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Introduction

Retailing is a crucial sector and major contributor to the UK economy in terms of both output and employment.  Recent figures from the British Retail Consortium (BRC) suggest that the UK retail sector generates almost 6% of total GDP.  In 2001 retailing generated £49 billion (5.6% of GVA) and employed over 3 million people, about 11% of the total workforce.  In 2002 retail sales amounted to £239 billion, about 35% of total consumer spending in the UK.  There were 188,870 VAT registered retail based enterprises in the UK in 2003, and the sector was, after housing and education, the 3rd largest services based industry in 2004 (DTI 2004). 

The heterogeneity within UK retailing is well known.  The format and size of businesses varies enormously and, beyond the large omnipresent chains, there is a large body of independent businesses providing self-employment opportunities.  A large proportion of UK retail trade (45%) is conducted in non-specialized stores (that is superstores, department stores, variety stores etc), and in this category the top five companies accounted for over (50%) of total turnover (ABI).  When compared internationally, the number of retail shops in the UK is relatively lower than in other EU countries or the USA (Templeton Report 2004). The largest UK companies are smaller than the largest global competitors.  There are also fewer very small shops and firms than in most EU countries.  Regarding the business format, UK retailing has relatively fewer hypermarket, category killer or discount format stores, but more variety stores
, superstores and supermarkets.  There are likely to be significant differences amongst these different types of retailing firms in their use of knowledge, and how this relates to productivity.  Thus far we know very little about this relationship, empirically, but it is one of the key foci of this project. 

Not surprisingly, given the importance of retailing, the productivity analysis of the UK retail sector has become an area of policy interest in recent years.  Several comparative studies at an aggregate level have shown a labour productivity gap of UK retailing when compared with other countries, notably France and the US (McKinsey 1998, O’Mahony and de Boer 2002, Van Ark et al 2002).  Accordingly, even after allowing for variation of hours worked, productivity gaps remained, comparable scores ranging from 10 to 63 per cent greater in the US and 25 to 59 % greater in France (DTI 2004:33, ESRC 2004).  These studies have also assessed the extent to which the size of the productivity gap evolved in the last decade. Despite the different methodologies and datasets employed in each case, most of them seem to agree that whilst the labour productivity gap between the UK and US retailing sector narrowed in the early part of the 1990s, it widened significantly in the latter part of the decade.  In addition, Basu et al. (2003) find that retail trade, together with hotels and catering, account for about three quarters of the US productivity growth boost in the late 1990s; and for one third of the UK productivity slow down during the same period.
The exact extent of the UK productivity gap remains uncertain due to methodological complications in the comparison of productivity between national economies.  For example, the Templeton Report, which reviews the three principal recent studies on productivity, recognizes the common findings but also challenges the comparisons on methodological grounds.  Accordingly, the three studies, respectively carried out by McKinsey (1998), NIESR, and Groningen, have found significant gaps in labour productivity for the UK retail sector as a whole, compared to the US and France, but the Templeton Report concludes by urging further studies to ensure comparability of figures.
Subsequent research has pointed out a number of factors that can potentially explain the differential pattern that UK and US retail productivity followed during the last decade.  To name some of them, Griffith (2003) distinguishes: poor management, lower skilled labour force, inadequately competitive UK retail market, land regulation/planning and the adoption and use of information and communication technologies (ICT).  In the rest of this paper, we attempt to provide a more detailed overview of the issues behind retail productivity, the most recent findings of empirical research and the questions that are still left partially (or totally) unexplained. 

Our research considers the issue of productivity within retailing at a specific moment when the sector's development reflects the general global trends of increased internationalisation. The UK economy has witnessed the growing presence of foreign-owned retailers, especially during the past decade.  As is the case in other developed host economies, such growth has been driven both by acquisitions, and to a smaller extent green field investments (Burt and Sparks 2003:501).  The acquisition of one of UK's biggest supermarket chains, Asda, by the world's leading retailer, Wal-Mart, at almost $11 billion, is one of the biggest cross-border acquisitions in retail in the world to date (Dicken 2003:501).  An increasing proportion of UK retail sales are therefore captured by non-UK businesses operating in the country (Burt and Sparks 2003:26).  While this inward investment may present a “threat” (ibid) to domestic retailing firms at the aggregate level in competitive terms, the existence of foreign-owned retailers in the UK market provides an opportunity for a comparison of productivity in foreign-owned vs. productivity in domestic retailers at the firm-level. 

The project addresses issues of productivity within the context of the UK retail sector from several different angles.  First, we discuss the measurement issues pertaining to productivity in retailing.  Secondly, we offer a list of the determinants of retail productivity.  Thirdly, we outline why knowledge transfer is of increasing significance for firm-level productivity within the larger context of the increased weight multinational corporations claim in the global economy, particularly and especially in the operations of service activities including retailing.  Fourthly, we note that some of the most important forms of knowledge transfer will involve the organization of employment relations at the plant level, and the role that use of technology plays in operations.  Observing that firms can adopt different strategies in terms of the knowledge content of the forms of employment they generate, along an axis of highly codified to highly personalised, we underscore why a comparison of foreign vs. domestic-owned retailers should provide insights about productivity in the UK.  Fifthly, we provide a more detailed description of the contemporary outlook of retailing, and particularly food retailing, in the UK.  Finally, we summarize how this review provides us with specific research agendas for the three parts of our project's effort as a whole.
Measurement Issues in the Assessment of Productivity in Retailing

The aim of this section is to review different concerns in the literature related to problems in the measurement of retail productivity.  There has been a long-standing discussion concerning the methodological complications involved in the measurement of productivity in the service sector in general, and of distribution and hence retailing in particular (Cox 1948, Goodman 1985, Borin and Farris 1990, Reardon and Vida 1998, McGoldrick 2002, among others).  The Templeton Report (2004) also notes two fundamental reservations with the results offered by the aforementioned comparative studies.  The report argues, first, that other inputs, and not just labour, contribute to the generation of retail value added.  These inputs include IT systems, capital investment in shops and the space they occupy, and the different combinations of capital, labour and land used by retailers in the countries included in the studies.  Secondly, the Templeton Report raises questions about the accuracy (mainly due to data limitations) of the estimates used in calculating labour inputs across countries.  This input varies in quality and kind, due for instance to variation in skill levels, which in turn are defined to a significant degree by the variation in the quality of part-time and casual staff.  Variations in hours worked likewise complicate a direct comparison of labour inputs across different countries.  These issues will be discussed to a greater detail in this survey.

Productivity Measurement in Retailing

A definition of retail productivity, provided by Jefferys et al (1954): 

“An increase in productivity in distribution can be described simply as:
Either the provision of the same output, that is the same group of goods, and the same volume of services to the consumer with a smaller input, that is at a lower unit cost as measured by the outlay of the factors of production, employment, space, capital etc.  

Or the provision of increased output, that is the same amount of goods a greater volume of services to the consumer with the same input, that is the same unit of cost as measured by the outlay of factors of production.”   

The most commonly used measure of retail productivity is that of labour productivity (see Table 1), that is the ratio between a measure of output (frequently sales or gross value added) and a measure of labour (the number of employees or man-hours worked).  Though this measure of productivity is the one that is most often used in retail productivity studies (perhaps due to data availability and ease of construction), it is vulnerable to the implicit assumption of only one factor of production, that is labour.  As such, in cases where the importance of factors of production other than labour is not trivial, such as physical capital or land, the use of labour productivity may lead to biased results.  Recent empirical evidence appears to lend support on the validity of this concern.  McKinsey (1998) find that while the UK had lower labour productivity in retail in 1995 in comparison to the US and France, its capital productivity was in fact significantly higher in that year.

Table 1: Alternative Measure of Productivity by different studies
	Reference
	Productivity

Measure
	Output

Measure
	Inputs
	Retail Level of Analysis
	Sample Details

	McKinsey (1998)
	LP, TFP
	Gross Margin
	L (hours worked), space
	Food retailing
	UK, US, France 

1995 



	Van Ark , Inklaar and McGuckin (2002)
	LP
	VA
	L (persons employed), ICT-intensity
	Industry level


	16 OECD countries (inc. UK and US)

1990-2000

	O’Mahony and de Boer (2002)
	TFP, LP
	VA
	L (hours worked),K
	Industry level
	US, UK (1976-2000) 

	Basu et al.(2003)
	TFP
	GO, VA
	L, K, ICT
	Industry level
	UK – US (1980-2000)

	Doms, Jarmin and Klimek (2003)
	LP
	Sales 
	L, K, ICT
	Retail stores
	US retailing (1992-1997)

	Haskel and Khawaja

 (2003)
	LP
	VA
	L (Full time equivalent)
	Firm level
	UK Retailing

(1998-2000)


A more refined measure of productivity is Total Factor Productivity (TFP, henceforth). Conceptually, TFP should be measured as the ratio between real output and a weighted sum of real factor inputs.  The weights should, in principle, reflect the relative importance of each input contribution to production.  In practice, one can discern two theoretically distinct methods for computing the index of inputs.  These can be distinguished, among others, by the assumptions for determining the weights assigned to the different types of input.  The first method, the growth accounting approach, predicts that under some simplifying assumptions, factor income shares should be used as weights
.  The second approach, the econometric method, weights the different types of inputs on the basis of their relative ability to explain output through regression analysis.  Essentially, both methods are constrained by the tangibility of inputs, in the sense that some inputs (such as organizational capital and knowledge) are unobservable and, therefore, by nature difficult to quantify.  In theory, the impact of such variables can be accounted for through the use of appropriate (observable) proxy variables, highly correlated with the (unobservable) production inputs (e.g. observable human capital stock within a firm can be used to approximate the stock of knowledge within this firm).  In practice, however, the use of appropriate proxies itself is subject to data availability, which, in several instances, is severely constrained, especially at higher levels of data desegregation.

At this point it is important to notice that the risk of incurring measurement errors is frequently exaggerated by the seasonality of demand that tends to characterize the UK retail sector.  The issue of seasonality, when combined with the data collection techniques that are usually employed in the construction of datasets, may give raise to “snapshot” data, not always representative of the actual dynamics of the sector (Reynolds et al 2004).  A well documented example is the wide use of casual or part-time employment in retailing:  Apparently, in the absence of appropriate data, the inclusion of casual labour as regular workforce can lead to misleading results:  If the data in labour has been collected in a peak season time, the representation of labour in the production process will be over-represented. Similarly, if the data has been collected in an out-of-season point in time, the contribution of labour will be under-represented.  Currently most datasets have started distinguishing between casual, part time and regular employment, but seasonality still remains a strong issue of concern as the once-a-year method of data collection fails to smooth out enough the series that are being made available.

Reynolds et al. (2004) raise concerns about measurement errors in commonly reported measures of productivity.  In a more general context, these errors may be triggered by issues related with: 

· Imperfectly competitive retail markets: prices may not reflect quality (or cost) of the service, if the market in which the firm operates is imperfectly competitive – or, in cross country regressions, it may just reflect differences in the degree of competition of each market.

· Measurement of inputs: market rigidities (such as excessive planning regulation and strong labour unions – though the second may not be relevant for the UK) may distort the compensation of factors of production from their equilibrium values.

Other issues of more technical nature may include methodological problems related to international comparison and the “aggregation bias”. Being one of the most commonly reported issues of concern, aggregation bias essentially refers to the loss of variation that is imposed on a dataset when the analyst opts (or is forced - due to data availability constraints) to aggregate across firms or sectors.  When this loss of variance is not uniform across all independent variables, aggregation may lead to biased estimators, the extent of the bias being determined by the noise that has been imposed due to aggregation.  A direct implication of such errors would be the creation of biased estimates of productivity, for which the bias direction would be in line with the direction of the distortion of prices.  

A related problem in measuring retail sector productivity may involve the wide heterogeneity of the retail sector.  Reynolds et al (2004) raise the issue of comparing productivity across retail propositions: as long as the retail sector offers differentiated products (e.g. superstores vs. convenience stores), different suppliers may utilize factors of production to different intensities.  In their example, they mention characteristically that superstores may be more capital-intensive than convenience stores.  Thus if the measurement of productivity is based on labour productivity, the convenience stores may show up as much less productive.  This argument suggests that a measure of productivity that averages across factors may be more appropriate to use on that account. 

Finally, one of the key measurement issues associated particularly to productivity analysis in service sector is the definition and measurement of real output and inputs.  Indeed, the precise definition of outputs and inputs in the retail process lies at the heart of the productivity analysis.  Most services, including retailing, have been characterized by non-material outputs, which are partially a reason why the service sector came to be discussed as “low-tech, low-productivity industries with little impact on a country’s economic performance” (Preissl 2000:125).  The peculiar idiosyncrasy of retailing, in terms of the intangible nature and heterogeneity of its output, participation of customers in the production process and high degree of simultaneity
 between production and consumption (Goldman 2001), pose significant challenges of both definition and measurement.  In the following we will explore the output measurement issue in more detail.

Measures of Retail Output 

Early contributions to the debate around the measurement problems in relation to retail output include Cox (1948) and Hall and Knapp (1955), particularly with regards to the difficulties of constructing an index of aggregate output of retailing services.  More recent contributions focus on the measurement problems related to the quality and volume of retail output, as evidenced by Reynolds et al (2004) and the references therein.  

