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Ms Mary Coughlan, TD

Tanaiste and Minister for Enterprise, Trade and Employment

Dear Tanaiste,

On behalf of the Services Strategy Group, | am pleased to submit our report “Catching the Wave: A
Services Strategy for Ireland”. In preparing this report, the Group has held a broad consultation
process and we are grateful to those who prepared written submissions or made presentations to
the Group.

Over the past two decades, Ireland has succeeded in developing a very strong services sector, which
makes a very significant contribution to the national economy. Notwithstanding the current
slowdown in the Irish economy, experts agree that the services sector will serve as the engine of
growth for the future of the Irish economy.

The importance of the services sector to the economy, however, has not yet been fully reflected in
enterprise policy. Changes in technology, business models, value chains, markets and international
trade regulations present both opportunities and challenges for service enterprises. To realise these
opportunities, the Group recommends action on three fronts:

= Realising the opportunities to further grow and diversify Irish services exports;

= Encouraging internationalisation, where Irish service enterprises establish operations in overseas
markets;

= Recognising the important role of Irish service enterprises that trade locally on the domestic
market, and ensuring that these are efficient and productive.

The Services Strategy Group believes that a shift in thinking is needed, so that services are brought
into the heart of enterprise policy. Of course, it will be up to private businesses to take advantage
of the opportunities offered in services. Our report sets out how the State can pave the way by
ensuring that barriers are removed and conditions optimised, and makes a number of
recommendations. Implementing these will make a real difference to the future growth and health
of the services sector.

As Chair of the Services Strategy Group | would like to thank all the members of the Group who have
given generously of their time and expertise, and whose contributions are reflected in this report.
On behalf of the Group | also wish to thank the Forfas Secretariat for their commitment, energy and
professionalism throughout the process.

/\; i Nt
PRI
Tony Keohane

Chair, Services Strategy Group
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Foreword by the Tanaiste

Ireland is one of the world’s leading service exporting countries worldwide. In per capita terms, we
punch well above our weight: we account for 2.7 percent of world services exports, and are
currently the 10th highest exporter of services in the world.

Nonetheless, the current economic slowdown demonstrates how such accomplishments should not
be taken for granted. Ireland does indeed have the potential to sustain economic growth through
services. The ESRI forecasts that by 2025 services could account for over 70 percent of Irish exports
and for nearly 80 percent of our GDP.

Realising this potential will crucially depend on creating the right conditions for fostering services in
a globalised environment. Therefore, | welcome this report by the Services Strategy Group,
“Catching the Wave: A Services Strategy for Ireland”.

I would like to thank the Chair and Members of the Services Strategy Group for producing an
extremely well researched and thought-provoking report that will guide the development of our
Services Strategy into the future.

oty lrptan

Mary Coughlan, TD

Tanaiste and Minister for Enterprise, Trade and Employment
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About the Services Strategy Group

Both worldwide and in Ireland, services are rapidly increasing in importance, and are increasingly
traded internationally. Recognising this, in July 2007 Forfas set up a Services Strategy Group, made
up of representatives of industry, academia, government departments and state agencies, to
develop a comprehensive, forward-looking assessment of how to maximise the returns to Ireland
from services.

Vision
The Group’s vision was to examine how to position Irish enterprise within the context of globalised

services, and how to achieve sustainability and continuing competitive advantage. The three
strategic imperatives around which the vision developed were:

= How to further grow and diversify Ireland’s services exports;

= How to grow a cadre of Irish services companies with the potential to expand into international
markets; and

= How to develop productive and competitive locally traded services.

Objectives

The Group’s objectives were to:

= Assess ways of maximising the returns to Ireland from services activities in all enterprises, both
current and potential; and

=  Make a limited number of recommendations on how to achieve this.

How this report is structured

This report is in two parts:

= Part A assesses the current state of the Irish services sector in light of the growing importance
of services globally. It also examines three distinct categories of services in the Irish economy,
each with its own challenges and opportunities.

