's findings, however we would expect any action to be designed to increase wholesale
capacity in Scotland, ie to reduce the length of the dedicated private circuit "tails" which have
a distance dependent tariff.  The Executive has been involved, along with Scottish Enterprise
and Highlands and Islands Enterprise, in liaison with BT Scotland to make representations for
further improvements to the ADSL roll-out in Scotland.  This work is ongoing.  It is
important to stress that these approaches have been based on the need for a realistic
identification of demand.

77. The regulation of telecoms in the UK is due to be reformed by the establishment of a
new independent statutory regulatory body, OFCOM, to reflect the convergence of the IT,
telecoms and broadcasting sectors.  We welcome one of the key priorities proposed for
OFCOM to give high priority to the release of radio spectrum for terrestrial and satellite
communications services.  DTI and Radiocommunications Agency are already aware of the
potential of wireless technology to maximise the distribution of higher bandwidth services,
and are currently considering measures by which spectrum released at 3.4/10GHz for
broadband services will specifically benefit rural parts of the UK, including Scotland.

Scotland’s global readiness

78. We have pointed to Scotland's improved international position with regard to e-
commerce take-up, as revealed by the ICT benchmarking study. We are confident that the
support systems established and being developed by the enterprise networks and via the local
support centres will encourage further uptake particularly among SMEs.  The emphasis being
placed on education and training to ensure job readiness will also continue.

79. However, there is no complacency about Scotland's competitive position and areas of
potential difficulty have been identified.  In particular there is some concern that owing to the
lack of competition in the supply of wholesale services in Scotland, the corporate sector is
facing prices above those prevalent in some other parts of the UK and competitor countries.
This could handicap the ability of certain sectors to grow and limit our ability to attract
mobile capital, particularly in the media and software industries.  Further analysis of the
situation is being undertaken and the Executive will then consider next steps with Scottish
Enterprise.  As highlighted above, skills shortages are also emerging and Scotland must
address these if it is to be an attractive location for new economy industries.

                                                
15 The current position is that BT has now handed over space and made available ancillary services in 4 trial
exchanges - Edinburgh, London, Leeds and Belfast.  Operators can now install equipment and begin trials to
provide DSL services. BT is now carrying out detailed surveys and costing for the provision of co-location at
over 650 exchanges which include the most popular sites in urban locations throughout the UK.  BT has given a
commitment to have unbundled local loops available from 600 exchanges by July, subject to getting suitable
orders from operators.
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80. The Executive also recognises the value of learning from the lessons of others.  We
are looking carefully at the experiences of some of our international competitors in
developing bandwidth, in particular in Sweden, Ireland and Canada.  In all these cases, we
will be taking into account differences in the legacy of industry structure and regulation, the
nature of government activity in encouraging broadband development, the costs and benefits
of this involvement, and information on the take-up of new services.  Moreover, we know
from work carried out for the Executive by Analysys that in all countries the mass market for
broadband is just emerging.  We are determined to learn and apply the lessons from abroad
and the final strategy for telecommunications adopted by the Executive will reflect the
experience of other countries.

The Scottish Executive
Enterprise and Lifelong Learning Department
January 2001
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THE NEW ECONOMY, PRODUCTIVITY – AND SCOTLAND

“The popular distinction between the old and the new economy completely
misses the point.  The most important aspect of the new economy is not the
shift to high-tech industries, but the way that IT will improve the efficiency of
all parts of the economy, especially old economy firms”.

“The New Economy”, p15, The Economist, 23 September 2000

1. INTRODUCTION

1.1 The concept of the “New Economy” has attracted considerable attention from
economic commentators, academics and policy makers in the UK and overseas (especially
the US).  This paper1 attempts to summarise the main analytical issues and place them within
the Scottish context.

1.2 The paper does not attempt a detailed assessment of Scotland’s comparative position
in the use or availability of various features of the new economy (e-commerce take-up,
telecoms infrastructure, etc).  Rather, the aim is to set out the conceptual thinking that
underlies the Scottish Executive’s approach to addressing new economy issues.  Accordingly,
the paper provides background analysis in support of the various policy initiatives currently
under way.

1.3 It is recognised that there is a danger that discussion of the new economy can become
overly anecdotal and clichéd.  An analytical framework is required, therefore, that sets out the
mechanisms by which the new economy is likely to affect levels of output and employment
and, hence, living standards.  In this paper, following a summary of the characteristics of the
new economy in Section 2, we establish an analytical framework that uses the determinants
and measurement of the growth of productivity as the key concept for examination (Section
3).  It is seen that this has a particular resonance in the Scottish context, given the probable
demographic trends.

1.4 The starting point for much of the discussion of the new economy has been the strong
performance of the US economy over the last decade, particularly from 1995 to the middle of
2000.  The US has experienced above average productivity and output growth for this
extended period without a significant increase in inflation.  It has also been in the US that the
most detailed investigation of the new economy has been undertaken.  We summarise this
research in Section 4, where it is seen that the conclusions being reached about the incidence
of the new economy in the US are not unanimous.2  We also refer to corresponding work in
the UK (Section 5).  Section 6 provides a brief historical perspective on the impact of the
Internet on the measured economy by noting the established tendency for the gains from

                                                
1 Prepared by the Economics Advice and Statistics Division of the Scottish Executive Enterprise and Lifelong
Learning Department and based on data to 12 January 2001.

2  The timing of this paper coincides with growing concern amongst informed commentators that the long US
boom could be over, with the economy moving towards recession.  This is also discussed briefly in Section 4.
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technological revolutions to be at least partly appropriated by consumers in the form of
higher social welfare.

1.5 The new economy has implications across the full range of public policy areas.  In
terms of Scottish interests, some of these relate to responsibilities that are reserved to
Westminster – for example, monetary and fiscal policy, tax regimes and competition policy –
and these are noted in Sections 7a and 7b for reference.  However, there are also major
implications for the devolved function of promoting Scotland’s economic development
(Section 7c).

1.6 The proper analysis of the new economy must be, in essence, an empirical matter.  In
general, the available data from official sources in the UK (including Scotland) are not as
conducive for detailed examination as the corresponding statistics in the US.  However, at a
broad level, a certain amount is available.  Accordingly, the paper examines the relevant data
on Scotland’s current economic performance, as estimated or published by the Scottish
Executive, with particular reference to the level and growth of productivity in the whole
economy (Sections 8a and 8b) and productivity growth in the manufacturing sector (Section
8c).  Section 8d describes the trend since 1995 in a newly constructed Scottish Knowledge
Based Industries Index, which is based on output in a selected group of “knowledge based”
industries.

1.7 Section 9 gives a brief summary of the main conclusions.

2. CHARACTERISTICS OF THE NEW ECONOMY

2.1 There is no single or “correct” definition of the “New Economy”.  For most
commentators, the term tends to be used interchangeably with the “weightless economy”
and/or the “knowledge economy”.  This blurring of terms is not always helpful but, for our
purposes, the defining characteristics of the new economy can be taken to be:

* rapid developments in the availability and use of information and communication
technologies (ICT), especially e-commerce;

* greater emphasis on knowledge and information as assets, in conjunction with
physical assets such as fixed capital and infrastructure;

* more rapid appropriation and dissemination of scientific advancements within
products and processes;

* increased globalisation of sourcing and markets, via trade liberalisation, foreign direct
investment, improved information flows and reduced transportation costs;

* changing patterns of consumer demand as a result of rising real incomes and new
technologies.

2.2 An alternative – and complementary – approach to defining the new economy is in
terms of macroeconomic outcomes.  In the US, writing in January 2000, Alan Blinder
referred to:



ARK03009.011 EAS-ELLD
February 2001

4

* the generally superior performance of the macro economy in the 1990s (ie, the long
sustained period of economic growth);

* a more favourable combination of inflation and unemployment (ie, an improved trade-
off, allowing employment levels to rise without upward pressure on prices);

* an apparent acceleration of productivity growth;

* the increased role of ICT, especially via the Internet.

