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Terms of reference

Bill Shorten, Assistant Treasurer and Minister for Financial Services and

Superannuation, pursuant to Parts 2 and 3 of the Productivity Commission Act 1998
hereby request that the Productivity Commission undertake an inquiry into the
implications of globalisation for the Australian retail industry, with a view to
informing the Government on whether current policy settings are appropriate in this
environment. The Commission will commence the inquiry in February 2011 and
report in November 2011. The Commission will hold hearings for the purpose of
this inquiry.

Scope of the Inquiry

The Commission is requested to examine:

1.

The current structure, performance and efficiency of the retail sector and
impediments to its contribution to the Australian economy;

The drivers of structural change in the retail industry, including globalisation,
increasing household and business access to the digital economy, cost structures
of the domestic retail industry, employment structure, the exchange rate and
structural change driven by the resources boom;

The broader issues which are contributing to an increase in online purchasing by
Australian consumers and the role of online purchasing in providing consumers
with greater choice, access and convenience;

The sustainability and appropriateness of the current indirect tax arrangements in
this environment, including the impact on Commonwealth and State and
Territory budgets, and the extent to which technology could reduce the
administrative costs of collecting indirect taxes and duty on imported goods; and

Any other regulatory or policy issues which impact on structural change in the
sector. The Commission is to provide both a draft and a final report, and the
reports will be published. The government will consider the Commission’s
recommendations, and its response will be announced as soon as possible after
the receipt of the Commission’s report.

Bill Shorten

Assistant Treasurer

[Received 3 February 2011]
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Key points

There are almost 140 000 retail businesses in Australia, accounting for 4.1 per cent
of GDP and 10.7 per cent of employment.

The retail industry exhibits great diversity by: size of business, region, retail format,
competition within sectors and in the nature of goods sold. Both current trading
conditions and longer term trends are challenging. Retail sales growth has trended
down over the past half decade as consumers save more of their rising incomes and
their spending is increasingly directed towards a range of non-retail services.

The retail industry has met many competitive challenges in the past. Online retailing
and the entry of new innovative global retailers are just the latest. The intensified
competition is good for consumers, but is challenging for the industry which, as a
whole, does not compare favourably in terms of productivity with many overseas
countries. And the productivity gap appears to have widened over time.

Australia also appears to lag a number of comparable countries in its development of
online retailing. The Commission’s best estimate is that online retailing represents
6 per cent of total Australian retail sales — made up of 4 per cent domestic online
($8.4 billion) and 2 per cent from overseas ($4.2 billion). In some other countries,
online sales figures are higher and set to grow further, as will also happen here.

Retailers operate under several regulatory regimes that restrict their competitiveness
and ability to innovate. Major restrictions which need to be addressed are:

— planning and zoning regulations which are complex, excessively prescriptive, and
often anticompetitive

— trading hours regulations which restrict the industry’s ability to adapt and compete
with online competitors and provide the convenience that consumers want.

Workplace relations regulations may not provide sufficient workplace flexibility to
facilitate the adoption of best practice productivity measures in the retail industry,
and require examination in the reviews scheduled in 2012.

The current level of the low value threshold (LVT) for exemption from GST and duty
on imports of $1000 is judged to be a minor part of the competitive disadvantage
faced by retailers. But there are strong in principle grounds for the LVT to be lowered
significantly, to promote tax neutrality with domestic sales. However, the Government
should not proceed to lower the LVT until it is cost effective to do so.

The Government should establish a taskforce charged with investigating new
approaches to the processing of low value imported parcels, particularly those in the
international mail stream, and recommending a new process which would deliver
significant improvements and efficiencies in handling without creating delivery delays
or other compliance difficulties for importers and consumers.

Once an improved international parcels process has been designed, the Government
should reassess the extent to which the LVT could be lowered while still remaining
cost effective — the costs of raising this additional revenue should be at least
broadly comparable to the costs of raising other taxes.

XV

AUSTRALIAN
RETAIL INDUSTRY




Overview

Retailers are intermediaries between producers and consumers. Their efficient and
effective operation is important to ensure consumers have access to the widest
choice of goods at the best prices and receive service consistent with their
preferences.

The Government asked the Commission to undertake an inquiry into the
implications of globalisation for the retail industry and the sustainability and
appropriateness of current indirect taxation arrangements in this environment. This
includes addressing the structure and performance of the retail industry and
impediments to its contribution to the Australian economy. As well, the
Commission is to address any other regulatory or policy issues which impact on
structural change in the industry.

The Ministerial Joint Media Statement announcing this inquiry highlighted the
importance of online retailing for the future of the industry. It noted that online
retailing is here to stay and that the Commission will consider the role it plays in
providing consumers with greater choice, access and convenience.

This requires an understanding of the role of online retailing, but also of the other
drivers of structural change in the retail industry including: globalisation; cost
structures of the domestic retail industry; employment characteristics; and
competition within the industry. The regulatory landscape within which the industry
operates — such as planning and zoning, trading hours and workplace relations
regulations — also has a role in shaping its structure and performance.

Background on the retail industry

Retailers do more than simply sell goods. The retail industry is a service industry
and has many roles — it introduces consumers to new products and assists them to
assess products and compare prices. It enables consumers to buy goods at
convenient times and locations and in quantities they find appropriate to their needs.
It also can provide a range of ancillary services such as arranging financial services
or providing after sales services.
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There are almost 140 000 retail businesses in Australia and, with about 1.2 million
people or 10.7 per cent of the total working population employed in the industry, it
is one of Australia’s largest employers. Reflecting this, the retail industry also
makes a significant contribution to economic output, generating $53 billion or
4.1 per cent of GDP in 2009-10. However, its share of GDP has been declining
slightly over time reflecting slower growth than in other parts of the economy.

The retail industry is diverse — it covers a number of sectors (figure 1) which
exhibit differing characteristics. The bulk of the industry consists of what is termed
in ABS statistics other store-based retailing. This comprises department stores and
speciality stores such as furniture, electrical and electronic goods and clothing and
footwear retailers, among many others.

In the initial stages of this inquiry, the Commission indicated that it would exclude
from general consideration the fuel and motor vehicle retailing sectors, as the terms
of reference appear less applicable to those sectors.

Figure 1 Contributions to retail industry output and employment,

2009-10
Industry gross value added Employment
Non-store & Non-store & Motor vehicles

Motor vehicles & 1-St
parts (14%) commission (2%) & parts (8%)

LTS Fuel (3%)

commission (2%)

SN Fuel
::: (4%)

Food
(29%)

Food

34%
Other store-based (51%) Other store-based (54%) 38

In 2009-10, sales for the retail sectors which are the main focus of this inquiry are
shown in table 1. The industry is diverse by sector, by region, and by size of
businesses and exposure to competition. The retail workforce has relatively low
skill levels and is relatively youthful with a high share of females. The workforce is
characterised by high levels of part time and casual working arrangements and high
rates of employment turnover.
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Table 1 Retail sales, 2010

Sales Share of total

$ billions %
Food 96.6 44.9
Household goods 42.8 19.9
Clothing, footwear and personal accessory 19.3 9.0
Department stores 18.6 8.7
Other 335 15.6
Online offshore (PC estimate) 4.2 2.0
Total 215.0 100.0
Online domestic (PC estimate) 8.4 4.0

There has been substantial commentary concerning the current difficult
environment for the retail industry. A focus on recent sales performance, however,
risks detracting from consideration of important longer term developments.

The growth rate of retail sales has generally trended down over the past two
decades, due to long-term or structural changes in the economy and consumer
behaviour. These changes are lessening the significance of spending on retail goods
in consumer budgets. The share of retail spending in overall consumer spending fell
from over 35 per cent in the early 1980s to just under 30 per cent currently.
Consumers are increasingly spending a greater share of their rising incomes on
services, such as financial services, property and accommodation, education, travel
and hospitality.

A major reason why consumers are spending a smaller share of their incomes on
goods sold by retailers is because many retail goods have become cheaper. More
recently, the appreciation of the Australian dollar has also placed further downward
pressure on the prices of imported goods. While this trend spells a challenge for
some retailers, consumers are better off — they are buying more retail goods, but at
relatively lower prices, and are able to use the additional remaining income to
satisfy other preferences, such as for consumer services or savings.

The long-term downward trend in the growth rate of retail sales has been
accentuated in recent years by the growing savings rate of households. In past
periods, the willingness of consumers to increase their overall spending at a rate
faster than their growth in disposable income compensated for the impact of the
falling share of consumer expenditure directed towards retail goods — this is
currently not happening. Over the longer term, the main drivers of retail sales
growth have been broader factors affecting the economy, in particular increasing
disposable incomes and population growth. This longer term decline in sales growth
has been reinforced in recent years by cyclical or short-term market weakness —
sales during 2011 are especially soft.
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Background for policy considerations

Retail is a diverse industry

Given the diversity of the retail industry, it would be impossible in a study of this
nature to carry out a comprehensive competition analysis covering all retail sectors
and all regions. However, from a policy standpoint this is not a critical limitation
because any competition policy issues that arise from an examination of this
industry are not dependent on the outcome of any such sector-by-sector analysis —
and should be acted upon in any case, as discussed below.

Concern has been expressed about sectors of the retail industry such as food and
grocery retailing, which have high levels of market concentration by international
standards. This is true of many sectors of the Australian economy, due in part to the
comparatively small domestic market. Market concentration alone does not provide
much guidance to the competitiveness of a market. What matters more are barriers
to entry and, associated with these, the extent of market contestability. There are
many examples in Australia of highly concentrated markets where barriers to entry
are low, exposure to international trade is high and competition is intense.

Barriers to entry for retail are unlikely to be substantial in most sectors. One way of
assessing this is to examine the proportion of businesses which enter and exit the
industry each year. The rates of entry (13.4 per cent) and exit (15.8 per cent) in
retail in 2008-09 are broadly equivalent to those for all Australian industry. While
the rate of business exits and new entrants by number alone may not indicate the
competitive significance of such new entrants, these numbers do suggest that
retailing is a dynamic and contestable market overall. Moreover, some new entrants
are significant competitors bringing with them new business models and increased
choice for consumers. Indeed, a number of recent new entrants — such as Aldi and
Costco in the food and grocery sector and Zara and Gap in the clothing sector — are
major overseas retailers.