= Part B examines broader horizontal measures that will enable the Irish services sector to realise
its potential.
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PART A: Challenges and Opportunities

The changing nature of services in an increasingly globalised economy brings with it significant
challenges and opportunities for Irish firms. The Irish services sector has already achieved
substantial penetration into overseas markets, and Ireland is per capita the strongest exporter of
services in the world. The very importance of the sector to Ireland means that we need to work
hard to maintain its competitiveness in global markets.

Ireland’s export performance in services is largely based on two sectors: financial services and ICT.
While it is important to ensure the continued growth of these sectors, there are many other
opportunities that are currently under-exploited, and many new opportunities opening up. Changes
in international markets, such as those brought about by the EU Services Directive, mean that the
enterprise sector and the State must develop a coordinated response in order to maximise the
benefit to Ireland.

= Chapter 1, The Growing Economic Contribution of Services, looks at trends in the services sector
internationally and in Ireland.

= Chapter 2, Services: Diverse Activities, Diverse Needs looks at how we might respond to the
varied needs of the services sector.
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Chapter 1: The Growing Economic Contribution of Services

The importance of services in modern developed economies cannot be overstated. Over the past
number of years, many reports and commentators have noted the increasing reliance on services,
saying that Ireland was ‘becoming a service economy’. The process has been gradual, but there is
no doubt that Ireland today, along with every developed economy, has already become a service
economy.

Services are increasingly important in developed economies for a number of reasons:
= High-earning consumers tend to spend a greater proportion of their income on services;
= More complex and sophisticated lifestyles in developed economies demand more services;

= Advanced technologies stimulate the demand for new and improved services, and facilitate
their delivery; and

= Developed business models incorporate more service elements, and often rely on outsourced
service provision.

In Ireland today, two out of every three workers are employed in services, and the sector
contributes well over sixty percent of value added in the economy. Ireland has also established
itself as one of the world’s top exporters of services.

The services sector makes a very substantial contribution to the Exchequer, and - in internationally
traded services - the level of employment generated in ancillary and downstream services is
considerably greater than that generated by manufacturing.

This chapter examines a number of trends in the global services sector and how they are reflected
in the Irish economy. These trends suggest that the enterprise policy framework that has served us
well in the past now needs to be updated to take account of changes at home and abroad.

1.1. Global Trends

Throughout the developed world, the services sector accounts for the bulk of economic activity, in
terms of both employment and value added. Services are also increasingly internationally tradable
and account for a growing proportion of total world trade.

1.1.1 Services: over 60 percent of OECD employment

A process of structural change has taken place worldwide, where the dominant element in the
structure of every developed economy has gradually shifted from agriculture to manufacturing, and
in turn from manufacturing to services. Today, the services sector accounts for over 60 percent of
employment in the majority of OECD countries. Services have become the main driver of growth.
Since 1986, service sector employment in G7 economies has increased by almost 20 percent, while
agricultural employment fell by almost 40 percent. Manufacturing employment held up until about
1990, but has since fallen significantly (Figure 1.1).
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Figure 1.1: Employment by Broad Economic Sectors, G7 1986-2006 (1986 = 100%)

140%
120%
100% q
80% - —
N

60%
40%
20%
0%

O 0 o o~ < O [} o o~ < O

o] [ce] o o o o o o o o o

o o o o o o o o o o o

— — — — — -— -— ~ ~ ~ ~

Agriculture === |ndustry === Services

Source: OECD Labour Force Statistics

1.1.2 Services jobs: quality jobs

In both manufacturing and services, there are occupations requiring different levels of skill. While
the services sector includes some low-paid, low-skilled occupations (mostly in personal services), it
also includes some of the most skilled and best remunerated ones. In the UK, for example, services
industries have consistently provided more high-skill jobs and fewer low-skill jobs than
manufacturing industries (Figure 1.2).

Figure 1.2: Skill Profile of Manufacturing and Services, UK 1970 - 2004
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1990 k 1990
|

1970 % 1970
| |
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Source: Forfas calculations based on EU KLEMS database
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This is also true for other countries. In the US, for example, more than 30 percent of service jobs
are in the highest skill category of ‘professional, technical, managerial and administrative
occupations’, while only 12 percent of manufacturing jobs are in this category'.

