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Business investment performance in Scotland

Kenny Richmond & Jennifer Turnbull, Scottish Enterprise

Abstract

Business investment (including spending on machinery, buildings, ICT, R&D) is a key driver
of productivity. New data shows that Scotland’s business investment rate has been lower
than nearly all other OECD countries for a number of years, resulting in a low level of capital
stock per worker. Scotland’s low business investment is likely due to a number of factors,
including: industrial structure: a small manufacturing sector and larger public sector; weak
business R&D expenditure; low levels of competition, reducing the incentives to invest:
management short-termism in some companies; low productivity reducing potential returns
from investment; and, low wage growth reducing the cost of labour relative to capital.
Business investment by Scottish-owned companies appears to be particularly low. Low
business investment is likely a major reason for Scotland’s low productivity levels and growth.

I Introduction

Business investment - in machinery, buildings, ICT, R&D etc. - is a key driver of productivity,
competitiveness and economic growth. This paper uses new Scottish Government data that
allows, for the first time, a more robust assessment of Scotland’s business investment

performance and how it compares to other OECD economies.

I Why is business investment important?

Business investment is defined as expenditure on':

e transport equipment

e information and communication technology (ICT) equipment
e other machinery and equipment

e cultivated assets (livestock for breeding, tree plantations etc.)

e intellectual property products (including investment in software, research &
development, artistic originals and mineral exploration)

e buildings and other structures.

Research shows that business investment is essential to improving labour productivity?.
Investment in ICT, software, machinery & equipment and R&D allows the adoption and
diffusion of new technologies, which are crucial to increasing labour efficiency and

productivity. Through investment, workforces can be equipped with the latest technologies,

ONS, Business Investment in the UK]
4The UK Productivity Puzzle] Bank of England (2014)



https://www.ons.gov.uk/economy/grossdomesticproductgdp/bulletins/businessinvestment/quarter2aprtojune2016revisedresults
http://www.bankofengland.co.uk/publications/Documents/quarterlybulletin/2014/qb14q201.pdf
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which, in turn, allow them to improve their business processes and produce more and higher-
quality goods and services per unit of input. Investment can increase the levels of capital
stock per worker, and industries with a larger stock of capital per worker tend to have higher

levels of productivity* (e.g. chemical manufacturing etc.).

1] Scotland’s business investment performance

Figure 1: Business investment in Scotland, £m (2015 prices) and relative to GDP
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New data from the Scottish Government allows an assessment of business investment
trends since 1998°. In real terms (i.e. taking into account inflation), Scotland’s business
investment has ranged from £9.3bn a year to £12.3bn - and was £12.2bn in 2015, the latest
year of data. Business investment fell following the financial crisis and only returned to pre-
crisis levels in 2015. However, relative to the size of the Scottish economy, business

investment is lower than pre-2001 levels.

By comparing business investment relative to an economy’s GDP (the business investment
rate), performance across countries can be assessed. The data shows that Scotland’s
business investment rate (7.7%) is the second lowest across all OECD countries - the UK

also performs poorly. This has been the case for quite a number of years; in 2004 Scotland

Investment and Productivity] Conference Board of Canada
1Economic Review] ONS (2014)

5 The data has been included in the| Quarterly National Accounts Scotland Quarter 1 2016|publication, and are classed
as ‘Experimental’ (Table X1)



http://www.conferenceboard.ca/hcp/hot-topics/investprod.aspx
http://webarchive.nationalarchives.gov.uk/20160105160709/http:/www.ons.gov.uk/ons/dcp171766_369727.pdf
http://www.gov.scot/Topics/Statistics/Browse/Economy/QNA2016Q1
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also had the second lowest business investment rate. Scotland has, however, narrowed the
business investment rate performance gap with both the UK and OECD averages since 2004

(by 0.6 and 1.2 percentage points respectively).