Reynolds et al. (2004) provide two examples through which miss-measurement of output may result to biased productivity estimates.  The first problem relates to the problem of disentangling the products sold by a retailer and the retail services delivered. A typical example is the opening up of more tills in a convenience store to reduce the queuing time of customers.  Though this strategy increases customer welfare it will most likely show up as productivity reducing when the earlier definition of (labour) productivity is used, since the opening up of a new till will result to fewer sales per cashier (unless the market share of the retailer increases as a result of that to such an extent as to prevent this).  This undoubtedly is related to the problem of quality adjustment.  In retailing, where the process of being served is as much a part of the purchase as any product exchanged, quality is harder to assess (Hean et al 2001).  A successful service encounter requires co-operation (and often participation in work) by customers and it is not clear whether increasing the quality of this encounter is an improvement in product specification or simply means delivering to specification (Keep and Mayhew, 1999).  In addition, most services innovation is linked to “changes in processes, organisational arrangements and markets” (OECD 2000).

A second issue relates to the problems associated to the deflator index.  Recent evidence suggests that the common use of CPI (Consumer Price Index) as a proxy for inflation in the retail sector may result to the overstating of inflation.  Characteristically, Nakamora (1999) finds CPI to over-estimate US inflation from 1978 to 1996 by 1.4% a year.  Overestimation of inflation will apparently result to underestimation of real output and, as such, potentially, an underestimation of labour productivity. 

As Timmer et al (2005) highlight there is no consensus on how to measure output in retail trade for the purpose of productivity measurement.  Many productivity studies, particularly at the store level, use real sales (see Doms et al. 2003) or gross margin (Mackinsey 1998), which is defined as sales less the cost of goods sold.  At a more aggregate level, and particularly when international or sectoral comparisons are involved, gross output and value added (see for instance O’Mahony and de Boer 2002, Basu et al. 2003) are more frequently used.  The main difference between the two being the purchases figure, which is deducted in the calculation of gross value added.

.

Measures of Inputs
Problems of measuring output are added to by difficulties of defining and measuring the inputs that generate that retail output (Currah and Wrigley 2004).  This is true whether the focus is on the labour productivity of the retail trades overall or on total factor productivity (TFP).  In the same way that one should be worried about quality adjustments in measures of output, inputs should be equally adjusted.  As Griffith and Hamgart (2005) points out  “Is one worker, or one hour worked, the same as another?”  Adjustment for full-time vs. part-time employees and for the skill composition should be taken into account.  Indeed, skills have an important impact on productivity, and studies at the aggregate level show that they are one of the determinants of the UK productivity gap.  The UK is behind France and Germany in terms of intermediate skills and behind the United States in graduate skills.

Most assessments of UK retail productivity focus on labour, not on TFP, and therefore take little account of the different forms of UK retailing and the different combinations of other inputs such as land, ICT and physical capital.  Differences in labour productivity can be explained in part by differences in the intensity of use of such inputs.  When controlling for these differences, more accurate estimates of retail productivity may be obtained, whereas some “dark aspects” of the retail sector may become more obvious:  McKinsey’s (1998) study, for instance, shows that when other factors of production than labour are accounted for, the productivity gap for the food retailing sector between the UK and other European countries tends to narrow down (and in certain cases disappear).  A further advantage of such an approach is that it enables the identification of inefficient use of non-labour factors of production, ICT being one of them.  However, more often than not, data and resource constraints do not permit a careful differentiation and full coverage of all inputs.

The measurement of productivity in services, including retailing, is further complicated because the relationships between inputs and outputs are particularly blurred in service exchanges (Currah and Wrigley 2004).  Most services have been characterised by non-material outputs, which is one of the factors which influenced the perception of services as “low-tech, low-productivity industries with little impact on a country’s economic performance” (Preissl 2000: 125).  In retailing, a service is produced and consumed simultaneously.  Therefore, in common with other service sector industries, real time quality control is of utmost importance to productivity; this contrasts with manufacturing, where quality control can be exercised after production. 

Methodologies

Besides problems related to the measurement of outputs and inputs, there are also specific problems associated with the traditional methodologies to measure productivity.  Traditional estimates of retail productivity have been constructed using growth accounting, methodology which became popular with the seminal papers of Solow (1956) and his contemporaries. Under this approach, the definitions that have been used for output and productivity are usually meant and designed to serve the analysis of data from the manufacturing sector.  For instance, one of the characteristics of retailing is its degree of simultaneity between production and consumption.  Therefore, in common with other service sector industries, real time quality control is of utmost importance for productivity.  This is not the case in manufacturing, where quality control can be exercised after production.  Thus in retailing, where the process of being served is as much a part of the purchase as any product exchanged, quality is harder to assess (Hean et al 2001).  A successful service encounter requires cooperation (and often participation in work) by customers and it is not clear whether increasing the quality of this encounter is an improvement in product specification or simply means delivering to specification (Keep and Mayhew 1999).  Moreover, for most services innovation is linked to “changes in processes, organizational arrangements and markets” (OECD 2000).  Then, to be valid a measure of retail output should reflect the quality aspect implied by the added value generated.  Yet disentangling the components and sources of added value is a key problem.  

Dawson (2004) provides some interesting figures that highlight further the distinct nature of the retail sector.  Essentially, the distinctiveness of retailing originates from the fact that it is generally characterized by much lower barriers to enter and exit than manufacturing
, and as such it tends to attract a large mass of small-medium sized and family enterprises, managed and staffed by individuals who may pursue very diverse objectives (e.g. self-employment, flexible working hours, capitalization on a very narrow market segment etc).  Measuring, therefore, productivity as volume of sales or profits per worker may lose many of the other dimensions and entrepreneurial drivers of the retail sector.  

Additionally, an increasing volume of studies points out to the fact that, opposite to the manufacturing sector, the structure and nature of retailers may differ significantly across borders, as firms tend to adjust their output-service mix to reflect the peculiarities of the local market (Kamakura et al 1996). 

An alternative approach to the growth accounting there is the econometric approach.  The standpoint of the econometric approach to productivity measurement is the estimation of an explicitly specified production (the primal approach) or cost function (dual approach) with the objective of establishing the direct linkage between productivity and the key characteristics or parameters of these functions.  The estimated parameters of the underlying production or cost model then are used to derive an index of productivity growth.  One important benefit from this approach is that it allows for the careful testing of various features of a postulated model.  This is preferable to imposing these features a priori.  All these possibilities come at a cost, however.  The regression approach is not devoid of problems.  For instance, the accurate specification of the functional form and estimation of the parameters of these functions are considered to be crucial to the measurement of TFP growth (Nadiri 1970).  Any misspecification or errors in estimating the production or cost function will spill over to the measure of TFP.  According to Hulten (2000) there is no reason why the econometric and the index number approach should be viewed as competitors and he quotes examples of synergies that proved particularly productive.  These arise in particular when econometric methods are used to further explain the Solow residual.

Determinants of retail productivity
Competition and the composition effect

According to this view, the change of an industry’s productivity can be triggered by two events:  The change in productivity of the incumbent firms or by a composition effect through which low productivity firms exit the market and are being replaced by (new) higher productivity competitors.  Empirical studies for the US, show that all retail productivity growth in 1990s can be accounted for by the replacement of much unproductive retailers by high productive competitors (see Foster et al. 2002).  Similar findings are reported by Bartelsman et al. (2003), concluding that entry and exit of firms and changes in market shares make an important contribution to aggregate productivity growth. 

The analysis of entry and exist rates is not exempt of problems either, particularly, data on shop level is needed.  Such data for the UK is available from the Institute of Grocery Distribution for supermarkets only and has been exploited by Griffith and Harmgart (2004), who identify a switch of investment strategy of the four largest supermarkets from large edge-of-town supermarket centres to convenience (city) stores.  At the firm level, Haskel and Khawaja (2003) find that although annual entry rates in the UK are in fact much higher than in the US, the contribution of new stores to aggregate productivity growth is much lower in the UK than the US.  They also find larger retailers to have higher labour productivity but, as one would expect, growth in labour productivity is fastest amongst the smallest retailers.  

One would expect high entry rates to have a positive impact on productivity growth.  The expected positive correlation between the two variables can be justified on the grounds of intensified competition, driving out poorly performing shops and further technological sophistication of new entrants, given that the adoption of new technologies may be easier when opening up a new store.  Data for the UK (see Haskel and Khawaja 2003) show that annual entry rates for the period 1998-2000 were between 8.7 % and 10.2% across all retail sectors, while exit rates particularly between 1999 and 2000 were higher.  These differences may raise concerns on the degree of market concentration in retailing.  Quoting Dawson
 (2004) “the proportion of sales accounted by the 10 largest firms in the UK increased from 30% to 38% between 1990 and 2000 and would appear now to be circa 40% .  Though generally the same picture seems to be shared in other European countries too, “there are notable differences, particularly in the extent of concentration and the mechanisms of new formation” (Charke et al, Eurostat 2001).  In particular, alarmed by the growth of globally organized retailers such as Wal-Mart, Carrefour and Tesco, industrial organization scholars have analyzed the emergence of these large scale retailing, particularly in the form of hypermarkets and the associated increase in market power
 (Dobson and Waterson 1999,  European Commission 1999, FTC 2001, Competition Commission 2000).

Planning Regulation

On the contrary, the extent and intensity of planning regulation should be expected to be negatively related with retail productivity.  First, planning regulation might result in retail stores operating below the minimum efficient scale, thus leading to lower productivity levels. A typical example is when regulation affects wages and/or bargaining power of factors of production.  Secondly, planning regulation may hinder the opening of new stores or, most frequently, the closure of old ones, thus impeding the substitution of least efficient from more efficient retailers in the way that was described earlier.  In fact, recent research by Griffith and Hamgart (2005) suggests that planning regulation did have a significant impact on market equilibrium outcomes and particularly it acted as an entry barrier, although the economic magnitude of the effect may be overestimated.

Whilst land-use planning towards retailing in the 1980s allowed decentralized activity, since the early 1990s there has been a growing consensus on the tightening of restrictions on off-centre and green-field development.  Thus it has become much harder to obtain planning permission for developments away from existing town centres and newer forms of retailing such as factory outlet centres and regional shopping centres have become harder to accommodate.  Flath (2003) reports evidence for the UK providing a less competitive retail business environment than the US and most other European countries.  Following Flath’s, store density is found to be similar to that of the US, but since car-ownership and average travel distances to stores is much smaller in the UK, this could still be in line with a less competitive UK environment.  On these grounds, entry may lead to lower prices and better quality.  

The Role of ICT

Another major determinant of productivity is the technological sophistication of retailers, that is the investment on and use of Information and Communication Technologies (ICT).  As appears from a recent study, the trade sector has been transformed over the past three decades from a low technology sector focused on distributing goods to one that makes extensive use of ICT (McGuckin et al. 2005).  In theory, ICT investment should be expected to have an inverted-U impact on labour productivity, causing an initial drop in labour productivity at early stages of its implementation and recover later, as the workers become familiar with the new equipment.  

Cross-country productivity studies attribute large post-1995 productivity gains in the US to increased IT usage mainly in the distribution sector.  Some even identify a “retail revolution”:  For instance, Van Ark et al. (2002) and Basu et al. (2003) argue that the US-UK productivity differential can be partly explained by differences in ICT investment, highlighting how technology started to become a major component of a traditionally labour-intensive industry.  More specifically, Basu et al. (2003) argue that slower TFP growth may be seen as a short run adjustment cost, stemming from the diversion of firms’ available resources to reorganisation and learning.  They also note 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.  If then retailing becomes an intensive ICT-using sector, one may expect that differential to be considerably higher for this sector.  They conclude that this price differential provides US retailers with a competitive advantage over their UK counterparts, contributing to the creation of the productivity differential between the two countries. 

Relative to the retail sector, Doms et al (2005) show that growth in the US retail sector over the 1990s involved the displacement of traditional retailers by sophisticated stores introducing new technologies and processes.  Broersma et al. (2003) in a study of the distribution sector in Netherlands show that computer investments had a positive impact on productivity and that the effect was greater in retail than in wholesale trade.  Similar conclusions were reached by Hempell (2002) in his study of the effects of ICT investment on business-related and distribution enterprises. 

The composition of employment

The composition of employment in the retail sector may provide another channel through which retail productivity can be affected.  Due to the very nature of the retail sector, part time and casual employment tends to be more common in retailing than in manufacturing. Moreover, recent evidence suggests that the composition of employment (full time vs. part-time or casual workers) may also differ significantly across countries (Reynolds 2005).  More specifically, part-time employment appears to be more widely used in the UK retail sector, than in their US and French counterparts (39% of total employment, compared to 27% for US (figures from Reynolds et al 2005).  “Learning-by-doing” suggests that casual or very part-time staff will essentially be less productive than regular specialized employees.  Indeed, the report by McKinsey (1998) finds this trend to account for as much as 15% of the productivity gap between UK and France.  This finding gives rise to questions of major concerns related with the quality of used labour force in the UK retail sector, and the extent to which such an employment strategy could have a negative effect on productivity growth.  

The role of ownership

Foreign owned firms are by definition multinational, and therefore likely to have knowledge intensive operations
.  It follows that this knowledge is transferred within the firm to foreign affiliates.  The foreign-owned outlet can be regarded as an ’enclave’ of foreign industry within the host economy, providing a unique opportunity to determine the role of knowledge in generating productivity differences between foreign and locally-owned industry. Ownership therefore emerges as a key dimension for research in the international productivity debate. 