With regard to job security, the services sector is more dynamic - job creation and job destruction
are both greater in services than in manufacturing, but the services sector as a whole creates more
jobs than it loses. The dynamic nature of the service sector thus maximises lifetime employment
opportunities, if not the same ‘job-for-life’.

1.1.3 Services: almost 70 percent of value added in the OECD

In the years between 1988 and 2004, value added in the services sector grew from 60 percent to
almost 69 percent of total value added in the OECD (Figure 1.3). And in 13 OECD countries,
including the majority of the G7 economies, the services sector now generates more than 70
percent of total value added.

Figure 1.3: OECD Gross Value Added 1988 - 2004
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" OECD (2005) "Enhancing the Performance of Service Sectors".
2 MGI (2005) "Domestic services: The hidden key to growth".
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1.1.4 A growing proportion of world trade

Services account for a growing proportion of total world trade. Trade in commercial services® rose
from 16 percent of total world trade in 1980 to almost 20 percent in 2006. In the same period, the
value of international trade in services increased by a factor of seven (measured in USS) (Figure
1.4). A wide variety of services are now traded across borders, including finance, insurance,
computer-related activities, R&D, advertising, marketing, accounting and consultancy. These
sectors now account for 20 to 30 percent of value added in the total world economy, up from 10 to
20 percent in 1980-.

Figure 1.4: Trade in Commercial Services, 1980 - 2006
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One of the main drivers of the rise in international trade in services is the increased practice of
sourcing service inputs from abroad. This has been facilitated mainly by technological advances,
such as the development of broadband services, supported by regulatory reform and trade
liberalisation. This trend is expected to accelerate in coming years. In parallel with this
development, companies are increasingly outsourcing service-related activities to service
specialists: according to OECD estimates, up to 20 percent of jobs in some countries could be
affected by domestic or global outsourcing.

* This category includes Transport, Tourism, Communications, Insurance, Financial Services, Computer Services, Royalties and Licences,
Other Business Services, and Other Services n.e.c

4 OECD (2005), Enhancing the Performance of the Services Sector

5 OECD Growth in Services - Fostering Employment, Productivity and Innovation 2005
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1.2. Irish Trends

1.2.1 Two out of three workers in Ireland

Two out of every three workers in Ireland are now employed in the service sector. Moreover, the
recent sharp increase in total employment in Ireland has been overwhelmingly driven by the service
sector: between 1998 and 2007 over 670,000 people entered employment; in this period, services
employment increased by 520,000, while construction increased by 160,000 (Figure 1.5).

Figure 1.5: Structure of Irish Employment, 1997 - 2007
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1.2.2 Significant numbers of high skilled jobs

As is the case internationally, the services sector in Ireland provides a significant number of high-
skill jobs. In fact, a greater proportion of service sector employees are engaged in high-skill
occupations than is the case for the overall economy (Figure 1.6). (Note, however, that the
proportion of low-skill jobs in services is also greater.) Skill levels differ considerably from sector to
sector: almost 52 percent of employees in Financial and Business Services are engaged in high-skill
occupations, whereas less than 19 percent of employees in Hotels and Restaurants are in the same
categoryse.

© €SO data
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Figure 1.6: Skills Profile in Ireland, 2007
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The employment figures referenced above still do not fully reflect the importance of service
activities in the economy. This is because of the increased blurring between sectors. More and more
service activities are now taking place within manufacturing firms - this is the so-called servicisation
of manufacturing. Statistically, these service activities are counted as part of the manufacturing
sector, because they take place within manufacturing firms. The CSO estimates that currently about
35 percent of workers in the manufacturing sector in Ireland are engaged in services-type activities,
and this number is continuing to increase (Figure 1.7).

Figure 1.7: Share of production and services (clerical and managerial) workers in Irish

manufacturing, 2000 and 2007
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1.2.3 Services contribute 60 percent of Irish value added

The services sector in Ireland contributes approximately 64 percent of total value added in the
economy - a proportion that has remained stable over the past decade. This is slightly less than the
OECD average - a fact that can be explained by the particularly strong growth of the construction
sector in Ireland, which was not replicated in other OECD countries.