Previous analysis by the Australian Competition and Consumer Commission
(ACCC) of the food and grocery sector made a number of recommendations to
strengthen competition in the sector, including in relation to planning and zoning
regulations. For many parts of the retail market, location is critical to the level of
effective competition. This is certainly true in the food and grocery sector. As a
result, the ACCC recommended that appropriate levels of government should take
into account potential impacts that might reduce competition when they develop
planning and zoning regulations and make planning decisions in respect of
individual developments.
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Technological innovation and the relative ease with which new online businesses
can be established have also substantially lowered barriers to entry and hence added
considerably to the competitive environment for retailers. Competitors are today not
just down the street or in the next suburb, but include easily-accessed suppliers
across Australia and overseas.

As a generalisation, smaller, non-perishable and easily shipped goods lend
themselves to online retailing and this is where the largest growth of domestic and
overseas online competition is occurring — this includes, for example, books,
CDs/DVDs, apparel, bike parts, cameras and accessories. Accordingly, the
competitive pressure faced by domestic retailers from online shopping varies
considerably depending on the nature of the goods sold. Further, the competitive
impact of online retailing is not confined to the market share of these retailers —
online retailers can, and do, have a more pervasive impact on the prices offered by
bricks and mortar retailers.

Indicators of performance of the retail industry — profits and
productivity

Whilst the factors mentioned above suggest that barriers to entry may be quite low
in parts of the retail industry, there are indications that barriers may be higher in
some sectors than would be desirable from a competition standpoint. One such
indicator is the relatively high profitability of some Australian retailers in
comparison with their counterparts overseas. Another indicator is the relative
profitability of some retail companies in comparison with other Australian
industries. In this regard, analysis by IBISWorld shows that many of Australia’s
larger retail firms have historically enjoyed relatively high returns on shareholders’
funds (figure 2).

Another related indicator is the relative productivity of Australian retailers. The
retail industry has experienced rates of labour productivity growth over the past two
decades similar, on average, to that of the rest of the Australian economy.
Notwithstanding this relatively sound performance in the rate of productivity
growth, the level of productivity in the retail industry remains below that of most
comparable countries in Europe and North America. Australia’s retail industry
labour productivity in 2007, in terms of output per hours worked, was lower than
most OECD countries (figure 3).
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Figure 2

Return on shareholders’ funds (after tax)

Top 1350 Australian businesses (5 years to 2009-10)
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Figure 3 Retail labour productivity, 2007
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It appears that the size of the gap in retail productivity between Australia and the
leading overseas countries has been widening over the medium term. While it may
not be realistic for Australia to attain similar productivity levels to those achieved
overseas — especially compared to the United States — there would be benefits for
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consumers and retailers alike if Australian retailers started to close this widening
productivity gap.

The nature of retailing is changing

The rise of online shopping

Much of retailing in Australia is changing in response to the increased competition
arising from the popularity of online shopping. But the challenge of change is
hardly new to the retail industry. Advances in technology and other retail
innovations, mostly overseas changes adapted to local conditions, have led to the
nature of Australian retail changing dramatically over many decades. The pressure
from online retailing is not unique to Australia either — these competitive forces
are being felt around the world.

The traditional intermediation role of retailers is being undermined in certain market
sectors with manufacturers selling directly to consumers through the internet,
thereby bypassing retailers. At the same time, different models of retailing are
appearing — existing bricks and mortar retailers are incorporating online retailing
and becoming ‘multi-channel retailers’ and a sizeable number of online-only
retailers (‘pure plays’) have also emerged. Some of the new international bricks and
mortar retailers are also investing directly in Australia and bringing novel business
models and low cost international supply chains, which offer benefits to consumers.
On the other hand, the activity of bricks and mortar retailers are unlikely to be
affected as much by online suppliers where they offer services which are highly
valued by the consumer, such as personal interaction, physical presence or
immediate fulfilment.

The internet has changed the nature of retail competition not only by bringing far
more competitors into the market, but also by changing the role of consumers.
Many traditional retail services can now be easily carried out by consumers over the
internet. People can use their computers, smart phones, and other mobile devices to
compare the prices and features of dozens of goods from hundreds of retailers
across the world and then arrange home delivery. Nor do consumers just rely on
traditional advertising or product tests to inform themselves about a product. There
is a proliferation of websites providing online reviews and customer discussion.

It is clear that online retailing is growing rapidly. But for such a widespread social
phenomenon there is little hard evidence of the extent of online retailing in
Australia. No official statistics are provided by the ABS on the size of domestic or
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overseas retail sales to Australian consumers. The Commission’s analysis suggests
that domestic online retailing represented around 4 per cent of total retail sales in
Australia (approximately $8.4 billion) in 2010. The Commission also estimates that
purchases from overseas accounted for 2 per cent of total retail sales (approximately
$4.2 billion). Total online sales, therefore, accounted for 6 per cent, or $12.6 billion,
of all retail sales.

There are benefits from shopping online but ‘buyer beware’ is very
important

The reasons given by consumers for shopping online are many and varied but most
surveys point to three key factors — price, range and convenience. The differences
in retail prices between Australian bricks and mortar stores and the significantly
lower prices offered by some online retailers — both domestic and overseas — have
garnered attention in numerous media articles and studies, as well as in many public
submissions to this inquiry.

While consumers are becoming increasingly confident about online shopping, they
still require a keen awareness of potential risks in areas such as online security,
product safety and warranties. Online service providers and traders have responded
to consumer demands to improve online security and there appear to be further
opportunities for the market to respond to other consumer protection issues
associated with online shopping.

The consumer protection provisions of the Australian Competition and Consumer
Act 2010 apply in general to domestically based online traders in a similar fashion
to bricks and mortar retailers. The legislation has been interpreted by the courts to
include certain internet sales from businesses based overseas with no physical
presence in Australia. However, there are likely to be practical difficulties in
enforcing the law and obtaining a remedy for a breach in another jurisdiction.

Consequently, considerations of ‘buyer beware’ become critically important when
shopping online from overseas sites. Currently, regulators provide information to
improve online shoppers’ understanding that goods purchased overseas may not
meet Australian safety standards and about the potential difficulties in exchanging
goods and obtaining refunds. They also provide warnings to consumers in relation
to scam activities and advice to protect themselves against online fraud.

Over time, regulators may be required to work differently as well as devote more
resources to addressing risks related to online purchases and product safety.
International cooperation and agreements with overseas regulators will need to
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assume higher priority otherwise, there is a risk regulatory arrangements may not
keep pace with this rapidly globalising and changing marketplace.

Regional price discrimination is now much more visible

There are often large price differences between the goods offered by domestic and
overseas retailers. Various factors can contribute to such price differences. They
include access by retailers to competitive offers, out of season specials, differences
in profit margins and underlying cost structures — for example, differences in rent
and other occupancy costs, wages and other labour costs and government taxes.

The Commission is also aware of the longstanding practice by which some
international suppliers set differential regional prices. This effectively treats
consumers in one region as willing, or able, to tolerate significantly higher prices
than those in other regions. Australian consumers have an increasing awareness of
such price differences and are now able, in many cases, to circumvent them by
directly ordering online. This represents an example of ‘parallel importing’ which is
the import of genuine products without the permission of the local licensee. Some
international suppliers have attempted to defend price discrimination due to the cost
of supplying a remote and relatively small market like Australia, which in some
cases has its own unique requirements. These arguments, in most cases, are not
persuasive, especially in the case, for example, of downloaded music, software and
videos where the costs of delivery to the customer are practically zero and uniform
around the world.

Addressing such regional price discrimination is one of the main challenges for
local retailers. If retailers cannot purchase the goods that they resell at competitive
prices, more business exits and loss of employment will occur. The threat of parallel
imports may help motivate international suppliers to change their regional pricing
policies. It would seem likely that many international suppliers will want to retain
local agents and retailers to support and service their products in the Australian
market. From a policy standpoint, Government should ensure that any
anticompetitive behaviour which inhibits retailers from purchasing competitively is
addressed — in this regard there are reported attempts by distributors to limit
parallel importing (box 1).
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Box 1 Issues which may inhibit parallel importing

Retailers have given examples of local agents or subsidiaries of companies supplying
internationally traded goods threatening to withdraw supply if retailers attempt to
parallel import some of their range. The ACCC advised that, although each situation
would need to be carefully assessed with regard to the individual circumstances,
generally a retailer should be able to parallel import and resell a genuine product
legally purchased overseas. They would, however, need to carefully disclose any
warranty issues or differences in the quality or style of the product compared to what
consumers might normally expect. The behaviour of a local agent threatening to
withdraw supply as a consequence of such action would need to be assessed, but
might constitute illegal behaviour were it to substantially lessen competition or be
considered a misuse of market power. (It should be noted, however, that these can be
‘high hurdles’ to prove.)

The operation of regulations affecting intellectual property rights have different impacts
on genuine goods which are legally purchased overseas and are then parallel imported
for subsequent resale. Generally, the Trade Marks Act does not prevent the resale of
such goods bearing a trade mark which have been parallel imported. However, the
Copyright Act can be used to prevent resale of parallel imported goods in certain
circumstances.

For example, clothing or other goods which embody decorative graphic images, which
have been purchased with the copyright owner’s permission in another country cannot
be parallel imported and then resold in Australia without the permission of the holder of
the Australian copyright for the image. The law as it stands appears to have
undesirable anticompetitive effects and confers more power on the owner of the
copyright than applies in the case of the owner of a trademark. This matter should be
considered by the Australian Law Reform Commission in its forthcoming examination
of copyright law.

Retailers’ requests for assistance

It is clear that some of the newly trade-exposed sectors of the domestic retail
industry are not able to compete purely on price with overseas online retailers. The
Commission has received submissions calling for more government assistance to
the retail industry and for representation at a ministerial level of government.
Government responses along these lines would not address the fundamental
challenges facing the industry. Rather they run the risk of deflecting attention from
reforms that would have a real impact and the actions that the industry itself should
take to ensure market success.

The task for government is not to pick retail winners. Rather it is to help ensure that
bricks and mortar and online Australian retailers can respond effectively to the
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increasingly global retail marketplace. This can be accomplished by not
unnecessarily constraining retailers’ ability to adapt their business models in
response to changing consumer preferences.

Regulatory environment

The retail industry operates under several broad regulations, including those that
determine where retailers can locate, the nature and format of the stores that can be
established, when they can open for business and their workplace arrangements.

Planning and zoning

Planning and zoning regulation serves a valuable social purpose, but also restricts
the flexibility of retailers in responding to consumers’ preferences. In essence, the
key question is to what extent the existing planning regulations prevent the entry of
market participants beyond that consistent with achieving other planning objectives.