For the UK, Griffith, et al. 2004) found that foreign-owned multinationals are on average 25 per cent more productive (value added per worker) and invest more per worker than both British-owned multinationals and domestic firms, in both the manufacturing and service sectors.  Criscuolo and Martin (2003), on the other hand, show that foreign-owned firms in the UK are roughly twice as productive (output per worker) as domestic firms.  These studies have not considered the case of the service sector in general, and of retailing in particular, hence it is especially important to see if their conclusions about the relative productivity of foreign-owned vs. domestic firms hold in this expanding sector of the economy. 

Knowledge Transfer, Management of Employment, and Productivity: 

In-depth case studies, the third tier of the group's larger project, also take into consideration all the aforementioned determinants of productivity, but focus particularly on a combination of the role of ownership, management of employment relations including composition of employment, and the use of ICT.  Through a comparison of foreign-owned UK retailers with domestic ones, the analysis will detail whether and how differences in ownership figure into firm-level differences in the management of employment relations, particularly as they relate to skills and skilling, as well in the related use of ICT.  The conceptual link between ownership and employment relations, and then on to productivity differences, is knowledge transfer.  A focus on ownership within the context of retailing in the UK is fruitful, since foreign-owned firms provide an illustration of whether and how knowledge transferred from other countries, in this case those that have higher levels of productivity in retailing, help determine levels of productivity of operations located in the UK.  

Knowledge Transfer Within and Between Firms: 

The particular focus on the ownership of activity relates directly to issues of the significance of knowledge in the provision of services and of knowledge transfer both within and between organisations.  Productivity differences may arise between firms of different ownership in the same locations, and between different locations (within the UK) for the same (multi plant) firms.  Innovation and knowledge transfer, nationally or internationally and either within or between firms, is crucial to productivity (ESRC, 2004), and needs to be understood in terms of firms’ complex inta-, inter- and extra-firm networks (Nohria and Ghoshal 1997).  Knowledge transfer refers to knowledge communicated from one agent to another, such as from one individual to another, or from a group to an entire organisation (Hedlund and Nonaka 1993).  Hence, a number of structures, including information and communications technologies, are pertinent to knowledge transfer.

The choice of transferring knowledge within rather than between firms is the internalisation decision, and is addressed by the transactions cost literature (Coase 1937; Williamson 1985; Buckley and Casson 1976).  Barriers to knowledge transfer create transaction costs which, if greater in external markets (inter-firm transfer) than in internal markets (intra-firm transfer,) promote the growth of establishments under common ownership.  Therefore we find multi plant (and multinational) firms are associated with production based on knowledge for which external markets are imperfect, notably proprietary knowledge.  Foreign owned firms are by definition multinational, and therefore likely to have knowledge intensive operations.  It follows that this knowledge is transferred within the firm to foreign affiliates.  The foreign owned outlet can therefore be regarded as an ‘enclave’ of foreign industry within the host economy, providing a unique opportunity to determine the role of knowledge in generating productivity differences between foreign and locally-owned industry. 

The literature divides between research on organisational learning and that on knowledge transfer, and its offspring, knowledge management (Easterby-Smith, Crossan and Nicolini 2000). This has produced a disjunction that separates the body of work concerned primarily with the creation of new knowledge throughout an organisation from that focusing on the transfer and re-use of knowledge.  The distinction is important for investigating firm strategies.  In the international dimension, the model for the re-use of existing knowledge within the MNE dates from the earliest industrial organisation writings on the MNE (Hymer 1960, 1976, Kindleberger 1969).  This portrays the foreign investor as enjoying an absolute ownership-specific advantage over host country firms.  Production is organised vertically, with knowledge creation concentrated in the home country and horizontal diversification in the hosts.  When the firm’s business strategy is primarily to replicate existing products in new markets or production locations, re-use is optimal (Hansen, Nohria and Tierney 1999). Thus a codification strategy is ideal, whereby knowledge is recorded for access (eg databases) by the recipients, as part of a “people-to-documents” knowledge management strategy.

However, if the firm aims to develop new and more differentiated products, whatever the market or location, then a strategy for knowledge creation is needed, and the personalisation of knowledge is critical (McDermott 1999).  This is described as a “people-to-people” approach, and is reliant on human interaction and tacit knowledge transfer.  Where knowledge transfer will take place, and whether it will be contained within the firm or involve external networks, depends on the particular context.  Kogut and Zander (1993) have found empirical evidence that the less codifiable and the harder a certain technology is to teach, for example, the more likely its transfer will be to wholly owned operations of a multinational firm.  They conclude therefore that a multinational firm's choice of transfer mode is determined by the efficiency of the corporation in transferring knowledge relative to other firms, not relative to an abstract market transaction.  It is the multinational corporation's specialization in the transfer and recombination of knowledge that the evolutionary theory of  multinationals rests. 

More recent scholarship has recognized the centrality of different types of knowledge transfer channels and mechanisms.  The new approach benefits from a “learning network” of people (Tempest 1999) that is not necessarily related to the formal organisational system of the organisation, nor indeed to the formal boundaries of the firm, as in the example of communities of practice (Wenger 1998).  This social constructionist view redraws the map of the firm’s knowledge creation activity (Davenport et al 1998; Ruggles 1998).  Another approach focuses on the role of the local embeddedness of the firm in the creation of new knowledge, and the role of the clustering of activity in relation to other forms of knowledge transfer such as communities of practice (Bathelt et al 2004; Gertler 2003).  Boundary spanners and knowledge enablers constitute other major channels (Ichijo et al 1998).  The literature on both internal and external knowledge transfer therefore suggests that both conventional controls (such as scale of firm and establishment, sub-regional location and market segment), and specific knowledge channels, such as codified knowledge, boundary spanners, communities of practice, and learning regions (communities of geographical proximity) must be investigated in understanding productivity differences between firms.  

The survey-based part of our project will consider these externalized forms of knowledge transfer.

The recent emphasis on the possibilities and modes of knowledge transfer using networks external to the firm have also prompted the further investigation of specific processes of knowledge transfer inside the multinational corporation.  Inkpen and Dinur (1998), in their longitudinal study of North-American based joint ventures between North American and Japanese firms, identify technology sharing, interorganizational interaction, personnel transfers, and strategic integration as the four fundamental knowledge transfer processes inside the firm. Gupta and Govindarajan (2000) recognize the significance of the “existence and richness of transmission channels”, but their empirical findings underscore also the significance of “motivational disposition to acquire knowledge” and “absorptive capacity” for the extent of (successful) knowledge inflows into subsidiaries, and of “motivational disposition to share knowledge” and “value of knowledge stock” for the extent of outflows from the subsidiary.  Schlegelmilch and Chini (2003),  in their more specific discussion of the marketing functions of multinationals, build a model of knowledge transfer where knowledge transfer effectiveness is determined by the a-) development of knowledge transfer capabilities, which are inclusive of channels, infrastructure and processes, b-) organizational distance, and c-) cultural distance.

Different sectors will display different levels of international integration of operations, and depending on whether the products and services produced by a multinational are standardized or segmented within the organisation's network.  The mode and degree of international integration of operations in turn relies closely on the motivations of transnationalization in a sector or for a specific firm.  Peter Dicken has identified the motivations for the transnationalization of a retail firm's operations as including a-) the saturation of the domestic market, b-) intensification of competition in the domestic market, c-) regulatory constraints in the domestic market, d-) perception of profitable opportunities overseas, such as those in some fast-growing developing country markets, e-) desire to exploit a firm's specific advantages in new markets (Dicken 2003: 500).  Wrigley argues that in retailing major corporations have specific incentives to transnationalize operations because they derive competitive advantages from a-) innovative retail formats, b-) logistics and distribution systems, particularly those that economize on inventory and distribution costs, c-) IT systems and supply chain management, d-) access to low-cost capital for expansion, e-) transfer of “best practice” knowledge, f-) depth of human/management capital resources giving access to a wide range of international management experience, and g-) the ability to source supplies globally (Wrigley 2000: 306-308).

Wrigley further argues that this last ability of global sourcing has not been as important in the operational success of global food retailers as has sometimes been suggested.  The non-food consumer product categories in the hypermarkets (that constitute the elite group of retail TNCs) offered the greatest scope to leverage global purchasing scale—the potential in food products was more limited due to differences in national tastes and preferences, perishability issues, and the more restricted overlap between countries in the food products stocked by retailers than might first appear (Wrigley 2000:501).  In fact, although an increasing number of retailers have expanded rapidly across national boundaries in the past decade, retailing has traditionally had, and largely continues to have, a predominantly domestic orientation.  Some of the world's largest retailers in terms of sales revenues continue to be entirely embedded in their domestic market.  For example, although seven of the top ten retailers in the world are headquartered in the United States, only one of these firms, Wal-Mart, can be regarded as a genuine transnational retailer.  Four of the US firms in the top ten have no presence whatsoever outside North America (Dicken 2003: 494). 

Retailing, “the final link in the production chain” is “extremely sensitive to the specific characteristics of the consumer markets it serves”.  Consumption markets for retail continue to have a high degree of individuality, despite the geographical spread of some types of consumer preference (Dicken 2003: 494).  This renders reverse, as well as forward diffusion of knowledge central to the operation of retail firms that are active in multiple country locations.  Such firms need to use embeddedness of stores in local cultures and geographies of consumption within their processes of learning and adaptation (Currah and Wrigley 2004:6).  This holds especially true for retailing, where embodied and experiential knowledge (Empson 2001) is particularly important.
Knowledge, Skills and Productivity in Retailing
Retailing has certain peculiarities - the intangible nature of output, participation of customers in the production process, and high degree of simultaneity between production and consumption, and different scopes for protecting knowledge in front and back region operations (Goldman 2001) – which exacerbate the significance of knowledge in operations.  The following aspects of retail work render knowledge particularly important: 

1) the nature of innovative activity (less formal R&D, a central role for information and communication technologies
, and difficulties of intellectual property protection); 

2) the degree of consumers’ knowledge required in delivering certain (especially knowledge-intensive) types of services; 

3) sources of consumer information about services; and 

4) employee profiles (communication and interpersonal skills) (Cowan, Soete and Tchervonnaya, 2001).

While knowledge in varied forms is significant to retailing operations, it is necessary to distinguish between the product-based and process-based knowledge assets of retail multinationals (Currah and Wrigley 2004).  The product-based knowledge deployed in the store environment is constantly at risk of imitation by competitors (ibid:9, from Dawson 1994).  Consequently, the external elements of the retail format such as assortment, shopping-environment, service, location and price, are forms of knowledge quite easily accessible to outsiders, including competitors.  It is therefore more the internal aspects of the retail format, including retail technology (systems, methods, procedures and techniques used) and retail culture (the repertoire of concepts, norms, rules, practices and experiences) that are more exclusively contained within the boundaries of the firm itself (Goldman 2001:223).  We would therefore expect these internal aspects of the operations of retailers to be more central to their competitiveness.  The internal aspects includes the various practices retailers adopt in the management of these aspects in order to increase their productivity.  

One of the most significant of those internal aspects is the skills and management of the workforce.  Labour productivity is, as aforementioned, central to Total Factor Productivity comparisons as well.  The quality and skills repertoire of the workforce of a retailer will be informed both by the specific location of activity, but then also by the management of labour within the confines of the organisation.  A major critical factor in the production and service provision processes of retailers is hence the agency and quality of people involved. 

While this account of the significance of knowledge in the work of retailers may appear straightforward, such emphasis on “knowledge” can be misleading due to a common conceptual leap in the treatment of the term in much of the literature.  The existing knowledge management literature conflates “knowledge” in the systems and processes of firms and “knowledge capture” activities in which organisations attempt to record, systematise and codify procedures, practices and histories (see, for example Leadbeater 2001, Scarbrough and Swan 2001) with knowledge possessed by workers (McKinlay 2005, Nonaka and Takeuchi 1995, Karreman and Alvesson 2004).  This is a serious confusion which obscures (among other things) the nature of knowledge work, the form taken by the labour market, our proximity to government hopes for a “knowledge society” and the type of labour force in currently demanded by employers. 

Both knowledge in processes and knowledge in people may add to firm productivity and competitiveness but one does not necessarily involve the other.  Indeed, detailing organisational procedures can and does actively deskill work (Davenport and Klahr 1998), while research into the elite of knowledge workers reveals unusual, light touch or widely flouted control mechanisms (Alvesson and Sveningsson 2003, McKinlay 2000, Randle and Rainnie 1997, Robertson, Scarbrough and Swan 2003).

Retail work is dominated by longer opening hours and the pursuit of “hyperflexibility”,  leading to what has been described as “tantamount to a personnel strategy based on zero competence”, zero qualifications, zero training and zero career (Gadrey 2000:26).  At the same time, some types of retailing may require detailed technical and specialist knowledge (Darr 2004) and individual retailers may design work so that employees are experts in the products they sell (Gadrey et al. 2001).  Although the level of technical knowledge required may vary dramatically between nations (McGauran 2000) in Britain the qualities most frequently sought are soft skills such as communication and customer-focus (Hillage et al. 2002; Nickson et al 2001).

Such international differences can be particularly revealing.  In France both retailers and customers expect high levels of technical and product knowledge from salespeople, to the extent that customers will ignore younger workers in favour of their more expert and experienced colleagues (McGauran 2000, 2001) while in Germany rigorous three-year apprenticeships mean that workers are skilled in most aspects of store work and may be flexibly deployed.  Ironically, the Anglo-American form of cheap labour and numerical flexibility may be changing German staffing practices (Kirsch et al. 2000).  In Britain, by contrast, retail hiring practices may be dominated by judgements about the applicant’s availability for work, proximity to the workplace and gender, something which later feeds in to the way that labour is used and controlled.