For Scotland to match the OECD top quartile average performance, business investment in
Scotland would need to be £10bn a year more, 90% higher than it is currently; and to match

the UK rate, it would need to be £2b a year more, or 20% higher than at present.

To illustrate the size of this business investment ‘gap’ — and excluding self-employed
businesses — a business with 50 employees would need to invest an additional £55,000
investment per annum to match the average UK business investment rate, and fully £270,000

per annum to match the OECD Q1 average.

Figure 2: Business investment relative to GDP (%), Scotland and OECD, 2014

% 20 -
18 -
16 -
14
12 A
10 -
8_
6.
4.
2.
0 -
3282525 g slelelelza s 8 ElEElels|EReEs 5T 8
ECEE R EE R EEE R HE R EREEEIE R R
2Cls% g5|g S P z2B e s|58xlE&ECZTIERESE 35
g2 o a 2|7 |E|%IN| 2 gl 8ln| %2 ®
o(% % 2
Top Quartile Second Quartile Third Quartile Fourth Quartile

Source: OECD, Scottish Government

Scotland’s low business investment rate over a number of years relative to other countries
suggests that the level of capital stock per worker is also lower, negatively affecting

productivity performance.

Vv Reasons for Scotland’s low business investment rate?

There are a number of potential reasons for Scotland’s low business investment rate

compared to other EU and OECD countries.

Industrial structure
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Countries with a larger manufacturing sector (relative to the overall economy) tend to have
higher business investment rates, as R&D and capital equipment spend tends to be higher
in manufacturing than in services companies®. Scotland has a smaller manufacturing sector
than many other OECD countries. However, even when compared to countries with a similar

sized manufacturing sector, Scotland’s business investment rate is still considerably lower.

Figure 3: Business investment rates for countries with similar-sized manufacturing sectors,
2014
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Research by Scottish Enterprise’ on Scotland’s manufacturing sector highlights that
companies in Scotland typically invest less in capital equipment than those in other countries,
particularly smaller and medium-sized businesses which make up most of Scotland’s

manufacturing base. This is due to a number of factors:

e Scottish companies generally “sweat their capital assets” for longer periods with
investment spend tending to be focused on maintenance, repair and
improvement of existing capital assets rather than on acquiring new more
productive assets.

e Scottish companies tend to face a different return on investment (ROI)
parameters for capital expenditure with a shorter payback period being than that
faced by companies in other countries, who take a longer term approach to
investment.

e The culture of ‘early sell-on’ in some Scottish companies limits a longer term

outlook and, therefore, commitment to capital investment.

9JEconomic Outlook] OECD 2015
[Scottish manufacturing research study] Scottish Enterprise (2014)



https://www.oecd.org/eco/outlook/Economic-Outlook-97-Lifting-investment-for-higher-sustainable-growth.pdf
http://www.evaluationsonline.org.uk/evaluations/Search.do?ui=basic&action=showPromoted&id=600
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¢ Investing in the right capital expenditure confidently and consistently needs to be
based on coherent and robust long term business planning; this is a gap in many
Scottish SMEs.

¢ Reluctance by a number of companies to take on long term debt.

There is some evidence that, for the UK as a whole, investment by the manufacturing sector
in ICT is similar to other countries®, and if this is the same for Scotland, it suggests that it is
low investment in physical machinery and equipment and in R&D that is pulling down

Scotland’s overall business investment rate.

Low R&D spend

Figure 4: Business R&D expenditure relative to GDP (%), 2014
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R&D expenditure is a component of overall business investment (generally between 10%
and 20% for many countries). Scotland’s business R&D performance lags most other OECD
countries and is at the bottom of the third quartile. Reasons include Scotland having a smaller
manufacturing sector compared to other countries (R&D tends to be concentrated in
manufacturing) and having few companies in high R&D intensive sectors (such as
automotives and electronics). As with overall business investment, Scotland’s business R&D

rate has been low for a number of years.

