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ABSTRACT: Several recent comparative studies have shown a labour productivity gap in respect of UK
retailing when compared with other countries, notably France and the US. This article seeks to identify, throngh an
overview of existing data and related research, the extent to which retail productivity in the UK compares to global
competitors and attempts to reach a consensus on the factors that determine retail productivity, whilst highlighting
common performance measures for retailers and Government to use in measuring future productivity trends.
Methods employed include a review of published studies; interviews with industry participants in the UK and a
small number of leading retailers in the USA; and an analysis of a specially created database of the performance of
over 200 US, UK and French retail companies. We find that it is unwise to draw definitive conclusions from
aggregate international economic analyses of the sector; that a wide variety of efficiency indicators are employed by
the sector in practice; and that there are significant differences in the structure, operating and regulatory environment
Jor retatling in the UK which impose costs on retailers that are not necessarily incurred in other countries.
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INTRODUCTION

This article reports on a study of the comparative productivity of the UK retailing sector in
relation to retailing in other markets'. Discussion of “retail productivity” in general terms
conceals the real tension that exists between economic approaches to the measurement of
productivity within the retail sector - themselves potentially problematic whether at macro or at
the firm level - and the metrics commonly used by retail practitioners to demonstrate the
efficiency and effectiveness of their firms to internal and external stakeholders. Our study
therefore sought to deal with a complex and ambiguous problem: the definition, measurement
and analysis of “retail productivity” in ways that are relevant and meaningful to the various
interested parties involved.

The original research combined a critical assessment of existing ‘top-down’ studies of
productivity, with an assessment of the utility of key productivity and performance indicators
employed by retailers. It was undertaken through a mixture of interviews with industry
participants in the UK, including the leading retailers and retail analysts, a small number of

1 The study from which this article is drawn (‘The Templeton Report’) was commissioned by the UK Department of Trade &
Industry as part of the deliberations of the Retail Strategy Group. The RSG was established in 2003 to allow “%be retail industry and
UK government to work in partnership to identify ey issues that have an impact upon the competitiveness and productivity of the retail sector, and
together to take action fo maximise the opportunities for, and minimise the threats to, UK retailers.” The RSG report makes a number of
recommendations to be taken forward by Government, retailers and other stakeholders and which will result in closer working
partnerships. (See www.dti.gov.uk/sectors retail.html.) The work of the RSG was supported by three studies looking at retail
productivity, land assembly for retail development and how the financing of retail developments influence the leasing and retail
regime. We are grateful to the Department of Trade & Industry for waiving copyright over the material appearing in this article.
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interviews with leading retail CEOs and CFOs in the US, alongside analysis of a specially created
database of the performance of over 200 US, UK and French retail companies between 1999-
2003. The database represented a wide spectrum of multiple retailing in each country for which
corporate data were available.

The tension between different approaches to productivity is not peculiar to retailing. A recent
Work Foundation study made it clear that ‘“%he productivity debate in the UK has fragmented into
disciplinary and lobbying silos” (Work Foundation, 2003). It observed the narrowness of the technical
debate on productivity and noted that “any study that is going to make a contribution that addresses ..
wider economic issues has to take a broader approach to productivity”. We agree. Retailing contributes to
UK economy, society and environment in many ways, not all of which are measurable in
productivity terms, and indeed it may be necessary to see the various contributions as involving a
series of trade-offs.

Retailing, however, also provides additional hurdles to straightforward international comparison.
Retail distribution belongs to a sector of the economy often considered ‘hard’ or ‘impossible to
measure’ by economists using broad output-to-input ratio techniques. Availability of appropriate
data on retailing at all, or of consistent and comparable kinds, is problematic. One of the
consequences of these hurdles is a relative lack of attention paid to retailing, and to services more
generally by economic analysts and policymakers, because other sectors provide for relatively
greater certainty in measurement.

The concept of output lies at the heart of any productivity analysis. Unlike, say, manufacturing
where the service element is normally very small, retail “output” includes a service element that
varies from very large to very small, with considerable scope for trade-offs. This is an important
consideration in international comparisons of retailing, since there are consequences for
measurement and different trade-offs in different countries.

We need to get beyond a simple measure of service. We must distinguish:

e Outputs which are broadly concerned with the levels and quality of service provided
by labour inputs. (Crudely, we can interpret this as meaning more help on the shop
floor.) These are likely to be captured by economic analyses of labour productivity,
provided that such studies do adequately and comparably measure the quality of
labour employed, rather than just its quantity,

e Outputs which are about more than the goods provided, and not just ‘service’, but are
summed up in the retail ‘proposition’ or offer which consumers choose to pay for.
(We can interpret this as the retail format.) These outputs are unlikely to be captured
by conventional productivity analyses and the mix of propositions is likely to differ
country by country, and

e Contributions to society and the environment, such as maintenance of the existing
urban fabric. (These can be seen as unmeasured externalities to the retail system.) As
externalities, these factors are also outside the scope of conventional productivity
analyses.

It may be that the resulting scope for internalising/externalising a retailer’s costs and benefits
works to limit the value of labour productivity as a single indicator of the sector’s overall
contribution to the UK economy.
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Consumers make store choices in the context of the overall competitive structure of retailing, and
primarily from the set of retailers available in any particular location. A key part of retail output
is therefore provision of goods and services in a particular place.

Comparative work in hindered by the retail industry’s lack of definitions. There is no single
definition of retail format — the term is used both in a generic sense and also to describe the
specific offer of a particular retailer. It has been suggested that retailing as a sector lacks a single
common basis for classification (Brown, 1986). For example, Retail Intelligence gives the
following definition of department stores:

Stores selling a wide range of goods including significant proportions of clothing and household goods,
usually on several floors within one building, with sales area over 2,000 sq. m and at least 25 sales
employees.” (Retail Intelligence, 2000)

This definition could be supplemented by a number of other descriptions listed on the website of
the International Association of Department Stores. An equally wide array of definitions exists
for other retail formats such as discounters, superstores, variety stores, and power centres. Wal-
Mart has been variously described as a discount department store operator, hypermarket, and
power centre. While all these descriptions are likely to bear some semblance to reality, an all-
embracing, clear-cut definition of each retail format remains elusive. Many contemporary
retailers, Wal-Mart included, comprise elements acquired during the drive for value-adding
opportunities outside their traditional domains. In addition, the boundaries between the
traditional formats are becoming blurred, for example, Carrefour’s MAGALI format combines
the features of the open market and boutique-type environment, all within the traditional — but
modified — hypermarket setting.

A major reason for the definition difficulties is the multi-dimensional nature of retail formats. As
Figure 1 shows, retail format can be viewed on a number of dimensions, among which size and
price are the most often used. The figure demonstrates the challenge of classifying retailers
according to the dimensions defined — in order to be meaningful any classification should be
based on a multitude of interacting and overlapping characteristics. Supermarket operators, for
example, are often perceived as the easiest to classify since they have been one of the most
familiar retail formats around and appear to lend themselves readily to analysis. This, however,
may not be an easy task, as the example of Tesco shows. This company operates five distinct
retail formats in the UK (Extra, Superstore, Metro, Express and tesco.com), of which Superstore
is the company’s contemporary core format. The other concepts are relatively new and exhibit
different range and service characteristics. Abroad, Tesco’s Lotus ‘hypermarkets’ in Thailand and
Homeplus ‘department discount® stores in South Korea can hardly be fitted into any of the
existing retail formats. How would one then define Tesco? At this stage, the only suitable
classification might be a rather unconvincing ‘multi-format grocery operator’. In terms of
productivity, expecting Tesco’s Metro format to meet the same productivity targets as, say, its
superstore format (let alone the South Korean store format) would be unrealistic: we are
comparing apples and pears.

Retail format is best viewed as a multi-dimensional phenomenon particular to each company.
From the point of view of productivity, every format will exhibit a distinctive mix of trade-offs of
efficiency against effectiveness in relation to the kinds of dimensions in Figure 1, which may or
may not conform to the optimum efficiency.

Format is important in assessing productivity because of the relationship with business model.
The discount formats which are so significant in the USA, mean not simply that retailers aim to
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sell lower priced goods: rather it is that the business model is different. There are wide variations
of course, but in general this model relies on minimizing complexity, costs and services in no-
frills stores, limiting ranges, and maximising stock turn. Labour inputs are minimised; store
property costs are likely to be low. Alternative models rely, for example, on driving sales through
range and choice of product with added services, in different, probably more expensive, locations
and stores. Labour inputs, and other costs, are likely to be higher. Gross margin is likely to be
higher and stock turn lower.

Designing a retail proposition

Retailers must choose from the list of store choice criteria seen by consumers as important, to
determine how they wish to compete. We can distinguish between order-winning criteria and order-
qualifying criteria (Hill, 2000). Qualifiers are those criteria that a company must meet for a
consumer to even consider it as a possible choice. However providing or attaining these criteria
does not win orders. Winners comprise the criterion, or criteria, against which consumers will
make the final choice. Strength in both winning and qualifying criteria build switching barriers
and generate loyal customers.

Figure 2 provides insights into UK grocery shopping behaviour and distinguishes between the
most important factor in store selection and those factors which are important but not critical. In
this context, for example, more shoppers find the ‘one stop shop’ criterion a winning one than
price alone, although price is a significant qualifier and, for a smaller group of consumers, a key
winning criterion in its own right. Convenience is the only other criterion to attract a greater than
10% appeal as a main factor in store choice. This example suggests that there may be three key
positioning dimensions in the market available to UK grocery retailers: a ‘full service’ range one-
stop shop; a low price offer; and a convenience offer. Each is relevant to certain customer
segments at certain times; each offers different benefits and services for customers for the same
basket of goods. Of course, this matches very closely what we know about how this sector is
presently structured.

“Us a different shopping model, isn’t it? The nature of retail food competition in this country [UK]
reminds me a little bit of what happens in evolution in the natural sphere, in a sense that you look at
these curions beasts and wonder why they evolved in that way. The answer is that you don’t have the
abstract model of saying that the customers want the lowest price — instead what the customers want is a
combination of price and services... We are choosing where we think our customers want the balance —
between price and value — to be struck.” (UK retailer interview)

One of the key trade-offs in developing compelling strategic positioning is therefore that between
price and a bundle of non-price factors, of which level of service may be one factor. For example,
in the case of the consumer’s selection of a clothing retailer, customer surveys have shown that
non-price consumer choice differentiators include: a wide range of sizes, good stock availability,
clothes that are 'a bit different’, a wide range of colour ways and sizes, good changing areas and
more helpful staff. Whilst there has been a growing market in the UK for discounted clothing,
these non-price factors still remain important for many consumers.