The increasing concentration of employment in large companies is a final factor that exacerbates these trends introduced by the increased use of ICT in distribution services in general.  This may “professionalise” retail work but it may also deskill as central direction on store design, work schedules etc. replaces local autonomy (Sparks 2000a, 2000b, Akehurst and Alexander 1996, Broadbridge 2002).  Computers are associated with rising skill levels and there is an identifiable wage premium available for individuals working with them (Haskel 1999, Haskel and Heden 1999, Krueger 1993), perhaps because introducing technology changes the way people work.  As a baker, in a piece of research by Smith and Hayton (1999:265) commented, “We don’t just lob a $160,000 piece of equipment on the floor and walk away.”  However, the link between technology and up-skilling remains a tenuous one.  Certainly from the late 1980s/1990s to date working with PCs and other basic ICT on the job have ceased to be a mark of either skill or status.  In other words, technology does not automatically up-skill.  Similar wages to those available for people working with computers can be found for using a calculator, a telephone, a pen and even for sitting down (DiNardo and Pische 1997; Rubery and Grimshaw 2001).  It may be, as Machin (2001) suggests, that computers are now so widespread in the workplace that simply counting them is not a meaningful measure of skill, particularly since not all computer use is complex (Tijdens and Steijn 2005).  Felstead, Gallie and Green (2002) reinforce this, pointing out that 77 per cent of people who work with computers use them for only simple or moderate tasks such as printing out an invoice, or using word processing, spreadsheets or e-mail.  Only 6 per cent of workers are involved in “advanced” computer work (ibid:60).

These larger observations made about the use of ICT and skill requirements on the job are also pertinent to understanding the role and possible productivity implications of ICT usage in retailing.  The adoption of retail technology has direct consequences for the level of knowledge required by workers, empirical evidence suggesting that this level may vary significantly between different groups of workers.  This holds true for the performance of different jobs within the same retail field, firm, or even the same workplace.  Wong and Hendry (1999:475-76) identify four major groups of employees in the retail firm: store managers, employees working in inventory and buying, employees who handle retail sales technology itself, and sales staff.  They observe that the increased use of ICT in retailing inform the job content of these different groups of workers, as well as their relationship to the organisation's headquarters, in different ways.  While store managers and sales staff are deskilled through the implementation of electronic sales technology, the other groups of employees may now be becoming more knowledgeable.  

Another fundamental feature of employment in the retail workplace is the employers’ extensive reliance on more than the technical skills of employees.  The issue of “quality labour” is not a straightforward one since what employers are harnessing is not the mechanistic aggregation of an individual worker’s skills and abilities but their capacity to do work (Block 1990).  Such a capacity is reciprocal and relational, particularly when considering the soft, social and customer facing skills most in demand by retailers. As Lafer (2004:117 - 118) points out:

traits such as discipline, loyalty and punctuality are not “skills” that one either possesses or lacks; they are measures of commitment that one chooses to give or withhold based on the conditions of work offered.

Finally, a significant component of the management of labour in retailing pertains to the management of working time.  Despite the focus on customer service, knowledge and commitment, generally associated with full-time, stable employment, 58% of retail employment is part-time (Burt and Sparks 2003), and is characterised by considerable flexibility (Arrowsmith and Sisson 1999).  Some stores deploy sophisticated HR management techniques such as psychometric tests (Freathy and Sparks 2000) and merit based pay but these are set against generally low wage rates, rigid control mechanisms and limited discretion (Arrowsmith and Sisson 1999, Broadbridge 2002, Burt and Sparks 2003).  

The case-studies will explore the significance of these various specific aspects of ICT use and the management of employment through a comparison of foreign-owned vs. domestic firms and whether knowledge transfer inside the foreign-owned firms allow them any productivity advantages that may be thereby derived.  

The Internationalisation of Retailing and the Changing Landscape of Food Retailing in the UK: 

Retailing is an appropriate sector for the investigation of productivity not only because of the overall weight it carries in the UK economy but also because it is increasingly internationalised.  Although few studies address international retailing (Palmer 2005:23), recent studies have begun to incorporate the distribution, and particularly the retail, sector in the globalization debate (Wrigley 2000).  

Although, as discussed above, the retail sector globally retains a domestic orientation in general, recent years have registered a clear and definite turn towards internationalisation.  Cross-border retailing witnessed a highly visible surge in the 1980s and 1990s (Godley and Fletcher 2001:31), leading some scholars to note that “the recent wave of internationalization is unique in its scale” (Treadgold 1988:8).  The scale and cross-border merger and acquisition activity in the retail sector during the 1990s has surpassed all previous times. Both the number of cases and their aggregate value increased dramatically during the second half of the 1990s (Dicken 2003:501).  The rapid growth of transnational retailing starting in this period is illustrated by the fact that while there were no retail firms among the world's top 100 corporations in 1993, four firms had entered this list by 1999.  Of the leading 20 international retailers in 2000, 12 were involved in predominantly food retailing.(Dicken 2003: 496).  There is a relatively small 'elite' group of retailers with extensive—and fast-growing—transnational operations and within this group, food retailing plays an especially important role.”(Dicken 2003:497) 

Within the UK context, research on the internationalisation of retail is still only nascent (Burt and Sparks 2001, Hallsworth 2002).  A larger body of work exists on the activities and management of multinational corporations either based or operating subsidiaries in the UK.  These have mainly focussed on the diffusion of employment practices.  Various empirical studies have looked at UK-based multinationals and their overseas subsidiaries, ranging from in-depth case studies of firms, such as two in food and automotive components manufacturing (Edwards, Rees and Coller 1999), to analysis of more encompassing surveys, such as Edwards' study including a range of manufacturing MNCs in chemicals, medical equipment and plastics, engines, beer and spirits, packaging, paint, and aerospace (Edwards 2000).  Other studies have considered the aforementioned hypotheses about multinational corporations' acting as “enclaves” within a different national economy.  These studies have included the UK subsidiaries of MNCs based in Germany (Tuselmann, McDonald and Heise 2003), of US-based multinationals in IT, consumer goods, household products, engineering contracting and mechanical engineering (Ferner et al 2004); and Japanese automotive manufacturers.  In these instances, there is no consensus on whether the employment relations at the plants reflected a diffusion of practices from the home country, or if they more closely matched those at comparable firms.  Before any more conclusive claims can be made about the role MNCs play in knowledge transfer and the diffusion of management practices, further studies are required in the services sector in general and retailing in particular. 

As aforementioned, the British retail sector has recently seen a considerable degree of internationalization, both in terms of foreign-owned firms coming into the British market, and in terms of UK-based firms expanding their operations overseas.  Of the largest 10 domestic UK retailers, eight of them have overseas operations, but with the exception of Kingfisher, which generates 39.8% of its total retail sales from outside the UK, the percent of total retail sales overseas is below 20% for all of these.  Five out of these top 10 UK retailers are also food retailers, including the top four.  The highest proportion of overseas sales is registered by Sainsbury's, and even that remains at slightly above 15% in 2000/2001 (Burt and Sparks 2003: 27).  More recently, the biggest UK retailer, Tesco, is entering the highly competitive US market in 2006 (Gross 2006). 

Godley and Fletcher (2001) note that, while foreign entrants in British Retailing can be traced back to as early as 1885, and that there were, on average, over 40 new entrants per decade until 1980, numbers did indeed show a striking rise after 1990.  From 52 entrants in 1980, the numbers increased to 200 in 1991 and stayed high, at 186, in 1994.  Foreign-firms' weight in the UK retail sector has been relatively confined until recently.  Only seven of the 50 largest retailers in the UK are foreign-owned.  Against the backdrop of this relatively low presence of foreign-owned firms, however, food retailing stands out as an area where their weight, especially following Wal-Mart's acquisition of ASDA, is significantly higher.  In addition to Asda, Aldi, Netto and Lidl claim small, but consistent market shares, especially at the low-cost end of the food retail market.  UK's experience with foreign-owned food retailers reflects the general pattern for the world's largest retailers, including those that primarily engage in food retailing.  Even the largest retailers of the world generally rank low in terms of the transnationality index, a composite measure indicating percentage of foreign assets, sales, and employment.  Walmart, which generates only about 14% of its sales outside of the United States, has a transnationality score of only 25.  

Environmental factors as they relate to the availability of skilled labour for foreign-owned and domestic food retailers in the UK should be the same, especially if comparisons narrow down on specific regions.  Firm level differences in approaches to skills and training also relate to firm level differences in knowledge transfer as it relates to use of technology.  Firms are likelier to invest in technology if their workforce possesses the sufficient skills to utilize it, or if they are willing to provide additional training to this end.  (CIPD 2006) a comparison of the employment practices of firms with different ownership structures therefore provides an opportunity to observe whether knowledge transfer within multinationals results in different policies regarding training and skills at the firm level, and, if such differences may be important for overall productivity in the UK retail sector as a whole.  
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Abstract

The paper presents a systematic literature review on the links between regulation and performance measurement (PM) specifically focusing on the unforeseen/unintended consequences. The findings illustrate a number of consequences both positive and negative of regulation on performance measurement in the firm. The distinction of whether these consequences are intended or unintended is made clear in only a few papers. The evidence provides a brief overview of the benefits, consequences and some unintended consequences of regulation and performance measurement. Some benefits of regulation on performance measurement are: to provide a benchmark for cross-firm comparison in an industry sector; improvement in standards; ensures control and accountability; improvement in performance of the firm. Some consequences of regulation on performance measurement are: an increase in costs to the firm through increase in measurement, recording and reporting; reduction in efficiency due to an increase in inputs needed to achieve the same output. The unintended consequences are the co-modification of services and deprofessionalisation of the worker; the move of the firm to focus on unregulated activities to generate shareholder wealth; a tendency to measure what’s easy not what’s useful; can get conflicting measures whereby achieving one target is to the detriment of achieving another.  The review identifies significant gaps in the literature with respect to exploring the relationship of regulation and performance measurement and identifying and providing evidence on the unintended consequences of regulation and performance measurement. The study highlights the need for further research to enhance our understanding.
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Introduction

The literature review aims to explore the relationship between regulation and performance measurement and to classify the unforeseen and unintended consequences of regulation on performance measurement within firms located in the UK.

The objectives of the review were:

(1) To explore and evaluate previous work on the relationship of regulation and PM;

(2) To enhance our understanding of the links between performance measurement and regulation and its effect on productivity;

(3) To establish the nature of the relationship between performance measurement and regulation;

(4) To explore examples in the literature on the unforeseen/unintended consequences of performance measurement and regulation;

(5) To identify areas for future research;

(6) To recommend areas for future research.

The evidence found in previous research which focuses on the unforeseen/unintended consequences of performance measurement and regulation is sparse. The research conducted has been focused on particular single case studies in particular industry sectors, which makes it difficult to gain a clear overview of the area of investigation.  Another challenge which previous work fails to address is the classification of the consequences of regulation and performance measurement into intended and unintended. The differences were not made clear. The evidence provided very little information on the unforeseen/unintended consequences. However, research conducted by Adcroft and Willis (2005) looked at the (un)intended consequences of Performance Measurement in the public sector and found that the result was a co-modification of services and deproffesionalization of the workers. Humphreys and Francis (2002) looked at airport performance measurement and found that there were significant dysfunctional effects related to performance measurement resulting from regulation and commercialization. For instance, the achievement of one performance measure had a negative impact on the achievement of another, so the two measures were at conflict with one another. They also found that as a result of heavily regulated activities, the firm focused on unregulated activities to generate wealth and to meet shareholders requirements.

Overall the research identified and explored was thin on the ground with respect to the unforeseen/unintended consequence of regulation and performance measurement, which identifies that there is a research gap and opportunity for further exploration. The consequences of regulation and performance measurement can impact on the firm both positively and negatively. In this paper, the findings linking regulation to performance measurement will be presented outlining the unforeseen consequences resulting in this linkage. A general overview will be explored to enhance our understanding about what has been done previously, what the challenges are related to this area of research, and what the opportunities are.

Methodology

Regulation, productivity and performance measurement have been researched widely and there are vast amounts of information located in their respective fields. The study’s aim was to explore the literature for research on the relationship between regulation and performance measurement and to identify the research gaps in this area with the ultimate aim of scoping a study for further research. Early on in the literature review it became apparent that the biggest challenge would be efficiently sifting through all the research material to locate the relevant work. The scope of the research involved a systematic review exploring aspects of the literature and empirical evidence to identify themes relating to the relationship between regulation and performance measurement.

A number of stages make up the review of the literature and have been designed with the scope of the study in mind. Due to the scale of the research in the two particular areas of regulation and performance measurement, one of the challenges was trying to make priority decisions on what was relevant and what was not relevant in a time efficient manner. This effectively meant making decisions early on to identify key research papers and drill down to the detail earlier than perhaps one would necessarily do so. It soon became apparent that little research had been carried out specifically looking at the unforeseen effects/consequences of regulation on performance measurement. It then became a matter of looking at research which had a link but it wasn’t the research’s primary aim.