2.3 The concept of a qualitative change in economic structure has been embraced by a
number of economic development organisations:

“For countries in the vanguard of the world economy, the balance between knowledge
and resources has shifted so far towards the former that knowledge has become
perhaps the most important factor determining the standard of living…. Today’s most
technological advanced economies are truly knowledge based”.  (World Bank 1998)

“The emergence of knowledge based economies….has profound implications for the
determinants of growth, the organisation of production and its effect on employment
and skill requirements and may call for new orientations in industry-related policies”.
(OECD 1998)

“The Knowledge Economy is one in which the generation and the exploitation of
knowledge has come to play the predominate part in the creation of wealth.  It is not
simply about pushing back the frontiers of knowledge; it is also about the more
effective use and exploitation of all types of knowledge in all manner of economic
activity”.  (DTI 1998)

2.4 At a more specific level, the new economy is sometimes taken to have a more
restrictive definition, corresponding with the use of e-commerce via the Internet.  However,
even here, it is relevant to report that “e-commerce” itself has been defined in several
different ways, according to whether or not:

* the economic activity captured is genuinely new, or covers usages that have been in
place for several years (such as Electronic Data Interchange, EDI);

* the activity involves payment for the provision of a good or service, or covers a
broader level of e-business communication that includes non-sales usages, such as the
search for information. 3

2.5 As noted above, for the purposes of this paper, we take the more general perspective
of the new economy, which incorporates developments in the knowledge base and the
appropriation of applied scientific techniques as well as the rapid application of ICT.  This is
appropriate, given the fusion of high-technology policy agendas within the Scottish Executive
to which reference is made in Section 7c below.
                                                
3  A useful summary of the definitional issues relating to e-commerce is given in The Macroeconomic and
Structural Implications of E-Commerce, Cambridge Econometrics, paper presented at the CE Conference on E-
Commerce, Cambridge, July 2000.  The paper refers to different definitions used by the OECD, the UK
Performance and Innovation Unit, US Bureau of the Census and the Australian Government.
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3. AN ANALYTICAL FRAMEWORK: THE GROWTH OF PRODUCTIVITY

3.1 The growth of productivity – defined here as output per person employed – is
identified as a key requirement for the improvement in Scottish living standards in the
Scottish Executive’s Framework for Economic Development in Scotland (June 2000).  It is
reasonable for non-economists to ask why so much attention is paid to an apparently esoteric
concept.4

3.2 In broad terms, the returns for producing an economy’s output can be divided into
wages and profits: ie,

Output per head = wages per head + profits per head
(productivity) (the real wage)

3.3 Accordingly, if real wages grow faster than productivity, the profit rate will be
squeezed.  This can occur over the short period, but it is not sustainable in a modern
developed economy.  Similarly, whilst the share in profits in output might rise over the
course of a cycle, this cannot continue indefinitely.  Over the long run, therefore, productivity
growth and real wage growth must correspond.  Blinder makes the point emphatically:

“Productivity is no abstract number – in the long run, it is the name of the game.”5

3.4 How does productivity increase?  Three sources of growth can be identified:

* improvements in the quality of the workforce through education and training;

* increased use of, and better quality, capital equipment;

* technological progress, enabling a given set of inputs to produce more outputs.

3.5 It is the last of these sources of growth – incorporating what economists describe as
“total factor productivity (TFP)” – that is attracting the interests of academic researchers and
policy makers for two reasons:

* In the US, there is a widely held view that the rate of TFP growth has increased in
recent years after a long period (broadly from 1974 to 1995) in which its average
annual growth rate was little more than zero.  Economists are wondering what the
cause of this has been.

* In conceptual terms, there has been a movement away from regarding technological
progress as exogenous to the growth process (and therefore outside the scope of
influence by policy makers).  The discussion about “post industrial endogenous

                                                
4 This section draws heavily on an excellent paper by Professor Alan Blinder, The Internet and the New
Economy , Internet Policy Institute, January 2000.

5 Blinder’s paper outlines the underlying assumptions required for this analysis, of which a simplified version is
given here.  His approach is also in terms of per hour returns, rather than per head.
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growth theory” – cutting through the jargon – is really about how governments can
create conditions in which technological developments can be encouraged or
accelerated: ie, providing appropriate incentives in order to endogenise a process that
had previously been assumed to be unalterably given.  This has clear implications for
public policy, including in Scotland.

3.6 It should be noted that the Scottish dimension to this analytical framework has an
additional characteristic.  In most – if not all – other developed economies, the growth of
output per head (as given in the productivity identity above) would be combined with the
respective changes in economic activity rate6 and total population to derive the trend growth
rate of productive potential.  However, in Scotland, over the medium to long term, the last
2 factors will make relatively insignificant contributions to the trend growth rate.  While there
is some scope to raise activity rates7, the total population of Scotland is projected to remain
fairly constant.8  Hence, if the Scottish economy is to improve its long-run trend performance
(in which GDP growth averaged 2.1 per cent per annum between 1963-1999), this must
principally occur via the sustained increase in productivity levels across the whole economy.

3.7 The means by which the new economy – particularly through the widespread adoption
of the Internet – affects productivity can be summarised as follows:

* Reducing supply chains.  The bypassing of intermediaries in business to consumer
(B2C) and business to business (B2B) distribution chains (ie, various types of
wholesaler and retailer) will lead to a reduction in inventory costs throughout the
system.  B2B, in particular, will lead to reduced procurement costs, better supply
chain management and tighter stock control.  (From the economist’s perspective, the
aggregate supply curve moves to the right).9

* Lowering search costs.  For both households and firms, there is the prospect of lower
search costs as the Internet permits the trawling of global, rather than local, markets
by potential purchasers.  The wider scope for search allows greater scope for price
comparisons, thereby encouraging increased competition among suppliers.

* Expanding knowledge and widening information provision.  The lower search costs
noted above are an example of the more general opportunities for enhanced
information provision.  This might include the reduction in business uncertainty about
previously unforeseen events.

                                                
6 The proportion of those of working age who are economically active: ie, those in employment or training, or
looking for work.

7 For example, in Scotland, the seasonally adjusted activity rate was 78.7 per cent in August-October 2000.  The
UK average was 79.0 per cent and the rate was highest in the South East (outside London): 83.3 per cent.

8 The General Register Office for Scotland’s current (2000) projection is that the total population will fall from
5.12 million in 1998 to 5.08 million in 2016.

9  The jargon phrase is “disintermediation”.  However, the use of the Internet also gives rise to the creation of
other (and increased) forms of intermediary activity – “reintermediation” - for example, web-hosting services,
authentication procedures and transport/delivery systems.  The Cambridge Econometrics paper noted above has
a useful discussion of this.
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* Lowering transaction costs.  The gains here are usually related to the economies of
scale generated by the technological capacity of e-commerce.  The processing of
banking transactions is an obvious example.

* Lowering barriers to entry.  The enhanced opportunities for competition in some
product markets should lead to the erosion of abnormal profits and/or improvements
in productivity and efficiency.  These are the benefits of improved market
contestability.

3.8 We return to these issues below in the discussion of the new economy and
competition policy.  We will also note a key issue relating to the appropriation of the
productivity gains: to the extent that this is by consumers directly, there will be an
enhancement of social welfare that is not captured in the official statistics.

3.9 Sections 4 and 5 below summarise recent research findings on the new economy in
the US and UK.  It will be seen that, within the framework of the new economy, it is
productivity growth that constitutes the key indicator.  Moreover, it is the performance of
productivity over the medium to long term on which attention should be focused, rather than
the fluctuations of the economy brought about by the business cycle.  This latter point is
particularly important in the context of the collapse of the dot.com share price bubble in
2000.  Analysis of the new economy – of its impact and sustainability – involves far more
than seeking to draw inferences from the volatile behaviour of high-tech stockmarket indices
or individual dot.com share prices.10

4. THE NEW ECONOMY: US EVIDENCE

4.1 The analysis of the new economy in the US has been largely prompted by the
consistent strength of the macroeconomic indicators in recent years.  At the time of writing
(January 2001), there is some concern that the US could be moving towards recession.  We
return to this below but, for the present, it is instructive to note the strong performance in the
decade up to mid 2000:

* GDP growth averaged 3.6 per cent per annum between 1991-99.  The data for
2000 Q2 indicated that GDP rose at an annual rate of 5.3 per cent, following growth
of 4.8 per cent in 2000 Q1 and 4.2 per cent in 1999 as a whole.

* Consumption growth was also strong, averaging almost 4 per cent per annum from
1991.

* Non-residential investment was significant, especially in equipment and software.
The annual growth of non-residential investment averaged 9 per cent from 1991.
Output growth in the computers, communications equipment and semi-conductors
sector, which averaged 12 per cent in the early 1990s, accelerated to an average of 40
per cent annually between 1993 and 1999.

                                                
10  This is not to say, of course, that the 2000 Internet stockmarket bubble is not of interest.  A summary of the
winners and losers is given by R. Tomkins, “A virtual investment,” Financial Times, 5 December 2000.  P.
Martin, “After the bubble”, Financial Times, 28 December 2000, draws some general lessons from the market
turbulence.
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* At the end of 1999, total employment was 13.4 million higher than at end 1991, a rise
of over 10 per cent.

* The rate of unemployment fell from 7.5 per cent in 1992 to an average of 4.0 per cent
in the first 3 quarters of 2000.

* Inflation remained under control, the headline rate averaging 3.2 per cent in the first
half of 2000.  This is in contrast with the experience of previous cycles, when the
rising demand for labour and other resources led to upward pressure on prices.

* Labour productivity rose from an average annual growth rate of 1.4 per cent between
1974-1995 to 2.8 per cent per annum between 1996-99.

4.2 It is the last of these indicators that has attracted most attention.  The key point is that
the current pattern of productivity growth differs from those in previous expansionary periods
in the US economy, when growth tended to slow as the expansion moved to a mature phase.
Chart 1 shows that the reverse has occurred in the current cycle; the rate of productivity
growth has accelerated during the long period of sustained increase in GDP.

Chart 1

Source: US Department of Commerce

4.3 A clear link between this improved performance of overall US productivity growth
and developments in the ICT sector has been made by the US Department of Commerce.
The 2000 edition of its annual Digital Economy report stated that:

“In the twelve months since our previous digital economy report, confidence has
increased amongst both experts and the American public that the new, proliferating
forms of e-business and the extraordinary dynamism of the industries that produce
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information technology products and services are harbingers of a new economic
era….  A growing body of evidence suggests that the US economy has crossed into a
new period of higher sustainable growth and higher sustainable productivity gains”.