Determining the correct trade-off is a dynamic game between competitors where only long-term
growth in market share and profitability can provide evidence for the success of any positioning
strategy. The kinds of choices that have to be made are similar for a retailer in any market; but
the trade-off between efficiency and customer appeal will be different between countries, and -
within countries - between and within categories. These will be important considerations in
explaining any gap in aggregate retail productivity between countries. Our interviews with
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industry participants in the UK, including the leading retailers and retail analysts, confirmed this
perception:

“IOur] business is customer focussed, it is not a production line, this means that the balance between
service and efficiency has to be achieved depending on the desired country service levels. These service levels
differ across countries depending on their cultural differences and history. In South Korea, our stores have
a much higher number of people in selling positions across the shop floor, which reflects the shopping
patterns there. We could not replicate the far lower number of people in countries such as Thailand,
Poland or the UK. This can have a big impact on performance and is another reason why cross-country
comparisons have not been carried ont on a regular basis.” (UK retailer interview)

The consequences for the measurement of efficiency and performance were expressed by one of
the UK’s leading fashion retailers:

“Isn't efficiency (and productivity) all wrapped up in your brand positioning and therefore not really
something for anyone to comment on? If French Connection wants to sell higher-priced things and spends
lots of money on advertising — that’s one brand positioning. If we are a value retailer — that’s another
brand positioning. Then perbaps it makes sense to disaggregate very simply by looking at higher-priced
brands separately from value-priced brands? That might help to see whether selling more things at lower
prices generates more efficiency than selling fewer things at higher prices.” (UK clothing retailer
interview)

As a consequence, it is not at all clear that all retailers share in the ‘productivity gap’ that national
aggregate studies of the UK economy have found. And even if the sector as a whole or in part
does neither is it at present altogether clear whether this is for statistical, structural or business
environmental reasons.

THE AGGREGATE APPROACH TO MEASURING RETAIL PRODUCTIVITY

What do existing studies say about retail productivity?

There is considerable policy interest in the productivity of the UK economy, both at the overall
level and the level of individual sectors. Analysis of labour productivity in retailing has been
undertaken as part of this more general interest, with results for retailing often decomposed from
an aggregate level. Typically, productivity is measured in terms of labour productivity: that is to
say the output generated for every unit of labour input. Usually output is defined as gross value
added and labour input as either per worker or per worker hour. Increasingly this interest has
focused on comparisons of the levels of productivity in the same sectors in different G7
countries. There is also interest in how the level of productivity changes over time within the UK
and across countries.

Several recent studies have made cross country comparisons of retail sector productivity. All have
concluded, to a greater or lesser extent, that overall average labour productivity in the UK retail
trades, when expressed in a common currency, is lower than in other major G7 countries, notably
than that in France and the US. The same studies, although differing in degree, agree that whilst
the labour productivity gap between retailing in the UK and US narrowed in the early part of the
1990s, it widened significantly in the latter part of the decade. Three major studies are of
particular relevance:
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e that by the McKinsey Global Institute (1998) which carried out a special
decomposition of both labour and total factor productivity in the food retail sector;

e that by the National Institute for Economic and Social Research (O’Mahoney & de
Boer, 2002) which focused on labour productivity, and

e a more recent study by the Groningen Growth & Development Centre and the
Conference Board (van Ark et al., 2002) which focused upon labour productivity and
the particular role of information and communications technology (ICT) in
influencing differential productivity growth.

There have also been a number of more recent, more focused analyses of US/UK retail
productivity. In general terms, our initial observation is that all these studies work with relatively
standard methodologies, are broadly careful and meticulous in their technical approach, as befits
their origins, but are hampered by the fragility of the international data environment which leads
to the need to make some often heroic assumptions. Further, these studies are first and foremost
aggregate comparisons of productivity between national economies. Commentary on retailing
often comprises a small component of the overall analysis. The decomposition of such ‘top-
down’ analysis to the sectoral level, and particularly for a sector with which so many conceptual
difficulties are associated is challenging to say the least. Any problems arising at an aggregate level
may produce still more surprising results at a more detailed service industry level. For example,
the estimates produced by one study suggest that labour productivity in hotels and catering is
82% higher in France than in the UK, and around 40% higher than in the US (O’Mahoney & de
Boer, 2002:37). This is seriously hard to believe.

The estimates in the table below are not directly comparable because the authors use different
definitions, time periods and means of converting estimates of labour productivity in national
currencies into a single one. We should say at the outset that none of the differences of approach
necessarily challenge the finding of there being a productivity gap between retailing in the UK
and France and US, but they cast doubt on its scale and character.

The gap between retail productivity levels in the UK and US shown by the NIESR study in 1996
appears to be larger than that for the McKinsey work for the previous year, but the McKinsey
data deal with food retailing only, whereas NIESR encompasses retail and repairing. By 1999, the
gap shown by NIESR has increased still further and is larger than that demonstrated by
McKinsey between the UK and France. Although Table 1 appears somewhat sparsely populated,
the NIESR calculations are based upon an extensive sectoral productivity database (NIESEC02),
which contains a wide range of data series underlying the productivity calculations. We did not
have a similar level of access to the detailed working underlying the McKinsey analysis.

McKinsey employ total gross margin as their output measure, defined as sales less cost of goods
sold. NIESR employ an output measure of value added per hour. We discuss the general
technical difficulties affecting output measures, to which the measurement of retail output may
be particularly susceptible and broader problems of definitions of retail output, below.

But labour productivity estimates are also susceptible to the way in which inputs are calculated.
Such calculations depend fundamentally on the assumption either that jobs are equivalent
‘inputs’, or on estimations of hours worked. The sources above used hours worked, imputed from
average employee data. Hours worked data are generally the most vexed element of international
labour productivity calculations and the general difficulties are amplified for retailing. There are
two particular relevant factors:
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e the composition of employment in retailing, and
e the timing of data collection in relation to the operational dynamics of the sector.

For example, McKinsey’s labour input of total hours worked for food retailing, including self-
employment could, they suggest, have been affected by a margin for error as a result of the many
small independent food retailers in the UK. Retailing in the UK also has a very high self-reported
rate of part-time working (39%) compared with other European countries (Figure 3)°. The
equivalent figure for the US in 2001 was 27% (Bureau of Labor Statistics, 2003). Part time jobs
have increased very rapidly; contracts of very varied types with just a few hours work per week
have proliferated over the last decade. This feature is stronger in the UK than any of our
comparator countries. Although numbers of part-time jobs are measured, we have found no
robust data about the number of hours worked in these jobs.

McKinsey estimated that the propensity to employ a higher number of lower value added
workers in UK retailing (temporary or very part-time casual staff) might account for some 15
percentage points of the difference between French and UK labour productivity levels. We
examine some of the structural reasons that might explain this later, but if the measurement of
this component of labour input is inadequate and/or different between countries, then there may
be statistical concerns also.

Secondly, the timing of data capture on average employees by sector is particularly problematic
for retailing. European Labour Force Survey data tend only to cover the Spring of each year
(March-May). The UK Labour Force survey during the period in question gathered data at
different points in the year. One recent smaller study using micro data took retailers’ average
employee numbers in the peak business month of December as an input to a comparison of
manufacturing-service sector productivity (Barnes, 2002). This is hardly representative of average
employment in the sector and will, of course, artificially depress labour productivity levels. Any
errors made or international inconsistencies in adjustments for these kinds of timing factors are
likely to be magnified in sectors like retailing, where there is strong seasonality.

One final example demonstrates the sensitivity of analyses of this kind to small changes in
method. The use of Purchasing Power Parity (PPP) estimates from the OECD is a conventional
approach to developing robust international comparisons of productivity. The NIESR study
updates its previous work by using 1996 estimates instead of the 1993 ones used in an earlier
piece of work. These estimates are taken as read. However, the measure of output depends
crucially on these comparisons.

The UK recently introduced a new method of using deflators — providing an annual update of
weights, rather than a quinquennial one. This has had the effect of increasing the growth rate
over long periods of time. Statistics have thus suddenly closed at least part of the productivity
gap. Even though the effect may be small, it should remind us of the importance of recognising
that these are all statistics, subject to error and methodological impacts. The McKinsey study was
sufficiently concerned that the use of the OECD food PPPs would not fully reflect country
differences in service levels that the researchers undertook a cross-check using a basket of goods
purchased at similar stores in the US, UK and France. This was used to construct a bespoke PPP,
which produced similar results to the OECD method.

2 According to Eurostat, the definition of part-time working in the European Labour Force Survey is based upon “a spontaneous
response by the declarant. It is impossible to make a more precise distinction between full-time and part-time employment, since
working hours differ from one Member State to the next and from one branch of activity to the next.”
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Table 2 summarises the results of the main studies in respect of retail labour productivity growth.
Both main studies tracking growth agree that it is only in the 1995-2000 period that we saw US
rates of retail labour productivity growth outstripping those in the UK, which in turn outstripped
those in France. The Conference Board study also makes the point that not only did the major
increase in US labour productivity appear to have taken place in the 1995-2000 period but that
US growth during 1990-95 appeared to be below that in the UK. And whilst the Conference
Board study also demonstrates a US-EU gap, it decomposed European country contributions
towards this to demonstrate that the UK was amongst the vanguard within Europe in growing
labour productivity during 1995-2000 (Figure 4).

How do these studies account for this differential growth? The main NIESR report makes no
comment on this (the figures are taken by us from the accompanying tables). Nor does the
Conference Board study attempt a detailed explanation of the UK’s position in relation to
Europe or the US. But the latter study is focussed generally upon the slower pace of ICT
diffusion amongst ICT-using industries within Europe, and it would be reasonable to assume that
the timing of such diffusion might have been somewhat different in the UK compared to much
of the rest of Europe in the early 1990s, but that this was overwhelmed by faster ICT diffusion in
the US in the latter part of the 1990s. A later report by McKinsey, however, is quite specific:

A quarter of that increased productivity [in the US| came from retailing -- and about one-sixth of the
improvement in retail productivity came from general merchandise, most of it directly or indirectly from
Wal-Mart. (reported in National Centre for Policy Analysis, 2002)

Nobody would claim that retail output is solely dependant on the input made by the sector’s
workers. Differences in labour productivity can be in part explained by differences in the use of
other inputs, investment in physical capital for example. Given the particular importance of shop
location for the profitability of retail operations, the economic cost of occupying land should also
feature in any productivity comparison. For instance, the economic cost of occupying land in the
UK is considerably higher than in the US or France (40% more expensive per square metre of
selling space than the US and 15% more than France, according to McKinsey; we return to this
point later). Because land and floorspace are more expensive, UK retailers need to make much
more productive use of land and capital than in the US and France, since acquiring extra space
will not necessarily be cost-effective. None of the studies made allowances for the particular
exposure of UK retailing to higher land costs in calculating benchmark levels of labour
productivity in the sector, but the McKinsey study estimated that smaller grocery store sizes (a
logical outcome of differential land costs) contributed some five percentage points of difference
in labour productivity between the US and the UK.