In absolute terms, growth in services value added has been very pronounced. Between 1997 and
2007 Ireland’s GVA more than doubled, from €60 billion to nearly €170 billion. Two thirds of this
growth was in the services sector, which increased from €34 billion to €109 billion, while GVA in
building and construction increased from €3 billion to €17 billion, and GVA in industry grew from €20
billion to €40 billion (Figure 1.8).

Figure 1.8: Structure of Irish GVA, 1997 - 2007 (€m)
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1.2.4 Services: an increasing proportion of Irish exports

Over the past thirty years, Ireland has risen to become the 10th highest exporter of services in the
world, increasing its share of world services exports from 0.36 percent in 1980 to 2.7 percent in
2007 (see Table 1.1). As the other countries in the table all have considerably larger populations, in
per capita terms Ireland is by far the biggest exporter of services in the world.
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Table 1.1: The World’s Leading Exporting Countries of Commercial Services, 2007
United States 454 13.9

United Kingdom 263 8.1
Germany 197 6.1
NEDED 136 4.2
France 130 4

Spain 127 3.9
China 127 3.9

Country

Italy 109 3.3
Netherlands 91 2.8
Ireland 87 2.7
86 2.7
Hong Kong 82 2.5
Belgium 73 2.2
Singapore 66 2
Korea, Republic of 64 2

Source: WTO Online Data

In the seven years from 2000 to 2007, the contribution of services to total Irish exports doubled,
from 21 percent to 43 percent. Computer-related services account for 29 percent of total services
exports, and Insurance and Finance services between them account for 25 percent (see Figure 1.9).

Figure 1.9: Irish Exports and Imports by Services Sector, 2007 (€m)

35000
30000 +
W Exports (m) Imports (m) -
N~
25000 5 3
- &
20000 =
15000
S -
~ —
10000 - - % T
I
8 -
5000 | 3 - . I . o
X ) ~
0 ,J — | —
£ T 2 g it 5 o 8 2 g
2 5 3 S g g 58 2 2 . 2
a g 9 ] © S a=< < s 9 s
c > o] = | > [ w9 |-
© B © kS 2 (7} E 5 R =g (7}
= = c c ) c & i a s n
= 3 2 = = © 3 5 & 5
[ € ‘S 20 c ¥ =
£ c = =) =]
o ] © o o
o £ Y
e 4

Source: CSO Balance of Payments 2007

Catching the Wave: A Services Strategy for Ireland 16 September 2008



The overall Irish trade balance in 2007 was broadly similar to 2001 (Table 1.2), but the make-up of
that balance changed markedly in the intervening years: the deficit in the balance of services trade
has steadily improved, while the surplus in manufacturing trade has shrunk’.

Table 1.2: Irish Balance of Trade, 2001 - 2007

Balance of Trade 2001 2002 | 2003 | 2004 m 2006 | 2007

Merchandise (€ m) 30,494 35,442 32,604 31,426 28,218 25,389 22,878

Services (€ m) -13,259 -13,779 -11,091 -10,203 -9,303 -7,419  -3,963

Source: CSO data

1.2.5 Services fuelling sustainable growth

While it is now widely accepted that services account for the bulk of economic activity and are
driving growth in the Irish economy, it is less widely accepted that growth based on services can be
sustainable. A perception persists that manufacturing is the preferred - or even the only - route to
economic development, largely because of its reputed ‘multiplier’ effect in adding value to the
domestic economy. Recent research by the Economic and Social Research Institute (ESRI) and Forfas
dispels this notion.

The ESRI has shown that the multiplier for services exports is higher than for goods exports - this
means that, euro for euro, services exports provide a bigger injection into the domestic economy
than do exports of goods.

The ESRI’s Medium Term Review 2008-2015 notes ‘The shift from dependence on growth in the
manufacturing sector to growth in business and financial services as the driver of the economy has
important implications for industrial policy and for policy on R&D and human capital. ... [I]n the
future most of the additional jobs will be in the business and financial sector.’

Internal Forfas work on agency-supported firms confirms this finding using employment figures:

= Every 100 jobs in internationally traded services firms support an additional 99 service jobs in
Ireland; while

= Every 100 jobs in manufacturing firms support an additional 74 service jobs in Ireland.