The Commission’s 2011 report Performance Benchmarking of Australian Business
Regulation: Planning, Zoning and Development Assessments found that planning
guidelines regarding where retailers can locate are extremely complicated and often
prescriptive and exclusionary. In effect, they make it difficult for some new entrants
to find suitable land and enter the market, and for existing businesses to expand or
alter formats, thus interfering with the market’s ability to allocate land to its most
valued uses.

Specific restrictions on competition include: zoning which unnecessarily reduces
land availability for particular uses; overly prescriptive local planning rules which
inhibit entry and create unwarranted delay and costs through compliance burdens;
and inappropriate protections of existing businesses and activity centres through
adverse impact tests.

Businesses, for example, with new retail formats wishing to establish themselves in
existing or proposed activity centres would be greatly assisted by broadened zone
definitions and reduced prescriptiveness in planning regulations. For example, these
changes could allow uses that included commercial, light industrial and retail in the
one business zone, unless significant negative externalities might arise, such as
traffic congestion, excessive noise or pollution. Industrial zones would then be
limited to only high-impact industrial uses. Such planning and zoning changes
would remove the need for ad hoc changes to council plans to accommodate each
variation in retail business models. This would have three effects:

OVERVIEW XXV



. reduce the incentives for some retailers to distinguish themselves from other
retailers to engender differential planning treatment in order to gain a
competitive advantage through access to cheaper land

. reduce the continual need for spot rezoning, thereby making it easier for
governments to implement a consistent and coordinated approach to planning
and land use

. enable more, and facilitate the use of, ‘as of right” development for retailers.

Using adverse impact tests to restrict new developments in an attempt to preserve
existing businesses is quite common in the planning system, but in the
Commission’s view is unjustifiable. To prevent new entry in an attempt to protect
individual businesses or a group of businesses (such as a shopping centre) that may
be less closely matched to evolving market requirements weakens the ability of
retailers to respond to consumer preferences.

Providing sufficient land at the strategic planning stage, with sufficiently broad
uses, should enable retailers to locate in areas where they judge they can best
compete — planning should be able to accommodate even the newest of current
business models requiring significant floor space. Under such conditions, a new
retail proposal in a non-designated area should be rare. However, in this situation,
considerations of externalities such as traffic congestion and the viability of existing
or planned new centres can be an important aspect of city planning which may
justify accepting some reduction in competition.

The proposed development of an out-of-centre retail location should be permitted
where it is likely to generate a net benefit to the community, even if there are likely
to be some detrimental impacts to an existing activity centre or to the commercial
interests of individual businesses within that centre. Where business failures in
existing centres occur, planning rules need to be sufficiently responsive to enable
such centres to be revitalised in a timely fashion by a different mix of businesses or
uses.

Now that consumers can shop for many goods from their homes for reasons of
convenience — undermining locational advantages enjoyed in the past by some
forms of retail — the flexibility of the planning system becomes an increasingly
important consideration in the capacity of bricks and mortar retailers to both
compete and improve their productivity.
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Retail tenancy

Planning and zoning constraints appear to be the root cause of many of the concerns
In the retail tenancy market expressed to the Commission. Simply put, occupancy
rates are extremely high in shopping centres due to strong demand for retail space in
the face of constrained supply. This places smaller retailers — who do not have the
bargaining power of anchor tenants or chain specialty stores — in a very tough
bargaining situation (box 2). While it is possible for these retailers to ‘vote with
their feet” and move to shopping strips or other locations, the alternative sites are
not always commercially attractive.

Box 2 Continued concerns about retail tenancy

The market for retail tenancy leases is important for retailers because occupancy costs
are one of the major cost drivers for the retail industry. The main concerns raised by
participants to this inquiry relate to leasing arrangements within shopping centres.
Similar concerns were raised in the Commission’s 2008 retail tenancy inquiry.

There is scope to improve the retail tenancy market by removing unnecessary
restrictions on competition and constraints on the supply and location of retail space
through reforms to the planning and zoning regulations. Implementing these reforms
would potentially increase competition between shopping centre landlords, and reduce
the bargaining power of landlords vis-a-vis their tenants, by improving tenants’ ability to
relocate close by and preserve their businesses after lease expiry.

Retail tenancy legislation that has sought to influence conduct through prescribing
aspects of the landlord—tenant relationship has not been successful in improving
relationships between landlords and tenants in shopping centres. The adversarial
nature of the relationship between landlords and tenants and the more extreme
negotiating tactics could be potentially moderated by the introduction of a voluntary
national code of conduct for shopping centre leases as previously recommended by
the Commission’s retail tenancy inquiry report in 2008.

In the Commission’s view, further refinements to retail tenancy regulation are
unlikely to result in significant improvements to the operation of the retail tenancy
market given the distortions and constraints arising from planning and zoning
regulation.

Trading hours

Legislation regulating retail trading hours has varied objectives, including providing
some small businesses with the opportunity to trade without competition from larger
retailers. In recent decades, some state governments have recognised that changes in
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social patterns — such as the attractiveness to some employees of more flexible and
non-traditional working hours, the growing participation of women in the workforce
and growth of both dual income and single parent households — have necessitated
changes to retail trading hours, and they have relaxed some trading hours
restrictions.

Trading hours are fully deregulated in the ACT and the Northern Territory —
retailers can choose to trade whenever they want, including on public holidays.
Beyond the two territories, restrictions on trading hours apply with varying levels of
intensity, with Western Australia, South Australia and Queensland having the most
restrictive regulations. The experience with deregulated trading hours is that most
retailers do not trade 24/7. Instead they choose to open at times when consumers are
most likely to want to shop for the goods they sell, and when they can trade
profitably. This means that many retailers, for example, voluntarily remain closed
on traditional public holidays such as Christmas Day, Good Friday and the morning
of Anzac Day.

Currently, regulations on trading hours vary between and within jurisdictions, but in
all cases where they are present, some retailing services are exempted. Restrictions
tend to discriminate between retailers on the basis of products sold, size and
location.

Trading hours regulation has also been seen as assisting retail workers to maintain
contact with their families and the broader community by ensuring common leisure
time. But there does not appear to be any compelling evidence of a relationship
between the regulation of retail trading hours and such social connectedness.

The Commission is aware that there will be some workers who do not want to work,
for example, on Sundays or public holidays even with the added remuneration
arising from the payment of penalty rates. But it should also be recognised that
deregulation of trading hours provides those individuals who prefer to work outside
of ‘normal hours’ with job opportunities they would not have otherwise. And for
other workers there is the opportunity to earn additional income by receiving
penalty rates for such work.

As consumers have become increasingly time poor, they have placed a higher value
on shopping convenience in terms of when they can shop and where they can shop.
Shifting to online shopping may mitigate the loss of consumer welfare to some
extent. However, forcing shoppers online because of restrictions on trading hours
does not maximise consumer welfare. Also such restrictions constrain bricks and
mortar retailers in responding to consumer preferences.
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In today’s more competitive retail trading environment, where consumers have
greater access to goods from all over the world and can order those goods any time
of the day or night, there is a greater imperative for retailers to have the ability to
respond to changing consumer tastes and preferences. Indeed, there appears to be
some evidence that there has been greater use of online retailing in states where
shopping hours are restricted.

The Commission proposes that retail trading hours should be fully deregulated in all
states, just as they are in both the territories.

Workplace practices

The retail industry is highly labour intensive with over 70 per cent of its value
added accruing to workers in the industry. Accordingly, the way in which workers
are employed, their productivity and the flexibility of workplace practices are
important for the future of the industry. Because workplace employment regulations
underpin workforce engagement decisions, they play an important role in shaping
workplace practices, competitiveness and productivity outcomes and therefore have
been considered in this report. The level of award reliance of the retail workforce,
although declining, remains relatively high. This suggests that many retail
employers and their employees have not taken full advantage of the opportunities
that have existed under past and current workplace regulations to examine how their
workplace practices might be improved to lift productivity. Various stakeholders
have clearly different views regarding the operation of workplace employment
regulations (box 3).

It is clear that if those sectors of the Australian retail industry now exposed to
international competition are to have the best chance of competing effectively, the
productivity of workers will need to more than keep pace with future wage
movements. The competition from overseas online retailers will place pressure on
domestic retailers’ existing activity and employment levels. A strong commitment
will be required from employers, employees and unions to working cooperatively
through agreement making, but also more broadly to deliver productivity
improvements and narrow the existing gap between the Australian retail industry’s
productivity levels and international best practice. Narrowing the productivity gap
between retailers in Australia and those overseas — who now, through the online
medium, are effectively direct competitors in many retail sectors — will be of
critical importance for the future prosperity of this industry, its employees and for
Australian consumers.
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Box 3 Differing perspectives on current workplace regulations

Unions and individual workers have highlighted the relatively low levels of pay in the
industry and argue that current awards and workplace relations regulation provide
sufficient flexibility. On the other hand, retailers and employer groups raised a number
of concerns about the implications for total employment costs and operational flexibility
of awards and various Fair Work Act provisions.

A particular concern expressed by these latter groups, relates to increases in penalty
rates faced by some retail employers as a result of award modernisation and, as a
consequence, the impact on their ability to trade profitably at certain times when high
penalty rates apply. Were penalty rates contained in the harmonised award to result in
many retailers choosing not to open at times preferred by consumers, there may end
up being detriment to all stakeholders, including consumers. If this were to be the case
then the only likely way to start to resolve this would be for an agreement to emerge
between employers, employees and unions that the current arrangements should be
revised.

Retailers have also claimed that they are constrained by the level of award wages in
their attempts to restructure employee remuneration in ways that could enhance
productivity, for example, through greater use of performance-related commissions or
incentive payments. Provisions governing the making and approval of enterprise
agreements, in particular the ‘every worker must be better off overall’ test, are also said
by employers to be increasing the cost and complexity of negotiating enterprise
agreements thus making productivity improvements more difficult to achieve. At the
same time, it is claimed constraints on the negotiation and operation of individual
flexibility arrangements has meant that they do not, in practice, offer the sort of
flexibility desired.

Submissions from unions and many employees in the retail industry incorrectly drew
the inference that the Commission’s comments in its draft report about the need for
productivity improvements in the retail industry were akin to advocating a reduction of
wages and penalty rates and an erosion of conditions of employment. The Commission
did not, and has not in this final report, made any specific findings or recommendations
in relation to pay and conditions for retail employees.