4.4 The Department of Commerce report refers to a number of IT-related factors to
underpin this conclusion:

* The considerable increase in the capabilities of IT equipment, especially computers,
whilst the price of such products has significantly decreased.  For example, the
average price per megabyte of hard disk drives declined from $11.54 in 1988 to $0.02
in 1999.  This was a period in which the capacity of the drives doubled every nine
months.

* The decline in costs within the IT sector generally.  Between 1994-98, the price of
telecommunications equipment declined by 2 per cent annually.

* The effect on overall inflation, via increased competition and the greater efficiency
introduced by IT deployment in the economy outwith the IT-producing sector.

* An increase in business investment on IT equipment and software, which in real terms
rose from $243 bn in 1995 to $510 bn in 1999.

4.5 Elsewhere within the US Government, more general explanations of the 1990s
economic performance have been offered.  The Council of Economic Advisers’ Report to the
President at the beginning of 2000 noted the various contributions made by:

* sound monetary and fiscal policies, and economic stability;

* the promotion of competition and deregulation;

* increased openness to trade;

* improved access to education and incentives to work;

* policies to promote innovation and the encouragement of enterprise;

* more efficient use of ICT by companies, and the greater diffusion of ICT capabilities.

4.6 This list is instructive for two reasons:

* It places the role of ICT within the wide range of factors influencing economic
performance.  Reading across to the Scottish context, the range includes both reserved
functions (eg monetary and fiscal policy, competition policy) and those for which the
Scottish Executive has devolved responsibility (eg education, innovation, enterprise
development).

* It acknowledges the importance of the diffusion of ICT capabilities.

4.7 The latter point is relevant because, in some interpretations, it helps to explain the
timing of the productivity boost in the US from the mid-1990s.  Previously, economists had
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been concerned that consistently high levels of ICT investment had not been reflected in the
official output and productivity data.11  The point about diffusion has been addressed in
two ways:

* Some commentators have appealed to the evidence of history, which suggests that a
new technology might take some time (possibly even decades) before it has an impact
on industrial productivity.

* More specifically, it was noted that the technologies of the new economy – including
high speed computers – have only reached a critical mass of interconnectivity, which
allow major scale economies to be attained, in the period since the mid 1990s.  In this
interpretation, the key role has been played by the widening adoption of the Internet
by businesses and households.

4.8 It is important to note that the extent to which the computer productivity miracle has
permeated the whole of the US economy is the subject of considerable debate.  Advocates of
the arguments described above (including Alan Greenspan, Chairman of the Federal Reserve)
point to the role of the ICT - especially e-commerce – in expanding knowledge, widening
potential sources of supply, reducing uncertainty and creating new markets.  The impact of
new technologies is held to be evident not only within the ICT sector and its near neighbours,
but across the spectrum of industrial and commercial sectors as a whole, from bio-technology
to financial services.

4.9 Other commentators, of whom Robert Gordon of Northwestern University is the most
prominent, are more sceptical.  Gordon acknowledges that productivity growth has taken off
in durable manufacturing (including computer hardware, telecoms, automotives and steel),
but also argues that there has been no visible productivity pay-off for massive computer
investment in the remainder (ie, almost 90 per cent) of the US economy.  Rather than creating
new products and activities (along the lines of the 19th century technological breakthroughs),
Gordon views the current impact of ICT developments as much more limited.  He argues that
such developments are:

* protecting market share (eg, in supporting retailing operations);

* re-creating existing activities (eg, supplying airline information);

* duplicating activities (eg, providing e-commerce versions of mail order catalogues);

* being wasted due to the growing distraction of personal Internet use in the
workplace.12

                                                
11 Personal computers have been increasingly used by US businesses since the early 1970s and yet the answer to
Professor Robert Solow’s famous 1987 dictum – “We see the computer age everywhere except in the
productivity statistics” – had still not been evident by the mid 1990s.

12 Gordon has published a detailed decomposition of the 2.75 per cent average annual US productivity growth
between 1995-1999 into the separate effects brought about by: the long-run trend of productivity growth, the
economic cycle, the direct impact in computer-related sectors, measurement inconsistencies, and the expected
contribution of capital deepening.  He concludes that there was an implied decrease in productivity growth in
the US non-durable sectors of –0.26 per cent per annum during this period.  See “Not Much of a New
Economy”, Financial Times, 26 July 2000.
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4.10 EAS’s desk research on the US literature suggests that there is widespread support for
the view that the IT sector has accounted for a significant proportion of the increase in
productivity in the US economy in recent years.  However, on balance, researchers are also
generally sympathetic to the notion of an acceleration in productivity in other industries
outside those directly related to ICT. 13

4.11 From a strictly academic viewpoint, it would probably be argued that it is too early to
make definitive judgements on such matters until sufficient time passes to have the historical
perspective of longer run data series.  However, policy makers in the US (and elsewhere) are
obliged to base their decisions on the current available evidence.  In this context, it is useful
to note Blinder’s observation that, while we cannot yet confidently assert the beginning of a
new higher trend in the US, it is reasonable to state that the acceleration of productivity is not
simply part of a bounce-back from recession.  There is something else going on.

4.12 As noted above, the general perspective of the short term prospects of the US
economy changed towards the end of 2000.14  Three overlapping issues brought about the
shift in market sentiment:

* Evidence of growing imbalances within the US sectoral accounts, in particular the
burgeoning external trade deficit and (largely, its counterpart) the decline in net
saving by the personal sector.  The personal saving ratio was negative in the second
half of 2000.

* The marked reduction in some asset values associated with the new economy.
Nasdaq, the US stockmarket dominated by high-technology shares, fell by 50 per cent
between March and December 2000.

* The release of a range of weaker economic indicators in the last quarter of 2000.
These included the estimate of annualised GDP growth in 2000 Q3 (2.4 per cent), an
increase in unemployment-insurance claims, a rise in company inventories, a fall in
corporate profits and a marked reduction in ICT investment.

4.13 It is beyond the scope of this paper to discuss these factors in detail.  Rather, with
regard to the new economy, the key issue was set out in the previous section: namely, the
US’s productivity performance over the medium to long term.  Specifically, the central
concern is the extent to which the growth of total factor productivity will be sustained over
time, notwithstanding any short term fluctuations brought about by stockmarket adjustments
or the multiplier/accelerator-type cyclical shifts in some fixed investment series.

                                                

13 See, for example, D. Jorgenson and K Stiroh, “Information technology and growth”, American Economic
Review Papers and Proceedings, 1999, pp 109-122; S. Oliner and D. Sichel,  The resurgence of growth in the
late 1990s: is information technology the story? , Federal Reserve conference paper, 2000; K. Whelan,
Computers, Obsolescence and Productivity, February 2000; J. Triplett and B. Bosworth, Productivity in the
Services Sector, American Economic Association discussion paper, January 2000. Further details are available
from EAS.

14  The Federal Reserve reacted in advance of market expectations by reducing interest rates by one half
percentage point in early January 2001.
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5. THE NEW ECONOMY: UK EVIDENCE

5.1 Detailed empirical investigation of the new economy has not been undertaken in the
UK to the same extent as in the US.  Partly, this may be due to the fact that the qualitative
change in the economic environment is less evident: UK productivity performance has been
only modest in recent years.15  In addition, the level of detail in the UK official statistics does
not provide as rich a database as that enjoyed by researchers in the US.

5.2 Gavyn Davies16 has suggested 3 reasons why the UK has not yet followed the recent
performance of the US in productivity:

* the lack of a substantial IT hardware industry in the UK, compared with the US;

* lower IT investment in the UK;

* data deficiencies.

5.3 These themes have been examined in greater depth by Sushil Wadhwani17 who has
noted that UK productivity has been below its long run average in recent years despite output
growth being above trend during the same period.  He suggests that a slowing of the growth
rate of the capital stock  through the 1990s might partially explain such a trend.  However,
Wadhwani is optimistic with regard to the prospects for productivity growth in the UK due
to:

* the likely growth of the IT sector in the UK;

* an expectation that the UK will mirror US performance with a time-lag of two to three
years because of the slower IT diffusion in the UK;

* the adjustment costs of new technology, which may have depressed UK productivity
performance in recent years.

5.4 Wadhwani estimates that investment in IT increased in the UK at an annual average
rate of 23 per cent between 1992 and 1999, while total non-residential investment grew by an
average of 5.5 per cent.  In 1999, IT investment accounted for 14 per cent of total non-
residential investment, compared to 4 per cent in 1991.  Defining the new economy as a
relatively small number of IT manufacturing sectors18, Wadhwani concludes that productivity

                                                
15  Section 8 below discusses the respective productivity growth rates in the UK and Scotland between 1995-
2000.

16 Chief International Economist at Goldman Sachs International.  Presentation to the Government Economic
Service Annual Conference, University of Warwick, June 2000.