Different retail formats, methods of trading, and the institutional framework within which the
sector operates all mean the likelithood that traders in different countries will use different
combinations of land, labour and capital is high. Labour productivity will vary on average because
of these compositional effects. For example, whilst the benchmark level of retail labour
productivity for food retailing calculated by McKinsey did not include compositional effects, the
study estimated that format differences accounted for some five percentage points of the gap
between the US and the UK as well as between the UK and France (Figure 5). Any meaningful
comparison of productivity needs to take these kinds of marked differences into account before
passing judgement on relative country performance. In their absence any comparisons must be
subject to severe qualification.

A broader approach to making productivity comparisons attempts to define and measure
differences in the various inputs which contribute to output either at the individual firm level or
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in an aggregate of firms. The economic value of a sector’s output is defined explicitly, as is
(ideally) the economic cost of buying the inputs which generate that output. At one extreme,
output - if properly measured - might be explained entirely in terms of the capital, labour and
land inputs used to add value to the purchase of materials. Again the cost of resource inputs
should ideally be properly measured to reflect their true economic cost. If the value of the sector
output exceeds the economic costs of the sector’s inputs, then the explanation of output must
also rest on something else as well as resource inputs. This something else is caught by the catch
all phrase of total factor productivity (TFP)

This is an attractive alternative for measuring the efficiency of a sector for which we know the
international variability of factor costs is high. Indeed, in conceptual terms TFP is a superior
measure of productivity to labour productivity alone. However, it is also a technically and
statistically more challenging alternative to measuring productivity than focusing on labour alone,
and for this reason it is not surprising that few studies have sought to take this approach. The
study by the McKinsey Global Institute was one exception and one which examined both labour
and total factor productivity within food retailing. Whilst it was critical of the levels of the UK’s
labour productivity during the early 1990s, it praised performance in TFP terms.

“Our study suggests that UK [food] retailers are not distinguished by their labonr productivity: they
achieve only 75% of the benchmark set by France. But in terms of total factor productivity - labonr and
capital productivity combined — the United Kingdom sets the global standard jointly with France.”
(McKinsey Global Institute, 1998)

McKinsey’s analysis used total gross margin per square metre of selling space as the proxy for
capital inputs in their study and this metric provides 40% of the TFP calculation.

A study by Basu et al looked at TFP growth and gave some findings for retailing (see Table 3).
Major sectors contributing to the growth in TFP in the US included the wholesale trade, retail
trade, finance and insurance.

Their results are rather puzzling, as others have pointed out:

“. the absolute numbers for UK TEP growth in .. retail for the second half of the 1990s are puzling.
Can it be that TEP growth was actually negative in the UK during that period? [Using OECD data]
Sor wholesale and retail trade together gives a growth rate of real value added of 3.2% a year, a growth
rate for employment of 1.0%, so a rate of labor productivity growth of 2.2%. .. This suggests an
unusually bigh rate of capital accumulation during the period, capital which was not wused very
productively.” (Blanchard, 2003)

Basu et al argue that lower TFP may be a result of investments in ICT leading to the diversion of
resources to reorganisation and learning. They also noted that US ICT prices fall faster than UK
ones, so that the UK’s ICT and capital investment costs will grow more rapidly for otherwise
similar kinds of investments, with a correspondingly differential effect upon productivity. Given
that retailing is an intensive ICT-using service, we might expect the differential to be considerably
higher for the sector.

One of the major features of US economic growth in the last few years has been an extraordinary
growth in labour productivity, following an earlier period of relatively slower growth. This most
recent spurt has apparently been unaccompanied by any capital deepening. Explaining the
resolution of this apparent paradox is one of the key components in explaining any apparent gap
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in productivity growth between the US and Europe. There appear to be several possible
explanations:

e inconsistencies that result from different national approaches to the measurement of ICT
investments (Triplett, 1999; Pilat, 2002)

e the relative ‘invisibility’ of such investment (Brynjolfsson et al, 2002)
e the time taken for the benefits of ICT investment to emerge (Economist, 2003).

One broad consequence of this may have been to have under-estimated US productivity gains in
ICT-using services in the 1990-95 period and to have over-estimated it during 1995-2000; and
correspondingly to have under-estimated ICT-using services growth in Europe, particularly the
UK.

The most worthwhile estimates of both TFP and labour productivity are those that are able to
overcome problems of definition and measurement of both outputs and inputs. However, these
are particularly challenging in the context of cross-country comparisons of the retail trades. We
conclude overall that these problems are such that any results obtained must be treated with
considerable caution.

Understanding the limitations of the top down approach

We now turn to a more wide-ranging critique. We agree with others who have written extensively
on this topic:

“Despite major efforts by national statistical offices and international organisations, data problems still
limit the possibility of comparing growth performances across countries and sectors, as well as over time.
Comparability problems have always affected international analyses of growth performances but are
particularly relevant at present becanse of the different pace and comprebhensiveness with which different
countries have adopted new measurement techniques in their national acconnts. In addition, the growing
emphasis on growth in quality instead of growth in quantity and the large share of hard to measure
services in total output are some of the factors adding to these measurement problems” (Scarpetta et al,
2000).

“We cannot be sure how much of the differences we observe are the result of inadequate measurement of
services ontput and differences across countries in measurement methodology” (van Ark, 2002).

Essentially, the total factor productivity levels in countries relative to the UK are calculated (see
for example O’Mahoney & de Boer, 2002) as follows:

InTFP,,, = InQ;, -alnl , —(1-o)InkK, )

where the symbol In denotes natural logs, Q is total value added in country i relative to the UK
(real output), L is relative labour input in the two countries, K is relative capital stocks in the two

countries, and o is the share of labour in value added averaged across the two countries.
The same approach is used in comparing the same industry, such as retailing, in two countries.

In this case, the Q, L and K refer to the aggregate industry levels of output, labour and capital,
rather than to the national aggregates.

10
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The difficulties with the approach arise in a number of ways. Equation (1) may appear scientific,
but it conceals many assumptions, each of which may or may not be a reasonable approximation
to reality. The key ones are as follows.

The problems of measuring aggregate retail ontput

We focus on this particular issue because it is of great relevance to the retail sector. The
measurement of output in (1) requires adjusting current price estimates by the rate of inflation to
obtain estimates of real output. There is strong evidence that the rate of inflation is substantially
over-estimated in official data, and the growth in real output is substantially under-estimated.
Imagine, for example, a single store whose range of goods, prices, level of capital input and value
added are absolutely identical in every respect in two particular periods of time which are being
compared. The quality of the labour force is also identical. ~ The only difference is that in one
period, the level of staffing on the tills is, say, only half that of the other. Using equation (1), it is
obvious that when the store employs more labour, it has lower total factor productivity. Yet
there is clearly a difference in the offer which the store makes in the two periods. In one,
customers are more likely to have to waste their time queuing at the till.

Of course, if customers value speedy till service sufficiently, once the store uses more labour it
may attract more custom and raise its overall level of value added. But if its competitors respond
by increasing their staffing levels at the till, this comparative advantage may disappear. The
industry as a whole sells a better quality ‘output’ (i.e. product + service) to the consumer, but its
TEP has fallen.

This example is by no means a purely imaginary construct. Something very similar to this
occurred when the UK food superstore retailers introduced Sunday trading. There was an
increase in convenience for the customers. But the amount of labour used increased, and the
effect on total sales was very difficult to discern, so TFP — had it been calculated using (1) —
would have fallen. In Australia, measured retail productivity declined when shopping hours were
extended - the extra convenience was not taken into account in the statistics (Quiggin, 2003).

We can think of the above example as a particular case of the more general concept of a change
in quality of an existing product.

Many of the difficulties with the usual economic analyses arise from the problem of measuring
inflation. This is needed in order to convert nominal values on, say, output, into real values.
Theoretically, the price level should be measured using a cost-of-living index (COLI) (Boskin et
al., 1996; Abraham et al., 1998; Triplett, 2001; Hausmann, 2003).

The standard way of measuring inflation takes a particular basket of goods chosen to be
representative of consumer spending at some point in time. The cost of purchasing this same
basket of goods in a different period is then calculated. The substitution problem arises because
the use of a fixed basket of goods does not take into account the fact that consumers will shift
away from goods that have become relatively expensive to those which have become relatively
cheaper. (And of course is further complicated by the international variability in basket
composition.)

A fairly substantial literature exists on this question, but it is probably the least important of the
problems which arise in the measurement of inflation. Calculations of the potential size of this
bias suggest that official estimates over-state the rise in the COLI by about 0.3 per cent a year in
the US (Shapiro & Wilcock, 1997) and around 0.1 per cent in the UK (Blow & Crawford, 2001).
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More importantly, retailers have lump sum costs of staying in operation which they must
distribute over consumers. Consumers have fixed costs associated with visiting any given retailer.
So the retailer must offer a basket of goods which justifies the trip by the consumer. Given the
heterogeneous nature of consumers, the natural outcome is intertemporal and interstore price
dispersion. This is formalised in economic theory with the concept of Ramsey pricing (Bliss,
1988). Prices no longer reflect marginal cost. Instead, product differentiation is used to allocate
portions of fixed and other costs in ways which takes account of the price elasticities of demand.
The impact of this is estimated to be substantial. For example, in the United States the official
estimate of the Consumer Price Index has been calculated to over-state the rate of inflation in
food retailing by 1.4 percentage points in each year from 1978 to 1996 (Nakamura, 1999). In
turn, this implies considerable under-estimates of real output in the sector.

Many new products increase consumer welfare substantially. A number of studies have been
carried out in the United States which show that new products such as the minivan or even
Apple Cinnamon Cheerios provide large welfare benefits to consumers (cited in Hausmann,
2003). There is typically a long time lag before new products enter into the calculation of the
price level in official statistics, and even then no adjustment is made for the consumer gains
which they provide relative to previously existing goods.

The increase in consumer welfare can be measured in the same way as with the introduction of
new products of, in the case of retailing, new shops or new shop formats offering new ranges or
services. Again, official methods of calculating the price level do not make sufficient allowance
for the gain in consumer welfare. This is another source of over-estimation of inflation:

“Present methods probably still fail to capture many important quality improvements occurring in these
[service] industries” (Gullickson & Harper, 2002).

Outlet bias is particularly important in retailing, where some countries have seen dramatic shifts in
consumer purchasing habits over the past ten or twenty years. We have not been able to find a
reference which quantifies the gain to consumer welfare of shifts in retail outlets, but in principle
it seems that these could be substantial. In the United States, for example, the official data
gradually rotate products sold in the calculation of the Consumer Price Index. However, when a
given product sold at a department store is rotated out of the index and the same product sold at,
say, Wal-Mart is introduced in its place, the official procedure treats these as different goods and
not as a reduction in the price of the same good.

Alternatives to the aggregate approach: measuring retail productivity at the micro-level

Recently economists and statisticians have taken to using firm-level data in an attempt to
understand aspects of the retail productivity ‘problem’ that appear in top-down approaches.
However, the quality and quality of information available to measure firm or establishment
productivity in the retail sector is much poorer than in manufacturing (Doms, Jarmin & Klimek,
2001). Firm level data allow the calculation of productivity and its decomposition by size of
business and by sector. No internationally comparable data are available, but preliminary UK
information provides food for thought. Figure 6 shows Gross Value Added productivity by size
of business for all retailing (SIC 52). The data indicate that, in general terms, the largest retailers
are more productive than the smaller.