The concerns raised by retailers suggest there could be scope to improve the
operation of workplace regulation to enhance flexibility and adaptability at the
enterprise level. But it will be necessary to ensure that important safety net
provisions are maintained. It is, therefore, important that there is a rigorous,
evidence-based and balanced consideration of possible reforms. Any examination of
workplace relations regulation will need to consider matters beyond the retail
industry and it is not appropriate in the context of this inquiry for the Commission
to recommend specific changes.

Two reviews scheduled for 2012 provide an opportunity to examine the issues
raised with this inquiry more fully. The review of modern awards should consider
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the concerns that relate specifically to the operation of relevant awards, including
the General Retail Industry Award. The post-implementation review of the Fair
Work Act 2009 will be a timely opportunity to examine broader concerns about
aspects of the operation of the Act.

Appropriateness of current indirect tax arrangements

The economic impact of the low value threshold

Many submissions to this inquiry suggested that the level of the low value threshold
(LVT) for application of GST and duty to imports is undermining the competitive
position of Australian retailers in comparison to overseas online retailers.
Consumers are able to import goods from overseas retailers free of GST and
customs duty up to a limit of $1000, whereas Australian retailers must incur the
costs of GST and duty (where applicable) on the goods they sell.

In principle, the GST, as a broad based consumption tax, should apply equally to all
transactions, to ensure tax neutrality across different markets and goods — in other
words, overseas and domestic retailers should be treated similarly. A low value
threshold for imports can be seen as operating as a ‘negative tariff’ for the domestic
retail industry and their suppliers. Under these circumstances, the domestic industry
receives negative assistance in that the industry’s activities are taxed while overseas
competitors are not. This can be seen as undermining the principle of tax neutrality,
thereby distorting resource allocation.

As a consequence, it can be expected that domestic retail sales will contract
somewhat due to the operation of the threshold and some resources may flow from
the more efficient activities in the domestic retail industry towards less efficient
alternatives. However, consumers benefit by way of lower prices on imported goods
below the value of the threshold.

Another principle is that taxes should be collected efficiently to minimise the
‘deadweight loss’ for the community. This deadweight loss arises from not only the
administrative and compliance costs, but also any undue delays in delivery to
businesses and consumers that may result from the processes of collection. Public
policy analysis of this question must factor in the overall economic benefits and
costs of lowering the threshold.

The low value threshold with respect to the application of customs duty undermines
the protective effect of the tariff assistance provided to industries where duty is
applicable. Again, however, the negative effect of the threshold on industry needs to
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be weighed against the benefits consumers receive from lower costs of goods and
the administrative and compliance costs of collection. These collection costs for
duty are currently likely to be far more substantial than the costs of the collection of
GST because of the varying rates of customs duty according to product category
and source country. Ascertaining the correct rate of customs duty is often beyond
the expertise of ordinary consumers and can require the assistance of customs
brokers.

Indicative analysis carried out by the Commission suggests that the welfare gains
from lowering the threshold are not large in comparison to the current collection
costs. This emphasises the importance of ensuring that collection costs are
substantially reduced before any decision is taken to reduce the level of the
threshold thus ensuring that the revenue raised is collected in a cost effective
manner.

Revenue and costs of collection

Low value parcels entering Australia do so through two broad streams — the
express courier and the international mail streams. The vast majority enter through
the international mail stream. In 2010-11, 10 million parcels entered through the
express courier stream and the Commission estimates that over 47 million parcels
entered through the international mail stream (table 2).

Table 2 Estimated number and value of international mail parcels
entering Australia, 2010-11
Value range Percentage in range - Percentage in range —  Estimated number of
3 lower estimate upper estimate parcels in range
Millions
0-100 68.59 75.16 34.85
101-200 12.85 12.95 6.26
201-300 4.85 6.11 2.66
301-400 2.45 3.73 1.50
401-500 1.61 2.34 0.96
501-600 1.17 1.18 0.57
601-700 0.88 0.89 0.43
701-800 0.02 0.37 0.09
801-900 0.02 0.26 0.07
901-1000 0.02 0.28 0.07
Total 47.46

Table 2 presents the current analysis of the value of mail parcels, based on
information provided by Australian Customs and Border Protection Service

XXX AUSTRALIAN
RETAIL INDUSTRY



(Customs). A significant majority of parcels by number had a value well below
$100.

The Commission has estimated the additional revenue that might be collected if the
threshold were reduced (see figure 4). For reasons of simplicity this analysis ignores
any consumer price response due to the consequent taxes and additional costs
imposed. Because the value of the majority of international parcels is low,
significant amounts of tax revenue do not start to be collected until the LVT is also
quite low.

Figure 4 Estimated additional gross revenue (excluding collection
costs) at lower threshold levels, 2010-11
For air cargo and international mail
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The current processes in the Australian mail system for assessing the GST and duty
payable, and collecting this (plus the processing charge of $48.85), are very labour
intensive and involve a complicated and time consuming multi-step process
between Customs, Australia Post and the consignee. The express couriers’ process
appears somewhat more efficient, with a slightly lower processing charge ($40.20).

The implications from lowering the LVT

A decision to lower the LVT under current processing arrangements would only be
supported by the Commission if the net benefits to the community from the
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improvements in tax neutrality were sufficiently high to cover the very high
collection costs. The Commission’s assessment is that this is not currently the case.

Taking the current collection charges as a crude proxy for all collection costs (and
ignoring the possible need to engage a customs broker) what would happen if
Australia simply lowered its threshold to a level like that of Canada — a LVT of
$20? Many submissions have advocated such an approach. This would satisfy the
requirements of tax neutrality by subjecting the vast majority of incoming parcels to
GST and duty collection. Over 30 million mail parcels would then need to be
processed for GST and duty — compared to the level of 20 000 parcels in 2009-10.
Lowering the threshold to $20 would raise in excess of $550 million in tax revenues
but the cost of the processing using the current system would escalate to over
$2 billion — more than three times the additional revenue collected. Moreover, the
Commission’s indicative modelling suggests that, given the current high
deadweight costs of collection, even after taking into account the gains flowing
from greater tax neutrality, the net impact on overall community welfare would
almost certainly be negative.

An alternative approach would be to make only a small movement towards a lower
threshold — to $900 for example. But this would leave 99 per cent of parcels with
no tax and duty collected, making little difference to tax neutrality and failing to
address concerns about ‘the lack of a level playing field’. At this threshold level, the
number of mail parcels required to be processed would be over three times the
current level, and with the current processing system, even this small increase is
likely to cause significant delivery delays. Moreover, in the Commission’s
judgement, an interim and partial reduction would be mainly symbolic and likely to
consume resources that would better be devoted to exploring the best and most
expeditious manner to reduce collection costs and enable a cost-effective approach
to greater tax neutrality.

There is a need to improve parcel handling processes

Before any decision is taken to reduce the threshold, collection costs need to be
reduced. The current parcel handling logistics processes used in Australia by
Customs and Australia Post need to be significantly improved. In fact, such
processes need to be examined even without changes to the LVT as they appear not
to be up to the task of accommodating the future demands from the expected growth
in online retailing. An overall examination of the processing system should also
seek to lower costs of processing incoming parcels handled by express couriers. The
challenges are less than with the mail system, but costs are still far too high to be
appropriate with a much lower LVT.
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A reasonable question to ask is why the current processes are so manual and
‘clunky’ given the availability of sophisticated technology and automation. The
more sophisticated tracking and parcel information systems of the express couriers,
for example, are clearly superior to the mail system at this point. The answer is
twofold.

Firstly, the existence of a high LVT has not created a need for the postal and
customs processes to be upgraded. Even with the growth in overseas online
shopping, the number of parcels to be processed has, until recently, been
manageable. Secondly, the mail system is subject to international agreements which
include many countries with limited capacity to make rapid technological
improvements to their parcel systems.

Where to from here?

The Government should establish a taskforce of independent experts, advised by
representatives from Customs, Australia Post, Australian Quarantine and Inspection
Service (AQIS) and the express couriers, to investigate a new approach to
processing parcels, particularly those in the international mail stream. Given process
improvements in other countries to draw on as examples, there is no reason not to
expedite this investigation and set the taskforce a timetable of reporting in 2012.
Design criteria for a new approach to processing parcels are set out in box 4.

Box 4 Design criteria for parcel processing
The design criteria for a new approach to processing parcels should include:
« imposing minimum delays in the delivery of parcels to businesses and consumers

« allowing for the large expected increase in parcel volumes associated with the
growth of online retailing

e passing on collection costs to the end consumer
« minimising manual processes to the greatest extent possible

« imposing no added barrier to trade, or protection of domestic industry from import
competition

« not having a higher threshold for gifts, if this would add to complexity and to
incentives to inappropriately use any special exemption

e being compatible with the needs of Customs and AQIS for their other border
protection responsibilities.

Overseas approaches to the collection of tax revenue should be examined by the
taskforce, including the overseas online retailer practices of upfront tax collection,
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the use of the postal service to collect revenues and charges, and the simplification
of duty assessment. Some of these initiatives are set out in box 5.

Box 5 The rapidly changing world of handling parcels

Other countries, such as the United Kingdom and Canada have been grappling with
the challenges of processing and handling significantly increased volumes of mail
parcels and collecting tax and duties on them. Several have developed improvements
that may hold promise for Australia. These include:

encouraging online retailers to design their systems so that the costs to consumers
(including taxes) are included and visible at the time of ordering and payment.
These goods then enter the destination country either with the taxes prepaid and
directly remitted by the vendor, or with the taxes being handled by a local broker
(primarily this occurs in the case of express couriers). For the consumer, the
process is seamless (with no delay in delivery). Such online shopping designs
already exist for a number of major online retailers in other countries — not
necessarily because of government prompting, but as a competitive service to their
customers

the use of more intelligent bar codes for parcels moving through the mail. This is
currently under consideration by some of the larger international mail agencies.
Trials are also being carried out involving the exchange of data files containing
information about the contents and value of mail parcels which would facilitate more
efficient processing and clearance through Customs

in other countries, the postal service is the collector of revenues. For mail parcels
entering Australia, using Australia Post to collect the revenue and processing
charges, rather than the current multi-step ‘clunky’ process between Australia Post
and Customs could improve efficiency. This mechanism would likely require
enabling legislation in Australia

other countries like the United Kingdom and Canada have also greatly simplified
duty assessment by having a limited number of rates and classifications (e.g. ten or
less) for low value items. The current Australian system of entering items by
individual tariff code is complicated, often requiring the use of a customs broker. An
alternative might be to have a higher threshold for the application of duty than that
applied to GST, given the relatively small amount of additional revenue collected
through duties.