17 Member of the Monetary Policy Committee of the Bank of England.  Speech at the London School of
Economics, February 2000, reproduced in the Bank of England Quarterly Bulletin, May 2000, pp 184-198.

18 SIC categories 30, 32.2 and 32.3.  These sectors account for under 5 per cent of total UK manufacturing
employment and 6 per cent of manufacturing output.  The comparison for Scotland is given in Section 8 below.
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growth in the new economy has become more important in the UK, as shown in Table 1.
However, it should be emphasised that such sectors, as defined, accounted for only 0.2
percentage points of total UK output growth in 1999, while the figure for comparably defined
IT sectors in the US was 1.2 percentage points.  In other words, in relative terms, the UK
sector is much smaller than in the US and it is not surprising that the growth of the IT sector
in the UK has yet to bring about a rise in UK productivity levels.

Table 1

6. GDP AND CONSUMER WELFARE

6.1 The analytical framework used for the discussion of the new economy in this paper is
based on the growth of productivity as the key determinant of the long-run improvement in
living standards.  As described above, the measurement and analysis of productivity has been
central to the examination of the new economy in the US and, to a lesser extent, the UK.

6.2 This is entirely appropriate given that many of the service industries that have been
amongst the heaviest investors in e-commerce and the other new technologies are in an
intermediate position in the supply chain.  In such cases, any efficiencies created in business-
to-business (B2B) transactions will be captured in the productivity statistics.

6.3 However, it is also the case that many of the benefits of the new economy accrue
directly to the consumer, not the supplier, and will not be fully registered under the
framework of national income accounting.  It should be emphasised that this does not

                                                

UK 'New Economy' Industries to
Manufacturing Output Growth

% Change in

Total Manufacturing
Output

New ‘Economy’
Industries

Rest of
Manufacturing

1995 1.52 0.83 0.69

1996 0.40 0.26 0.14

1997 1.29 0.56 0.73

1998 0.29 0.74 -0.44

1999 -0.18 0.84 -1.02

Source: Wadhwani
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undermine the concept of the new economy.  Nor does it imply that the GDP statistics are
“faulty” in the sense of not measuring what they set out to measure, which is the value of all
the goods and services produced in the economy over a given period.  Rather, it reflects a
consistent characteristic of all technological revolutions, which is that, over time, at least
some of the gains will accrue to consumers in the form of higher social welfare (via lower
prices and, hence, higher real wages).

6.4 The lessons from history are instructive.  At the risk of taking the analogy too far,
there is a clear parallel – now widely recognised - between the experience to date of the
Internet and that of the early railway system in 19th century Britain.  The latter brought about
rapid improvements in communication, reduced supplier costs throughout the economy,
increased the flow of information and opened up new markets.  It was also characterised by
over-investment, excess capacity, and soaring and collapsing share prices.  The benefits from
the railways were obtained not by most of the original investors, but by consumers, as the
new enabling technology on the supply side of the economy brought about efficiency gains
and welfare improvements.

6.5 In the case of the Internet, a similar argument can be made.  It is consumers and “old”
economy firms (using B2B) that are just as likely as the dot.coms to gain most from the
application of the new technologies.  Whilst some dot.coms have grown, or will develop, into
large companies and will remain major corporate players, the main impact on the corporate
sector will be through the redistribution of profits, rather than a marked shift in the share of
profits in output.  It is in this sense that the distinction between the “old” and the “new”
economy can be misleading: the forthright quote from The Economist at the top of this paper
captures the point succinctly.19

6.6 A similar set of conclusions can be drawn from a broad range of other markets and
sectors over the last 50 years – from the impact of the jet engine on individual travel to the
role of medical technologies in enhancing the quality of life.  It is an enduring lesson for
businesses, investors and governments that, unless firms can find niches in which to generate
monopoly profits, it is consumers who capture much of the gains from innovation.

6.7 The historical theme is also a reminder that the type of change in the economic and
social environment being brought about in the Internet era is not unprecedented.  A sense of
perspective is needed.  The present phase of marked technological change is arguably no
more significant than the period from about 1860 to 1900, in which there was the introduction
or invention of, inter alia, the transatlantic cable, electric power, the internal combustion
engine, modern industrial chemistry and the moving image.  Some commentators go further
by reducing the Internet to being simply the latest in the long trend of ICT developments
running from moveable type through the typewriter, telephone, radio, television,
photocopying and fax.  However, this is almost certainly an understatement.  As noted earlier,
two key differences can be identified in the current period: the speed of dissemination of
modern technological developments; and the satisfaction of the interconnectivity condition as
a necessary stage for innovative breakthrough in ICT.

                                                
19 See, also, “Performing miracles”, The Economist, 17 June 2000.
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7. POLICY IMPLICATIONS

7a) Monetary and Fiscal Policy

7.1 The impact of the new economy on average productivity levels has fundamental
implications for the conduct of monetary and fiscal policy.  In the Scottish context, these are
reserved issues, so they will be discussed only briefly here.

7.2 In the US, the main questions being addressed by the Federal Reserve and other
commentators are at the macro-economic level.  As noted, at the beginning of 2001, the
immediate issues concern whether the US will enter recession and the appropriate policy
response.  However, the Federal Reserve will also be considering a range of issues from the
medium to long term perspective:

* Has the US economy’s sustainable growth rate been permanently raised?

* Can the Federal Reserve pursue a looser monetary policy than it would be able to with
slower productivity growth?

* Has the NAIRU20 been reduced?  If so, how far?

7.3 These questions are important because, if the long term productivity performance has
been improved, its non-recognition by the Federal Reserve would lead to interest rates being
set at a level that is too high to meet a given inflation target.  This would cause
unemployment also to be higher than it otherwise could have been and output to be
permanently lost.

7.4 A similar set of policy-related issues is faced by the Monetary Policy Committee of
the Bank of England.  Wadhwani has described how the impact of the Internet has featured in
the MPC’s 2-year ahead assessment of the UK inflation rate.21  He notes, in particular, the
decision made at the February 2000 meeting of the MPC that the long run productivity
growth of the UK economy should be assumed to remain at 2 per cent, and offers the
conjection that this assumption might need to be reviewed as more evidence accrues of the
impact of the Internet.

7.5 In a subsequent paper, Wadhwani suggests that one reason for thinking the UK
economy might now be behaving differently is provided by evidence that economic
forecasters have been persistently too gloomy since the departure from the Exchange Rate
Mechanism in 1992.  The average errors of the 4-quarter ahead consensus forecasts between
1993-99 were such that annual GDP growth was underpredicted by 0.48 per cent and RPI(X)
inflation was overpredicted by 0.53 per cent.22  This implies that the structural relationships

                                                
20 The non-accelerating inflation rate of unemployment: ie, the level of total unemployment that is compatible
with stable inflation.

21 S. Wadhwani, op cit, pp 194-195.

22 S. Wadhwani, Monetary Challenges in a New Economy , Speech to the HSBC Global Investment Seminar,
October 2000.  The consensus forecasts were taken from Consensus Economics.  Both forecast errors are
significant at the 10 per cent level.
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underpinning the forecasters’ models are changing.  Wadhwani suggests that this is due to a
combination of more intense product market competition (including a greater use of Internet
price comparisons as well as a higher incidence of foreign entrants into the UK retail market)
and changes in the labour market.

7.6 A second set of questions relates to the sustainability of the improved productivity
performance.  The implications for monetary policy are different if the new economy is
expected to lead to a permanent increase in trend productivity growth, rather than a one-off
improvement (albeit one that might last several years) that will eventually cease, with the
underlying productivity increase reverting back to its previous long term trend.

7.7 Davies’s analysis leads him to the latter interpretation.  He suggests that there is
evidence that growth in the new economy might be more stable (as the US data shows less
deviation in growth and inflation in recent years), but that the rate of growth of GDP in the
long run will be unchanged.  In other words, the current era of higher GDP growth in the US
constitutes “an adjustment period”, after which the long term trend growth rate will be
restored, albeit from a higher base.

7.8 This distinction between the short run and the long run is also critical to the expected
impact of the Internet on the NAIRU.  Other things equal, the initial impact of the Internet
will be to reduce costs - and inflation - below what they otherwise would have been.  This
will be revealed as an improvement in the inflation/unemployment trade-off: ie, an apparent
reduction in the NAIRU.  However, once unemployment has drifted down to the new lower
level, there is nothing to prevent the underlying rate of inflation reverting to its previous (ie,
pre-Internet) level.

7.9 Moreover, beyond the short-term (which, again, might be measured in years), it is
unlikely that the lower NAIRU level will be stable, as two sets of forces will move it back
towards its original level.  First, economic agents can be expected to adjust to the new
(temporarily higher) rate of productivity growth – for example, in nominal wage settlements.
Second, as noted, the growth of productivity is itself likely to revert back to its previous long
term trend.

7.10 Finally, a separate point affecting fiscal arrangements relates to the impact of the new
economy on the options for tax policy.  The ability of consumers to seek the cheapest price
for a given product in the global market makes it more difficult for individual governments to
maintain higher indirect taxes on particular goods and services, if these can be supplied from
anywhere in the world.  In the absence of collusive agreements between governments, there
will be increased competition between tax authorities.  We note this point for reference,
recognising that it is principally an issue for policy makers in HM Treasury.