Another interesting area capable of analysis using firm-level data collected by an establishment
industry census or relational database such as the UK’s Interdepartmental Business Register
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(IDBR) is that involving the entry and exit of firms. Some commentators argue changes in the
dynamics of firm entry and exit are part of a wider explanation of TFP. Sector productivity can
increase because of the way sector resources are able to move to their most productive use.
Conversely, the scope for TFP improvement is likely to be constrained by factors which impede
investment location, competition, firm or store expansion, add to the costs of firm entry and exit,
or which allow waste to persist and the relatively inefficient to survive. Entry and exit analysis
both at country and at local level is therefore also potentially of considerable policy interest, since
any barriers to entry (such as regulatory constraints) may work against improving productivity if
new entrants are more productive, and drive out less productive firms (Doms, Jarmin & Klimek,
2001).

At the store level (rather than at the level of the firm), early studies in the US seemed to show
that virtually all of the productivity growth in US retail trade during the 1990s was accounted for
by more productive entering establishments over much less productive exiting establishments
(Foster, Haltiwanger & Kirizan, 2002). By comparison, a later study using UK micro-level data
between 1997 and 2001 calculated that the entry and exit of firms was a lesser fraction of
productivity growth in retailing than in the US (Haskel & Khawaja, 2003; Griffith et al., 2003).

Conclusions on the aggregate approach

We must make clear that most practitioners themselves recognise that this is a very broad brush
approach. Whilst a standard defence, particularly in cross-country comparisons, is to argue that
at least the same approach is being applied consistently, it would be extraordinary if each of the
problems associated with the TFP approach exhibited the same degree of relative importance in
each country.

This is particularly the case in the very important practical question of the measurement of retail
output. The theoretical issues discussed above, combined with the revolution in retailing,
discussed subsequently, are really quite fundamental. Before the TFP approach can reasonably
be applied, a very detailed knowledge is required of how each of the relevant national statistics
bodies deal, or fails to deal, with each of the issues raised. This same point applies to an indicator
of productivity which is much easier to calculate, namely output per worker or per worker hour.
It is precisely the measurement of the level of output which is problematic. And, of course, this
very simple measure fails to take into account the potential contribution to output of capital,
which is exactly what the TFP approach is designed to do.

These difficulties pose a question which neither we nor anybody else thus far have been able to
answer. This is whether the qualification which needs to be given to any estimates of retail sector
productivity measured by either labour productivity or TFP, applies equally across countries. It
cannot be said whether current estimates of labour productivity are more or less equally
unreliable nor the degree of their unreliability. They do therefore need to be treated with
considerable care. Do the estimates of retail trade productivity across countries require so much
qualification in their interpretation that the numbers are meaningless? This has to be a
judgement assessed against the broad magnitude of the differences. As a measure of relative
economic efficiency, comparisons of TFP are preferred over comparisons of labour productivity
alone. The striking feature about the estimates of labour productivity and TFP is the difference
in the UK ranking they portray. On the preferred measure of TFP, the UK emerges according to
McKinsey as productive as its major G7 comparator. If the productivity of two countries, or two
industries in different countries, were very different, the crude, broad brush approaches of output
per worker or TFP would almost certainly reveal a substantial gap. But what is at issue is not
whether retailing in, say, France has double the retail labour productivity level of the UK. Rather,
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it is claimed that the gap may be of the order of 20 per cent. The problems associated with the
aggregate approach are such that it is difficult to argue that such a conclusion is reliable and
indeed could even be within a putative margin for error. It would be most unwise to attempt to
draw firm policy implications from the analysis.

THE RETAILER’S APPROACH TO MEASURING PRODUCTIVITY AND
PERFORMANCE

Retailers are of course mindful of the need to manage the productivity and efficiency of their
businesses. However, the larger publicly-quoted retailers tend to avoid aggregate economic
approaches to the measurement of productivity, in favour of firm-level financial or operating
measures and benchmarks that are meaningful to investors and shareholders — and which are
more amenable to comparison and control. Whilst smaller and unquoted retailers have fewer
stakeholders to convince, they similarly rely upon a relatively common set of operating and
performance ratios.

Retail Key Performance Indicators

A majority of retailers we interviewed see the top-down economic notions of productivity —
labour, capital and total factor — as being not particularly useful in practice. This should not
surprise us. The major reason is that the aggregated view of productivity as espoused by
economic theory does not help retailers gain practical insights into their own efficiency or,
ultimately, effectiveness as organisations or as a sector. Most retailers’ preference, instead, is to
manage the productivity of the various elements of business — labour and space in particular — via
cost controls, which then allows for further aggregation of the relevant information into financial
performance metrics. Often, balanced scorecards and their equivalents are used to drive the
internal understanding of the business and operating improvements.

UK retailers, almost without exception, define productivity as achievement of integrated targets
in the following areas:

- Sales

- Product range

- Service levels

- Availability

- Customer satisfaction (price-value-service-convenience components)
- Employee contribution (often measured in terms of labour turnover)
- Operating & financial performance.

Further financial performance metrics are communicated to the various stakeholder groups and
serve as the foundation for assessment of the retailers’ success. It is important to realise that the
UK retailers are very operationally focussed in their measurement of retail productivity, although
admittedly the managerial emphasis and relative importance of specific measures may not be
uniform across the individual companies.

“Productivity [in retailing], nltimately, is the balance between the social side — training and so on — and
the financial side. These both should go hand in glove. If you train people better, you should get more sales
through. The third element is IT — using the efficient systems, in stores in particular, transaction
processing and so on” (UK non-food retailer interview)
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This statement suggests productivity is about the skills of the labour force, use of technology and
how the two are combined. Economists, we suggest, could happily agree with this.

A multitude of Key Performance Indicators (KPIs) are used by UK retailers, but a set of some 21
commonly-employed indicators recurred in our discussions, although their relative importance
varied by category and size of retailer. The level of detail in measurement terms compared to top-
down aggregate studies is striking. Those related to efficiency can be broadly summarised in the
areas of labour, space and capital. (Space and capital KPIs are separately identified below, since
this is how retailers think of them, although we recognise that in economic terms, space KPIs can
be considered as a subset of capital measures.)

I abour KPIs

- Labour cost budgets (weekly/monthly) for each store

- Overall labour costs (including as percentage of sales)

- Sales/profit per employee

- Sales/profit per hour worked

- Gross margin return on labour (GMOL)

- Units sold per hour worked

- Till throughput (Items per hour going through the checkout till)

- Efficiency ratio (the ratio of hours required to run the store efficiently
according to the model, to the actual hours used)

- Staff turnover

- Various customer satisfaction measures

Space KPIs

- Sales/profit density (sometimes in units per square foot)

- Stock availability (closely relates to and determines space productivity)

- Ratio of selling vs. non-selling space

- Linear density (in an experimental stage for many)

- Trading intensity, or balance of customer traffic, and physical limitations
of stores

Sometimes, no measures of space efficiency are used. Instead, the emphasis is put on reaching
the optimal configuration of the selling space among the categories.

Capital KPIs

- ROCE and its variations

- Economic profit or EVA

- Payback period

- DCF-based (Discounted Cash Flow) metrics

- Cost of maintaining the capital base (store base)
- Depreciation as percentage of sales

While we do not suggest that these 21 commonly-employed KPIs are suitable for simple
application as exhaustive measures of retail productivity, we certainly do believe that they capture
important aspects of productivity from the viewpoint of the agents responsible for bottom-up
productivity improvements. What most have in common is that both the input and the output
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generated are often measured very indirectly. Whilst it would be helpful to know why change
occurs in the costs of occupancy as a percent of gross margin, for example, the lack of availability
and inconsistency of such data in corporate accounts precludes such a discussion.

The view of UK retailing from outside, from its US best-in-class peers, supports much of this
perception. The choice of KPIs is not dissimilar, especially in the areas of labour and space -
although the choice of KPIs also reflects some of the different priorities of US retailers towards
their investors to that in the UK. Amongst the larger US retailers there is greater emphasis on
overall utilization of capital.

“The emphasis in the UK is on gross margins and ratios, not on overall utilisation. .. Our stock market
is definitely different from the UK’s. Our market primarily looks at growth and utilisation of capital. In
my opinion, the UK’s market fundamentally looks at operating margins, with nuch less emphasis on
growth. Becanse of our growth orientation, even with slimmer operating margins, if a US company’s
growth line is there, the hope is that future operating margins will improve.” (US retailer interview)

This is one of the reasons that a number of US businesses find Economic Value Added (EVA’)
to be an attractive measure of capital effectiveness. Some companies apply EVA to space
utilisation, considering the capital cost of rent and fixtures and deducting this from the gross
margin contributed by the space to arrive at a true economic profit. This is what we might call
‘fractional’ EVA, or the EVA attributed to a particular factor of retail production. Essentially, this
comprises the gross margin contribution from the space. This is an analytical approach that is not
commonly practiced in the UK, and it would be worth further investigation. Some US firms
incentivise their management based upon EVA targets.

The importance of EVA in the context of retail productivity relates of course to the fact that
EVA reflects the ultimate economic profit of a company. After the providers of capital (both
equity and debt) have been paid in full, the remaining economic profit is the reflection of the
company’s ability to add value beyond the cost of capital. Potentially, EVA per unit of labour or
EVA per square foot could be used as a summary measure of productivity, although care would
be needed because of variation in hours worked, in part because of double counting on the cost
of labour or space and in part because of the possibility of the measure being seen as under
rewarding workers or landowners.

Economic profit indicators were felt by many retailers to be good measures for periodic self-
control of the business, yet they were less suitable as practical business monitoring tools. The
main reason is the practical difficulty associated with the inter-divisional allocation of capital and
its cost, together with transfer pricing.

There are a number of general difficulties with EVA. Firstly, it is not, strictly speaking, a measure
of output in the same sense as gross margin or net profit margin. Instead, EVA is the net added
value, with the imputed, risk-adjusted capital charge explicitly subtracted from the cash flow
(NOPAT) generated by the business. Thus, EVA is not particularly compatible with the measures
of gross value added aggregated using top-down, macroeconomic methods. Secondly, EVA-
based measures do not allow the bottom-up aggregation of corporate data through to the macro-
level. This is impossible because the costs of capital are very different across companies and
sectors. Thirdly, varying accounting and corporate reporting procedures across countries make it
very problematic to arrive at consistently comparable EVA estimates.

3 EVA = NOPAT - Capital Employed x Cost of Capital, where NOPAT is Net Operating Profit After Taxes.
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The 21 KPIs listed above are widely used by retailers, though with some significant variances and
modifications derived from the particular needs of different businesses. There is a clear
distinction between the operating, day-to-day metrics of productivity and strategic, financial
reporting measures. For current operations, the retailers we surveyed used total sales growth and
like-for-like (LFL) growth as the most important indicators. Progression of gross margin was also
important, but many elements (e.g. trade promotions, supplier funding, stop-loss provisions) can
only be reliably measured on slightly longer timescales than are operationally convenient. Thus,
gross margin is not a tool of operating management although it may be more useful in longer-
term monitoring.

