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For the newly elected government in the UK, like
many of its counterparts elsewhere, industrial
strategy has become the most important
institutional vehicle through which it seeks to
achieve some of its core goals. These include
promoting economic growth, tackling falling
productivity growth, designing research and
innovation policies that will enhance the
strengths of the UK economy, and ensuring that
its leading sectors are globally competitive.

Its declared commitment to ‘levelling up’ the
performance and opportunities of poorer regions
with wealthier and more productive ones is also
connected to its industrial strategy. This shift in
UK government thinking mirrors developments
elsewhere, as a range of international
organisations and various western governments
have recently proclaimed their commitment to
‘place-based’ economic development strategies.

Some experts in this area argue that there exists
a template or model that the UK could import
from other leading economies. At the Bennett
Institute, however, we take a different tack. We
have been working with some of the leading
researchers at Cambridge, and engaging key
decision-makers in government, to interrogate
more deeply some of the dilemmas and
challenges facing those tasked with designing
and evaluating the industrial strategy, and the

local strategies which government has
encouraged some of its metro-mayoral
authorities and Local Enterprise Partnerships in
England to develop. Our belief is that these will
only succeed if they understand and address
today's social and economic needs from place to
place, and align with the key dynamics shaping
the economy emerging in the coming decades.

Each of the papers in this series offers an in-
depth examination of some of the fundamental
issues - concerning data, measurement,
definition, research policy and strategic ambition
- which will determine how well governments
across the UK fare in this area. Some of these
draw upon evidence from other countries, and
some offer arguments and proposals that are
germane internationally, as well as applying to
the UK.

Our aim in publishing these is to enrich and
stimulate thinking and debate about some of the
core precepts and goals of the industrial strategy
which we need for tomorrow, not just today.

Michael Kenny and Diane Coyle
Co-Directors of the Bennett Institute for Public
Policy
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KEY ADVICE

The economic value of manufactured goods
increasingly depends on activities that are
officially categorised as belonging to other
sectors of the economy.

Therefore - for the purpose of industrial strategy,
most advanced economies, including the UK, are
not counting manufacturing the right way. For
example, a range of manufacturing-related
technical services are excluded from the
manufacturing category in the national accounts,
such as R&D, industrial design, analysis and
testing.

The authors propose a new analytical framework
for policymakers that is more useful than the
existing system of industry classification codes.
This reflects a fuller understanding of how firms
self-organise into their industry communities.
Essentially, policymakers need to have a more
holistic sense of the industrial system.

The findings are equally relevant for local and
regional industrial strategy, as well as national
industrial strategy. Geographical clusters of
technological capabilities defy the conventional
demarcation  between manufacturing and
services, and some clusters of capabilities span
the different categories of industry classification
codes. Therefore, regional authorities should be
strategising for geographically clustered value
chains rather than conventional sectors.
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Overview

Most of us are familiar with the concept of
‘industries’ — like the automotive industry, the
financial industry, or the consulting industry.
What we think of as industries, and how we
classify entire industrial sectors in the national
accounts, are very important questions. Q
Answers to them tell us much about the types
of economic activities that are important in
different countries. For example, China can be
perceived as a manufacturing powerhouse, and
the UK as a services-based economy.
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In our recent report written for the UK
Department for Business, Energy and Industrial
Strategy, we suggest that there are some flaws
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The main problem lies in the system of
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national accounting which employs categories KNOW-HOW SERVICES
of economic activity that do not accurately
reflect how firms place themselves within -

distinct ‘industry communities’. For example, a
range of manufacturing-related services are
excluded from the manufacturing category
which government uses.
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These manufacturing-related services are most
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services are increasingly tailoring their needs
to specific manufacturing industries. For the Inthe EU,
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manufacturing sector. manufacturers

exports.

Some estimates put
this share as high as
40%



Understanding the
manufacturing system

The functioning of a manufacturing system
should be considered as a complex organism,
like the human body. The body relies on
cooperation between interdependent
biological sub-systems — like the circulatory
system, the digestive system, the immune
system, the nervous system, the muscular
system, the respiratory system, and so on. Just
like the human body, the functioning of a
manufacturing system relies on cooperation
between interdependent sub-systems. The
central value chain, which consists of R&D,
design, production, distribution, and after-sale
services, needs timely provision of technical
services, like analysis, testing, and logistics.

It also needs timely provision of specialist
professional services, like regulatory services,
intellectual property services, investments
services, and consultancy services. And it
needs a reliable supply of materials,
components, and other manufactured inputs,
like machinery, equipment, and tools.

We use the following definitions of key terms,
all set out in more detail in our report, to
capture the systemic nature of manufacturing.
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The first part of our report reviews a range of
different definitions and ways of
understanding manufacturing and production.
We have reviewed these terms because it is so
important to highlight that defining
manufacturing in the 21st century is not a
straightforward task. While, essentially,
manufacturing is the transformation of raw
materials into finished products, many people
should, and do, understand it as something
more complex than that.



Counting manufacturing in
the economy

If you adopt a systems-view of manufacturing,
like the one outlined, you quickly discover that
the way most countries count the contribution
of manufacturing in their economies is
problematic.

The neglect of manufacturing-related services

First, and most important, is the neglect of
manufacturing-related services. While it could
and should be debated which services are truly
‘embedded’ in manufacturing, studies have
made it abundantly clear that services are
becoming an increasingly important part of
manufacturing. According to Penny Bamber
and colleagues at the Duke Global Value
Chains Center, more than one-third of the
value of manufacturers’ exports (globally)
come from  services embedded in
manufacturing. They find that distribution and
business  services make the largest
contribution. The EU tops the Llist of
‘servitisation” of  manufacturing, where
embedded services accounted for 40 percent
of manufacturers exports in 2011.