1.2.6 Other areas of economic contribution

The services sector also makes a significant contribution to the Irish economy in taxes and in terms
of expenditure in the domestic economy. Table 1.3 shows the corporation tax yield from
internationally trading agency-assisted services firms in the four years to 2006. Table 1.4 shows
expenditure in Ireland by Irish-based internationally traded services firms in the seven years to
2006.

7 See, however, footnote on page 20.
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Table 1.3: Corporation Tax from Agency-Assisted Internationally Traded Services Firms

Irish-owned Internationally Traded Services (Agency- 40,400 39,609 47,306 51,282
Assisted)
Foreign-owned Internationally Traded Services 409,714 450,049 543,013 509,827

(Agency-Assisted)

Overall Corporation Tax (2) 5,161,370 5,331,596 5,491,687 6,683,247

8.72% 9.18% 10.75%

Table 1.4: Expenditure in Ireland by Agency-assisted Internationally Traded Services Firms

- 2000 2001 2002 2003 2004 2005 2006

Materlals 2,111,408 2,252,340 2,572,786 2,207,123 2,079,808 1,893,151 1,986,669

Internationally Traded Services Firms (Agency-

Assisted) as % of Overall Corporation Tax [ (1) / (2) ]

Source: Forfas Agency Data

Serv1ces 3,826,649 3,590,328 3,259,874 3,882,045 3,770,327 3,636,475 3,486,598
Wages 2,464,572 3,132,104 3,021,060 2,901,126 3,042,341 3,379,573 3,528,250

Total 8,402,629 8,974,772 8,853,721 8,990,294 8,892,476 8,909,200 9,001,517

Source: Forfas Agency data

1.3 Need for Improved Services Data

From the available data, the dominant role of the services sector worldwide and in the Irish
economy is clear - modern developed economies are now well and truly service economies.

However, while a high-level overview can be derived based on available data, significant challenges
remain in measuring services, not only in Ireland, but across most OECD countries. More
comprehensive services metrics are urgently needed in the following areas to inform policy
decisions:

= Real output of services;

= Exports and imports of services by Irish and foreign-owned firms;

= Analysis of relationships between services and the rest of the economy;
= Productivity in services;

*= Quality and quality change of services;

= Employment, wages/salaries, skill levels and occupational roles; and

= Increased sectoral and regional coverage.
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From a public policy perspective, it is also important that these metrics are made available in a
timely manner.

Recommendation 1.1: Improve coverage and quality of services statistics, to better inform
public policy in the service economy.

Action: Central Statistics Office
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Chapter 2: Services: Diverse Activities, Diverse Needs

As we have seen in Chapter 1, services are now the main driver of the economy, in terms of both
wealth creation and employment. In this context, enterprise policies that are shaped mainly by
the needs of manufacturing look increasingly dated and inappropriate. Ireland must develop a
strategic, global and forward-looking framework that will enable the country to realise the full
potential of the services sector, while continuing to foster the important contribution of
manufacturing.

Service activities vary widely in terms of the markets they serve, the knowledge and skills
required to deliver them, and the extent to which technology is necessary to provide them.
Service enterprises differ in terms of their size and ambition, and the challenges and
opportunities they face.

From the point-of-view of enterprise policy, three distinct categories of service activities can be
identified:

= Services that are traded internationally by exporting to the country of destination;

= Services that are traded internationally by establishing a commercial presence in the country
of destination; and

= Services that are traded only locally.

Each of these has different needs, each makes a different contribution to the economy, and the
role of the State in fostering its development is different in each case.

2.1 Services exports

The first category covers firms that export services from Ireland to another country, where the work
(or most of it) is actually carried out in Ireland. The economic returns from such activities are
considerable and well-defined:

= Foreign exchange flows into the economy;
= Direct and significant employment in Ireland in all business functions; and
= Profit flows back into the Irish economy.

Such services currently account for about 43 percent of Irish exports, and this is estimated to
increase to 50 percent by 2010¢.

While Ireland is currently a net importer of services, the gap between imports and exports is
narrowing - from over €9 billion in 2005 to €7 billion in 2006 (Table 2.1)°. The indications are that
the gap narrowed further in 2007, to about €4 billion.