We found that there was a wide variation in the usage and importance of particular KPIs by sub-
sector or category. Some retailers, especially fashion-driven companies in the clothing segment,
did not attach much consideration to space usage or employee productivity. Instead, the
overriding goal was to generate sales enough to justify the significant capex incurred on securing
the prime-rate locations that such retailers felt were paramount to their success. In contrast,
home improvement retailers in the study were much more focused on space utilisation, employee
productivity and profit density.

If we are to argue that retailing is a distinctive industry because of its particular concerns with the
intangibles of service quality and format, a very important finding is the lack of definitive
measures of effectiveness: for measuring customer satisfaction with the proposition. It might be
argued that if a format is ineffective, then customers will vote with their feet, but whilst many
UK retailers have their own ways of measuring levels of satisfaction — through surveys, mystery
shoppers and the like — there is nowhere near the degree of consensus in this area compared with
the range of efficiency measures in use.

Some of the US retailers we spoke to seem to have addressed this question more scientifically:

“In sales, we conduct several evaluations of every associate weekly that measures the effectiveness of their
sales presentation and its adherence to company standards. These evaluations are scored and store
management is held accountable both to financial results and bebavionral results.” (US retailer)

A third-party organisation founded in 1994 — the American Customer Satisfaction Index (ACSI) -
tracks US levels of satisfaction by sector and by company and is a uniform and independent
measure of the household consumption experience’. The score for a particular industry consists
of an average of its company scores, weighted by the revenues of the companies included. At the
individual firm level, the ACSI provides a consistent measure of customer satisfaction for
comparative purposes as well as at segment, sectoral and industry level within the US. There are
as yet no international equivalents of the ACSI on which to base comparative work.

The picture that emerges from the analysis of productivity- and efficiency related KPIs used by
the UK retailers is richly diverse and portrays overall productivity as snfensely specific to the
particular circumstances of the sector, product category and the choices made in terms of brand
positioning. The retailers approached overwhelmingly reject the notion of ‘average productivity’:
aggregated numbers and averages are irrelevant because the actual comparisons & benchmarking
are made versus best in class - often internationally - rather than against a notional average. We
were struck by the extent to which efficiency and the link to performance was at the forefront of
thinking of each retailer interviewed. As the Finance Director of a leading grocery retailer put it:

* http://www.theacsi.org
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“Running a retail business, quite frankly, is a pretty remorseless grind. Every year you look, and every
year you 11y to find some productivity savings to try to drive the mandated (inflation-linked) salary
increases and combat general cost inflation right across the business.” (UK grocery retailer interview)

Evidence from corporate data

How well do retailers perform on an international comparative basis using their own published
efficiency and performance indicators? We chose to examine a sample of US, UK and French
retailers, representing a wide spectrum of multiple retailing in each country for which corporate
data were available. For the UK, the sample included 92 retailers who represented 64% of the
total retail sales in 2001 (excluding cars, spare parts and foodservice); for the US, the samples
consisted of 96 retailers, (37% of the total US retail turnover in 2001); and for France, 13
retailers, (72% of combined retail sales in 2001). For the French retailers, data in a format suitable
for comparisons was available for the last two years only. Although we fully recognise the
limitations of the database, we nevertheless firmly believe that such analysis should supplement
the top-down approaches to measuring retail productivity.

Employee productivity

The following two figures provide an illustration of the relative efficiency of UK retailers with
regards to the utilisation of labour. The analysis is of a poorer quality in this area than in others
because of the assumptions required and the caveats that apply here are similar to those in the
aggregate economic analyses. An immediate observation from the figures might be that UK retail
employees are less productive than their French (significantly) and American (less significantly)
counterparts. The efficiency gap is especially noticeable with regards to sales productivity: the
average retail employee in France generated sales of nearly $235,000 of OECD PPP equivalent,
versus $156,000 in the US and $152,000 in the UK.

A word of caution is immediately in order: the average numbers of employees were normalised in
order to provide a consistent basis for comparison. Specifically, retailers in the US do not report
tull-time equivalent (FTE) numbers; nor do they report the average numbers employed during
the year at the end of the financial year — instead, only the actual numbers are reported at the year
end. More importantly, employee numbers took no account of the mix of the labour force in
relation to full-time versus part-time employees. Not converting to FTE equivalents will depress
UK labour productivity in this analysis, but we cannot say to what extent.

With regard to profit-based productivity (measured in terms of net profit), the performance gap
is perceptibly less significant. Moreover, it appears that in recent years (2002-2003) this gap has
narrowed dramatically. Net profit is certainly preferable to gross margin for international
comparisons. For example, in the US, retailers routinely exclude SG&A (Selling, General and
Admin expenses) from Gross Margin, whereas the UK retailers usually include some elements (or
all) of SG&A in the category called “Cost of Sales”. US retailers look more profitable than their
UK counterparts if gross margin is used as the measure, but the gross margin measures are not
comparable. Net profit, on the other hand, is a measure reflecting the ‘bottom-line performance’
after all business expenses have been made, and is a better reflection of the ‘true’ profitability of
the business for the purposes of comparison, though various elements between the top-line sales
and bottom-line net profit my be differently counted by different retailers. If percent gross
margin stays the same but percent net margin increases, the cause may be a reduction in costs of
trading relative to either purchasers or sales. This is an unambiguous efficiency improvement. If
markets are not competitive, increasing net margin could just reflect increased prices and
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monopoly. However, net margin is a closely watched number, simply because this is the source
of the dividends for shareholders.

We recognise that the use of net profit margin is perhaps less satisfactory from the viewpoint of
the economy as a whole than it is for assessing individual firms. The usually suggested measure of
Gross Value Added (GVA) does not correspond well to net profit margin. (From the standpoint
of the economy as a whole the issue is how much income is generated by the use of a piece of
resource called capital and another called labour. At the very least GVA should equal the
marginal product of both capital and labour equivalent to their value in their next best alternative
use. At best GVA should reflect a higher return than this. A good proxy for this higher return is
net profit.) One of the advantages of using gross profit for measuring productivity is that it is a
good first-order approximation of the value added per employee; a good practical shortcut.
Provided that the elements of such approximation are agreed in advance and are consistently
applied throughout the industry, aggregated gross profit could be linked up to GVA on the
macro-level. Indeed, the basis for National Accounts estimates of retail trade gross value added is
retailers’ returns on gross margin subsequently adjusted.

On the whole, we view data findings from aggregated corporate sources inconclusive in relation
to labour productivity. On the one hand, UK retailers appear to lag behind foreign equivalents in
terms of sales productivity. On the other hand, the comparative gap may exist simply due to
imperfections in data availability, methodology and measurement.

Space productivity

By contrast, UK retailers perform exceptionally well with regard to sales density and profit
density. The common explanation often put forward by casual observers of the UK retail scene is
that the higher densities are ‘natural’ in UK retailing due to inherent geographical limitations —
UK retailers must inevitably ‘cram more people into stores’. This is not the only explanation.
Many retailers interviewed emphasised that range is the primary and by far the most important
driver of the customer’s interest in a retail store’s offer. It is widely recognised that the UK
retailers are excellent at creating an attractive range, and range per se has little to do with the
physical limitations of the stores. Retailers who own their property are in a different position
from those who pay rent to third parties: it is possible some may have lower space costs. This
saving might affect the amount of space they use, or be used in various other ways, with effects
on the density calculations. There has been a trend, however, in the UK for retailer-owners to
sell and lease-back their property. We do not have the data to analyse the renting/ owning split in
the UK or other countries, and to know whether it makes a difference to the international
comparisons.

Not only do UK retailers have higher and increasing sa/es densities than their international
competitors, but they also have higher profir densities. Sales and profits do not necessarily go in
step. A retailer may have a higher sales density but a comparatively low profit density, in which
case there is reason to doubt its productivity achievements. That UK retailers are best on sales
and profits compared to those in our other country samples points to an efficient control of
space.
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Financial productivity

Figures 11 and 12 provide a comparative perspective on financial performance. According to the
ROCE’-based data, UK retailers fell behind their US counterparts after 1998-99 and French
counterparts in 2002-03. One of the possible explanations is that, having invested significant
funds in supply chain management, ICT improvements and refurbishment of the store portfolio
in the early part of the period, UK retailers are now in the process of catching up with their
overseas rivals. Another possible explanation is that much of this capital expenditure is made in
more expensive buildings and land than in the US.

The differences in operating profit margin could partly be explained by higher capital intensity, as
well, but another significant structural reason, at least in relation to the US-UK comparisons, is
the presence of the discounting sub-sector in the US — of a scale and character that simply does
not exist to the same degree elsewhere. US discounters are more efficient, more profitable, and
provide better returns on their capital employed. Without this group of ‘discounters’ (11 within
the sample of 96 for the US), overall US financial productivity would be significantly lower.

Ranking performance

As a conclusion to this section on retailers’ performance measures, we can present an initial table
ranking UK firms against international peers. Differences in accounting standards and retailer
category, size, strategy, product mix, international spread and culture make it difficult to identify
best practice in terms of corporate efficiency at the individual firm level, but our database of over
200 leading retail firms in the UK, US and France - for which information was available — does
allow us to develop a rudimentary ranking table, against employee and space productivity
metrics. The construction of performance tables of this kind is usually unrewarding. On the one
hand the firms in scope are self-selected. In this case efficiency is equated with size which is
probably acceptable as a starting point. On the other hand the cut off is somewhat arbitrary so
that a large proportion of the retail trades (particularly systematically smaller UK firms) are
excluded from the comparison.

Table 4 identifies for companies with more than $1bn market capitalisation the top twenty
performing firms in terms of four key productivity measures. UK firms are separately identified.
The table again confirms that in space productivity terms, UK retailers do better than their
counterparts in the US. UK firms take seven out of the top ten places in the first two columns.
Although they perform comparatively less well on employee-related productivity equivalents
(with only three out of the top ten ranked firms) the top two performing firms in labour
productivity terms in our analysis are UK businesses. Further, similar UK names feature in the
upper echelons in the rankings for all four measures. However, when we examine capital
measures in Table 5, it is to find a smaller proportion of UK retail businesses, with the exception
of specialist apparel retailing. The ROCE ranking is especially interesting, given what we have
already said about the larger US retailers seeking to demonstrate a much greater competence in
overall utilization of capital, as a result of the emphasis within the stock market there.

We have not been able to identify any operational best practices which clearly distinguish the best
performers from laggards. It is clear that each good performer succeeds with a specific
combination of product range, store size and style, location, strategy, as well as operation. There

5 ROCE — Return on Capital Employed (EBIT/TCE, where EBIT is Earnings Before Interest and Taxes, TCE, Total Capital
Employed = Total Assets — Current Liabilities)
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are variations in the latter of course but it is not these which explain the prime differences, such
as they are, between the performance of UK retailers and those in other countries.