7b) Competition policy

7.11 The impact of the Internet on product market competition is the subject of some
debate amongst economists.  The issue is of indirect relevance to the Scottish Executive,
given that competition policy is a reserved function, and so we simply note the key points for
completeness.

7.12 It was noted earlier that the usual interpretation of the effects of the Internet is that it
has benign implications for consumers.  The new technologies make it easier for buyers and
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sellers to compare prices, reduce transaction costs by eliminating the middlemen and make
markets more contestable by reducing barriers to entry.  The increased competition improves
the functioning of the price mechanism and makes markets more efficient.  At the extreme, it
is argued that some markets might take on the characteristics of perfect competition, in which
all buyers and sellers have perfect information and a single price holds for the good or service
being traded.

7.13 However, there is also a more malign interpretation.  This is based on so-called
“technology driven market failure” occurring due to two factors:

* First, it is argued that there are increasing returns to scale (ie, continuingly falling unit
costs of production) associated with the supply of the Internet infrastructure.  These
are likely to create conditions of monopoly supply.  In the jargon, there are “network
externalities” associated with strong first-mover advantage.

* In addition, there is the issue of compatibility standards.  Here, the threat to
competition occurs when a product or service, through being widely and quickly
disseminated, becomes established as the industry standard.  Consumers are “locked
in”, with subsequent choice being limited or non-existent.

7.14 The tensions between these competing theories of how the infrastructure of the new
economy might effect the competitive environment - and hence consumer welfare - are not
yet resolved.  However, the emerging literature suggests that neither model provides a
complete interpretation of current trends.23

* The identification of perfect competition is open to exaggeration.  The textbook
definition refers to such markets having homogeneous products and competition based
on price alone.  Most markets are not like this, but are based instead on the product
differentiation of goods and services.  This will continue to apply in the Internet era,
where consumers incur costs of searching and switching and, as a result, will continue
to rely on the trust embodied by individual brands.  The available evidence on price
dispersal for e-commerce traded goods supports this perspective.

* The extent of market failure is narrowed if the costs to consumers of switching are
taken into account.  Moreover, history suggests that the “locking in” problem can be
undermined by the behaviour of consumers and alternative suppliers, if there are
appropriate incentives.

* The behavioural characteristics of successful companies in the new economy are
likely to be little different to those that have applied hitherto: ie, the rewards will
accrue to those firms offering the best combination of price, service, product,
marketing and efficiency of delivery.

                                                
23 Good summaries of the key issues relating to competition and the Internet are in “Frictions in cyberspace”,
The Economist, 20 November 1999, and J. Kay, “Competing under the same old rules”, Financial Times, 11
August 2000.  In the international context, the implications of the new economy for the institutional framework
of multilateral policymaking (in areas such as competition policy, intellectual property and technological
standards) are discussed by M. Naim, “New economy, old politics”, Financial Times, 22 December 2000.
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7.15 It is the last of these points that is particularly relevant in the Scottish context, as it has
implications for public policy towards economic development.

7c) Economic development

7.16 The characteristics of the new economy – and/or knowledge economy – have
prompted economic development agencies to reassess the ways in which businesses should
operate in the new global trading environment.  A number of implications have been derived
for management practices, workforce skills and the exploitation of new ideas and techniques.
Table 2 provides a good illustration.

Table 2.  The characteristics of the new/knowledge economy

Industrial age Knowledge economy

Value from efficiency Value from creativity
Investment in plant Investment in innovation
Inventory Information
Product oriented Consumer oriented
Mass production Flexible production
Mechanisation Digitisation
Long product life cycles Short product life cycles
Local manufacturing Globalisation
Careful planning Change and innovation
Early career training Lifelong learning
Competitive relationships Co-operative networks

Source:  Scottish Enterprise

7.17 These characteristics of the new economy, as given on the right hand side of Table 2,
can be linked to the sources of productivity growth identified in the analytical framework
(Section 3 above).    Table 3 re-presents this earlier economic analysis of productivity growth
in terms of what it means for important areas of economic development policy. 24

7.18 As noted, it is the third of the sources of growth given in Table 3 - total factor
productivity - that captures the impact of technological progress on economic efficiency.
Accordingly, it is by identifying and encouraging the corresponding features on the right
hand side of the table - innovation, networking, flexibility, creativity - that public policy can
assist in stimulating the mechanisms that operate in the new economy.

                                                
24 The list on the right hand of Table 3 is not exhaustive.  It also excludes reserved functions such as the
maintenance of macro-economic stability and the establishment of appropriate competition and regulatory
regimes.
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Table 3.  The sources of productivity growth

The jargon What it means

* Enhanced labour quality => education and training
lifelong learning
improvements in health

* Capital deepening and widening => plant and machinery
roads; telecoms
computers

* Technological progress => R and D
(“total factor productivity”) commercialisation of research

innovation
diffusion
e-commerce
networks
Internet

Source: Scottish Executive

7.19 There is a clear overlap here with the agenda of policy research and initiatives that has
been established by the Scottish Executive, as evident in the Knowledge Economy Task
Force (KETF), Digital Scotland Task Force (DSTF), Science Policy Review, education and
skills strategies and the Strategy for Enterprise.  For example, the main themes of the recent
KETF Report are:

* The need for the population and workforce to embrace technological change;

* The requirement to upgrade knowledge and digital related skills throughout the
workforce;

* The recognition that innovation – ie, transforming knowledge into new products,
processes and services – is essential to overall economic expansion;

* Identification of the transformation process itself as the vital bridge between the
production of knowledge, technology and business application.

7.20 The KETF’s conclusions can be placed within the broader context of social/economic
requirements arising from the impact of the new economy:

* Encouraging a cultural recognition across Scottish businesses and households of the
impact of – and opportunities in – the new economy, incorporating widespread
familiarity with ICT products and processes;

* Raising the skill set of the workforce, particularly in the new information
technologies, but also including intellectual capabilities such as problem solving and
creative thinking;
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* Improving systems which release the flow of knowledge from the science base to
Scottish businesses, in particular by increasing “industry pull” from HEIs and
Research Institutes to raise business sector R & D;

* Improving the internal productivity of firms, including by the use of ICT and
e-commerce;

* Developing an efficient and competitive telecommunications infrastructure.

7.21 In turn, this last point is directly related to the Scottish Executive’s response to the
recommendations of the May 2000 Report of the Digital Scotland Task Force.  This includes
reviewing the adequacy of the telecommunications infrastructure in Scotland in conjunction
with the enterprise agencies and telecommunications providers.  The Digital Scotland Action
Plan, published in October 2000, indicated the wide range of actions falling to the Executive
and other bodies in the areas of e-public services, e-inclusion and infrastructure.

7.22 It is recognised that the infrastructure coverage and capacity are generally good, but
that lack of competition and choice may restrict access to broadband technology in rural
areas.  Broadband may eventually define internet usage and there are important issues
concerning roll out and keeping up to date.  An initial priority of the Action Plan will be to
consider how the procurement of public sector broadband services might stimulate the wider
supply of such services by the industry to businesses and the community.

8. SCOTLAND’S PERFORMANCE

8a) Productivity levels

8.1 The Scottish Executive has previously published comparative data for GDP per
employee in 1997 in Scotland, the UK and selected other developed economies.25  The
estimates were based on current GDP at current purchasing power parities (PPPs), which
allow the comparisons to be expressed in a common currency. 26

8.2 Scotland’s relative position can be updated – to 1998 – on the basis of more recent
data from the OECD and the Office for National Statistics (ONS).  Table 4 inserts data for
Scotland from the ONS’s 1998 Regional Accounts against the benchmark of the UK’s
standing in the OECD estimates.27  The table gives Scotland’s position in comparison with
two figures for UK GDP: with and without the Continental Shelf.28  The PPPs for Scotland
are taken to be the same as for the UK.

                                                
25 Scottish Economic Report, January 2000, p28

26 The denominator in this productivity measure is the total level of civilian employment; the measure is
therefore output per head, rather than output per hour.

27 Employment Outlook , OECD, June 2000, Table 1.5.

28  The table is also published in Scottish Economic Report, January 2001.
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Table 4.    GDP per person employed in 1998

UK, including Continental Shelf = 100

USA 132
France 122
Germany 117
Belgium 111
Netherlands 111
Finland 107
Norway 104
Denmark 103
Austria 103
Canada 100
UK 100
UK (excluding Continental Shelf) 99
Scotland 97
Greece 82
Portugal  67
Hungary 65

Source: Scottish Executive analysis of OECD and ONS data

8.3 The interpretation of Table 4 requires some caution, as there are unavoidable
statistical difficulties associated with this type of comparative exercise which mean that the
results should be viewed as broad estimates.  Moreover, it might be argued that the
distribution of outcomes given in the table reflects the societal choices between employment
rates and average returns per employee.29  Nonetheless, the general orders of magnitude
appear valid and some important conclusions can be drawn.

8.4 These conclusions remain unchanged from the 1997 comparisons:

* The UK has a sizeable productivity gap, compared with France/Germany and,
especially, the USA.