The research steps were as follows:

(1) Keywords were identified through brainstorming the areas of interest. For example, performance measurement, performance assessment, the consequences of regulation, regulation and performance evaluation are just some examples. Details are outlined in Appendix 1;

(2) The keywords were used on their own and as part of a more advanced search connected with other key words in database searches. For example, regulation* AND performance measurement*. The search was carried out both as a subject and as general text within the databases. (This was done when there were very few items located when a subject context was used, and then to assess the likely relevance of other items found under the wider domain);

(3) Key words were used to search within 8 search engines. These included EBSCO Business Source Premier, ABI Proquest, Web of Science and specific operations management journal databases (listed in Appendix 1); 

(4) Once the articles were identified which matched the search criteria, the abstract was read and evaluated by the researcher deciding whether the article fitted into one of three categories, category ‘A’ for being of direct relevance, category ‘B’ for being vaguely relevant but not directly and category ‘C’ for being interesting but not really relevant for this particular study;

(5) The list of ‘A’ articles were read and evaluated as to whether they could contribute to the study in question.

Methodological Challenges

The limitations of the approach were as follows:

(1) The systematic review was not as thorough and as wide-reaching as one would have wished. The scale of the review was limited by the project scope and it would have been desirable to have been in a position to analyze the literature materials using Procite and Nvivo to enable a larger number of journals to be assessed early on in the review process. All the literature was reviewed by the researcher manually and assessed by reading the individual abstracts at the beginning of the evaluation process. The volume of the papers located was vast and it was a huge challenge to identify efficiently and effectively which would be relevant. The scope of the project determined the volume of papers scrutinized and subsequently reviewed;

(2) A limitation to using this method would be that if the abstract did not explain categorically what the article was trying to achieve and what the findings were then there was a possibility it might have been missed;

The industries studied in the literature were focused on the Public Utilities, with water being a particular favourite. This makes any generalizations outside of those particular industries quite difficult. There was also a bias to focusing on Development Envelope Analysis (DEA) as a performance measurement technique and how firms use this to measure their performance. Our aim in the study was to get much more of an overview of what work had been carried out previously and to explore the links present, not to focus on one particular measurement technique and one particular firm located in a particular industry. It was hoped that this approach would enable us to form much more of a helicopter view of the general consequences including positive and negative and the unintended consequences of what had been researched previously.

All the material evaluated was from companies based in the UK. This was chosen as a good starting point and base for further research. From the initial findings of the literature search, a conscious decision was made to focus the research on the links and consequences of regulation and performance measurement because there was not enough material located to be able to concentrate on just the unintended consequences (a few journals), so it was decided to open the search up further to ascertain what the themes were coming out of the related journals and to see whether any relevant material could be located in these articles.

The majority of the literature located has been very specific in its focus and has been carried out on a case-by-case basis. This in itself provides challenges and opportunities. This approach enables specific firms within one industry to be studied in detail which can provide valuable insights into the thoughts, behaviour, decisions and processes that are present in that particular firm and related to that particular industry. However, what this approach doesn’t do is enable some kind of generalization to be made. 

An interesting find of the search was the lack of presence of relevant material in key operations management journals in covering links of performance measurement and regulation. Performance measurement is a huge field in Operations Management literature but when trying to explore links with regulation; the material is somewhat thin on the ground.

The Evidence

The literature review sought to investigate the existence of the following propositions:

Proposition 1and 2

(1) Regulation impacts on the performance measurement of the firm, from the strategic level to the individual employee level. Regulation can have positive and negative implications for the firm. Some of the outcomes of regulation and performance measurement are intended and expected but relatively little is known regarding the unintended consequences of regulation and performance measurement at firm-level.

(2) The relationship of regulation and performance measurement is an area relatively unexplored. It is argued that strong links exist between regulation and performance measurement at firm level, in which regulation can have significant impact on the performance of the firm and the performance measures it uses. It might also be argued that the outcomes of performance measures can influence regulation.
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Regulation and performance measurement can impact on the firm in different ways. The impact is dependent on firm size, environmental context and the social context the firm is situated in. It is argued that in addition to this, the short-term implications of regulation and performance measurement on the firm can be very different when comparing with the long term implications. For instance, it could be said that in the short-term, regulation and performance measurement increases costs and reduces efficiency both for a large firm and a small firm. The impact of increased costs and reduced efficiency is much greater for the smaller firm. Larger firms may see no significant difference. However, it is argued that in the longer-term, firms will attempt to find ways to reduce the costs and increase efficiency (reduce the impact of regulation) through process improvement and innovation but this will be achieved a lot quicker by the bigger firm who has more resources to dedicate to this.

The literature review identified several articles which actually mentioned unintended consequences of performance measurement and regulation. Only a few of these journals focused on the unintended consequences as the main focus for research, the other just mentioned the presence of unintended consequences but it was not the focus of the research of the journal. However, a number of articles have made some interesting points relating to the consequences of regulation and performance measurement. The consequences have not been defined in so far as to say they were intended or unintended. Some consequences of regulation are obviously intended some appear to be unintended. 

	Table 1: Key authors and journal summary

	

	Authors
	Date
	Summary

	Adcroft & Willis
	2005
	Looked into the (un)intended outcome of public sector performance measurement, in particular looking at examples from the NHS and the education sector. They found that an increased usage of performance measurement techniques in the public sector resulted in the commodification of services which was delivered by an increasingly deprofessionalised public sector workforce



	Brigham & Fitzgerald
	2001
	Analyze the relationship between individual & organizational performance management & measurement within a regulated water company. They propose 4 dimensions of control constitute the social relations of economic regulation: mediation & negotiation; visibility of reporting; prioritization of performance measures and perception of control



	Humphreys & Francis
	2002
	Looked at the past, present and future of airport performance measurement & focused on the changing ownership of airports from public to private interests on performance measurement systems. They found that measurement systems were developed in response to changing organizational contexts. They concluded that airport performance measures are important for day to day business and operational management, regulatory bodies, government and other stakeholders such as passengers and airlines



	Shaffer
	1995
	Focuses on the consequences of public policies for the competitive environment of the firm. He stated that firm level responses can be strategic adaptation and attempts to influence policy. Organizations protect and advance their political interests through environmental scanning, lobbying, political actions committees, coalition building (like trade associations) and advocacy advertising


The key points of the literature review are split into the following sections:

· Introduction to the relevant literature;

· Some Benefits of PM;

· Some Weaknesses of PM;

· Change in Management Behaviour as a consequence of Regulation and PM;

· Unintended outcomes;

· Research Methods.

Introduction to the relevant literature

Adcroft and Willis (2005) looked into the (un)intended outcome of public sector performance measurement, in particular looking at examples from the NHS and the education sector. They found that an increased usage of performance measurement techniques in the public sector resulted in the co-modification of services which was delivered by an increasingly de-professionalized public sector workforce. It was found that there was a real push to import private sector performance management techniques into the public sector and there was much skepticism about how much private sector management practices had transformed the way in which the NHS operates and is managed. One of the reasons they saw this lack of improvement was down to the differences between public and private sectors. For example, some of the technical and managerial issues that exist with standard public sector performance measurement systems meant that the performance measurement systems were not fit for purpose. There were difficulties in importing management practices from one context to another, in this case from private to the public sector. The measurement systems had resulted in a strong focus on outputs and results, which had resulted in more privatization, contracting out and internal market reforms in the NHS. There were preoccupations with performance measurements which were built on the assumption that it would bring real and tangible benefits to organizations. However, in a complex organization, performance is determined by a whole series of internal and external factors which complicates the measurement of the right output.

Humphreys and Francis (2002) looked at the past, present and future of airport performance measurement and also at the changing nature of the performance measurement of airports. Performance measures were primarily used to assist in making publicly owned airports accountable to their government owners. The focus was placed on measuring the performance of airports and their roles within the wider air transport system. Examples of different purposes to which performance data may be used:

· Government – for economic and environmental regulation;

· Airline – for cost/performance comparison across airports;

· Airport Managers – to run their own business;

· Passengers – to assess how well they are served as consumers;

· Owners/shareholders – to assess business performance and the return on their investment.

They focused on the changing ownership of airports from public to private interests on performance measurement systems. They found that measurement systems were developed in response to changing organizational contexts. With pressure for change coming from changing ownership patterns; an increased commercial focus; regulation; rapid passenger growth; increased concern for the natural environment and technical innovation. The challenge for establishing an appropriate PMS for an airport is huge – there are many interacting parts: passengers; airlines; handling agents; surface transport service providers and the interests if regional and the national economy. They found that PM is a critical management activity at the operational level of the individual airport and at the wider system level. Airport performance is measured for efficiency from a financial and operational perspective (Doganis, 1992); to evaluate alternative investment strategies; to monitor airport activity from a safety perspective and to monitor environmental impact.

Humphreys and Francis (2002) concluded that airport performance measures are important for day to day business and operational management, regulatory bodies, government and other stakeholders such as passengers and airlines.

Some of Benefits of Performance Measurement (PM)

Meyer (1994) suggested that performance measurement is useful in so far as it can ‘tell an organization where it stands in its efforts to achieve goals’. Drucker (1995) suggested that PM generated new and additional resources; clearer understanding of economic chains and generated wealth. Kaplan & Norton (1992) in discussing the balanced scorecard stated that the benefits were in the translation of the ‘company’s strategy and mission statement into specific goals and measures’, it allows for products to get to market sooner and innovative products are tailored to customer needs. Ness and Cucuzza (1995) went on to say that the average quality of decisions made day in day out will be vastly higher than before. Other benefits outlined were:

· To reduce variations in performance and service provided;

· To share best practice;

· Will focus management of key aims like quality and effectiveness;

· Ensures control and accountability;

· A way of evaluating performance;

· Motivates individuals to meet certain performance targets;

· Improvement in standards;

· PM provides a consistent and coherent process for delivering the goals and strategy of the organization. The process is centered on tangible and measurable outcomes and provides;

Adcroft and Willis (2005) found that from a national perspective performance measurement has allowed comparison across hospitals and health care trusts in terms of their performance whether it is good or bad, the aim being to raise standards, focusing on certain activities and outputs, through increased transparency, more accountability and competition between hospitals and trusts. As a reward, hospitals that performed well attracted more funding.

Humphreys and Francis (2002) found that management required information to enable them to identify areas that are performing well and those where appropriate corrective action needs to take place. Governments typically require information to regulate airport activities. The airports customers will also be interested in assessing its performance. Airports have recognized the potential for benchmarking against other airports to improve their competitive position through the identification and adoption of best practices. IATA produces a comprehensive comparison of airport service performance indicators from the perspectives of international passengers. These ratings offer a starting point from which managers can start to ask questions about performance levels. The extent to which the airport starts to analyze the processes that generate these figures and learn from best practice is likely to advance as a consequence of the drive towards a more commercial business focus.

Shaffer (1995) outlined some competitive gains for businesses resulting from public policies are outlined:

· Increasing total market size;

· Advantages over rivals;

· Reducing the threat of rivals and product substitutes;

· Gaining bargaining power over suppliers and customers.

(Gale & Bulchholz, 1987; Cory & McWilliams, 1994).

Some Weaknesses of PM

Meyer (1994) points out that PM is less useful in explaining what the organization should do differently. Adcroft and Willis (2005) argued that PM doesn’t take into account the softer measures and therefore more difficult to quantify which still have influence on the performance and delivery of the goals. Performance can be affected by external factors as well as internal factors like market conditions, industry structures and social settlements. They found that individual elements measured are rarely independent of one another; therefore does it give a true measure? 

Other weaknesses have been listed as:

· Improving performance in one area may result in worsening performance in another (especially if resource is moved);

· Scientific approaches to measurement assume objectivity achieved through dispassionate analysis of the available evidence, but subjective interpretation of the evidence is often the case;

· It is impossible to get a 100% objective measurement;

· The use of results on a national scale for comparison purposes (like league tables) assumes everybody starts from the same point. There are usually more sources of difference between same-service providers than there are similarities (some will have more resources than others, some hospitals will be located in more affluent areas, league tables do not reflect these differences);

· In any complex process of service delivery there will always be elements of that service which are beyond scientific measurement. In such cases, proxies are used whose relationship to the thing being measured can often be tenuous;

· The choice of targets and performance measurements can be used to cynically influence the results of measurement. The choice of what and how something is measured can often be about creating an impression of improvement rather than delivering any real improvement. E.g. measurement of crime – measure the ones that are easier to solve (Adcroft and Willis, 2005);

Humphreys and Francis (2002) found that airport operational performance measures that relate passenger level of service to international standards are still widely used. The major weakness for this kind of measure is that it is too crude. As Gosling (1999) highlights there is a tension in data collection between what is easy to measure and what is useful to measure but potentially more difficult. The level of service delivered is contingent upon various passenger characteristics and a certain design may deliver totally different levels of service for passengers depending on the purpose and the nature of the journey.

Change in Management Behaviour as a consequence of PM

Shaffer (1995) focuses on the consequences of public policies for the competitive environment of the firm. He stated that firm level responses can be strategic adaptation and attempts to influence policy. Organizations protect and advance their political interests through environmental scanning, lobbying, political actions committees, coalition building (like trade associations) and advocacy advertising. Many managers view attention to governmental affairs as a vital part of their jobs both as a defence against regulatory intrusions and as a means of gaining corporate advantage. Firms attempt to control the political agenda for competitive gain.