Conclusions on the retailer’s approach

Examination of reported corporate data approximating to macro-economic indicators of
productivity as well as data drawn from a wider context of efficiency and performance metrics
provides a much richer and fuller picture of international retailing than that revealed by ‘top-
down’ analyses. We have already pointed out the methodological difficulties with the corporate
employment data, which are not dissimilar to the problems faced by economists conducting
aggregate analysis of retail labour productivity. Such analysis nevertheless highlights the
advantageous position in relation to some efficiency and performance variables of UK retailing —
patticulatly in relation to space utilisation. Only on one ‘putre’ productivity metric - sales / profit
employee productivity - does UK productivity clearly and consistently lag that of our sample of
firms in the US and France.

Our analysis of published corporate data is clearly biased towards larger publicly-quoted
companies, although our sample comprises significant proportions of retail trade in the three
countries under examination. We have nevertheless been unable to extract comparative data of a
similar quality for the ‘tail” of smaller retail businesses in either the UK, US or in France. This is a
significant weakness in our understanding of retail productivity.

We have demonstrated that there is potentially ample information about how retailers measure
the efficiency and performance of their businesses. These are the best measures for all to use, as
these are the measures that retailers use directly to drive their businesses. Macro-economic
analyses of total factor productivity are of no practical help or interest to retailers, since such
analyses transmit no information which indicates where action might be taken. From the
interviews conducted with a variety of retailers, the consensus emerged that no single measure of
productivity is sufficient to capture the efficiency of input utilisation in retailing, but there is
broad agreement over what the list of measures looks like. However, there is no requirement to
publish, for example, sales density information, and there is no ‘accounting standard’ or data
standard for a wide range of metrics relevant to productivity.

STRUCTURAL AND ENVIRONMENTAL EXPLANATIONS
FOR DIFFERENTIAL PRODUCTIVITY

Whilst we have demonstrated that there may be difficulties with simple measures both of labour
and total factor productivity for international comparative purposes, it is not unreasonable to
think that there may well nevertheless be genuine productivity differences between countries. A
range of factors will be important in explaining the relative performance of the retail sector in
different countries. Some of these may arise from structural variations between markets. These
includes the composition of the sector in terms of size and format of businesses, and the
positioning choices retailers make, which are themselves inextricably linked to the
product/service output mix demanded by consumers.

There may be also be differences as a consequence of dissimilar regulatory environments.
Regulatory environments limit propositions in certain ways. For example, shorter trading hours
in Germany mean consumers have to accept shorter hour propositions — which are ‘efficient’ in
labour productivity terms, but less efficient in terms of the use of capital or space. Of course
increased hourts /supply may drive demand too, so that it is clear that the German government is
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interested in the possibility of lengthening hours to stimulate moribund consumer demand. In
the UK, regulation limits the development of very large free standing stores. These propositions
can be more efficient in terms of economies of scale in labour use or goods deliveries for
instance.

Structural explanations

Differences in conntry propositions

An overwhelming majority of UK retailers interviewed for this research rejected any notion of
UK retail productivity being significantly worse than other countries. While one might — in the
light of the Work Foundation’s report on UK business attitudes to productivity generally (Work
Foundation, 2003) - consider that this may be a myopic view, the strength of the response
suggests that we should look carefully at what underlies it. The main explanation offered for
differences between the UK retail sector and that in other countries — particularly the USA,
France and Germany - is suggested by our respondents to relate to structural differences in the
retailing propositions in those countries:

“There is constant tension between the abstract model of efficiency and what is actually attractive to the
customer. This differs by country. There is a differential trade-off between the efficiency and customer
appeal.” (UK food retailer interview)

One might argue that UK consumers are unable to express a preference for lower cost/ more
efficient propositions - because the UK retail market is less competitive than it might be. The
strength of competition has been recently examined of course particularly by the McKinsey
Global Institute (McKinsey, 1998) and for the grocery sector, the Competition Commission
(Competition Commission, 2000). It does seem clear that UK consumers — some of them, some
of the time — express preferences for higher service propositions, which include non-tangible
outputs (that is to say brand propositions) over those which emphasise price based on simple
efficiencies. Industry participants see retail productivity as a consumer-mediated phenomenon,
although this risks confusing what is meant by productivity to the economist. Economists might
suggest that consumer mediation is an expression of preferences and the price consumers are
prepared to pay to satisfy them. Consumers may indeed have preferences which include low
prices and also quality service manifested in (for example) wide and relevant choice (including
brand or not) in accessible shopping locations. In this case, product market competition and the
nature of consumers' trade off between product price and service will determine value added.
Productivity is the relationship between this and the cost of the resources needed to create the
value added.

“We could, for example, increase labour productivity by withdrawing all onr bag packers. But this wonld
be bad for customers, bad for competition and, ultimately, less profitable.” (Retailer)

These preferences in terms of trade-off appear to be remarkably resilient. As the Finance
Director of one of the UK’s largest retailers put it:

“T think the fact that ASDA hasn’t increased its price differential relative to the other grocers any more
than it ever was means that they are not making super-profits, because I really believe they'd be taking the
return and investing everything else in price to make themselves even more competitive. And it doesn’t seem
to be happening as much as it conld be — which mafkes me think that when ASDA came in they thought
they’d be able to drive more efficiencies out. And it just hasn’t happened.” (UK retailer interview)
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Differences in corporate structure

The largest European retailers, on average, are smaller than their North American counterparts in
market capitalisation terms, but larger than their Japanese and Asian peers. The biggest UK
retailers in sales turnover are smaller than the top USA firms, and indeed smaller than several
continental European competitors (Table 6). Simple as this finding might appear, it signifies
substantial potential performance differences in retailing (Dragun, 2003). Most obviously, scale
advantage in buying — global purchasing power perhaps — has become more and more significant
in retailing (Dawson, 2000). The largest firms have buying power which smaller ones are unable
to match, with consequences for price and competitive strength. However, while buyer power
might well, and probably does, have a significant impact on retail "price and competitive
strength", it can only have a marginal effect on productivity (for example by means of associated
scale effects on the costs of handling the greater throughput and storage of goods, or efficiencies
in administration). Nevertheless, the largest UK retailers still do not have the scale of the largest
elsewhere in, for example, areas like ICT purchase. Explanations lie at last partly in the limited
size of the domestic market, combined with the slowness to develop substantial overseas
businesses until recently.

A further element of the structure of the UK retail sector to consider is the significance of the
small firm, and the small shop. If large firms are at least comparable on various performance
measures with those in other countries, as we have suggested in the previous section, then is
there a performance issue among smaller firms? The question is not so much whether smaller
firms have difficulties and are likely to be less productive, but more whether there is a greater
‘tail’ of small firms in the UK sector (Kirby and Law, 1981; Dawson, 1983; Smith and Sparks,
2000).

It is surprisingly difficult to make proper comparisons of the structure of the sector in different
countries. We have referred to data deficiencies elsewhere. We are unable to provide a rigorous
detailed macro-level comparison of various size firms and various sized stores, across Europe or
between the UK and the USA, although some general observations are possible. US Census data
for 1997 suggest that 26% retail sales are accounted for by single unit enterprises. UK data for
1994 from the Retail Inquiry show about 23% of total retail turnover in businesses with a single
outlet. While this says almost nothing about efficiency within the two sets of firms, we can see at
least that the size of the two sectors is similar, so that it is not necessarily a larger ‘tail’ of firms per
se which explains any UK retail productivity gap. Much further work would be necessary to
compare the actual performance of the two small firm sectors.

Process differences — the excample of ICT

“Aging technology investment and aging stores are the primary limitations to productivity” (US retailer
interview)

Apart from noting the absence of any regulatory constraints as barriers from this US observation,
using technology more cleverly, particularly in relation to space, would appear to be one area
where there are some noticeably common concerns between the US and UK, but where the
McKinsey Global Institute argues (for example) that differential ability to implement
technological innovation divides the two retail markets (National Center for Policy Analysis,
2002). The retailers we interviewed agreed:

“The companies 1 looked at in the UK tended to have the in-house I'T departments because it was seen as
being a key competitive advantage. In the US, the systems companies tend to develop retail company
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systems more generally which then every retatler took up. 1t wonld appear that the internal IT" capacity
was not seen by US retailers as the key competitive advantage — hence everyone became efficient at the
same rate. In the UK, on the contrary, retailers had to replace their systems at different speeds and thus
have different systems capabilities and they retain in-house I'T systems — which may be extremely costly.”
(UK non-food retailer interview)

“A clear evaluation of your I'T projects is critical. There must be a clearly stated, well defined payback,
which exceeds your cost of capital. A disciplined and consistent payback analysis is probably the single
most important practice to increase efficiency. I think companies tend to make investments, but then don’t
actually follow through on whether or not the investment had payback equivalent to what was projected at
the time the investment was made.” (US retailer interview)

If these observations are generalisable, then retailers may need to use Information and
Communications Technology (ICT) more cleverly in the UK. As one UK Finance Director put
it, “IT got cheaper, and the physical assets got dearer.”

Let us take one example. For retailing, Radio Frequency IDentification (RFID) is a classic
example of a potentially ‘disruptive technology’. Christenson and Tedlow (2000) define disruptive
technologies as innovations that change the economics of an industry, even if they may not be
initially profitable innovations. In terms of productivity, there are two points to be made here.
The first is that ICT innovations like RFID require significant upfront investment and payback
periods, in terms of productivity gains, may be in the order of the 5-15 years identified in studies
of ICT investment and productivity; the speed of payback for individual firms being a
consequence of their skills in ICT project management and implementation. Secondly, it is clear
that an innovation like RFID is not country-specific in its effects (with pioneering retailers in the
US, UK and Germany planning similarly serious investments), but the adoption of the
technology by a single firm which has a dominant position in any one country market (such as
Wal-Mart in the US) might be sufficient to differentially improve the productivity of the sector as
a whole in that country.

Environmental explanations

There is abundant popular perception that environmental conditions, including regulation,
differentially affect the operation and efficiency of retailing between countries. There are two
questions that should concern us here:

e arc there key differences in the efficiency and performance of UK retailing, as
compared to that in other countries, which may be attributed to differences in the
regulatory environment?

e would de-regulation, or change in regulation of some nature, produce gains in
efficiency?

The commonly-held view is that there are differences and that deregulation woul/d produce gains in
efficiency:

“In many European industries regulations and structural impediments in product and labour markets
limit the opportunities to invest in ICT. Examples of product market restrictions include liniits on shop
opening hours, and transport regulations that mafke it difficult for manufacturers and wholesalers to
supply customers frequently” (van Ark et al., 2002).