9 Short-termism, impatient capital and finance for manufacturing innovation in the UK] UK Government Office for
Science (2013)



https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/283883/ep16-manufacturing-short-termism-capital-finance.pdf
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Weaker competition

Scotland has fewer businesses per head of population than most other EU countries.
Moreover, a lower proportion of Scottish companies export overseas. This may reduce their
exposure to higher levels of competition and therefore reduce their incentive to invest to meet
such competition. Also, the public sector makes up a slightly higher proportion of the
economy in Scotland than some other OECD countries® (measured in terms of employment);
economies with a larger public sector - and hence a smaller private sector - tend to have a

lower business investment rate°.
Management short termism and ‘shareholder value’

Research shows that investment levels are significantly higher in privately-owned companies
than publicly-listed ones with the same characteristics' and a number of studies have
concluded that this is a result of ‘short termism’ within management teams. This, itis argued,
is due to ‘shareholder primacy’ where managers put the interests of shareholders first. This
can result management teams focusing on maximising the short term value of shares and

dividends at the expense of longer term investment'2.

An example of this is the use of profits for ‘share buy-backs’ in order to boost share prices,
or to pay dividends, rather than to fund capital investment as although investment can
improve a company’s long-term performance, in the short-term it can result in a decline in a
company’s share price'®. Management remuneration schemes can further incentivise a focus

on short-term share performance’.

There is a view that ‘the mantra of shareholder value’ has gone further in the UK than other
countries, and that management teams pay (in particular bonuses) is more closely linked to

short term profits than elsewhere®.

There is limited data on the number of companies in Scotland that are publicly-listed. The
business database FAME identifies 94 publicly-listed companies that are headquartered or
have a registered office in Scotland. Of these, 71 employ almost 525,000 people, although a
number are likely to be employed outside Scotland’®. So although an exact figure is not

available, it does suggest that perhaps a relatively large proportion of private sector activity

Y Government at a Glance] OECD 2015 and|Public sector employment in the UK] ONS

19 Source: SE analysis of OECD data

"Who owns a company?|Bank of England 2015

'ho owns a company?|Bank of England 2015

4 Short-termism in business: causes, mechanisms and consequences] Emst & Young

Overcoming Short-termism within British Business] Labour Policy Review (2013)

Britain is held back by its business culture, not the EU] Centre for European Reform (2013)

16 Data was not available for the other 24. FAME does not provide a geographical breakdown of the location of
companies’ employment.



http://www.oecd-ilibrary.org/governance/government-at-a-glance-2015/employment-in-the-public-sector_gov_glance-2015-22-en
http://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/publicsectorpersonnel/bulletins/publicsectoremployment/june2016
http://www.bankofengland.co.uk/publications/Pages/speeches/2015/833.aspx
http://www.bankofengland.co.uk/publications/Pages/speeches/2015/833.aspx
http://www.ey.com/Publication/vwLUAssets/EY_Poland_Report/$FILE/Short-termism_raport_EY.pdf
http://www.policyforum.labour.org.uk/uploads/editor/files/Overcoming_Short-termism.pdf
http://www.cer.org.uk/insights/britain-held-back-its-business-culture-not-eu
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in Scotland is within publicly-listed or owned companies that are more liable perhaps to the

short termism noted above.

New research by the Bank of England'” further highlights extent of short-termism. Of 1,200
UK companies they surveyed, three-quarters put investment behind distribution to
shareholders and investment in financial assets when assessing the most important use of
internally generated funds. A third of companies reported they had invested too little in recent
years, and many of these reported constraints on using internal rather than external funds
(ie using profits) for investment rather than for distribution to shareholders or purchasing

financial assets (including M&A).