Shaffer (1995) stated that the sources of literature are diverse and said ‘scholars interested in business political activity is to a large extent fragmented by their disciplinary loyalties’. As a consequence of this, research in the general area of business political behaviour has proceeded unevenly, and is characterized by a lack of theoretical and methodological cohesion. Firms may support legislation and regulation that benefit their position vis-à-vis rivals, entrants, substitute products, buyers and suppliers. Termed the strategic use of public policy (Mitnick, 1981; Wood, 1985). For the purpose of gaining competitive advantage.

Oster (1982) put forward the concept of the formation of industry sub-groups that firms use regulatory processes to hurt rivals, even when the collective welfare of the industry is damaged:

“Indeed, a firm may even encourage passage of regulation which reduces industry demand or increase costs. The firm may encourage such regulations because they differentially damage its rivals, and thus rearrange market shares at the same time they reduce the total market”.

Adcroft and Willis (2005) stated that Managers had options to choose as a response to the interpretation of the measures and targets that had been set:

· Strategic processes are drawn out from the balanced scorecard (Kaplan & Norton 1992);

· Improved management of teams (Meyer 1994);

· Return on management activities (Simons & Davila 1998);

· ABC activities (Ness & Cucuzza 1995);

· The performance management manifesto (Eccles 1991);

Humphreys and Francis (2002) found that airports whilst moving towards privatization and the new commercial emphasis at European airports led to new performance measures being introduced to reflect changing managing goals. New measures fall into 3 categories:

· Financial measures to monitor commercial performance;

· Measures to meet the requirements of government regulators;

· Environmental measures.

Commercial pressure from ownership forms that demand a degree of financial accountability have led many more airports to focus on measuring operational and business performance within the airport company.

Airports are much more financially orientated, and these measures reflect the diversification of the business under new commercial and privatized ownership structures and subsequent management drive to satisfy shareholders.

(Un)intended outcomes

Adcroft and Willis (2005) found the unintended outcomes were:

· The increased use of performance measurement and the importation of private-sector management principles and practices will have the dual effect of co-modifying services and de-professionalizing public sector workers;

· Co-modification is seen as transformation of relationships into quasi-commercial relationships with an emphasis on economic activity of buying and selling and the management activity of performance measurement;

· De-professionalization would be the result of ‘worth into exchange value’ and the conversion of the highly skilled knowledge worker into paid wage laborers;

· Transformation through co-modification changes the basis of decision-making such that values become much less important than the rules, regulations and performance measures of the organization.

Meyer (1994) concluded that ‘the long held view of what gets measured gets done has spurred managers to react to intensifying competition by piling more and more measures on their operations in a bid to encourage employees to work harder. As a result, team members end up spending too much time collecting data and monitoring their activities and not enough time managing’.

An unintended outcome found by Humphreys and Francis (2002) was the difficulty in producing a PM which was useful at the right levels. Airports are complex organizations and what their study illustrated was that a PM produced at level was often useless through-out the rest of the organization. Annual airport performance results were collated in the UK on a national basis and made available to the public. The measure of output being a key performance indicator (passenger and freight). However, a problem here was that resources used to generate the output for passengers and freight was very different. Differences included: the ground handling equipment used; the hours of operation; the average age of aircraft; and associated environmental impacts. These different inputs and outputs required measurement in their own right. There was little point in amalgamating the two other than to get an overall financial result. The WLU was accepted for a measure as a public utility view but was little use to airport management.

Another unintended outcome found by Humphreys and Francis (2002) was that regulation of airport activity by the government and the PM’s that accompany it can have dysfunctional effects. The regulation introduced as part of the UK’s privatization policy and the impacts of this on the environment are in conflict. BAA view their retail activity as a core competency and have purposefully diversified their efforts into increased airport retail activity. The commercial pressure for increased retail activity (due to a price cap imposed by the Government on the level of aeronautical charges) within BAA’s terminals may conflict with the UK policy to maximize the use of airport capacity. The need for a new terminal may be reduced if the retail space was used for passenger processing.

The BAA has also diversified into property development, and have purchased and managed a chain of hotels, and have entered a joint venture to develop and manage out of town shopping centre’s as part of their strategy to maximize their return to shareholders by focusing on unregulated activities.

Another dysfunctional effect of performance measures – is when one measure negatively impacts on another. For example, Humphreys and Francis (2002) found that aircraft noise restrictions were imposed in an operational day to protect the local community, but caused stacking, which had a negative impact on the environmental impact through increased levels of emissions from queuing traffic.  It is more difficult to measure the consequences of emissions. PM’s need monitoring in order to identify and correct such dysfunctional effects. 

In addition, due to environmental restrictions which restrict the take-off and landings on runways, runways operate less efficiently and often at the expense of environmental pollution.

The drive to raise commercial income levels may conflict with environmental goals by generating more surface access trips from non-passengers wishing to access the retail activities. There is a conflict between meeting shareholder value and meeting environmental targets.

Shaffer (1995) found a number of authors outlining some unintended consequences. Mizruchi & Koening (1986) and Shaffer (1983) looked at the bargaining power of vertically related firms with opposing political and economic interests. They found that government intervention may enhance the relative position of one party at the expense of the other. Pashigan (1994) found that environmental regulation favored the survival of the large plants at the expense of the small plants. Dean & Brown (1995) showed that rules for compliance for pollution regulation lead to capital requirements that discourage new firms from entering the market. These studies suggest that firms adapt to regulatory incentives and they do not suggest that large firms intentionally sought regulations to deter small firms. Russo (1992) showed that electric utilities diversified and vertically integrated into unregulated business sectors in response to increasingly hostile regulatory constraints.

Regulation can have asymmetric affects on competing firms (Leone 1996). As a result firms with superior capability for adapting to regulatory dictates may also attain a position of competitive advantage over their rivals.

Research Methods

Shaffer (1995) found that empirical research linking firm-level strategies to political activity appear to lag behind the production of conceptual papers. Empirical approaches range from large scale statistical analyses, utilizing a variety of secondary data sources, to case studies of one firm or a small sample of firms. Case studies being the favoured research approach due to the highly situational nature of the strategic-political issues involved and the varied attributes of different industries and regulations (Mahon, 1983).

As a research problem, political influence activities may be hard to describe using statistical methods. Events are unpredictable and sporadic, outcomes are hard to specify, coalitions are transient and the environment is extremely complex. The qualitative nature of the case study approach emphasizes the description of complex organizational processes and interdependencies. The limitation being the problem of generalize ability.

Highly quantitative methodologies such DEA and TFP have been applied to airports in order to measure inputs in relation to outputs. Other studies have used a one case study approach which has been industry and firm specific.

Theoretical Perspectives

The studies have used different theoretical concepts underpinning the research. For example, Brigham and Fitzgerald (2001) used the principal-agent concepts originating in economics. Shaffer (1995) specified that each of the studies he looked at used contingency and resource dependency theories arguing that organizations adapt to environmental uncertainty by a process of internal realignment. Ungson et al. (1985) stated that “the eventual effectiveness of organizations depends largely on the degree to which they are able to adjust and modify internal structures and processes to accommodate the requirements of these regulatory sectors”.

Conclusion

Some unintended consequences of regulation and performance measures have been identified through the literature review. The existence of unintended consequences has been proven (Proposition 1). A significant research gap exists in exploring in more depth the scale of the unintended consequences and what could be done to account for these.

It is believed that there are strong links between regulation and performance measurement (Proposition 2). However, whilst this literature review found evidence of links between regulation and PM, they were far from being exhaustive in nature and could not be quantified through this particular study.

Regulation and performance measurement can impact on firms in different ways depending on certain characteristics. Also critical in looking at this is assessing the short-term implications versus the long-term impact on the firm. It is believed that the consequences for larger firms will be significantly different to smaller firms (Proposition 3). The review found limited evidence to support this, however, it is believed to be an important area for future research in terms of developing best practice and understanding the impact on different firms, and why this difference exists.

The scope of the study was limited and as a result the data collected on the benefits, weaknesses, and unintended consequences have been far from exhaustive. The review has found literature which has had a focus on the more negative effects of regulation and performance measurement. The data explored has suggested that the area is not well researched especially when looking at the unforeseen/unintended consequences of regulation and performance measurement and its effect on productivity. The research has been industry and firm specific and there is no clear classification between the intended and the unintended consequences. The scope for extending the literature review and for conducting further research in this field is large. 

The review of the evidence concerning the links between performance measurement and regulation especially the unforeseen/unintended consequences highlights the need for some further extensive literature review and research. The evidence has provided confirmation of the presence of a substantial research gap exists when looking at the links between regulation and performance measurement especially the identification of unforeseen/unintended consequences of this relationship. The focus of previous research has been firm and industry specific, with a few journals specifically focusing on the unintended consequences. The research for regulation and performance measurement are vast in their own fields but little evidence was found of extensive research on the relationship between these two, especially from an operations management perspective. Another area for future research is the classification and clarification of what are the intended and unintended consequences.

Further research will contribute significant knowledge to an emerging, and yet important area in productivity related research. A good understanding of the linkages between PM and regulation will assist Policy Makers by providing knowledge about the unintended consequences and how policy might take these into consideration when setting policy frameworks by minimizing the negative effects and be able to take advantage of the positive consequences. 

A good understanding of the linkages between PM and regulation could also assist firms and the managers within them to understand the issues raised and to try and design performance measures which are realistic, useful and satisfy a number of stakeholders. The issues raised from conflicting performance measures can then be understood and minimized.
Further research would seek additional evidence for the propositions made. Research would look at how companies respond to regulatory requirements and how this was translated into performance measures through-out the different levels within the firm. In the first instance, a case study approach would be used to explore the relationship between regulation and performance measurement and the unintended consequences in detail and the study would be performed on multiple levels to allow data to be gathered from different perspectives. A heavy regulated industry sector would be used for the study to try and flush out some of the themes and issues that exist.
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In fact, this view is supported by Shaffer (1995) who stated that the sources of literature are diverse and said ‘scholars interested in business political activity is to a large extent fragmented by their disciplinary loyalties’. As a consequence of this, research in the general area of business political behaviour has proceeded unevenly, and is characterized by a lack of theoretical and methodological cohesion.
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Introduction

The dominant feature of the air travel sector in recent decades has been a series of deregulatory initiatives.  These were meant to increase competition, resulting in lower prices and welfare gains for air travellers.  These changes were manifested in both the economic behaviour of existing scheduled airlines and the spectacular growth of new market entrants, the low cost carriers.  The result has been a striking increase in the scale of air travel.  According to IATA (International Air Transport Association), the demand for air travel in Europe increased three-fold between 1980 and 2000, and is set to double by 2020 
.  But the changes in air travel are not only quantitative but also qualitative in the sense of creating new geographies of air travel and accessibility, evident in differential growth of airports, routes, passenger flows, and hub versus spoke connections.  This paper considers how these changes have had unintended consequences for productivity levels in particular local economies. 

The very beginning of low cost air travel (LCA) is usually traced back to 1967, when the Southwest Airline was founded.  Flight operations began in 1971 with flights within Texas.  Its business design included short-trip service, low prices, high point-to-point frequencies, high punctuality, no frills and a brand image that “flying is fun”.  From the 1980s, LCAs became a significant presence in European air travel. LCAs currently account for around 24% of the scheduled intra-European air traffic and the market share of LCAs continues to grow strongly.  The United Kingdom has the most developed market for low fares services, with the low fare share of scheduled traffic at the airports approaching 50% in 2004 (UKCAA 2004
).  This success has been replicated, more recently, in several other national markets for air travel within Europe. 

LCA achieved intended increases in productivity via a number of organisational and institutional innovations. According to Francis et al (2005: 84)
:

‘The core characteristics common to the majority of low cost airlines are: high aircraft utilization, internet booking, use of secondary airports, minimum cabin crew, lower wage scales, lower rates of unionisation among employees, one class of seating thus allowing more seats per aircraft than traditional airlines (who offer alternative seat pitches for different classes of travel), short ‘on the ground’ turn around times, no cargo carried to slow down turn around times, a simple fare structure and pricing strategy, e-ticketing, no seat allocation, passengers having to pay for food and drink, flexible working terms and conditions for employees relative to traditional airlines, point to point services and no connections offered’

But there have also been a number of unintended productivity changes, beyond the air line sector itself. Here we consider the consequences in terms of productivity levels outside of the air line sector.  The key to understanding this is recognition of the space and time specificity of the changes.  Docherty (2004: 341)
 sums up the relationship between air travel links and regional competitiveness:

‘Much recent research generally supports Porter’s position.  After economic diversity, high quality internal and external connectivity has been noted by several studies to be the most important explanation of regional economic competitiveness.  The most successful regions have class-leading transport and ICT infrastructure to move goods, services, information and people securely, quickly and efficiently.  Particularly for knowledge intensive industries, the presence of direct international air links to key global centres of innovation is regarded as critical.  Despite the new opportunities presented by ICT, face-to-face communication remains fundamentally important to the sharing of ideas, and to the development of trust on which all business relationships depend. Spinning out from this connectedness was an outward looking approach, with many of the most successful regions investing significant time and effort in developing links with other cities to share knowledge, open new markets, and generally to win friends and influence people.  Internal connectivity was also deemed crucial, with congestion becoming an increasingly influential constraint to business investment and quality of life.’