24



Assessing the Productivity of the UK Retail Sector

Many of these costs will have indirect effects upon retail productivity. For example, estimates
suggest that the United States loses roughly 2 percent of its gross national product to congestion
and that the United Kingdom loses about 5 percent - which will create differential costs for
retailers and manufacturers in those countries, (MacKenzie, Dower & Chen, 1992). Other
regulations may have more complex effects. Relaxing trading hours restrictions might reduce
labour efficiency, but would increase the efficient use of capital, because of longer trading time
from a fixed store. But the overall impact on productivity is uncertain.

L abour costs

To what extent do regulatory issues in relation to employment make a further contribution to
explaining labour productivity gaps between our selected comparator countries?

“The French retail workforce is more inflexible and less efficient than that in the UK - and much more
expensive. On the other hand, there is also a greater degree of labour flexibility in the US' than in the
UK.” (UK retailer operating in France, US and UK)

Paradoxically, it may be as the result of greafer regulation rather than /ess that we can explain in
part how France exhibits higher labour productivity than the UK or the US — through higher
costs of employment and less flexible policies in areas such as training and promotion. Figure 13
demonstrates that total costs to an employer for a typical manager are almost 30% higher in
France, compared either to the US or the UK because of additional social security contributions.
Hourly retail wage costs more generally are lower in the US and the UK, than in France - in the
case of US-France by some 8-10% in PPP terms (Gadrey & Jany-Catrice, 2000).

The additional per employee costs of employing labour in France means that French retailers will
staff stores somewhat differently from their US and UK competitors; fewer part-time and casual
workers will be used and more full-timers. This necessarily reduces the flexibility with which
French retailers can deploy their human resources in response to perceived customer demand
and the operational requirements of the business, despite leading to greater labour productivity. It
might nevertheless be useful better to understand the characteristics and consequences of French
retailers’ use of labour.

Other human resource areas also differentially affect the ability of retailers in different countries
to use staff efficiently or control total costs related to labour.

“There are substantial differences in approaches to staff training & progression, which is much more
4 8
rigorons and formal in France and Germany than in the UK.” (UK retailer interview)

“If I look back over the last five years and look where I added cost to the business, HR would be such an
area. To minimise our risks in terms of industrial tribunals, employee grievances, the whole area of
ensuring that we treat people well, we added eight people to handle these issues for our business.”
(medium-sized non-food UK retailer interview)

In the comparatively deregulated environment of the US, retailers we interviewed see fewer
barriers to enhancing labour productivity, although some exist:

“Our primary constraints to realizing ever increasing labor productivity are related to costs - specifically,

the rapid rise in the cost of health insurance. In the US, this is rising at a factor many times greater that
the rate of inflation and there is no sign of this slowing.” (US retailer interview).
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Space, Planning and Property

Retailing performance is critically dependent on ‘location, location, location’.  Setting aside
questions of e-commerce, retailing is an inherently local activity: its essence is local distribution.
The property environment therefore is a key influence on performance. The locations, sizes and
kinds of shop premises available, the sizes and natures of shopping centres, the nature of ease of
accessibility to centres and to shops are all important considerations (Guy, 1994).

There are three broad ways in which the property environment may inhibit improved
performance. First is by constraining competition through rigidities in the system: both entry to
and exit from the market may be restrained. The second is through actual supply: sub-optimal
size, shape, location and condition inhibit performance — particularly logistical performance. A
lack of large store premises prevents retailers benefiting from economies of scale. One may
certainly draw attention to the fact that much UK (and other European) retailing takes place in
historic buildings and town centres: the relatively young age of US shop property must be an
efficiency advantage. Thirdly, the cost of property may be high.

The most profound difference between US retailing and UK retailing is in the property
environment:

“Retail development in America has tended to be a fairly low-cost, rather risky and disorganised part of
the urban economy. Shops and centres frequently fail through competitive pressures....and public policy
makers show little concern over this process. In Britain, a planning system which in any case restricts land
Jor new development has been further used by existing interests (commercial and financial) to limit the
volume and location of new retail development. Retail development is thus high-cost, secure and organised,
a state of affairs regulated by market forces as much as by public interest.. We conclude therefore that
contrasts in urban retail structure between the two countries reflect underlying societal characteristics...”
(Guy & Lord, 1991).

Retail property costs are generally accepted to be higher in the UK than in France and the USA —
our comparator countries. Published rental comparisons are not as helpful as they might be in
assessing this difference, as they tend to focus on capital cities rather than the market as a whole.
A careful piece of work by Guy and Lord compared the retail structure of two similar cities in
detail (Guy & Lord, 1993). Their study showed a total amount of retail floorspace in the US city
of Charlotte more than twice as great as in Cardiff. Top retail rents in the latter were six times
those in the former. More recent work by Deutsche Bank showed comparative land costs for
specific grocery retailers. US costs were given as $500 per sq metre or below; those for
continental European firms were below, often substantially below, $1,500. UK retailers all
showed costs of over $2,500 (Deutsche Bank Research, 1999).

The UK is a small country and land and floorspace are more expensive because less plentiful than
in France or the UK. Supply is generally constrained and it should be noted that land values in
general are high and retail land prices are probably underpinned by values for alternative uses.
Our interviews with retailers for this study showed that they are particularly concerned about the
costs, and the rising costs, of property. Property or rental costs are not generally given in
corporate accounts and so there is no good data available to show rent as proportion of sales,
comparing UK with other countries, or showing change over time in the UK (Burton, 1992). It
was strongly suggested by our respondents that property costs have risen over the last decade at a
greater real rate than retail sales. Figure 14 shows that property taxes generally are some 20%
higher in the UK than in either France or the US and are increasing.
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The regulatory framework for the UK retail property market is dissimilar from other European
countries and from the USA. Concerns about the implications of this framework and about
certain practices in the commercial lettings market have been well rehearsed (Burton, 1992). They
include anxiety that leases and the workings of the property market are not well understood by
smaller tenants. More generally, there are concerns that upward-only rent reviews are imposing
unjustified costs, that confidentiality clauses and other practices make the market less than
transparent, and that restrictions on ending or re-assigning leases cause problems. Finally, long
leases may work to inhibit flexibility. A detailed study of international leases showed that
differences in the UK are indeed significant (Crosby & Murdoch, 1998). Lease lengths are
shorter, not just in emerging markets but also in the USA, Australia and other parts of Europe.
Long leases, with a commitment of 15 or 25 years, with onerous costs and conditions for
breaking the lease, assigning or sub-letting may inhibit flexibility and impose entry and exit
barriers on the retail industry, with consequences for cost or efficiency. These concerns have
been addressed by various reforms and lease lengths in retailing have fallen consistently over the
past ten years (British Property Federation, 2003) but still remain longer than other property
sectors and longer than in other countries.

Work undertaken by OECD has suggested that the main restrictions on market entry in the
commercial distribution sector in the OECD countries are linked to regulations on large stores
(Boylaud & Nicoletti, 2001). Restrictions, they say, have three consequences: they slow down
modernisation and consolidation in the sector; they benefit incumbent firms and make it difficult
for a new competitor to enter the market and may speed tendencies to concentration at the
national level; finally, they may reduce firms’ market power over their suppliers. All European
countries restrict to some degree the development of large stores (Davies, 1995) and restrictions
have often been increasing (Davies, 2003). There are various motivations and national and local
policy reasons for such limits. Broadly they relate to urban and regional planning, to
environmental and traffic concerns, to concern for accessibility to services and social equity, and
to concern for small shops and centres.

Recent research has attempted to quantify the restrictive effects of such regulation (Boylaud &
Nicoletti op.cit.). It finds (with the caveats that local regulation is not included, and that
regulation may be strict on paper and flexible in practice) that the UK is somewhere in the
middle of the range across OECD countries. The USA is not included in the OECD analysis.
However, we can say that store development regulation there is far less restrictive than in any EU
country.

“the prime example of minimal strategic control over retail development is in the United States” (Guy,

1994:93)

However, the issue is not straightforward. It is not the case, for instance, that UK retailers
themselves unanimously demand wholesale changes in planning policy (Oxford Retail Group,
2000; House of Commons, 2003). Certainly, there are concerns about the speed of the planning
process, the costs of delays, and inconsistencies in decision making. Reform of both planning
regulation and the operation of the system is part of current government policy (Office of the
Deputy Prime Minister, 2002).

One key issue is about economies of scale. If large scale store development is inhibited, then is
the UK industry deprived of economies of scale at the level of store operations? Recent research
has demonstrated the difficulty of quantifying the effects of scale at the level of the store (Guy &
Bennison, 2003). It did however show, using evidence provided by retailers themselves, that
economies of scale related to store size are important in the UK, and derived from a variety of
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factors. By implication, a further shift to larger stores would produce further economies. The
Competition Commission found economies of scale in staff costs in its examination of UK
supermarkets: the effects were greatest for smaller stores and extended up to 3,000 sq metres, but
were modest above that (Competition Commission, 2000). In retailing generally in the UK, not
just food supermarkets, average store size is very much below this — well below 500 sq metres
(CB Hillier Parker, 2001). Table 7 shows, for example, that the average size of supermarkets in
the UK was some 1,600 sq metres, compared to just over 3,000 sq metres in the US. It is not
simply that large new stores can be operated more economically. The proposition changes with
larger new stores too: the range, the presentation to the consumer can be more compelling in a
larger store, so footfall and sales themselves increase in a non-linear way. There is little doubt that
economies of scale at store level are easier to obtain in the USA than in the UK. Differences
between the UK and other EU countries are much less significant.

Finally, an important element of regulatory differences between retail markets — especially
between those in the US and UK — are those arising from transport and distribution. UK post-
tax diesel prices are some three times as high as those faced by US retailers, but total costs are of
course determined by distances travelled as well as by unit costs. We can obtain a more
representative picture by examining the total cost of operating a vehicle of a particular size in
different countries (see Figure 15). This demonstrates that total operating costs in Spain are 23%
less, and in France 17% less than those in the UK. The major contributory factors are: cost of
fuel, maintenance and motor vehicle taxation. Not all factors are quantified, however. Such
policies as locally-imposed delivery restrictions — especially if applied by a large number of towns
in an area — can provide significant obstacles to efficiency of distribution. The Freight Transport
Association estimated that growth in goods vehicle traffic could be reduced by more than 50 per
cent and the number of lorries on the road cut by 21,000 were local authorities to remove the
current night-time delivery restrictions that are in place by 2010 (Freight Transport Association,
2003). Of course, such restrictions have their own environmental justification and are part of
other trade-offs.

We do not believe that further analysis will produce obvious recommendations for additional
reforms which would improve retail productivity in the UK. The question is not a technical one
about what kind of action might have an effect, but rather a policy one, about the kinds of urban
and regional environment, the kinds of town and city centres, that the UK wishes to have and, as
such, is beyond the remit of our research.