Research by McKinsey'® of US companies suggests that those that take a ‘long-term view’
invested more than their ‘short-term’ peers, and reported better performance on measures
such as revenue, jobs and earnings growth, and has less revenue volatility. This highlights

the benefits to companies that focus on long-term investment.
Low productivity and wage growth

The UK (and Scotland’s) relatively weak productivity (both growth and level) compared to
some other countries may be a factor in deterring investment if future returns (profits) are
expected to be low. Also, recent weak wage growth following the recession has reduced the
cost of labour relative to capital, and this may have led some businesses to actively use more

labour-intensive forms of production rather than investing in capital.
Low business investment by indigenous businesses

For the UK as a whole, tangible capital investment (so excluding Intellectual Property (IP)
and R&D spend) by foreign-owned businesses accounts for a significant proportion (28%) of
total business investment; this is higher than in many other OECD countries?. It is likely to

be similar for Scotland?'.

The business investment rate in the UK and Scotland is lower than in most other countries,
and a high proportion of the business investment that is undertaken is by foreign-owned
businesses. This suggests that investment in the UK and Scotland by domestically-owned

businesses is particularly weak compared to other countries. For example, we know that for

7| The financial system and productive investment: new survey evidence) Bank of England 2017
"I Where companies with a long-term view outperform their peers] McKinsey 2017

The great British jobs and productivity mystery] Royal Economic Society 2014

Economic Outlook] OECD 2015

21 Data for Scotland is not available.

20


http://www.bankofengland.co.uk/publications/Pages/quarterlybulletin/2017/q1/prerelease.aspx
http://www.mckinsey.com/global-themes/long-term-capitalism/where-companies-with-a-long-term-view-outperform-their-peers?cid=other-eml-alt-mgi-mgi-oth-1702
http://www.res.org.uk/details/mediabrief/6194611/THE-GREAT-BRITISH-JOBS-AND-PRODUCTIVITY-MYSTERY.html
https://www.oecd.org/eco/outlook/Economic-Outlook-97-Lifting-investment-for-higher-sustainable-growth.pdf
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business R&D in Scotland, 68% is carried out by overseas-owned companies®? despite them

accounting for just 35% of Scotland’s GVAZ.

Figure 5: Tangible capital investment by foreign owned businesses as % total business

investment, 2012

%

Source: OECD

There are, therefore, likely to be a number of reasons for Scotland’s low business investment

rate compared to nearly all other OECD countries:

e Scotland’s small manufacturing sector, relative to the overall economy

e Scotland’s relatively large public sector, compared to many other countries

e Low R&D investment, particularly by Scottish-owned businesses

¢ Weak competition reducing the incentives to invest

¢ Management team short-termism in some companies, particularly publicly-owned
ones.

e Low wage growth, reducing the cost of labour relative to capital.

e Low business investment by Scottish-owned businesses.

Investment in intangible ‘knowledge based capital’

Research shows that investment by businesses in intangible ‘knowledge based capital’ such
brand equity, design, human capital development, training and organisational capital is

important to economic and productivity growth?4.

NN
@

Scottish Government
Who owns businesses in the UK?JONS
24 OECD Science, Technology and Industry Scoreboard] 2013



http://www.gov.scot/Topics/Statistics/Browse/Business/RD/Table22
http://webarchive.nationalarchives.gov.uk/20160105160709/http:/www.ons.gov.uk/ons/rel/abs/annual-business-survey/ownership-in-the-uk--2013/sty-abs-bus-own.html
http://www.oecd-ilibrary.org/docserver/download/9213051e.pdf?expires=1478533468&id=id&accname=guest&checksum=1035E0E896FDEF7B6870D047748274F6
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Investment in intangible knowledge based assets in the UK is higher than most other OECD
countries?®, and this may reflect that the service sector here accounts for a higher proportion
of the economy. It is likely that Scottish rates of intangible investment are around the same

level as the UK’s as Scotland’s economic structure is broadly similar to that of the UK.

However, it is unclear the extent to which higher intangible investment offsets weak tangible

and R&D investment in terms of the UK’s productivity performance.