The Commission also examined whether the duty and GST thresholds should
remain linked and formed no definitive view. There is no overwhelming reason for
these thresholds to be linked, however, the rationale for retaining their linkage —
competitive neutrality and administrative simplicity — will rest on the assessment
of the collection costs and decisions with respect to duty simplification. The
taskforce should also assess this matter as part of its terms of reference.
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Once the taskforce reports with its recommended new approach to processing
parcels, the LVT should then be reassessed and the appropriate threshold for
Australia determined.

In determining the most appropriate level to which the LVT should be lowered, the
additional tax revenue from all sources should be compared to the costs of
collection and any other costs to consumers and businesses, such as the loss of
consumer surplus.

An appropriate timeline and any transitional arrangements for implementation
should also be recommended by the taskforce. The Commission understands that
the investment required in the mail system is likely to be significant and it could
take some time to reach full implementation.

This approach, however, does not address the issue of what to do about the taxation
of imported intangibles such as downloaded music and software (box 6).

Box 6 The position regarding taxes on imported intangibles

The Commission notes that any move to lower the level of the LVT would have no
impact on the taxation of the importation of services and intangibles — for example,
downloads of software, music and games. Treasury estimates that such imports
currently give rise to around $1 billion of GST revenue foregone. The Commission is
not aware of any international examples of countries outside the European Union that
have successfully found a method of cost effectively collecting taxes on these
intangibles, although it is aware that many countries continue to be concerned about
this growing source of revenue leakage. The Australian Government and particularly
the ATO should maintain a watching brief on any international developments which
might facilitate tax collection on imported intangibles. Any effective approach to this
issue would appear to require international cooperation.

A number of retailers and retail associations expressed support for the
Commission’s draft recommendation that in principle the LVT should be lowered,
but expressed great concern about the time delays involved in the process
recommended. But the retailers’ competitive disadvantage caused by the current
lack of tax neutrality is not seen to be sufficient reason to hastily implement a costly
and inefficient system. Indeed, the current level of the LVT is judged not to be the
most significant factor explaining the growth of online shopping from overseas
websites. Consumers are also responding to the generally lower prices, greater
product range and convenience offered by online shopping from overseas compared
to that offered by many bricks and mortar stores in Australia. However, the
Commission accepts that the process for moving to implement an improved
collection system and a lower LVT should be progressed expeditiously.
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For this reason, the Commission has recommended that the taskforce should report
in 2012 recommending a tight, but achievable timetable for improving the
processing system.

Other regulatory burdens

Participants raised a range of other concerns about regulations at the Australian and
state, territory and local government levels that in their view are hindering the retail
industry’s ability to respond efficiently to the demands and preferences of
consumers. In particular, retailers that operate across jurisdictions are experiencing
inefficiencies in their operations as a result of inconsistent regulations across
jurisdictions. For example, the differing requirements relating to the display of
tobacco products, or broader areas of concern to industry such as transport;
environmental; occupational, health and safety and taxation regulations.

Several of the concerns raised are not new and have been examined in previous
Commission reports or other review processes. Others are the subject of ongoing
review and reform processes, for example, as part of the COAG ‘national seamless
economy’ reform agenda. However, they highlight the need for governments to
continue to prioritise efforts directed at the review and reform of regulations that are
unnecessarily burdensome and to reduce regulatory inconsistency across
jurisdictions where that would afford net benefits to business and the community.
They also suggest the need to consider how existing quality control processes for
new or amended regulation, including the application of Regulation Impact
Statement processes, can be improved to minimise the risk that future regulation
will impose unnecessary burdens.

The process of change

Retailers face a changing market landscape and a stronger requirement than in the
past to respond to changing consumer preferences and new international online
competitors. They need to consider ways to improve their levels of productivity and
competitiveness. The pursuit of international best practice productivity and service
levels will require improvements on many fronts. These include: better customer
and after sales service; superior logistics and management of working capital,
greater automation; better management and leadership; and a multi-skilled and
flexible workforce prepared to lead and facilitate innovative means of delivering
value for customers, in some cases with better staff and management alignment
through incentives or commissions.
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In a recent submission to the House of Representatives Standing Committee on
Economics, the Commission noted that improving productivity at a firm level
involves a number of inter-related components which can be summarised under the
headings of:

incentives — the external pressures and disciplines on organisations to perform
well. The most critical incentive usually being competition. Arguably, the retail
industry in Australia has historically experienced a relatively benign competitive
environment compared to that in other countries. This may have reduced
incentives for retailers to see productivity improvements as a priority. The
growth of online retailing is clearly changing this environment

flexibility — the ability to make changes to respond effectively to market
pressures. Here workplace regulations, planning and zoning and trading hours
regulations are important factors

capabilities — the human and knowledge capital, as well as infrastructure and
institutions, that are needed to make necessary changes. This importantly
includes the quality of leadership and management in an organisation. The retail
industry has invested considerable capital over the past two decades, but has
lagged in recent years in raising its levels of multifactor productivity. To do so
will require more innovative use of the combination of capital and labour, to
develop new and better ways of delivering the products and services that
consumers want.

All three components influence the motivation and ability of organisations to
innovate and adopt improvements. Government policies have an important role to
play in helping to ensure that competition is not restricted and in ensuring that
regulations do not unnecessarily hinder firms from addressing the issues that are
rightly their responsibility.
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Recommendations

Trends and issues related to online retailing

RECOMMENDATION 4.1

The ABS should monitor and report online expenditure both domestically and
overseas by Australian consumers. The ABS should also consider options that
will enable the disaggregation of online spending and employment associated
with “‘multi-channel’ establishments and “pure play’ online retailers.

Retail price differences

RECOMMENDATION 6.1

The Australian Government should request the Australian Law Reform
Commission, as part of its forthcoming Copyright Inquiry, to examine whether
the costs to the community outweigh the benefits in relation to the parallel import
restrictions in the Copyright Act 1968, which prevent retailers from importing and
selling clothing or other goods which embody decorative graphic images sold with
the copyright owner’s permission in another market.

Appropriateness of current indirect tax arrangements

RECOMMENDATION 7.1

There are strong in-principle grounds for the low value threshold (LVT)
exemption for GST and duty on imported goods to be lowered significantly, to
promote tax neutrality with domestic sales. However, the Government should not
proceed to lower the LVT unless it can be demonstrated that it is cost effective to
do so. The cost of raising the additional revenue should be at least broadly
comparable to the cost of raising other taxes, and ideally the efficiency gains from
reducing the non-neutrality should outweigh the additional costs of revenue
collection.
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RECOMMENDATION 7.2

The Government should establish a taskforce charged with investigating new
approaches to the processing of low value imported parcels, particularly those in
the international mail stream, and recommending a new process which would
deliver significant improvements and efficiencies in handling. The taskforce
should comprise independent members, with the Australian Customs and Border
Protection Service (Customs), the Australian Quarantine and Inspection Service
(AQIS), Australia Post and the Conference of Asia Pacific Express Carriers
providing advice. The terms of reference should outline the criteria that any new
system must satisfy including: minimising the costs of processing and delivery
delays, streamlining the assessment of Customs Duty, user pays, and without
compromise to the border protection functions of Customs and AQIS. This review
should report to Government in 2012 and propose an expeditious timeframe for
its proposed changes.

Once an improved international parcels process has been designed, the
Australian Government should reassess the extent to which the LVT could be
lowered while still remaining cost-effective.

Planning and zoning regulation

RECOMMENDATION 8.1

State, territory and local governments should (where responsible) broaden
business zoning and significantly reduce prescriptive planning requirements to
allow the location of all retail formats in existing business zones to ensure that
competition is not needlessly restricted. In the longer term, most business types
(retail or otherwise) should be able to locate in the one business zone.

RECOMMENDATION 8.2

Governments should not consider the viability of existing businesses at any stage
of planning, rezoning or development assessment processes. Impacts of possible
future retail locations on existing activity centre viability (but not specific
businesses) should only be considered during strategic plan preparation or major
review — not for site specific rezoning or individual development applications.

OVERVIEW XLI



RECOMMENDATION 8.3

State, territory and local governments should facilitate more as-of-right
development processes to reduce business uncertainty and remove the scope for
gaming by competitors.

RECOMMENDATION 8.4

State and territory governments should ensure third party appeal processes within
planning systems include clear identification of appellants and their grounds for
appeal and allow courts and tribunals to award costs against parties found to be
appealing for purposes other than planning concerns.

RECOMMENDATION 8.5

State, territory and local governments should reduce the compliance costs
associated with planning systems and development approvals by implementing the
leading practices identified in the Commission’s recent benchmarking report on
planning, zoning and development assessments.

Retail tenancy leases

RECOMMENDATION 9.1

COAG should ensure that all current National Retail Tenancy Working Group
projects are fully implemented. It should also re-examine the outstanding
recommendations from the Commission’s 2008 retail tenancy report with a view
to expanding the work plan of the National Retail Tenancy Working Group.

Retail trading hours regulation

RECOMMENDATION 10.1

Retail trading hours should be fully deregulated in all states (including on public
holidays).
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Workplace relations regulation

RECOMMENDATION 11.1

The Australian Government should, within the context of the current system and
consistent with the maintenance of minimum safety net provisions for all
employees, examine retail employer and employee concerns about the operation
of the Fair Work Act. This should include consideration of options to address any
significant obstacles to the efficient negotiation of enterprise-based
arrangements, that have the potential to improve overall productivity. The post-
implementation review of the Fair Work Act, which is to commence before
1 January 2012, should provide the appropriate review mechanism. This review
should be comprehensive, transparent, provide adequate time and opportunity to
receive and consider input from all stakeholders, and be conducted
independently.

The first review of modern awards by Fair Work Australia, scheduled for 2012, is
a further opportunity to address concerns that relate specifically to the operation
of relevant retail awards. This review should also provide adequate opportunity
for input from all relevant stakeholders.

Other regulatory burdens

RECOMMENDATION 13.1

Governments must prioritise efforts directed at the review and reform of existing
regulations that are unnecessarily burdensome, and reduce regulatory
inconsistency across jurisdictions where that affords net benefits to business and
the community. Consideration also needs to be given to how existing quality
control processes for new or amended regulation, including the application of
Regulation Impact Statement processes, can be improved to minimise the risk that
future regulation will impose unnecessary burdens.
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1  About the inquiry

Retailing is an important economic activity as it provides the interface between the
production and distribution of goods and their consumption by the Australian
community. As well as providing this service, retail is a significant activity in its
own right — the retail industry is one of Australia’s largest employers. Currently,
there are almost 140 000 retail businesses employing about 1.2 million people or
10.7 per cent of the total working population in 2009-10. The retail industry also
makes a significant contribution to economic output, contributing $53 billion or
over 4.1 per cent of GDP in 2009-10 (ABS 2010b).