8 ESRI Medium Term Review 2008-2015

° The aggregate figures are somewhat distorted by the inclusion of Royalties and Licences: these imports are largely a reflection of the extent
of foreign-owned manufacturing activity in Ireland, and are a good indicator of how well Ireland performs in attracting manufacturing MNCs
into the country. Without Royalties and Licences, the balance of trade in services is very much in Ireland’s favour - approximately €6 billion in
2005, €9 billion in 2006 and €14 billion in 2007.
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Table 2.1: Irish Service Exports and Imports 2005 - 2006 (in €m)

2005 2006

Services
Imports

Total

Transport

Tourism and Travel
Communications
Insurance
Financial Services
Computer Services

Royalties/Licences

Other Business Services

of

which

Merchanting

Other trade related services
Operational leasing

Legal, accounting and other

professional services
Advertising and market research

Research and development

Architectural engineering and
other technical services

Management services between

affiliates

Other

Other Services

* Suppressed by CSO for confidentiality reasons but included in ‘Other business services’ total

Source: CSO International Balance of Payments data

Services
Exports

48,219
2,131
3,863
432
6,909
4,850
15,755
623
13,072
4,018
329
4,076

350

330
595

1,877

Services
Imports

57,521
1,982
4,898

709
5,976
2,654

352

15,482

25,313

0
7,609
813
581

3,831
259

3,564
156

Services
Exports

55,051
2,334
4,258
417
8,790
6,188
16,747
818
14,897
3,585
352
5,398

331

236
632

1,796
607

62,471
2,024
5,446

765
7,167
3,750

531

16,564

26,048

0
8,128
927
618

3,743
330

3,684
176

Overall, Ireland's export performance in services is impressive. Despite the small size of the

economy, Ireland is the 10th largest exporter of services in the world, after the USA, UK, Germany,

France, Japan, ltaly, Spain, the Netherlands, China, Hong Kong and India.
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Table 2.2 below details Ireland’s services exports for 2005 by sector, with comparable figures for

the Netherlands and the UK.

Table 2.2: Exports in Services: Ireland, Netherlands and UK (2005)

[ ServicesExports  |ieland | Netherlands Juk |
% % %
46 23.3 16.3
8.3 .4 15.1
0.9 4.1 2.7
0 3 05
14.8 05 1.4
10.1 12 208
32.6 4.1 5.2
1 .1 6.5
26.2 3.3 27.9
0.6 1 1.8
0.9 2.1 1.8

Source: WTO

Ireland’s current performance is concentrated in two sectors - ICT and insurance/financial services,
which together account for well over half of Ireland’s services exports. While it is of critical
importance to continue to support these sectors, and to foster their development and growth into
the future, there are significant opportunities outside these sectors - opportunities that are
becoming more real with the liberalisation of export markets for services. For example, it is
estimated that implementation of the EU Services Directive could increase EU trade in commercial
services by as much as 30 percent.

Based on the work of the Enterprise Strategy Group and on its own commissioned research, the
Services Strategy Group has identified a number of sectors and activities with significant potential
for export growth® (Tables 2.3a and 2.3b).

% Sectors and activities identified by the Enterprise Strategy Group were analysed and refined by Publica Consultants on behalf of the Services
Strategy Group. In examining a selection of service sub-sectors, Publica Consultants evaluated the opportunities for internationalisation
associated with their main constituent industries. The evaluation took account of existing strengths and weaknesses, and of current and
emerging opportunities for Irish businesses.