* Scotland’s performance (in terms of labour productivity in the whole economy) is
slightly below that of the UK as a whole.

8.5 Two additional points should be made here.  First, the data on productivity at the
aggregate level conceal some significant variations by sector, both in terms of differences
between industries in Scotland and differences between the Scotland and the UK.  Focussing
on the latter comparison, data from the Scottish and UK Input-Output Tables can be used to
estimate output per employee in a range of industries, and these show that Scotland’s relative

                                                
29 For example, according to the OECD, the ratio of employment to total population was 45 per cent in the UK
in 1998, compared with 43.5 per cent in the Netherlands and 38.5 per cent in France.  On the other hand, the
employment/population ratios were higher in, inter alia, the US (48.9 per cent) and Germany (50.1 per cent),
with the result that output per capita was even higher, relative to the UK, than the respective output per
employee figures.
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position, compared with the UK, does vary in different parts of the economy.30  Scotland has
a relative lead in manufacturing, distribution and business services, but lags the UK in
construction, mining and quarrying, energy supply and financial services.

8.6 Second, notwithstanding these sectoral differences, it remains the case that the
underlying factors affecting overall productivity levels (and growth) in the UK also apply in
Scotland.  This can be illustrated with reference to current research by Scottish Executive
statisticians examining relevant issues identified in the Productivity in the UK paper, which
was published by H.M. Treasury with the November 2000 Pre Budget Report.

8.7 The Treasury report notes the wide distribution of productivity at firm and plant level
in the UK.  Whilst the leading firms have productivity levels that are comparable with the rest
of the world, each sector also has a long tail of firms, which are substantially less productive.
Within UK manufacturing, the report refers to research showing the most productive plants to
be 5½ times as productive as the least productive plants.  Similarly, within individual
manufacturing sectors, the best plants are estimated to be between 3½-6 times as productive
as the worst plants in most cases (depending on the sector).31  The Scottish Executive is
currently applying these research methodologies to the Scottish sub-set of the Annual
Business Inquiry database.  The initial analysis – not yet published - has produced very
similar results for the manufacturing sector within Scotland.

8b) Productivity growth: whole economy

8.8 The analytical framework for this paper is based on the growth of productivity being
the principal factor determining the improvement in Scottish living standards over the
medium to long term.  What are the current trends?

8.9 To some extent, the analysis underpinning the answer to this question is constrained
by the limitations of data availability.  However, sufficient information is available to permit
some broad measures of Scotland’s performance to be assessed over time.  The most
straightforward approach is to examine the change in real GDP (as published by the Scottish
Executive) per person employed (as given by total employment in the ONS's Labour Force
Survey (LFS)).  Chart 2 shows annual data from 1985-9932, which are presented as the
“unadjusted” productivity series.

8.10 A more sophisticated approach introduces either or both of two refinements.  The first
is to acknowledge that the year-on-year series will be affected by the stage of the economic
cycle and/or statistical quirks affecting a particular year’s data.  For example, in the early
stage of an upswing, output growth will tend to accelerate faster than the rise in employment.
One way to mitigate this is to present the productivity growth as an average of a number of

                                                
30 See, for example, the EAS estimates published in the Scottish Economic Bulletin , March 1999, p20.

31  M. Barnes and J. Haskel, Productivity in the 1990s: Evidence from British Plants, Department of Economics,
Queen Mary, University of London, 2000.  Dispersion is measured between the plant at the bottom of the 90th

percentile (the “most productive” plants) of the productivity distribution and that at the top of the 10th percentile
(the “least productive” plants).

32 The LFS has been quarterly since Spring 1993 and the results are now presented on a rolling quarterly basis.
Prior that that (from 1984), it was an annual survey conducted each Spring (March to May).
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years.  Accordingly, Chart 2 also shows a 4-year moving average of the unadjusted
productivity series.33

Chart 2

Note: See text for definitions

8.11 The second amendment to the unadjusted productivity series seeks to take account of
the shifting balance between full-time and part-time work.  This information is available from
the LFS on a quarterly basis from 1994 Q1.34  If one adopts the usual practice of counting a
part-time employee as one-half of a full-time employee, the annual changes in the “adjusted”
productivity series can be derived for each quarter from 1995 Q4; the 4-year moving average
is available from 1998 Q4.  These series are shown in Chart 3 for the period to 2000 Q2.

8.12 For the Scottish economy as a whole, the evidence of Charts 2 and 3 suggests that:

* “Unadjusted” productivity growth was low from the mid 1980s through to the early
1990s – less than 1 per cent per annum in most years – but has risen since then.  The
4-year moving average to 1999 was 2.0 per cent.

* The 4-year moving average of the “adjusted” productivity growth rate (which takes
account of the changing balance between full-time and part-time employment) was in
the 2.0-2.5 per cent band in 1999, but dipped slightly below this range in the first half
of 2000.

                                                
33 Ie, the 1999 data point shows the average growth of productivity between 1995-99.  The 4 year average is
chosen in order to provide some smoothing without losing too many data points, rather than due to any evidence
of a 4 year cycle.  Following the 1988 peak (4.1 per cent), the annual rate of GDP growth in Scotland
decelerated to 0.1 per cent in 1991 and has remained in the 1.6-3.2 per cent band since 1993.

34 According to the LFS, the proportion of employment in Scotland that is part-time has risen from 23.3 per cent
in 1994 to 24.7 per cent in 1999, with all of the increase occurring in two years (1995 and 1999).
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Chart 3

Note: See text for definitions
Source: Scottish Executive

8.13 In recent years, productivity growth in Scotland has been above that of the UK as a
whole.  A straightforward means of making the comparison is to draw on the respective series
for GDP in the first half of 1995 and the first half of 2000 and total employment in Spring
1995 and Spring 2000 in order to estimate average productivity growth over the last 5 years.
As above, an “adjusted” indicator can be derived by taking account of the changing balance
of full-time and part-time employment.

8.14 Using the currently available data for this period, the average annual productivity
growth rates in the whole economy are: UK 1.4 per cent; Scotland 2.1 per cent.  Although the
growth of output has been higher in the UK (14 per cent, compared with 12 per cent), this has
been accompanied by a faster increase in employment (6.5 per cent, compared with 1.4 per
cent, in full-time equivalents), with the result that the growth of output per employee has
been slower in the UK than in Scotland.

8.15 The difference between the UK and Scotland in recent productivity performance
therefore reflects the respective characteristics of GDP growth over the period examined
here, with the UK having a higher incidence of employment creation.  However, the
difference does not undermine the central issue, noted above, concerning the productivity gap
between the UK/Scotland and the US, France and Germany.

8c) Productivity growth: manufacturing

8.16 A longer time series of productivity growth in the Scottish manufacturing sector is
available using the data on manufacturing output (published by the Scottish Executive) and
the ONS’s series of employee jobs.35

                                                
35 The employee jobs series does not separately identify full-time and part-time employment.
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8.17 Chart 4 shows the year-on-year changes in manufacturing productivity from 1985 to
1999, together with the 4-year moving average from 1988  It can be seen that:

* There was a marked acceleration in manufacturing productivity growth in the mid
1990s, the 4-year moving average reaching 6.5 per cent in 1995;

* The current underlying trend rate of productivity growth is between 4.5-5.0 per cent
per annum.  The 4-year moving average to the end of 1999 was 4.7 per cent;
extending the series to 2000 Q2 (not shown in the chart) gives 5.0 per cent.

Chart 4

Note: See text for definitions
Source: Scottish Executive

8.18 EAS’s analysis of the comparison of Scotland ’s manufacturing productivity
performance with that of the UK reveals that growth in the latter was ahead of Scotland in 8
out of 11 years in the period to 1992.  However, between 1993-99, Scotland’s manufacturing
productivity growth exceeded that of the UK as a whole in each year.  One obvious factor
here has been the strong performance of Scotland’s electrical and instrument engineering
sector (which includes electronics) over this period.  In turn, this is related to the impact of
inward investment and the high level of overall manufacturing investment per employee in
Scotland, relative to the UK: capital spending per head in Scotland outstripped that of the UK
in each year between 1993-97.36

                                                
36 Data from the Scottish Executive’s Scottish Production Database and the ONS’s Annual Census of
Production.  It should be noted that Scotland’s manufacturing investment per head was below the UK in most
years, when electronics and related sectors are excluded.
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8.19 The chart for Scottish manufacturing productivity is included here because of the
sector’s significance as a traded sector and as it continues to be the focus of key elements of
public policy. 37  Over the period since 1984, productivity in Scottish manufacturing – output
per person employed - has increased by an average of 4.3 per cent per annum.  However, of
this, 2.3 per cent represents the annual average growth rate in output and 2 per cent reflects
labour shedding.  It is important to emphasise, therefore, that the central theme of the Scottish
Executive’s drive to improve productivity is that the key indicator is productivity across the
whole economy.  Real incomes in Scotland will only rise if the labour resources released by
sectors of declining employment are productively used elsewhere and if productivity levels
also rise in the rest of the economy.