The retail industry has always been subject to change and competition. However,
technological change and globalisation are now exposing the sector to more intense
competition. Some of what retail has to offer is now a tradeable service, that is, one
that can be supplied online from overseas retailers. This is reflected in the
Ministerial Joint Media Statement announcing this inquiry which, while
emphasising its broad scope, specifically noted that the inquiry will provide an
insight into the challenges faced by Australian retailers in an increasingly globalised
shopping world (Shorten et al. 2010).

1.1  What the Commission has been asked to do

The Government has asked the Commission to undertake an inquiry into the
implications of globalisation for the retail industry and the appropriateness of
current policy settings in this environment. More specifically, the Commission is to
examine:

. the current structure, performance and efficiency of the retail industry and
impediments to its contribution to the Australian economy

. the drivers of structural change in the retail industry, including globalisation,
increasing household and business access to the digital economy, cost structures
of the domestic retail industry, employment structure, the exchange rate and
structural change driven by the resources boom

. the broader issues which are contributing to an increase in online purchasing by
Australian consumers and the role of online purchasing in providing consumers
with greater choice, access and convenience
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. the sustainability and appropriateness of the current indirect tax arrangements in
this environment, including the impact on Commonwealth and state and territory
budgets and the extent to which technology could reduce the administrative costs
of collecting indirect taxes and duty on imported goods

. any other regulatory or policy issues which impact on structural change in the
industry.

1.2 Scope of the inquiry

The definition of what constitutes the retail industry is central to this inquiry and in
identifying the issues facing the industry. The Australian Bureau of Statistics’
Australian and New Zealand Standard Industrial Classification 2006 (ANZSIC)
describes the key aspect of retail as ‘units mainly engaged in the purchase and
onselling, commission-based buying, and commission-based selling of goods,
without significant transformation, to the general public’.

Retailers have typically operated from premises positioned and designed to attract
walk-in customers, have a display of goods and use advertising to attract customers.
The most common experience consumers have of a retailer is perusing and buying
goods from a ‘shop’.

However, not all businesses that operate from “shops’ are retailers — for example,
shop-based businesses such as travel agents are classified in the Administrative and
Support Services industry and video rental stores are classified in the Rental, Hire
and Real Estate industry. Conversely, not all retailers operate from ‘shops’ for
example, the retail industry includes direct selling and online selling. It is the
buying of goods for onselling to the public that is the chief characteristic of the
retail industry.

Retail is categorized as Division G of the ANZSIC. Under this classification, the
retail trade division contains five industry subdivisions:

. motor vehicle and motor vehicle parts retailing

o fuel retailing

 food retailing

. other store-based retailing

« non-store retailing and retail commission-based buying and/or selling.

This inquiry relies on the ABS definition of what constitutes ‘retailing’ and focuses
on issues connected to this industry. But there are times in this inquiry where it has
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been judged important to adopt a somewhat broader approach. Much of retail is
closely connected to the delivery of products and services by the transport, postal
and warehousing industry (Division 1) and access to property through the property
operators and real estate services industry (Division L). Online retailing is
associated with the information media and telecommunications industry
(Division J). Issues have been identified which involve these industries — including
planning and zoning regulation and the logistic support for online retailing.
Accordingly, the discussion of issues which affect the retail industry have relevance
to these other industries.

In the issues paper, for this inquiry, the Commission indicated that it would exclude
from general consideration the fuel retailing and motor vehicle and motor vehicle
parts retailing sub-divisions of the retail industry but would consider any
submissions that raised specific issues of relevance to these sub-divisions that lie
within the terms of reference. No such submissions on fuel and motor vehicle
retailing have been received and therefore the Commission will not be including
these activities within the discussion. The inquiry did receive a submission dealing
with the retailing of motor vehicle parts which is considered in this inquiry. When
the Commission presents statistical data on the retail industry in this report, it will
identify when these data include motor vehicle and motor vehicle parts retailing and
fuel retailing.

In addition, the Commission did not examine broader policy issues associated with
pharmaceutical retailing. Pharmacies are specialist outlets with complex
connections to broader public health policies such as the pharmaceutical benefits
arrangements. However, pharmaceutical retailing is an area where competition from
internet suppliers of prescription and non-prescription medicines is growing and
consumer safety issues have been raised in the course of this inquiry. These have
been examined in this report.

In undertaking its task — that is, assessing the efficiency and performance of the
retail industry, as well as the regulations applying to the industry and the operation
of the current indirect tax arrangements — the Commission has adopted a
community-wide framework, as required by the Productivity Commission Act 1998.

Thus, while the terms of reference direct the Commission to assess the implications
of globalisation and other drivers of change on the retail industry, the focus of the
inquiry is on the impacts on the community as a whole. This is made explicit in the
terms of reference which direct the Commission to address the role online retailing
plays in providing consumers with greater choice, access and convenience, as well
as the implications for indirect taxation arrangements.
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The terms of reference also require the examination of the sustainability and
appropriateness of current indirect tax arrangements, with particular reference to
indirect taxes and duty on imported goods. The retail industry is affected by a
number of other indirect taxes, such as payroll tax and land tax, which affect all
Australian industries. As indicated in the issues paper, except where indirect tax
issues specific to the retail industry have been raised with the Commission, it has
focused this report on the current arrangements relating to indirect taxes and duty on
imported goods.

1.3 The Commission’s approach

The Commission received the terms of reference from the Assistant Treasurer on
3 February 2011. Under the terms of reference the Commission is to report by
November 2011. The Commission has encouraged stakeholder and broader
community involvement in the inquiry and provided opportunity for input within
the limited timeframe of the inquiry. The Commission:

« upon receiving the reference, released a circular announcing the commencement
of the inquiry, and advertisements were placed in major newspapers as well as
on the Commission’s website

. held informal consultations with retailers, government agencies and peak groups
representing the retail industry and consumers

. released an issues paper at the end of March 2011, expanding on the terms of
reference and invited interested parties to provide submissions, which were due
by 20 May 2010

 held a roundtable with Australia Post, Australian Customs and Border Protection
Service, the Treasury and the Department of Broadband, Communications and
the Digital Economy

. visited parcel processing facilities

. received 129 written submissions from retailers, other industry stakeholders,
consumers and government agencies prior to the release of the draft report which
appear on the Commission’s website

. released a draft report on 4 August and invited interested parties to provide
submissions which were due 2 September

« held public hearings in Melbourne on 5 and 6 September and in Sydney on
12 and 13 September

. held further informal consultations with government agencies and stakeholders
« received an additional 110 submissions after the release of the draft report.
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The Commission records its thanks to all those who contributed to this inquiry,
especially those who provided written submissions and participated in meetings,
hearings and the roundtable.

1.4 A guide to the report

Most of the issues raised through this inquiry are presented under broad thematic
headings. Chapter 2 describes how the character of retailing has changed in
response to technological and consumer trends. Chapter 3 presents a snapshot of
the economic state of the retail industry.

The next four chapters deal with the increased globalisation of retailing and
consequences for consumers, the industry and government revenues. Chapter 4
describes the growth and extent of online retailing and the issues raised for
consumers and retailers. Chapter 5 describes consumer protection issues associated
with online shopping. Chapter 6 investigates the reasons underlying the price
differences confronting consumers shopping online and from bricks and mortar
retailers. Chapter 7 looks at the issue of the low value threshold for exemption
from the GST and customs duty on imports and the impact this has, including the
Impact on government revenues. This chapter also examines the options for changes
to the threshold and the impacts these may have on parcel processing systems and
costs.

The impact of government regulation on the flexibility and productivity of retailers
Is dealt with in the following four chapters. Chapter 8 looks at planning and zoning
regulatory restrictions on the ability of retailers to enter the marketplace and their
flexibility to develop innovative store formats. Chapter 9 addresses the
consequences of retail tenancy legislation for the retail industry. Chapter 10
focuses on the effects of the regulation of shopping hours on the operation of
retailers and their ability to respond to consumer preferences. The effects of
workplace relations regulations on enterprise flexibility and productivity are
examined in chapter 11.

Chapter 12 describes the characteristics of the retail workforce and changing skill
requirements arising from the growth of online retailing. Chapter 13 addresses a
range of other regulatory burdens raised in submissions.

The appendices contain information regarding the consultation undertaken by the
Commission with government agencies, industry and representative bodies as part
of this review, as well as data and more detailed information underpinning the
Commission’s findings in the body of the report.
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2

The role and development of
Australian retail

Key Points

Traditionally, the retail industry has been the main conduit between
manufacturers/wholesalers and consumers, providing functions such as
convenience points for consumers and market discovery for products. However,
with the advent of online shopping and purchasing of goods in the digital age, these
functions have since also been provided through the online experience.

The development of Australia’s retail industry has been driven by a range of factors,
including technological advances, changing consumer preferences and competitive
pressures, with many innovations in Australia’s retail history following international
precedents.

In the past, Australia’s retail industry has been relatively isolated due to its
geographic position and protected markets, but with the embrace of the internet and
digital technology, the industry is becoming increasingly part of an integrated global
marketplace. Further, a number of innovative global retailers are arriving to set up
and compete physically in the domestic market.

Online shopping is a significant development in Australia’s retail history, and it
provides both challenges and opportunities for the industry. New retailer-types have
emerged in the marketplace, competition has broadened beyond geographic
borders and innovative ways of shopping are being embraced by increasingly
technologically-savvy consumers.

2.1

What is the role of retail?

The retail definition discussed in chapter 1 characterised retailers as intermediaries

between manufacturers or wholesalers and consumers. That is, retailers mainly buy

goods from manufacturers and wholesalers and resell them to consumers. While this

view of retailing may account for its essential character, it does not cover the range
of functions carried out by the industry. It does not fully explain what it is that
retailers do to add value to the goods sold nor help to identify the competitive
pressures which retailers may face into the future.
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Retailers carry out a number of functions which add value to the goods supplied and
provide utility to consumers. These functions include providing:

. convenience for consumers to purchase goods
. a market discovery mechanism
. after sales and other ancillary services.