N
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Table 2.3a: Sectors with Potential for Diversifying Ireland's Services Export Base™

Opportunity

Education Services

Healthcare Services

Creative Services
(Entertainment and Media)

Maritime Services

Aviation Services

Tourism

Construction Related Services
(Engineering, Environmental
& Architectural)

Agricultural and Bloodstock
Services

Professional and Consultancy
Services

Financial Services

Computer Services &

Software

Business Services

Higher education overseas students (Third level/Fourth Level)
Executive education

English as a foreign language

elLearning

eClinical Trials

Health consultancy and clinical services, education and training
Visitors to Ireland: Private hospitals & clinics, Private consultants

Digital media eGames/eMusic Wireless communications

European/global headquarter and support services
International transshipment hub

Headquarter functions
Financial services (incl. Leasing)

Aviation training

International contracts

Provision of solutions
Aid-development fund programmes
Collaborative partnerships

Litigation support Sector specific expertise
Investment banking Reinsurance
Asset management Venture capital

Aircraft leasing

Software products (and associated services)

Web-based business Business process IT outsourcing
IT consultancy and services Data services

Supply chain services
Visitors to Ireland - Bus tours/Tourist services/Tour operator

Technical consulting Legal services

Architecture Security monitoring
Technical testing and analysis Visitors to Ireland: Training
Training

Source: ESG & Publica Consulting

" The notion of Ireland's export base is taken in its broadest sense to include both cross-border delivery of services as well as provision
of services through movement of people (i.e. visitors to Ireland).
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Table 2.3b: Activities with Potential for Diversifying Ireland's Services Export Base

Activity Opportunity
Franchising European franchise management

International Sales and Attraction of FDI in sales and marketing - companies at early stage of

Marketing internationalisation

Electronic Commerce B2C eServices (hosting, ticketing)
eRetailing

European Headquarters Early stage companies seeking to internationalise, marketing Ireland's

holding company regime to established companies

Shared and Outsourced Services with increased complexity (legal, paralegal, market research,
Business Processes risk management etc.)

Collaborative and transformational outsourcing

Supply Chain Management Global hub

A [HPETEWIEREEENERIEE Electronic records and information management services

Source: ESG & Publica Consulting

The development agencies are already investigating opportunities in a number of these areas. More
work is needed in order to match these opportunities against existing strengths in the Irish
enterprise sector, and to identify more precisely the areas of greatest potential, both for indigenous
industry and for foreign direct investment.

Recommendation 2.1: Carry out in-depth sectoral analysis to identify areas with most
potential for services exports. Repeat such analysis at regular intervals to ensure that Ireland
maintains the ability to adapt to emerging trends.

Action: Enterprise Ireland and IDA Ireland

Many opportunities could be realised by developing relationships between foreign-owned companies
and indigenous sub-suppliers. Such relationships would benefit the firms involved, transfer skills and
knowledge into the indigenous firm, and would also embed the foreign-owned company more
securely in the Irish economy.

Recommendation 2.2: Continue to develop close linkages between the enterprise development
agencies in order to identify and capitalise on opportunities for business relationships between
indigenous service companies and foreign-owned firms.

Action: Enterprise development agencies
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2.2 Services Firms Establishing Commercial Presence Abroad

The second category of services is those that require a physical presence abroad, in the market of
delivery. In Ireland, the increasing globalisation of markets for services has manifested itself in
recent years with the arrival of large retailers, professional services firms, financial services
institutions, restaurants, hotels, and other service providers whose ownership and headquarters are
in other countries.

These firms contribute to the Irish economy by creating employment and paying taxes, and their
presence here increases levels of competition, which in turn results in higher productivity
throughout the sector. Their profits, however, are repatriated to their home base, and the higher-
level job functions and the higher-paid headquarters jobs are not generally located in Ireland.

However, this trend has not been one-way: a number of Irish companies have established operations
in other countries, in areas as diverse as sandwich bars and software. This type of expansion, where
companies establish commercial presence and business activities in overseas markets, is often
referred to as ‘Outward Direct Investment’ (ODI). The World Trade Organization estimates that 50
percent of international trade in services is by way of ODI, compared with 35 percent by direct
export®.

While services exports offer the most significant and tangible benefits to the State, ODI also has the
potential to make a significant contribution. A recent study” carried out on behalf of Forfas
suggested that firms engaged in ODI tend to:

* Increase their domestic employment levels;
= Increase the proportion of high-skilled employees in their domestic operations;
= Experience increased productivity*.

In view of these benefits, measures should be taken to identify companies trading locally in Ireland
that have the potential and the ambition to grow significantly and establish operations for trading
locally in overseas markets.