8d) The Knowledge Economy

8.20 As noted in Section 2 above, the definition and measurement of concepts such as the
Knowledge Economy and the New Economy are not straightforward.  In neither case is there
an unambiguous definition that enables any given economic activity to be readily placed
within or outwith its boundaries.  There are also widely recognised difficulties relating to the
measurement of productivity gains in the service sector, the correct price deflators to be
attached to some components of ICT investment 38 and the understatement of quality
improvements.

8.21 These are formidable statistical obstacles.  However, in order to throw some light on
the Scottish context, two complementary approaches can be adopted.  First, one can draw
upon the detailed attempts that have been made to set the relevant boundaries using standard
industrial classification (SIC92) industry and sector definitions.  A good example is the
OECD’s analysis of “knowledge-based” industries, which uses a clearly defined set of
components of GDP output to derive an appropriate index.

8.22 This approach has some drawbacks, not least that it focuses on identifying certain
types of output or products, when we are also interested in the “knowledge based” processes
that might apply in traditional industries and services.  In addition, the boundary between the
industries that are included or excluded will inevitably be arbitrary to some extent.
Nonetheless, recognising these limitations, the OECD approach is of some use.

8.23 The methodology has been employed by the Scottish Executive to derive a new
Scottish Knowledge Based Industries Index (KBII).  The industries used are high technology
and medium/high technology production industries (ie, engineering of most types and
chemicals and man-made fibres), communications, financial services, business services and

                                                
37 See, for example, Created in Scotland: The Way Forward for Scottish Manufacturing in the 21 st Century,
Scottish Executive, February 2000.

38  There is a view that productivity growth in the UK is understated (compared with the US) because different
methods are used to deflate the current price series for investment in computers and other high-tech equipment.
(A lower price deflator, as in the US, would imply a faster real growth for a given current price series).  This is a
complicated area because of the need to account for rapidly changing improvements in the quality of IT output.
It should be emphasised that there is no suggestion that the different methodologies used for price deflation in
the US and UK/Scotland account for the measured differences in productivity growth in recent years.  But they
probably account for part of the difference.  See, S. Wadhwani, op. cit., for a discussion of recent research
undertaken at the Bank of England on ICT price deflators in the US and UK.
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(some) community and personal services.39  These series constitute just under 58 per cent of
total GDP by (1995) weight.

8.24 Chart 5 compares the growth paths of the seasonally adjusted quarterly series for total
GDP and the KBII in Scotland since 1995.  It can be seen that the latter has grown more
quickly (16.6 per cent, compared with 11.3 per cent, to 2000 Q2).  This implies that the non-
KBII part of the Scottish economy grew by 4 per cent during this period.

Chart 5

Note: 1995=100
Source: Scottish Executive

8.25 The second approach to examining the new economy in Scotland is to focus on
specific components of it.  Three examples illustrate the different ways in which the
statistical base is being enhanced.

* The Scottish Executive is liaising with the ONS and other government developments
on identifying the information requirements for monitoring and evaluating the impact
of e-commerce in the UK economy.  This is an inevitably lengthy process, given the
need to cover all forms of economic activity (households, companies, trade, etc) and
the obligation to be consistent with international standards.

* In the meantime, commissioned survey work produces useful information in particular
areas.  For example, the annual ICT Benchmarking Report for Scotland,
commissioned by DTI/Scottish Enterprise, sets out Scotland’s position against a
number of other countries in terms of the usage of linked ICT media such as websites
and e-mail networks.

                                                
39 The categories are drawn selectively from SIC divisions 24, 29-35, 64 and sections J-K and L-Q.  Further
details are available on request.  There is no financial services adjustment.
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Scottish Enterprise has reported the main findings of the latest (2000) survey as
follows:

- 29 per cent of businesses in Scotland are now trading online, compared with the
UK figure of 27 per cent.  This leads all other benchmarked countries.

- 79 per cent of Scottish businesses have on online presence.  Scotland and the UK
are in a leading group with Canada, the US, Sweden and Germany.

- 53 per cent of Scottish micro businesses (with under 10 employees) are online.
The UK figure is 55 per cent.

- 75 per cent of businesses that are not currently online in Scotland intend to adopt e-
commerce, the same as in the UK as a whole.

- 87 per cent of Scotland’s workforce work in businesses connected to the Internet.

The usual caution is required in the interpretation of survey figures which, in this case,
are based on a sample of 560 firms.  In addition, as the results are weighted by
employment, rather than by the number of enterprises, there might be an upward bias.
However, the report provides useful background information.

* The analysis of the Executive’s GDP data for Scotland, by industry and sector,
enables the detailed trends in relevant output series to be monitored over time.  (In
principle, this is the same methodology as used to replicate the OECD analysis to
derive the Scottish KBII, but at a much more specific level).  Hence, it is estimated
that the narrow definition of the new economy used by Sushil Wadhwani accounts for
2.7 per cent of Scottish GDP and 12 per cent of manufacturing output by (1995)
weight.40  The index of output in these particular manufacturing sectors in Scotland
has increased by 70 per cent since 1995.

9. CONCLUSION

9.1 In the medium to long term, the principal determinant of the improvement in living
standards is the growth of productivity in the whole economy.  Accordingly, the appropriate
analytical framework for examining the New Economy is in terms of its impact on
productivity growth.

9.2 In the US, where the current acceleration of productivity growth after several years of
an economic upswing is highly unusual, if not unprecedented, the new economy has been the
subject of detailed empirical analysis.  The conclusions being reached by academic
researchers are not unanimous; however, the balance of opinion favours the notion that an
acceleration of productivity has occurred outwith, as well as within, those sectors directly
related to ICT production.
                                                
40 For the SIC categories, see Section 5 above, especially footnote 18.  These all lie within the “Manufacture of
Electrical and Optical Equipment” class.  A slightly broader definition (covering the whole of SIC categories 30
and 32) accounts for 11 per cent of manufacturing employment in Scotland (from the 1998 Annual Employment
Survey) and 20 per cent of manufacturing output (by 1995 weight).
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9.3 In the UK (and Scotland), there is, as yet, little evidence in the official statistics of an
acceleration in productivity growth.  Even allowing for measurement difficulties and the
understatement of quality improvements, this suggests that the current impact of the new
economy is open to exaggeration and should be kept in perspective.

9.4 At the same time, it is recognised that the Internet era is characterised by the rapid
speed of dissemination of modern technological developments and the satisfaction of the
interconnectivity condition as a necessary stage for innovative breakthrough in ICT.  The
diffusion of the new technologies is creating winners and losers among firms, with those
businesses – including those in the so-called “old” economy – that are able to take advantage
of the new opportunities being the most likely to benefit, even if only for a limited period.
The lessons of history suggest that it will be consumers who will capture much of the gains
from innovation in the form of increased real wages and higher social welfare.

9.5 The potential impact of the new economy has implications across the full range of
public policy.  For economic development policy, a key issue is how to stimulate and exploit
the enabling factors underpinning technological progress - such as R&D, innovation,
commercialisation and diffusion – through the establishment of the appropriate incentives.  In
addition, there is a requirement to ensure that there is an efficient and competitive
telecommunications infrastructure, so that advantage can be taken of the potential
opportunities of the new forms of global commerce.  It is these factors - together with
improved labour quality and an enhanced capital stock - that will determine the supply side
potential for the growth of productivity and, hence, the improvement in living standards in
Scotland.

Economics Advice and Statistics
Enterprise and Lifelong Learning Department

February 2001
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Research Note for ELL
Committee February 1st  2001

THE SCOTTISH EXECUTIVE’S PROPOSALS FOR LOCAL
ECONOMIC FORUMS

SIMON WAKEFIELD

This note provides an analysis of the Executive’s response to the Enterprise and
Lifelong Learning (ELL) Committee’s local economic development inquiry report,
and more specifically the Scottish Executive’s consultative guidelines for Local
Economic Forums (LEFs).  Enterprise and Lifelong Learning Minster Wendy
Alexander has asked the ELL Committee to respond to the draft Executive
guidelines for LEFs. This note therefore highlights some issues the Committee
may wish to consider in assessing the extent to which the Executive’s guidelines
reflect the original recommendations of the Committee.

KEY REPORTS AND ANNOUNCEMENTS

There have been a number of milestones leading towards the development of the
Local Economic Forums including the following;

§ The ELL Committee published its final report of its first inquiry into local
economic development services on 10th May 2000.

§ The report was debated in the Chamber on 8th June 2000.
§ The Executive’s Framework for Economic Development was published on the

29th June 2000.
§ The Executive launched the Small Business Gateway on 5th  July 2000
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§ The then Minister for Enterprise and Lifelong Learning announced the interim
conclusions from the Executive’s parallel review of enterprise networks on 6th

July 2000.
§ Following a consultative conference in November 2000, the Executive

published two documents:
§ On December 5th 2000 the Executive published a consultative draft of National

Guidelines for Local Economic Forums, which the Minister for Enterprise and
Lifelong Learning asked the ELL Committee to respond to.

§ On December 6th the Scottish Executive Response to the ELL Committee’s
inquiry report was published.

§ On January 30th 2001 the Executive published its strategy for enterprise “A
Smart, Successful Scotland”

SUMMARY OF THE ELL COMMITTEE CONCLUSIONS

The ELL Committee’s report organised its conclusions into the following
categories.