Because of this development, some scholars
suggest that policies and initiatives to promote
manufacturing should take a value chain
perspective — in other words, manufacturing
statistics should include pre-production
services, like R&D and industrial design, and
post-production services, like repair and sales.
In a recent study published by the Brookings
Institutions, Kate Whitefoot and colleagues
compared employment in US manufacturing
between a value chain perspective and a non-
value chain perspective. They found that in
2002, manufacturing narrowly defined
employed about 15.2 million workers, but that
the entire value chain employed nearly 37.2
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million workers. By 2010, employment had
dropped to 11.5 million in production and to
32.9 million across the value chain — meaning
that there was deindustrialisation, but barely
in the services segments of the value chain.

For this report we carried out a similar project,
looking at the life science industry in the UK.
The UK Office for Life Sciences has undertaken
a very useful exercise, mapping the landscape
of the UK life science industry (medical
technology and biopharmaceutical sectors) in
a way that includes the range of services linked
to the manufacturing process. Part of the
motivation for carrying out such an exercise is
that the standard way of classifying industries
in the national accounts does not fully reflect
the way in which the industry is really
organised, especially regarding the deep links
between manufacturing and service activities.

We looked at all the data gathered by the
Office for Life Sciences at the firm level, and
found that a significant share of the industry’s
value is generated by services: especially
information and communication services;
professional, scientific and technical services;
administrative and support services; and
wholesale and retail trade services. In fact, the
entire life science industry generates roughly
three times more revenue than the core
manufacturing activities in the industry.

This is not to suggest that the life-science
industry is three times larger than the official
statistics suggest, or that all these service
activities should be counted as manufacturing.
But the industry is certainly larger than the
statistics on only manufacturing suggest. And
there is a case for at least including
professional, scientific, and technical services
in the equation. Research has made it
abundantly clear that such services are closely
intertwined with the manufacturing process in
many industries, both geographically and
through shared capabilities (see for example
research by Gary Pisano and Willy Shih).



The illusion of (some) de-industrialisation

If we started counting some of the
manufacturing-related services as part of
manufacturing output in the economy, we
would appreciate that the UK has not de-
industrialised as severely as the official
statistics tell us.

Furthermore, in the UK’s national accounts,
companies are normally classified according to
the activity in which the largest number of
their employees is engaged. This means that a
company that both makes and delivers a
product will be classified as either
manufacturing or services, not both,
depending on the number of people working in
each category.

In the past, manufacturing firms used to carry
out many services in-house, such as design,
programming, marketing, analytics, and even
‘generic’ services, like catering and security
guards. But they were still classified as
manufacturing firms because this was their
core activity and this was the activity that most
employees were engaged in. However, recent
developments in information and
communication technology and massive
increases in firm size have enabled many of
these services to grow into separate firms,
supplying manufacturing firms in important
ways. In the national accounts, this has
resulted in an increase in services as a share of
the economy. In reality, though, this
development is simply a reclassification effect,
not a change in the productive structure of the
economy. Services that were formerly carried
out as in-house operations in manufacturing
firms have now moved out. A good deal of de-
industrialisation has, therefore, been
significantly overstated.

De-industrialisation in UK has certainly
happened. But if we were to count
manufacturing output more ‘accurately’ -
based on our discussion so far — it would
probably be closer to 15% of the UK economy,
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rather than 9%, which is what the national
accounts report. Admittedly, this figure would
include some activities that are indeed
services, and should be counted as services for
some purposes. But in the context of the UK’s
industrial strategy, these services cannot be
overlooked because many of them are integral
to its industrial systems.



What are the implications
for national and local
industrial strategy?

Essentially, we are proposing an analytical
framework that is far more useful for
policymakers than the existing system of
industry classification codes, and which
reflects a fuller understanding of how firms
organise themselves into their production
ecosystems.

Policy therefore needs to have a more holistic
sense of the industrial system. And a viable
industrial strategy should be designed not only
with manufacturing firms in mind (those
currently counted as manufacturing firms in
the industry classification system), but should
consider all the services which firms provide
and which serve wider industrial systems.
Those countries that wish to retain a strong
manufacturing base need to invite these
services firms to the table when they develop
their national industrial strategies.

Our findings also have implications for
local/regional industrial strategy, as well as
national industrial strategy. Much of the
debate about growth is concerned with
understanding the benefits of geographical
clustering of certain capabilities and
technologies. As we have highlighted, the
traditional way of thinking about ‘sectors’ is no
longer sufficient to understand how firms
organise themselves into their industry
communities. This is also true at the regional
level — as geographical clusters of
technological capabilities defy the
conventional demarcation between
manufacturing and services, and some clusters
of capabilities span the different categories of
industry classification codes. Silicon Valley in
the U.S. is the perfect example. Therefore,
regional authorities should be strategising for
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geographically clustered value chains rather
than conventional sectors.

In order to build a competitive local cluster, it
is crucial to understand the quality and
strength of linkages within it, and, externally,
foster the quality and strength of linkages to
national and global supply chains. To
understand these linkages, policymakers need
better evidence. In particular, they need better
evidence about relevant technological
capabilities, better evidence on national versus
international linkages, and better
benchmarking evidence on competing regions
of industrial clusters (both nationally and
internationally).

In conclusion, changing the way in which we
count manufacturing activity should be an
integral part of the development of an
industrial strategy. Otherwise, such a strategy
will fail to target all those firms that should be
targeted. Second, if manufacturing does not
appear to be important for a regional or
national economy, the chances of an industrial
strategy becoming a priority for government
will diminish.
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