CONCLUSION

It is a fact that labour productivity in the UK is relatively low. It is also a fact that retailing is one
of the main users of labour in the UK. Therefore it follows that retailing may well exhibit low
labour productivity and could be expected to contribute relatively heavily to the UK's overall low
labour productivity. The word "contribution" might be correct. However, there is nothing
necessarily causal implied. That is, there is no reason to believe that the policy implication (if it
exists) lies in the retail sector. The policy implication might lie in the wider labour market.
Simply because retailing uses a lot of labour so that it looks less productive than other sectors, it
by no means follows that retail is making less valuable use of each element of labour than any
other business. In addition, problems with retail statistics in particular make it unwise to draw
very firm conclusions about differences between labour productivity in UK retailing and retailing
in comparator countries.

However, whether or not retailing in the UK is, for whatever reason, more or less productive in
any particular respect than in other countries, there are no grounds for complacency. Even the
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most successful leading firms should always be seeking ways to become more efficient within the
context of their customer offer and the competitive and regulatory environments within which
they trade. Our work has nevertheless moved beyond the simplistic idea that regulation is a brake
on retail productivity, to the recognition that a complex mix of urban characteristics, consumer
preferences and competitive rivalries, influence the structure and performance of UK retailing, as
elsewhere.

Our most important conclusion is about the need to improve data collection on and analysis of
the retail industry. Our research raised questions about the aggregate statistics we have, and also
showed that different kinds of information would be helpful in improving the dialogue between
retailers and government. Retailing is undoubtedly a major sector of the UK economy, yet there
is considerable uncertainty about, for example, the significance of the non-labour factor'
contributions to the generation of retail output. In particular, more attention might be given to,
for example, the relevance of differences in supply of land and associated marked variations in
retail occupancy costs between countries, and to the nature and importance of capital investment
in the sector.

We conclude also that there is a need for:

- the extension of firm level analyses by National Statistics and at the national level
by OECD

- more integration and harmonisation of existing official and unofficial data sources
relevant to retailing

- work towards the development of more meaningful disaggregation of the industry
exploring the potential for developing metrics which can be shared between
retailers and government

- the evaluation of measures used by US retailers for use within the UK, and

- the development of an integrated consumer satisfaction measure to reflect the
perceived quality aspects of retail propositions and service levels.

The recommendations we made in our report to government covered these issues, as well as
more general recommendations on improving the dialogue between the industry and
government. But our central conclusion is that official statistics need improvement if we are to
have confidence in policy measures based upon them. Although we focused on the UK, and on
comparing performance in the UK with elsewhere, the issues are more general. Official statistics
on retailing — and other services - are nowhere as revealing as they are about the manufacturing
sectors. Further, good international comparisons between retailing performance in different
countries would provide a rich field of research. This requires moves towards the harmonisation
of metrics at the business level. The academic research community should also take up the
challenge to increase our understanding of the retail sector.. The conceptual problems associated
with defining retail output and categorising types of retailing, are of course also worth more
scholarly scrutiny, although we note that nearly 50 years of attention by economists has failed
satisfactorily to resolve conceptual problems in relation to retail productivity and the productivity
of services more generally.
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Table 1 Levels of retail labour productivity, US/UK/France
Source Date  measure UK US France
McKinsey (1) | 1995 gross margin/hr 100 110 125
NIESR (2) 1996 wvalue added/hr 100 144 n/a
NIESR (2) 1999 wvalue added/hr 100 163 159

Sources: O’Mahony & de Boer 2002, McKinsey Global Institute 1998.
Notes: (1) for food retailing only; (2) for retail and repairing; 1996 French data unavailable.
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Table 2 Growth rates in retail labour productivity, US/UK/France
NIESR (1) USA UK France (2)
1979-99 2.72 2.16 1.29
1979-89 2.59 3.11 1.86
1989-99 2.85 1.21 0.73
1989-95 1.02 0.56 0.49
1995-99 5.59 2.18 1.08
Conference USA UK France
Board (3)

1990-95 2.3 2.6 1.3
1995-2000 6.9 3.5 0.9

Sources: NIESR, Conference Board

Notes: (1) Value added per person: % growth rate per annum
(2) For distributive trades (retailing not available)
(3) Value added per employee: % growth rate per annum
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Table 3 TFP growth in the US and the UK in the 1990s
1990-1995 1995-2000 Acceleration

UsS

Overall 0.9 2.1 1.2

Retail trade 0.8 5.3 4.5

UK

Overall 2.6 1.3 -1.3

Retail trade 0.5 -1.2 -1.7

Source: Basu et al, 2002
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Table 4

Rank Profit density, net profit §
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Source:

*

Ranking

retail

efficiency:

largest retail firms*

per sq foot of net selling
space
Next

Hot Topic
Abercrombie & Fitch
Motrisons

Marks & Spencer
Selfridges

Williams Sonoma
New Look

Carphone Warehouse
Talbots

Tesco

CVS

Sainsbury

Home Depot
Autozone

Limited Brands
Whole Foods Market
Matalan

Publix Super Markets

Pacific Sunwear

OXIRM analysis

Sales density, $ per sq
foot of net selling
space

Carphone Warehouse

Mortrison

Next

Safeway

Sainsbury

Zale

CVS

Tesco

Williams Sonoma
WHSmith

Whole Foods Market
Marks & Spencer
Hot Topic

Best Buy

Selfridges

Circuit City Stores
HMYV Group
Dixons

Carrefour

Publix Super Markets

space

and

Employee productivity
- Sales, $ '000 per
employee
Carphone Warehouse
Dixons

Circuit City Stores
Selfridges

Tractor Supply
CVS

Best Buy

Home Depot

Rite Aid

Casino

Walgreen

Lowe's

HMV Group
Carrefour

Marks & Spencer
MFI

Kroger

Safeway

Wal Mart Stores
Carpetright

employment

measures,

top 20

Employee productivity -
Net Profits, $ '000 per
employee

Selfridges
Carpetright

Bed Bath & Beyond
Home Depot
Talbots

Lowe's

Marks & Spencer

99 Cents Only Stores
Abercrombie & Fitch
Autozone

Kohl's

Ross Stores

Dixons

Matalan

Next

MFI

New Look

Tractor Supply
Walgreen

Hot Topic

That is, publicly quoted, predominately retail firms with market capitalisation of greater than $1bn. The highlighted
firms are UK-registered and most of their stores are located in the UK.

36



Assessing the Productivity of the UK Retail Sector

Table 5

Ranking retail efficiency: capital and financial measures, the top 20 largest retail

firms*

Rank Rank by ROCE 2003
(EBIT/Average Capital Employed)
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Source:
*

Carpetright

Next

New Look

Matalan

Tuesday Morning
Ross Stores

TJX

Bed Bath & Beyond
Radioshack

Pier 1 Imports
Publix Supermarkets
Dollar General
Home Depot
Tractor Supply

99 cents only Stores
Best Buy

Talbots

Williams Sonoma

Pacific Sunwear

American Eagle Outfitters

OXIRM analysis

Rank by Asset Turnover 2003
(Sales/Average Assets)
Winn-Dixie Stores

HMYV Group

Freds

Publix Supermarkets
TJX

Whole Foods Market
Somerfield

Tractor Supply
Walgreen

New Look

Tuesday Morning
Ross Stores

Best Buy

Matalan

Wal Mart Stores
CVS

Kroger

Family Dollar
Petsmart

WHSmith

That is, publicly quoted, predominately retail firms with market capitalisation of greater than $1bn.
The highlighted firms are UK-registered and most of their stores are located in the UK.
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Table 6 Largest retailers 2002

Countty of origin Company Net sales 2002 (m US$)
USA Wal-Mart 244,524
France Carrefour 64,774
Netherlands Ahold 59,267
USA Kroger 51,267
Germany Metro Group 48,561
USA Target 43,917
UK Tesco 39,521
USA Costco 37,993
USA Albertsons 35,626
Germany Rewe 35,276
Germany Aldi 33,713
USA JCPenney 32,347

USA Safeway (USA) 32,100
France I™ 31,572
USA Kmart 30,762
USA Walgreens 28,681
Japan Tto-Yokado 27,238
Germany Edeka 27,082
France Auchan 25,976
UK Sainsbury 25,964

Source: M+M Planet Retail
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Table 7 Comparisons of food retailing density in the UK, Continental Europe and
the US, 1999

Item Spain  France UK US
Hypermarkets
Number of stores 267 496 71 650
Square metres (“000) 2,138 4,270 391 10,000
Average store size (sq m ‘000) 8.01 8.61 551 15.38
Sq M/1,000 population 53 71 7 40
Supermartets
Number of stores 5,670 8,820 4,720 22,000
Square metres (“000) 4,540 10,350 7,600 85,000
Average store size (sq m ‘000) 0.80 1.17  1.61 3.86
Sq M/1,000 population 113 173 127 340

Source: Global Food Retailing Part 1, Deutsche Bank Research, 1999
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Figure 1 Some dimensions of retail format

Classification

Criteria
Size Small «——— > Big
Price Up-market €————> Discounter

Specialisation §| Specialised €«——————————> Generalist

Shopping mode J| Store Based «——————> Remote

Location In-town €—> Out-of:town

Aspiration Experiential €———————> Functional

Differentiation Niche €«—————————> Commodity

Category Food <€———————— Non-food

Source: Templeton College research
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Figure 2 Store choice criteria, grocery shopping

Waeekly shopping done under the one roof
Prices charged

Easy and convenient reach

Large range

Sufficient car parking

Always in stock

Flexible opening hours

0 10 20 30 40 50 60 70 80

‘l Important factor B Main factor ‘

Source: Competition Commission, 2000.
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Figure 3 Wholesale, retail and hire employment mix, EU, 2002
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Source: European Labour Force Survey, 2002
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Figure 4 Retail labour productivity growth (Value Added/person
engaged) 1990-2000

per cent
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Source: Van Ark et al, 2002
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Figure 5

U.K. vs. France

UK. vs. LS,

U.S. vs.France

Source:

Note:

Components of food retail labour productivity gaps, 1995
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Figure 6 GVA productivity by size of business for all retailing, 1998-2001
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Figure 7 Employee productivity, Sales per average employee year end
in §US OECD PPP, ‘000
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Sources: Company Annual Reports, Datastream, www.planetretail.net, “The UK Retail Champions’
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Figure 8 Employee productivity, Net profit per average employee year end
in $US OECD PPP, ‘000
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Sources: Company Annual Reports, Datastream, www.planetretail.net, “The UK Retail Champions’
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Figure 9 Sales density, Sales per sq foot of net selling space in §US OECD PPP
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Sources: Company Annual Reports, Datastream, www.planetretail.net, "The UK Retail Champions’
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Figure 10 Profit density, EBITDA per sq foot of net selling space in $US

OECD PPP
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Figure 11 Return on capital employed (ROCE)
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Figure 12 Operating profit margin
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Figure 13 Total cost of an executive being paid €50,000
to employer comparison for France, UK and USA
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Figure 14 Taxes on Property as a % of GDP
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Figure 15 Vehicle operating costs for a 40ton gvw articulated vehicle as at 1
October 2003
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Source: Freight Transport Association, 2003
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