General – identified the duplication, noted the progress in some areas on
partnership working but stated that partnership working alone is not sufficient.

Structures – broadly concluded that the Executive should take the lead in
streamlining local delivery structures, whilst refocusing its own efforts away from
direct delivery to strategic goal setting, including a strong Economic Framework
for Scotland.

Scottish Enterprise and Highlands and Islands Enterprise – SE and HIE
recommended to concentrate on managing the Enterprise Network, setting
strategic targets, introducing core standards for LECs, and setting operational
targets

Local Economic Forums – proposals were broadly
§ An economic forum for each LEC area
§ Membership to include local authorities, the LEC, the Chamber of

Commerce (if any), the Area Tourist Board(s), and representatives of
local higher and further education institutions

§ Each forum to create a local economic strategy, contributing to the
Economic Framework  for Scotland, including the achievement of
measurable outcomes established for it by the Executive

§ The strategy to include identifying the lead agencies, the unambiguous
delineation of responsibilities, and the process for eradicating
duplication

§ The strategy to comprise the economic element of the Community
Planning process

§ As a minimum the strategy to set out the forum’s goals for three years
on a number of areas of activity
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§ Eradicating duplication seen as a crucial first step, with the Executive
penalising publicly funded organisations that do not participate
effectively

§ Progress of forums in achieving goals and eliminating duplication to be
assessed by Audit Scotland in 2002.

A Common Small Business Support Service – recommendation to merge
existing providers into a new nationally branded business support service, with
Enterprise Trusts merged into LECs.

Local Enterprise Companies – LECs should change their status from private to
public bodies, open up their boards to non-business members, increase
transparency, and consider membership systems.  Enterprise Ombudsman
should be appointed.

Tourism – broadly need to “mainstream” tourism as part of economic
development. Area Tourist Boards (ATBs) to be automatically LEF members.
Each LEF strategy to include plan for local achievement of national tourism
strategy.  Local strategy should also include identification of resource inputs from
all local partners.

An Economic Framework for Scotland – welcomed work at the time on
developing the Framework, suggesting that the Framework should incorporate a
vision and an “anchorage” for the related initiatives and agencies.

Business Support Services – recommendations were broadly;
§ Development of account manager system, and mandatory sharing of

information amongst public bodies.
§ Additionally enhancement of the level of support to start-ups, of the numbers of

start-ups that receive support, and that the support received should be long
term and customised.

§ Transparency on criteria for allocation of resources
§ New forms of support and advisors to assist new technology companies
§ Better professional training and formal accreditation, bringing together the

professional associations and training bodies

Lifelong Learning – concluded that lifelong learning is as congested as economic
development, and that greater co-ordination and leadership needed.  Volume
driven training schemes such as Skillseekers seen as too rigid, there being scope
for local flexibility according to local needs.  Progress on portability of
qualifications has been made but more is required.

Workplace Learning – Noted that enlightened employers have done pilot work.
Executive should take the lead and develop a strategy to assist SMEs in this area.
Each Local Economic Forum should also address the issue
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Performance Measurement – Executive should set a consistent framework for
performance measurement.  Executive should ensure independent monitoring of
all agencies'’ performance.  This should be linked to community planning

Economic Data – Recent improvements welcomed.  Need for consistent relevant
data particularly local labour market information.  Executive should ensure
economic information is shared.

THE EXECUTIVE RESPONSE TO THE ELL COMMITTEE REPORT

Overall the Committee’s report contained some 37 separate conclusions.  The
Executive response1 stated that it “agreed” with 28 of these conclusions, 3 were
“noted”, 1 was “agreed in principle”, 4 were “agreed in part” and a further
conclusion recommending the appointment of an Enterprise Ombudsman has
been the subject of a separate consultation.

The Executive was therefore broadly supportive of the Committee’s report and
agreed with the majority of conclusions.  Indeed the Executive has since
implemented a number of initiatives that could be seen as responding to several
of the Committee’s conclusions.  These include

§ Progress towards setting up Local Economic Forums (LEFs) through the
publication of consultative national guidelines2,

§ Production of the Framework for Economic Development (FEDS), and more
recently launch of the Strategy for Enterprise

§ Moves to change the status of LECs (from private to public sector), and
broadening their membership,

§ Launch of the Small Business Gateway.

THE CONSULTATIVE NATIONAL GUIDELINES ON LEFS

The Executive’s consultative guidelines for Local Economic Forums (formal
consultation period ended 31/01/01) contained the following “key messages”;

§ Forums should agree a shared vision and action plan to achieve greater value for the
considerable sums of public money spent on economic development.

§ Businesses are the key drivers of wealth creation.  Forums should therefore look at the
most effective way of engaging businesses, including those in the social economy, in
service design and delivery.

§ Forums should be small and focused with  a core of business, local authorities, the local
learning sector, tourism agencies and the LECs.  We envisage a tight core membership
of around 10 with wider consultative mechanisms.

§ Forums can be major contributors to the economic dimension of community planning.

1 Scottish Executive Response to the Final Report of the Enterprise and Lifelong Learning Committee Inquiry
into the Delivery of Local Economic development Services in Scotland, 6 th December 2000.

2 Local Economic Forums, National Guidelines, Consultative draft.  The Scottish Executive, Enterprise and
Lifelong Learning Department, December 2000.
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§ Forums will lead a process of evaluating “what works” for streamlining existing delivery
processes and partnership structures.

§ Key tasks will be set on an annual basis.  The initial task for Forums will be to focus on
business services including eradicating wasteful duplication and improving standards.

§ The use of Information and Communications Technology should be at the heart of this
service redesign process.

§ If Forums are to achieve sustained superior growth they must be outcome based with
jointly approved targets that deliver greater efficiency and effectiveness in delivery.  The
Scottish Executive and Audit Scotland will assist in this process.

The document also set out an Implementation Timetable

December 2000 Draft Forum National Guidelines Issued

End January 2001 End of period of written comments

Early February 2001 ELL Committee hearings on the responses

Late February 2001 Final National Guidelines Issued

March 2001 Forums set up, with Forum membership submitted to Central
Support Unit
Meeting of Ministerial Task Force

April 2001 Working seminar for Forums on process issues, performance
measurement and target setting

End October 2001 Completion of Mapping exercise, ’what works’ assessment and
review of existing partnership structures.
Action Plans submitted to Central Support Unit

November 2001 Meeting of Ministerial Task Force

December, 2001 Assessment of Action Plans published

January 2002 ELL Committee hearings on Action Plans

February 2002 Meeting of Ministerial Task Force
Guidance on Year 2 process – provisionally lifelong learning and
better labour market matching.

March 2002  Interim Assessment of progress on delivering action –  Scottish
Executive / ELL Committee

January – March 2003 Independent Assessment of Progress by Audit Scotland

April 2003 Review of Process – Scottish Executive/ ELL Committee/Audit
Scotland – Review of future role of Forums.
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ISSUES FOR CONSIDERATION

Minister for Enterprise and Lifelong Learning Wendy Alexander MSP has asked
the ELL Committee to consider and respond to the Executive’s proposals for Local
Economic Forums (LEFs).  Consideration of the following issues may help the
Committee in formulating this response;

§ Do the Executive’s proposals for Local Economic Forums broadly reflect the
“spirit” of the Committee’s conclusions?

§ Should Local Economic Forums be engaged in developing long term
economic strategies for their areas, or should they have time limited and
specific tasks?  The Committee’s report identified both functions for the
Forums.  The Executive’s proposals appear to be more heavily weighted
towards the latter, and state that Forums should review their situation after two
years and indeed if their job is done they should disband.

§ How prescriptive should the Executive be in setting targets to be
delivered locally by the Forums?  The Committee’s report stressed the need
for nationally set goals and targets, with each LEF identifying their local
contribution towards these targets.  The proposals from the Executive state
that Forums should have a “high degree of discretion and self-monitoring”,
although the Forums’ proposals still need to “relate” to the objectives of FEDS.

§ Are the proposed Ministerial Taskforces for the Scottish Enterprise area and
the Highlands and Islands Enterprise area appropriate in concept and
membership?

§ Is the proposed Membership of the Forums appropriate?  The proposals
from the Executive identify very similar organisations.  Both suggest
representation from the LEC, local authorities, and local Area Tourist Board.
However whilst the Committee additionally suggested members to include the
local Chamber of Commerce and representation from local further and higher
education institutions, the Executive’s slightly broader definition identifies
business representatives (including the Chambers of commerce) and learning
sector providers (one from the supply side and one from the demand side).
The Executive also states that the one remaining place on the group might be
taken up in the first year by a social economy organisation.

§ Does the Committee agree with the initial priorities set by the Executive,
specifically the focus on re-organising business development services in year
one?

§ Will the Executive’s proposals help to “mainstream” tourism as a part of the
economic development process?
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If you have any comments or questions about this Research Note, please contact Simon Wakefield
on extension 85372 or simon.wakefield@scottish.parliament.uk .

Research Notes are compiled for the benefit of Members of Parliament and their personal staff.
Authors are available to discuss the contents of these papers with Members and their staff but
cannot advise members of the general public.