Figure 6: Investment in intangible knowledge assets (brand equity, design, human capital

development, training and organisation capital) as % of industry sector GVA, 2013
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V Conclusions and implications for Scotland

This new data allows, for the first time, a more robust assessment of Scotland’s poor
business investment performance. They show that Scotland’s business investment rate has
lagged that of the UK and other OECD countries for many years — and that the gap between

Scotland and the better performing OECD countries is very significant.

As a result, the level of accumulated capital stock per employee in Scotland is very likely to
be lower than in other countries thereby negatively affecting both the competitiveness and

productivity performance of many Scottish companies.

2YOECD Science. Technology and Industry Scoreboard] 2013 and{OECD Science, Technology and Industry
2015
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The data does not allow a detailed assessment of business investment activity (for example,
by sector or business size), but the available evidence suggests a range of potential causes
of Scotland’s relatively poor performance including its industrial structure (relatively small
manufacturing and relatively large public sector), low R&D, weak inter-firm competition and
short-termism among some management teams in Scotland’s publically-owned — and large

- companies.
Policy implications and responses

Scottish Enterprise supports businesses to invest; its Account Management support raises
business growth ambition and helps businesses realise their growth plans through increased
innovation, internationalisation, and business efficiency, which in turn help stimulate

business investment.

For Scotland’s industrial sector, the Manufacturing Action Plan2® sets out a number of key
actions to encourage and support investment. This includes growing the ambition and
strategic skills of business leaders and management teams to increase investment;
developing workforce skills to better use and deploy technology and equipment; promoting
the productivity benefits of investing in modern and more energy-efficient equipment and
SMART manufacturing technologies; and supporting and encouraging increased innovation
and R&D.

As part of the Action Plan, the Scottish Manufacturing Advisory Service (SMAS) has
launched the Manufacturing Capital Asset Review service to assist companies to assess the
benefits of investing in advanced manufacturing technologies and equipment, and providing
investment case support. This includes financial readiness support to help secure investment
from funders. SMAS aims to complete over 600 reviews over the three years to 2020. The
benefits of these reviews, in terms of increased business investment, will be monitored over

time.

Other examples of support to encourage Scotland’s businesses to invest include grants such
as Regional Selective Assistance, Environmental Aid, property support, as well as access to
funding support, for example through Scottish Investment Bank funds. Over the past three
years (2013/4 to 2015/16), Scottish Enterprise support has resulted in over £830m of planned

capital expenditure by Scottish businesses.

R&D support to companies includes grants and the key sector funding programmes (such as
the Renewable Energy Investment Fund), and the development of sector assets - such as

the Scottish Innovation Centres and the Advanced Forming Research Centre (AFRC) - that

2 Scotland’s manufacturing action plan]

10
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attract and stimulate business R&D. Over the past three years (2013/4 to 2015/16), Scottish
Enterprise support has resulted in almost £495m of planned R&D expenditure by Scottish
businesses.

This suggests that on an annual basis, Scottish Enterprise direct capital and R&D support
has increased business investment in Scotland by around £450m a year, contributing 3.5%
- 4% to overall Scottish business investment. However, Scottish Enterprise support alone will
not make a significant impact in closing Scotland’s business investment performance gap
with other EU or OECD countries.

To achieve such a step change in Scotland’s business investment rate would require
significant growth in R&D and capital investment, in particular by Scotland’s domestically-
owned companies. Were this to happen, it would raise capital stock levels, positively
contributing to productivity. More businesses need to be encouraged to take a longer term
view and invest in new technology, machinery and equipment rather than ‘sweating’ existing
assets, and to invest in R&D and innovation to improve processes and introduce new
products and services. Raising the ambition and skills of management teams to develop and
implement long-term growth plans, and to recognise the long-term benefits of business

investment, will be key to closing Scotland’s business investment performance gap.

Kenny Richmond
Economics Director, Scottish Enterprise
[Kenny.Richmond@scotent.co.uk|

Jennifer Turnbull
Economic Team, Scottish Enterprise
[Jennifer. Turnbull@scotent.co.uk]
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