Acting as a point of convenience for consumers

Retailers enable goods to be purchased in smaller quantities than usually provided
by manufacturers or wholesalers and physically reduce the size of packaging of
goods that consumers can conveniently buy. They also provide a stocking service
for consumers as, rather than maintain large stocks of goods at home, they can rely
on retailers to maintain the required levels of stock to replenish on a needs basis.
This service is clearly seen in local general stores or service station convenience
stores where consumers may make frequent (often daily) purchases of small
amounts of food items and other consumables.

Retailers also provide sales outlets closer to consumers than would be typically
provided by wholesalers and manufacturers. This is most clear with the suburban
corner store located close to the home of consumers, but also in shopping precincts
where retail outlets may cluster and thereby reduce the transport costs of consumers
moving between multiple sales outlets.

Retailers aim to operate at times of the day convenient to consumers and can
theoretically program their times of opening to meet consumer needs and demands
(for example, opening 7 days a week or 24 hours a day). However, retail opening
hours are more flexible in some jurisdictions compared to others, due to regulatory
restrictions (chapter 10).

Providing a market discovery mechanism

Consumers face search costs in acquiring and assessing information about the
features of new products entering the marketplace, and indeed in knowing that new
products are available for purchase. These costs can include out of pocket expenses
for finding or purchasing comparative information or the opportunity cost of the
time taken to physically move between sales outlets. While buyers may also not
have the skills or inclination to fully assess the relative features of new products,
sellers also face search costs in identifying potential buyers and encouraging
product purchases (through market research and advertising, for example).
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Retailers can provide a market discovery mechanism by searching out and
supplying new products, new models of existing products or the latest fashions in
products. They can stimulate demand for products through advertising and provide
feedback to manufacturers regarding changing consumer interest in their products.
Retailers also allow consumers to compare the prices of products more easily by
displaying them in the same retail space.

Other services provided by retailers

Retailers provide after sales service if difficulties arise in the operation of the
product and can be the point of contact in servicing and warranty issues.

Retailers can also facilitate consumer purchases of products by providing or
arranging financial services. These can include lay-by arrangements, shopper cards
and loan/credit arrangements with financial institutions.

The role of retailers is changing

While retailers have traditionally provided an intermediation role between
manufacturers/wholesalers and consumers, this does not necessarily have to be the
case anymore. For example, manufacturers/wholesalers can sell directly to
consumers and bypass retailers (a process known as “‘disintermediation’), or retailers
can replace existing external manufacturers/wholesalers by internalising those
functions (a process known as “vertical integration’). In fact, no longer is the supply
chain of goods necessarily sequential; instead, the distribution function of retail
goods is reflecting a diverse ‘value network’ in which products reach consumers
through various pathways.

The roles that retailers play change over time as the landscape in which they operate
evolves. That is, as the character and nature of retail changes, so too does the
function of retailers, and this has indeed been reflected in the development of the
Australian and international retail industry over the last century or so.

2.2 How has the retail industry developed in Australia?

The character and nature of retail in Australia has evolved considerably — driven
by technological changes that range from the use of plate glass windows to aid
goods display, inspection and price comparison in the early 19" century, to the
advent of the internet in recent times which effectively provides a similar consumer
service. In addition to continually adapting to emergent technologies, Australian
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retail has also responded to changing consumer preferences, competitive pressures
and other social and economic forces.

Australian retail has historically been exposed to many international influences.
Indeed, the evolution of Australia’s retail industry has been closely linked with
major retailing developments abroad — be it the embrace of new technological
advances, to retail innovations adapted for Australian conditions. Its history of
innovations and advances also suggests a pattern of gradual uptake from earlier
international movers, generally due to our relatively small and geographically
isolated market, before significant change is embraced. The Retail Traders’
Association of Western Australia describes the Australian retail market:

... characterised by initially a slow acceptance/take up of new products/technology, but
once accepted, the time to market saturation (or beyond) is extremely quick.
(sub. 80, p. 5)

The early years

Driven by technological and societal changes in the early years, the Australian retail
scene by the beginning of the 20" century was largely characterised by high street
retailing and a dominant department store model (box 2.1). The department store
offered retailers a model of gaining economies of scale and spreading overheads,
such as administration and brand advertising, over numerous product ranges — in
effect finding efficiencies which in turn provided cheaper goods for consumers.

After the Second World War, a new major form of retailing emerged. In response to
the rapid population growth in suburban areas and the significant increase in car
ownership — more than trebling in Australia between 1947 and 1971 — there
became a need and a possibility for shopping centres to move away from central
business districts and expand into suburban areas (Hutson 1999; Spearitt 1995).

10 AUSTRALIAN RETAIL
INDUSTRY



Box 2.1  The beginnings of Australian retailing

Modern retailing in Australia evolved from traditional markets and fairs and, by the
early 1800s, this was supplemented by door to door peddlers and general stores. By
the mid 1800s, specialist retailers emerged in response to increased urbanisation,
higher living standards and increased quantities of manufactured goods. In an era
before refrigeration and motor vehicles, such stores were located either in the central
business district or clustered along main streets and street corners within walking
distance of where people lived.

The humble corner shop

The corner shop in an Australian community was a meeting place for people in addition
to being a place to buy goods. Before the advent of convenience stores and big box
supermarkets, these traditional shops played an important role in Australia’s shopping
history:
For regular customers, a corner shop is much more than bricks and mortar ... like
hairdressers’ or barbers’ shops, the local butchers’ or greengrocer shops ... that air of
familiarity, the habits of a lifetime and the traditional ways of doing things, are part of a
community’s less tangible heritage. (McCann 2002, pp. 29-31)

As the design of windows and displays became more elaborate as retailers sought to
draw customers into their stores, enclosed shopping streets or arcades emerged in
capital cities. In line with the technological progress of the time, retailers were quick to
use plate glass in windows and gas lights for illumination to enable goods to be
displayed more easily to pedestrian traffic.

The rise of the department store and high street retailing

A major change to retailing both in Australia and overseas was the emergence of the
department store. By the 1870s, following the establishment of department stores in
Europe and the United States, Australian soft goods retailers and drapers began to
organise their stock into departments.

These stores, typically housed in multi-storey buildings, came to dominate the
Australian retail landscape by the beginning of the 20" century. They utilised hydraulic
lifts and electric escalators to move consumers around a vast range of merchandise,
and provided entertaining window displays, in-house attractions, dining rooms and
credit services.

It was only the city centres served by public transport that could attract adequate
numbers of consumers to maintain such stores, and thus central business districts in
Australian capital cities dominated the retail landscape (‘high street retailing’) as the
premier shopping destinations until after the Second World War.

Sources: Davison (year unknown); McCann (2002); Webber et al. (2003).
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The Australian shopping mall

The shopping mall is perhaps the most iconic and ubiquitous example of the modern
retail establishment. The concept of the modern shopping mall originated in the
United States in the early 20" century, when some department stores moved into the
suburbs and outdoor ‘drive-in’ malls and strips of shops began to appear.l In trying
to achieve a shopping format which balanced the relationship between *‘customer,
car and shop’, a myriad of shopping centre designs were conceived across many
American states by the 1940s (Hutson 1999, p. 20).

Australia was keen to embrace the new model. Australia’s first ‘drive-in’ mall or
shopping centre opened in Chermside, Brisbane in 1957, followed six months later
with a similar centre in Ryde, Sydney, and then in Chadstone, Melbourne in 1960.
The world’s first enclosed and climate-controlled shopping mall, Southdale Centre,
was opened in 1956 in Minneapolis in the United States and its concept of a
suburban-focused, car-friendly and self-contained meeting spot became the
preferred mode of shopping for consumers around the world.

Marketed for their size and convenience in providing major retailers and specialty
stores under the one roof, and with the major attraction of ample and usually free
car parking, shopping centres soon drew customers away from main street retailers
and the central business districts, and drove retailing into the suburbs (Webber et al.
2003).2 As shopping centres evolved, leisure and entertainment features for
customers and integration with the community also become common features of the
model (Myer, sub. 88). Shopping centres in Australia have grown and changed in
response to consumer, retailer and community needs:

... iInnovations include the introduction into shopping centres of supermarkets, discount
department stores, fresh food, entertainment and leisure precincts, centre courts for
community activities, concierge facilities and upmarket restaurants ... bus and transport
interchanges, libraries, child care, community facilities and other improvements to the
public domain. (Shopping Centre Council of Australia, sub. 67, p. 6)

While the first mega malls were built to be shopping destinations, entertainment and
food outlets could be their saving grace, with the retail industry still reeling from a drop
in sales since the global financial crisis. (Lee 2011, p. 1)

1 While the origins of the shopping mall can be linked to periods as early as the 17" century with
markets and bazaars, which also saw several shops located in one area, the concept of the
‘modern shopping mall’ refers to the format which was driven by suburban growth and car
ownership — predominantly originating in the United States in the early 20" century.

2 Since the 1990s, there has been something of a renaissance in high street shopping in inner city
areas, driven by gentrification (renovation and remodelling of existing dwellings) and
redevelopment (large scale urban infill projects on previous industrial sites) in some areas.
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Innovations in Australian retail

As the American import of the shopping mall transformed Australia’s retail scene,
so too did a number of other innovations which followed — in terms of new
technologies, retail formats, business strategies and business types — adding variety
and change to Australian retail as it evolved over the decades (Australian National
Retailers Association, sub. 91). Most of these significant developments in
Australian retail had overseas precedents and have since become embedded in
today’s retailing environment. These developments also had implications for the
level of productivity and competitiveness of the retail industry.

Self service

By the latter part of the 20™ century, self service in retail — particularly in grocery
shopping — became widespread in Australia. This model of retail engaged
consumers in their shopping experience, by allowing them to select their desired
goods from shelves and refrigerated display cabinets, and then queue at a checkout
to pay for them. While commonplace today, this development was a significant
change from the previous service model in which the grocer would select the goods
that consumers wanted from behind a counter (Kingston 1994; McCann 2002).

The notion of self service has advanced further in recent times, with the adoption of
more user directed technology, particularly in the form of self checkouts in grocery
and other retail stores.3 Driven by consumer preferences for more control and
convenience over their shopping experience, coupled with advancements in
technology and cost advantages for retailers, self checkouts enable consumers to
scan, weigh and pay for their goods (via cash credit or debit cards), as well as use
other services such as ‘cash out” and mobile phone recharges that a staffed checkout
would normally offer.