ODI is not well supported by government support programmes in Ireland or elsewhere. In a survey of
OECD countries®, about 70 percent of support programmes for international activity were directed
at exports. This emphasis needs to be broadened in a modern globalised economy. If Ireland wants
to maintain its position as a leading service economy, public policy needs to reflect the importance
of ODI, and ways need to be found to maximise the benefits to Ireland from internationalisation.

Companies seeking to internationalise their operations have to become ‘brand builders’, so that
they can achieve the scale required to compete not just on the domestic market in Ireland but also
in international markets. This is a significant challenge: the vast majority of Irish locally trading
companies are very small, and lack the financial and human resources needed to take on the
challenge of internationalisation.

' The remaining 15% is accounted for by consumption abroad (for example in tourism) and the presence of natural persons.

'3 Study by Copenhagen Economics ApS: the full report can be accessed at www.forfas.ie

' The higher levels of productivity and employment experienced by firms engaging in ODI may be a function of better management
and competitive advantages within these enterprises, rather than the ODI itself.

> OECD, 2006, Removing Barriers to SME access to international markets
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2.2.1 The Role of the State

While the benefits of ODI by Irish firms to the Irish economy are not as great as those that arise
from direct exports, they are sufficient to justify the attention of the State agencies. ODI delivers
benefits both to the individual firm and to the economy as a whole, in terms of increased
innovation, productivity growth, repatriated profits, highly skilled and highly paid employment in
headquarters operations, specialist sub-supply opportunities, and management development
through exposure to international trading best practice. However, as most of the employment is
created abroad and much of the tax revenue goes to foreign authorities, hard supports (such as
grant aid) cannot be justified, and State intervention should be in the form of capability supports,
such as:

= Management capability development, specifically dealing with running a growth-oriented
business;

= Access to professional mentors with sectoral knowledge in domestic and international markets;
= Access to innovation supports;

= Access to Enterprise Ireland's overseas network; and

= Introductions to private/public venture capital funds.

Table 2.4 below shows the main barriers to internationalisation by SMEs, as identified by the OECD:
these are in the main addressed by the kind of soft measures listed above.

Table 2.4: Top 10 barriers to SME access to international markets

m OECD Classification Description of barrier

1 Capabilities Inadequate quantity of and/or untrained personnel for internationalisation
2 Finance Shortage of working capital to finance exports

3 Access Limited information to locate/analyse markets

4 Access Difficulty identifying foreign business opportunities

5 Capabilities Lack of managerial time to deal with internationalisation

6 Capabilities Inability to contact potential overseas customers

7 Capabilities Difficulty developing new products for foreign markets

8 Business Environment Unfamiliar foreign business practices

9 Capabilities Difficulty meeting export product quality/standards/specifications

10 Access Unfamiliar exporting procedures/paperwork

Source: OECD Member Economy Policymaker Survey
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2.2.2 Areas of Opportunity

Analysis carried out on behalf of the Services Strategy Group identified a number of areas with
potential for Irish companies to establish commercial presence abroad. These are set out in Table

2.5 below.

Table 2.5: Areas of Opportunity for Irish Companies to Establish Commercial Presence Abroad

Sector/Activity Opportunity

Real estate activities
Business services

Recreational services
Utilities

Health & Welfare services

Professional and Consultancy Services

Retail and Wholesale
Restaurants / Bars / Catering

Personal services

Educational services

Source: ESG & Publica Consulting

Property development
Security monitoring

Music

Gambling

Mobile & Wireless services
Nursing homes

Private hospitals & clinics
Private consultants

Legal

Property

Architecture
Engineering/Construction

International mediation service centre

Supermarket chains

Hairdressing chains
Wellness centres

English language schools

In addition to sector-specific opportunities, more general opportunities, such as franchising, were
identified in a wide range of service sectors, including retailing, hotels, restaurants, business
services and personal services. The opportunities in any one sector may be limited, but they are

significant when viewed collectively.

Recommendation 2.3: Explicitly consider opportunities for Irish services companies
establishing abroad as part of Enterprise Ireland’s longer term strategy, in tandem with

opportunities for exporting.

Action: Enterprise Ireland, Department of Enterprise, Trade & Employment
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