Their approach is essentially ‘black box’ in respect of air travel itself, which is treated as uniform or undifferentiated.  We argue that, when considering local economic consequences, ‘air travel’ or ‘volume of air travel’ is a chaotic conceptualisation (Sayer 1992)
.  There have been strongly differentiated changes in the types of passengers carried: between existing scheduled carriers and LCAs, amongst LCAs, and amongst airports.  In particular, and in relation to unintended productivity impacts, we can distinguish between three main types of travellers: labour migrants, tourists, and business travellers.  The changes in accessibility and mobility realised by each of these groups has had differentiated productivity impacts for local economies. 

In part, the unintended productivity consequences of the growth of budget airlines are related to the highly uneven economic structure of space.  In the simplest terms, the economy of a local space is constituted of a unique combination of basic production factors, namely labour, capital and ‘other factors of production’, (amongst which, we are chiefly interested here in knowledge).  These production factors are neither immobile nor interchangeable, and economic geography increasingly emphasises the notion of ‘economies of flows’ (Hudson  2004)
.  Changes in air travel potentially can have substantial impacts on changes in the volume, structure and effectiveness of production factors in particular spaces, with important consequences for productivity.  However, as will be seen from the following review of air travel de-regulation, most if not all of these productivity consequences – beyond the air travel sector itself – were unintended.

The specific objectives of this paper are to review

a) the unintended impacts of air travel deregulation on flows of trade, investment, labour and knowledge

b) how these impact on productivity levels in local economies

c) and thereby contribute to changes in uneven regional development

Conceptual framework

Competition and regulation.  

Existing research suggests there are links between deregulation and productivity.  Regulation is necessarily complex.  First, regulation is multi-level and these levels are ‘folded in’ on each other (Amin 2002)
.  Hence the impacts of deregulation on productivity at one level will be mediated by regulatory changes or lack of changes at other levels.

a) Regulation occurs at many different levels eg EU, national, and local. EU and national levels measures to deregulate air travel may be significantly mediated by local planning or environmental controls.

b) It is not sufficient just to de-regulate rights of carriage – you also have to deregulate baggage handling and other services, to realise even the intended consequences of deregulation, that is if there is need for a series of directly linked de-regulations or re-regulations.

c) There is also a need to look at other, apparently unconnected arenas of regulation, for example on the environment (take off and landing noise levels), employment laws etc.

All of this means that ‘geography matters’ (Massey 1984)
: regulation or deregulation do not occur in a vacuum but instead the impacts, whether intended or unintended, are place and time specific.  For example, the effects of the introduction of LCAs in the 1990s appear to have been far less than of the subsequent expansion in the 2000s.  Or the impacts of LCAs in the Exeter region compared to Glasgow, or in Bratislava compared to Stanstead, are very different.
Local ‘economies of flows’

There are competing conceptualisations of the relationships between flows and spaces.  This paper is influenced by Massey’s (1994: 154)
 view that places are a constituted of local and more spatially stretched relationships, that is that they are ‘articulated moments in networks of social relations and understandings’.  This means that social and economic relationships are – at least temporarily – locked into particular places (Allen et al, 1998)
.  This locking into place of particular flows (of human capital, trade, knowledge and financial capital) is constantly subject to reformulation.  One of the sources of these changes is air travel deregulation.  While probably not the major driver of changes in the flows of production factors in most if not all local economies, it can have significant impacts in particular places and at particular times.

The main flows that are subject to being reconstituted due to air travel deregulation are:

a) Trade, particularly tourism, but also just-in-time deliveries (though note that many LCAs do not carry cargo as a way of speeding up turn around, and intensifying the use of their capital assets). 

b) Migration – both the volume of flows, and their changing constitution, including more emphasis on circulation and temporary migration. 
c) The links between LCA and capital flows are complex.  However, where a link can be established between LCA growth at particular airports, and inward investment, then the literature on ownership of capital suggests that inward investing firms will have knowledge advantages and higher productivity. 
d) Depending on the importance of tacit as opposed to codified knowledge (Polanyi 1966)
, and the role of face-to-face contacts in facilitating transfers of such knowledge (Williams 2006)
, LCAs can influence the acquisition and transfer of knowledge across regional/national boundaries, either intra- or inter-company. 

Productivity

Productivity is of course a measure of the relationship between inputs and outputs, whether for individual firms, or for aggregates such as local, regional or national economies.  It is notable that the Porter and Ketels 2003: 11)
 review highlights the following as important ‘intermediate indicators of many other microeconomic attributes of an economy’: capital intensity, labour force skills and total factor productivity. 

The argument advanced in this paper is that although air travel re-regulation was driven by the aim of increasing competition in order to restructure that sector, bringing about increased competition and productivity, lowering prices and increasing the volume and geographical spread of air travel, it also had unintended consequences for productivity levels in other sectors of the economy.  The key argument is that changes in the flows of capital, labour, knowledge/trade, as set out in the previous section, have had unintended consequences for productivity because of the way they have impacted, respectively, on capital intensity, labour force skills, and total factor productivity. 

In addition, the paper emphasise that the unintended productivity effects have been time and place specific.  The main EU directives have had nationally and locally variable unintended impacts on productivity because of differences in how economies (in the widest sense, including institutions) are constituted and regulated.

It should also be noted that the resulting unintended changes in productivity levels in local economies will have feedback effects in the form of further unintended productivity consequences for particular carriers.  However, this lies outside the scope of this study.

History of air travel deregulation and liberalisation

Economic agents (e.g. airline companies) had few incentives to innovate in the rigid EU air market in the 1980s and, instead, adapted to operating within a framework of generous public subsidises and protective policies relating to national air transport infrastructure (e.g. landing and take-off slots).  Some European companies, however, learn from the US experience of re-regulation.  Applying ‘innovation by imitation’, they were able to anticipate ongoing changes on the global air market, and lobby for changes in European regulation.

The air transport sector in the European Union was liberalised in three successive stages.  The ‘first package’ of measures, adopted in December 1987, started to relax the established rules.  For example, it limited the right of governments to object to the introduction of new fares.  Some flexibility was allowed to enable airlines in two countries, that had signed a bilateral agreement, to share seating capacity.  Previously, absolute parity had been the rule. In June 1990 a ‘second package’ of measures opened up the market further, allowing greater flexibility over the setting of air fares and capacity-sharing.  Moreover, the new provisions extended the right to the fifth freedom
 and opened up the third and fourth freedoms to all Community carriers in general.  These measures, which were initially limited to passengers, were extended to freight in December 1990.  The last stage of the liberalisation of air transport in the EU was subject to the "third package" measures adopted in July 1992, and applied from January 1993.  This package was far more radical than the previous ones.  Effective from 1 April 1997, all EU carriers have had open access to virtually all routes within the EU (freedom to provide cabotage).  Liberalisation of air travel was intended to ensure that ‘air fares should normally be determined freely by market forces’ (Council Regulation (EEC) No 2409/92).  Further liberalisation initiatives were aimed at the scarcity and cost of infrastructure, which the European Commission had identified as a major cause of the high costs incurred by European air travellers.  As of January 1999, access to the ground handling market was liberalised for third parties at Community airports, as provided for by Directive 96/67.  This measure helped to reduce operating costs and improve the quality of service for airport users.  The fragmentation of the air traffic management systems was addressed through the ‘Open European Sky’ regulations (Regulation (EC) No 549-552/2004.  Non-discriminatory and transparent use of computerised reservations systems was introduced by Council Regulation (EEC) No 2299/89.

The impacts of liberalisation

Intended

Papatheodorou (2002: 384)
 summarized the reasoning behind air travel de-regulation:

In addition to the dissatisfaction with regulation, liberalisation was partly justified on the presumption of competition working in thick markets and the significance of contestability …. on thin routes.  Under deregulation a multitude of new entrants in popular markets would induce carriers to actively compete.  Although the possibility of an initial instability and shakeout was recognized, the number of surviving carriers was regarded as sufficient for competition and for realization by the airlines of their interdependence.  Self-defeating and mutually destructive price wars would be avoided.  Similarly, some deregulation advocates believed that services would improve in peripheral routes despite the non-sustainability of active competition.  The efficiency of an airline monopoly (or powerful oligopoly) relied on the threat of hit-and-run entry by non-incumbents which accumulate if super-normal profits pricing emerged.  The presumed low entry and exit costs in conjunction with the inflexibility of the incumbent’s fare structure could facilitate such a speculative strategy by a potential entrant.  To pre-empt this practice the existing carrier would limit prices to a level consistent with normal profits.

Air travel market liberalisation has brought about significant changes relating to the growth of LCA. Most of the traditional scheduled airlines were state-owned and generally offered relatively high-cost, low-frequency services, especially to less advantaged locations, often combined with poor connections across capital city airports.  The introduction of LCA brought consumers substantial benefits from competition.  These included – above all - higher frequencies, cheaper fares and increased connections. By 2004 around 60 new entrant and charter/regional airlines had applied the low fares model to varying degrees in Europe, offering consumers low cost services to many, often previously unconnected, destinations.  The average fare of €41 for Ryanair and €62 for EasyJet compared with €200 for Lufthansa and Air France, and €268 for British Airways in 2004
 are symptomatic of the increase in competition, although such comparisons have to be approached cautiously.  There were also most important changes in ground handling and catering, notably the emergence of the practice of subcontracting main base activities by major airlines, as well as their extensive use by smaller airlines, especially new entrant low-cost airlines (EC 1999)
.

There are some similarities between air travel deregulation/ liberalisation in the USA and EU.  The driving force behind the 1978 Airline Deregulation Act in the USA was the perception that regulation by the Civil Aeronautics Board (CAB) had resulted in reduced competition and higher air fares. Although there were nearly three years of congressional hearings preceding deregulation, it is notable that most of the evidence was anecdotal – symptomatic of the lack of hard evidence.  US experience has been replicated by the EU.  Competition by the LCA forced the traditional air carriers to apply some features of a ‘lean production’ model: for example, lowering fares, reducing ‘frill’ services on flights, and increased flight bookings on the internet (Goetz and Graham, 2004
). 

While the case for de- or re-regulation was expressed in terms of competition, productivity changes were implicit, and sometimes explicit, in the discussions that surrounded regulatory changes.  In practice, re-regulation has had major and largely intended consequences in increasing productivity in the air travel sector – effected both through new entrants having higher productivity than firms departing the industry, and through reorganization within existing companies, the so-called ‘legacy carriers’.

Of course, the anticipated competition effects were not always realised.  First, there was a tendency to reduce competition at hub airports.  Frenken et al (2004:  233)
 wrote that:

‘Hub-and-spoke networks of airlines create entry barriers at large hub airports.  As a result, deregulation does not necessary lead to more competition….. airline competition at European airports in the 1990s ….  show important differences between airports, which are related to size and geography.  At most airports, competition increased with the successful entrance of new competitors.  Yet, competition decreased at hub airports and at airports in the northern periphery in Europe.’

There are assumed to be associated differences in the consequences for productivity, although evidence is lacking on this point.  In addition, there is also evidence that some routes can only support a single carrier, with the resultant emergence of monopolies (Papatheodorou 2002)
.  The consequences for prices and for productivity are largely a matter of speculation. 

Unintended consequences

Many of the earlier discourses tended to be negative.  Graham (1998: 90)
 argued that ‘benefits from competition are unevenly distributed’ among European regions.  Although liberalization was realising consumer benefits, the impact was constrained by regional development disparities, which were the key to determining geographical demand for air transport.  This argument was partly mediated by the subsequent expansion of LCA to less-favoured regions, including new Member States of the EU.  While the ‘hub’ airports had mostly benefited from air travel deregulation in 1990s, competition decreased in these airports in the 2000s, in some respects (Frenken at al 2004
).  This trend was related, in part, to increasing numbers of regional airports, and flights from these airports, many of which were operated by the LCA.

Goetz and Graham (2004: 275)
 argue that globalization and liberalization strategies have rationalized the airline industry into a more efficient operation that enhances its long-term sustainability, but in the same time ‘the tactics driven by globalization and liberalization have, at best, unpredictable consequences in terms of sustainability’, as they have resulted in excessive air traffic growth and wasteful competition.  Some positive impacts of the air travel deregulation on tourism development were are discussed by Papatheodorou (2002
), as noted earlier.  This debate about sustainability has implications for how we understand the impact on productivity.  First, whether a relatively narrow and conventional approach is taken to outputs, or whether wider social and environmental impacts should also be taken into account.  And, secondly, in deciding the appropriate time frame for measuring such impacts.
There have also been unintended consequences for employment within the industry.  Several studies have tried to analyse the impacts of air liberalisation on job generation.  Contrary to expectations that cost rationalisation would decrease job numbers in the air industry, the direct impacts have been positive.  The overall number of employees in civil aviation increased from 435,400 to 489,700 following restructuring by the airlines, 1988-1996 (EC 1999).  According to the Civil Aviation Authority (UK CAA 2004)
, the evidence from the UK is that liberalisation has facilitated the growth of the aviation market and has boosted employment in that sector in the UK.  The numbers of employees rose by 15% in British Airways, and by 38% in other airlines, between 1991 and 2001 (UK Civil Aviation Authority 2004
).  And SkyEurope, for example, estimated that 1 million passengers have generated some 4350 jobs in the Slovak economy, directly or indirectly
.  Given the increased ‘outputs’ in this period, whether measured in terms of flights or turnover, there have been massive increases in productivity, measured in terms of labour productivity.  A similar picture emerges when examining the US domestic industry following deregulation.

The indirect and induced increases in employment have been no less important.  Hakfoort et al (2004
), for example, found that the combined indirect and induced job multiplier was around 2.0 in case of the Amsterdam airport.  It is precisely the productivity impacts which lie behind these and other changes, beyond the airline sectors, that are of central interest to this paper.

Post rationalisation of unintended consequences

It is often difficult to differentiate between the intended and unintended consequences of de- or re-regulation, because of the prevalence of post-rationalization in many of the attendant discourses.  For example, the European Union’s Committee of the Regions
 recently observed that:

“[t]he availability of regional air services, and in particular low-cost air services, operating from regional airports improves access to the global economy.  This, coupled with the lower labour costs and facilities costs associated with the more remote regions, can encourage the business community to locate new economic investment within the region.  Existing businesses in the region could develop their market share by being able to reach other parts of the Member State, the EU and the rest of the world”

The Committee stressed to the European Commission that the key issues to be taken into account are:

· the importance of identifying regional airports and regional air services as an essential tool to help regional and local authorities promote delivery of territorial cohesion and development;

· the contribution that the development of regional airports and regional air services make to wider employment creation, regeneration, social inclusion and regional and local economic development programmes;

· the significant role that low cost air services can play in supporting the sustainable economic development of small and medium sized regional airports;

· the need for the Commission to provide clear guidelines that can be used in considering the future use of public-sector funds to support the development of the network of regional air services.

The Committee concluded that the overall economic impact that can be realised through the development of regional air services operating out of regional airports should be considered under the following four headings:

· Direct Impact: employment and income that is wholly or largely related to the operation of the airport;

· Indirect Impact: employment and income generated in the economy of the study area in the chain of suppliers of goods and services;

· Induced Impact: employment and income generated in the economy of the region by the increased spending of the incomes of these direct and indirect employees;

· Catalytic Impact: employers and income generated in the regional economy by the wider role of the airport in improving the productivity of business and in attracting economic activities, such as inward investment and inbound tourism.

This view from the Committee of the Regions either explicitly or implicitly recognises the impact of de- or re-regulation on productivity levels at the local or regional level.  It is, however, a post-rationalisation and such consequences were not prominent in the discourses surrounding the enactment of de-regulation.  Rather, as emphasised earlier, this was couched largely in terms of competition without reference to the contingencies of time and place. 

Unintended impacts of LCAs on productivity

Following the classic three fold divisions adopted in productivity studies, the UK’s productivity gap – especially with the USA - can be reduced to three key elements:

1) Lower productivity of labour, because of generally lower labour skills

2) Lower capital intensity

3) Lower total factor productivity (TFP)

The following discussion sets out briefly how changes in flows generated by LCA potentially have had unintended consequences for productivity in relation to these three elements.  In the absence of any detailed research on this topic, the discussion is essentially at the conceptual level.

Labour markets
Mass migration, of course, pre-dated airline deregulation.  However, there have been shifts in the nature of migration in recent decades (King 2002)
.  Longer term migration flows have been replaced by more temporary migration, sequential migration, and cycles of migration.  There has also been the growth of various forms of long-distance commuting, involving regular return travel to home regions. 

LCAs can impact on labour markets in several different ways, but mainly through reducing travel costs and increasing accessibility.  Effectively, it can reduce the transaction costs of international labour migration.  The outcome may be increased levels of migration if any of the following conditions apply:

a) the costs of travel are a significant barrier to air travel;

b) the frequency and convenience (mainly accessibility) of air travel are a significant barrier to air travel; and linked to this

c) the availability of cheaper, more frequent or more accessible air travel makes new forms of mobility (punctuated by more frequent return visits) possible to those who would not have been able or willing to engage in more conventional longer-stay migration.

The impacts on productivity are difficult to predict on an a priori basis.  The productivity impacts depend on: a) effects on wages and costs, b) filling particular or generalised labour markets shortages, and c) raising or lowering aggregate skill levels in the destination regional economy.  There is considerable research on these issues, relating to human capital theories, mainly at the national level
. However, there is still very little evidence about the impacts on productivity at the national, let alone the local/regional level. In part this is because the transfer of skills via migration is not only a matter of changes in aggregate levels of human capital in the destination, but also about the social recognition of these skills, and whether migrants have sufficient encultured and embedded knowledge to maximise their embodied and embrained knowledge (Williams 2006)
.  This relates to the debates about brain waste versus brain gain
. 

Most of the econometric evidence for the UK suggests there is a time lag before workers can maximise the return to their human capital, due to the need to learn about local practices and institutions, or to acquire language competency (Dustman 1994)
.  There are therefore likely to be similar time lags before the full consequences for productivity are realised.

It should also be noted that there are impacts on labour markets in the sending countries and regions, but these are not discussed here.  Neither are remittances.

Business travel and tacit knowledge

There are many competing theories of knowledge transfer, including those which emphasise localised learning (Maskell and Malmberg 1999)
 and those based on non-localised networks, for example communities of practice (Wenger 1998)
.  In reality, most firms probably draw on a range of different networks, at different scales ranging from the local to the international. In this context, the key question is whether proximity is critical for building up the trust that is essential for effective knowledge transfers. Amin (2002: 393-4)
 argues that physical proximity and localized face-to-face contacts are not essential for trust-based relationships.  Instead, intimacy may be achieved, and trust may be fostered, through frequent and regular contacts enabled by the distanced networks of communication and travel as well as the unbroken interplay between face-to-face and telemediated contacts. In contrast, Allen (2000: 28)
 stresses the importance of human mobility to effect localized networking: ‘ the translation of ideas and practices …. (is) likely to involve people moving to and through local contexts, to which they bring their own blend of tacit and codified knowledge’.  There is surprisingly little empirical evidence as to the relative importance of proximity-based versus distanced knowledge transfers, but in practice these are likely to be complex and highly variable at the level of the individual, the firm and the local/regional economy. 

LCAs potentially can impact on the frequency of face-to-face contacts, reshaping knowledge-sharing networks, and the efficiency of knowledge transfer.  This may be via increased intra- or inter-firm mobility, attendance at conferences or exhibitions, as a result of lower cost, more frequent and new air connections.  Whether this is significant depends on a) the additional and substitution (with other transport forms for the same trip), b) the importance of face-to-face contacts, and c) the company strategy for disseminating and applying knowledge.  However, where these assumptions are met, air travel can be linked to productivity levels. Knowledge is usually recognized in quantitative analyses of productivity as part of total factor productivity.  In summary, changes in air travel have changed the geography of business travel, and potentially, therefore, of some channels of tacit knowledge transfer, and hence of total factor productivity. 

Foreign investment, business organization and business travel 

Arguably, both direct and indirect investments are induced by LCA.  Our interest here is in the indirect consequences beyond the airline sector. The main effects are:

a) LCAs may widen the search spaces of potential investors, who seek minimum levels of accessibility between their different branches.

b) The instigation of LCA services may change the image of a local or regional economy, as indicated by the EU’s Committee of the Regions, and this may also attract foreign investors. 

c) Foreign investors may be attracted by the facility of using LCA services (where they carry cargo) to source spare parts of machinery etc. 

The key point about increased foreign investment is of course the long-established argument that foreign investment has higher productivity because of knowledge and other advantages
.  And  it is also linked to the argument that the differentials between the productivity levels of entrants and exits from an economy are a key component of changes in aggregate productivity levels.

Trade and markets

Air freight is unlikely to be significant in relation to large-scale sourcing of supplies (although this is subject to empirical verification).  However, it can reduce the time, and associated costs, of delivering relatively low volumes of high value components, or key replacement components of fixed capital (such as parts for machinery). In other words, it can facilitate ‘just-in-time’ inventory strategies.  This, potentially, may increase productivity. 

However, in many – and perhaps most – local/regional economies, the main trade impacts are associated with increasing tourism flows (both inwards and outwards), resulting from reduced travel costs and increased accessibility.  The overall net effect depends on a) the balance between inflows and outflows of tourists and b) additional effects, that is the extent to which these are new flows or merely changes in the transport used previously by tourists making the same journeys.  The outcome is a net increase - or decrease – in market size, and this may impact on productivity via scale economies, or stimulating new (more productive) entrants to the sector.  A more refined version of this argument would also take into account not only tourism volumes but also the composition of tourism flows and the consequences for market segmentation, and whether this results in net increases or decreases in spending.  This may lead to higher sales per employee in existing tourism firms, or to the entry of new (more productive) firms into expanding market segments.

Conclusions: towards an empirical analysis of the links between LCAs and productivity levels in local economies

The de- or re-regulation of air travel has had a number of direct impacts, the most spectacular of which has been the growth of LCAs.  This has effectively redrawn the map of accessibility and travel costs across Europe, but especially in the UK.  This paper has argued that these changes potentially have had unintended impacts on productivity levels in regional and local economies, consequent on changes in flows of labour migration, trade (including tourism), investment and knowledge.

However, LCA activity is highly uneven regionally. LCAs tend to emphasise the following criteria for prospective route selection: long term cost minimisation; availability of efficient facilities; and geographic, demographic and strategic considerations.  The number of businesses in a regional economy in the early growth phase is another factor in selection
.  Those regions deemed ‘not prospective’ by LCAs may lag in the changing map of accessibility, and this may contribute to regional differences in productivity. Interestingly, Graham
 writing in the late 1990s thought that there had been little change in the regional distribution of accessibility and connectivity.  But, subsequently, there has been strong growth in connections between previously unconnected airports, including those in peripheral regions.  More recent commentaries have noted significant changes in levels of accessibility, but at the same time a tendency for greater differentials.  For example, Bowen (2002 :425)
 writes that ‘.. the deregulation of the airline industry has tended to reinforce the disparity in access among gateways in global airline networks.’.  It is also true that there are problems of non-contestability (monopolies) on some routes. Papatheodorou (2002: 387, emphasis added)
 considers this to be a significant issue, and argues for new forms of re-regulation to counter non-contestability: 

‘The competition authorities should face the failure of contestability conditions in peripheral destinations through price re-regulation of the monopolies where services are sustainable and if such a decision is approved by the European Commission.  To avoid the side effects of the previous system, price regulation should explicitly provide productivity incentives.  UK utilities operate relatively successfully under this regime ….  and these principles (e.g., price caps, efficiency adjustments) can be applied to aviation …..  If such re-regulation is precluded, the national authorities may alternatively introduce tendering providing a monopoly air transport operator’s license to the lowest bidder.  Where services are unsustainable overall, the winner would be the carrier that accepts the lowest subsidy’.

While recognizing the importance of non-contestability on some routes, the overall effects of de-regulation have been to increase absolute levels of accessibility in many, and probably most regions, at least in the UK, even if relative differentials may have widened.  There is limited evidence available from LCAs, and from consultancy reports, as to the impact of low cost air travel on passenger volumes and – exceptionally – on different market segments.  LCAs are changing travel habits, and leading to additional new growth.  The European Low Fare Airlines Association argues that only some 37% of its passengers originated from shifts within the airline market, while 59% are new demand.  Of the latter group, 71% would not have travelled at all and the remainder would have used alternative means of transport
.  A KPMG survey on Hungary, demonstrated that, as a result of LCAs, new traveller segments have emerged in Hungary: about one quarter of leisure travellers and 8% of business travellers would not have travelled otherwise
.  Of course LCAs potentially increase inward and outward flows of tourism, and most of the available surveys provide less information on these.  The fragmented, but sometimes insightful, empirical evidence on these issues, will be included in a subsequent report on this component of the regulation and productivity project.

There have also been some attempts to quantify the impacts of LCAs or airport expansion on regional and local economies.  These have usually been based on multiplier or input-output analyses.  For example, a recent study prepared for the Chamber of Commerce and Industry of Carcassonne-Limoux-Castelnaudary in December 2003 showed that the 253,000 low fares passengers who visited the region during one year generated €8.4 million of direct income for the region.  The indirect monetary flow, including all tourist expenses and real estate investment, reached €135 million. The so-called “induced flow”, i.e. increased spending generated by those employed in industries affected by direct and indirect impacts, amounted to €272.4 million
.  There are similar estimates for other airports and for some airlines.

While there have been estimates of the aggregate effects on employment, spending or investment, there are not – to the best of our knowledge – been any attempts to analyse the productivity consequences for local economies.  A small-scale scooping study lacks the resources to undertake such an empirical analysis. However, this could be approached in a further research in various ways. 

· An aggregate level study of regional economies within the UK (or the EU) which relates changes over time in regional productivity levels to air travel (including LCA) services. This could also seek to examine the different levels of regulation, although it may be difficult to quantify these.

· More detailed passenger surveys which established the additional affects of new air services (including LCAs) in relation to different air travel market segments.  A comparative study would allow potential differential regional economic impacts to be identified.

· Firm-level surveys to identify their use of regional air services (including LCAs), and evaluation of the contribution of these to firm performance.  This could be related to productivity measures for individual firms.

· Qualitative case study research to explore how practices (employment, innovation, out-sourcing etc) within individual firms are mediated by the existence of increased air services (including LCAs) as a result of de- or re-regulation.

Ideally such research would be longitudinal, focussing on a period of significant change in LCA services within a particular region.  In practice, there would be considerable challenges in isolating unintended impacts of de- or re-regulation of air travel, and in operationalising a research design to estimate these.  However, further research at both the conceptual and the empirical level would help to identify the range and the nature of some of the unintended consequences of de- or re-regulation of air travel.  Any such research would also need to focus on the spatiality and temporality of these consequences: that is the way that national and EU regulations are played out differently at the regional/local level, and over different time horizons.
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