Indeed, in a survey of consumers in five countries — Australia, United States,
United Kingdom, India and Canada — NCR Corporation (the leading provider of
self service technology, including to Coles and Woolworths) found that Australians
were embracing self checkouts at more than double the rate of their European and
American counterparts (Antill Magazine 2010). However, this relatively high
adoption of self service technology may be to ‘catch up’ to other countries, with
Palmer (2008) noting Australian retailers’ relatively slow uptake of such
technology:

3 Self service is not exclusive to retail. Other industries have also embraced self service
technology in their customer operations. Examples include self service petrol stations,
automated teller machines (ATMs) for banks and self check-in kiosks for airlines.
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Supermarkets worldwide have embraced self-checkout machines with fervour, but
Australia has been relatively slow to react — especially when you consider that a
quarter of US grocery chains had tested self-checkouts by 2003. (p. 1)

While self checkouts have reduced the need for some staff (though a staff member
is usually on hand to help customers to use the machines), their purpose is in
providing an alternative, potentially faster check out experience for those customers
with few items. Woolworths also contend that the machines balance the flow of
customers during peak times and that traditional checkouts are still preferred by
customers with a large basket of goods (Miletic 2008).

Franchising

Modern franchising originated in the United States in the 1950s with the emergence
of fast food chains, and the model began to appear in Australian retail in the late
1960s and early 1970s. Today, franchising is firmly part of the Australian retail
landscape, with surveys of Australian franchising indicating that around 28 per cent
of franchises are in the retail industry (Frazer, Weaven and Wright 2008).

Franchising is a business ownership model in which the franchisor/owner grants
permission for franchisees to open a business (after an initial fee and ongoing
royalties) under the franchise brand name. Rather than starting a business from
scratch, the business design, advertising and promotion strategies, and supply
networks have already been established for franchisees, as well as exclusive
territory rights. Some examples in Australia include 7-Eleven convenience stores,
book retailer Dymocks and retail chain Harvey Norman.

In addition to expanding operations and reach domestically, franchising also allows
a retailer a low capital cost means of entering another country’s market —
benefiting through local knowledge of franchisees (Harvey Norman as a franchisor
for stores in Asia and Europe is an example of this). However, according to CB
Richard Ellis, franchising as a means to globalise has become less prevalent in
mature retail markets such as Australia’s (with around 9 per cent of international
retailers using the franchise model in Australia in 2010) — similar to the United
States (6 per cent) and the United Kingdom (8 per cent) (CBRE 2011b). Instead,
new franchising strategies in Australia have developed, such as ‘retail co-branding’
— where two or more franchised brands join to offer a combined retail offering at a
single location — which can be seen with partnerships between BP and Wild Bean,
BP and McDonald’s and (the now closed) Borders and Gloria Jeans (Wright 2008).
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Private equity

Investments by private equity firms involve aiming to maximise performance and
increase company returns through a range of initiatives (for example, through
expansion, cost reductions, leveraged balanced sheets, new management or product
development), before selling the company at a higher value. Private equity is
invested in a range of businesses, including retail. In Australia, Barbeques Galore,
Repco and Godfreys are retailers currently under private equity ownership. Myer
and Kathmandu are examples of retailers that have been publicly listed following
private equity ownership.

Like franchising, private equity is another form of ownership and its role in the
retail industry has been highlighted in recent times due to some high-profile
collapses — the clothing and footwear group Colorado and book and stationery
retailer REDgroup (box 2.2). Both were placed in administration in 2011 after
enduring financial difficulties (Thomson 2011).

Box 2.2 The collapse of Colorado and REDgroup

While the collapse of Colorado and REDgroup has been attributed, to some extent, to
the ownership model itself (because of poor management and debt obligations), as
well as other factors such as the parallel importation restrictions on books and online
competition (REDgroup), prevailing economic conditions and consumer confidence are
also considered significant contributory factors:
That consumer conservatism has been reflected, not just in the collapses of Colorado and
RedGroup ... but in the performance of other general merchandise and fashion retailers. Put
that broader economic environment together with excessive levels of debt and poor
management and all the ingredients for an implosion are in place. (Bartholomeusz
2011, p. 1)

In its submission, REDgroup stated that the type of ownership model was minor in
impacting on Australian retailers and provided examples of other retailers, under other
ownership business models, experiencing difficulties in the current retail climate:

Private Equity ownership is one of many ownership models available to retailers ... we argue
that it is the structural economic conditions that are impacting retail business in Australia far
in advance of ownership models ... other discretionary retail companies under public
ownership structures have come under significant pressure ... not to mention countless
small businesses. (sub. 89, p. 11)

Big box retailing

From the 1990s, big box or megastore retailing emerged in Australia. These stores
typically occupy large floor space in single storey buildings, provide large amounts
of parking and derive profits from high turnover, low prices and low costs —
focusing on high volumes and economies of scale rather than large mark-ups. Their
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relative scale to their traditional retail rivals has also seen such stores become
known as ‘category killers’. This model was keenly embraced and replicated by
Australia’s largest retailers following its emergence in the United States and
Europe.

Coles Myer introduced Officeworks in 1994 (based in part on American big box
retailers Office Depot and Staples) while Wesfarmers launched Bunnings
Warehouses in the same year (based in part on the American big box retailer Home
Depot) (Sammartino 2006). Recently, Woolworths and US-based Lowe’s
announced that in late 2011 they would open their own big box ‘Masters’ hardware
stores to compete with Bunnings (Mclntyre 2011). Other examples of big box
retailers in Australia include Dan Murphy’s liquor stores, whitegoods retailer Good
Guys, homewares retailer IKEA and wholesaler Costco.

The big box retailing format in Australia is expected to experience significant
growth in the future, with IBISWorld analysts predicting more than 300 big box
retailers generating $24 billion a year by 2015 — accounting for 9 per cent of total
retail industry revenue (IBISWorld 2010). The slowing of big box retailer
expansion (because of limited opportunities for further growth) in the United States
is also considered a possible contributor to Australia’s predicted big box rise as
these retailers seek offshore opportunities to continue their growth path.

Private labels

Private labels are goods which are sold exclusively by a retailer and generally offer
a cheaper alternative to ‘branded’ goods. For some time, more price-conscious
consumers have been embracing these substitutes, and with substantial
improvements in the quality of some private labels — with some aiming to match
the quality of premium brands — there has been a surge in popularity and sales of
these products in recent years in Australia and internationally.

According to a Nielsen global survey of over 27 000 consumers in 53 countries,
more than half of the respondents stated that they purchased private label goods
during the economic downturn and 91 per cent believed that they would continue to
do so even when the economy improved (2011b). In Australia, private label brands
are commonly seen in supermarkets such as Coles and Woolworths, which also
carry branded goods, and Aldi which is virtually exclusively a private label retailer.
Almost 25 per cent of the share of supermarket sales were attributed to private label
brands in the September 2009 quarter (Gettler 2011), but they can also be found in
non-grocery sectors. For example, IKEA and Zara are considered private label
retailers.
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From a retailer’s perspective, the advantages of private labels as a business strategy
are:

. the potential for higher profit margins (estimated to be about 2 percentage points
higher than on branded goods)

« more control over product design and marketing

. the potential for more consumer loyalty to the retailer

. to offset private label competition from rivals (Gettler 2011; Rogut 2007).

Indeed in the Australian grocery retail sector, a significant increase in the use of

private labels was seen in direct response to the entrance of major private label
retailer Aldi in 2001 (box 2.3).

Box 2.3  Aldi pushed surge in private label offerings

Preparing for the arrival of major private label retailer Aldi into the Australian grocery
market, both Woolworths and Coles launched a range of private label goods:
Woolworths has been quietly rolling out a range of premium private label grocery products in

a strategy aimed at countering one of Aldi's major strengths in its early days of launch in
Australia. (p. 14)

Woolworths initiated a range of more than 160 private label products in preparation for
Aldi’s arrival. In 2001, Woolworths stated that the products:

... were developed to fill a void in Woolworth’s private label offer as well as in response to
the entry of the German discounter Aldi into the Australian market. (p. 14)

Similarly, Coles reintroduced Farmland for its goods and grocery line as well as many
other new private label goods in response to Aldi, including imitating Aldi’'s style of
packaging and range, to compete with the global retailer.

Source: Coriolis Research (2004).

The globalisation of Australian retail

While many of the retail innovations discussed above indicate early international
influences on Australia’s changing retail landscape, the more significant
‘globalisation” of Australian retail — and a signal of a more integrated global
economy — has been more distinctly seen with the recent rise in retailers moving
across geographic borders and the advent of the internet and the digital age.
Traditionally retail has been regarded as a domestic industry that has been largely

shielded from the impacts of globalisation. But technology has changed that; retail has
gone global. (Australian National Retailers Association, sub. 91, p. 12)
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International retailers on Australian shores

Historically, Australia has not been seen as a particularly attractive environment for
overseas retailers to enter, compared to other regions. Indeed for a significant time,
retail was not seen as a business model lending itself to capture value from
international expansion. The geographic position of Australia and the small size of
its market and physical distance from other markets produced a natural barrier. This
together with other barriers to entry into the local retail market created an isolated
market — in terms of international entrants — for much of the 20™ century:

No international entrant could utilise advantages in purchasing from existing networks
of suppliers to outmanoeuvre incumbents because many products were purchased from
protected domestic producers. (Sammartino 2006, p. 9)

Sammartino (2006) states that this led to a highly concentrated retail industry in
Australia, particularly in the supermarket and grocery sector. While a number of
overseas retailers attempted to establish in the Australian market (for example,
American department store Sears Roebuck and Japanese department store Daimaru)
and proved financially unviable, Aldi’s entrance in 2001 signalled a significant
overseas competitor in the Australian market:

Unencumbered by share market scrutiny, this privately-held entity appeared to have the
deep pockets necessary to take on the big duopolists. (Sammartino 2006, p. 10)

However, international speciality retailers have had a growing presence in the
Australian market. Of the top global retailers operating in Australia in 2009, the
majority are in specialty areas, such as clothing, luxury and sporting goods, books
and music (table 2.1).

In recent years, many high-profile global retailers have entered, or are planning to
enter, the Australian market — such as Costco and Gap from America, fashion
retailers Zara from Spain (box 2.4) and Uniglo from Japan. The attraction of
Australia as a retail investment location has been bolstered somewhat given our
relatively robust economic performance during the global economic downturn
(CBRE 2011a; Stafford 2010). CB Richard Ellis, in its survey of more than 300
global retailers in 73 countries, attributed new interest from North American
retailers to attractive investment sites of new and modern shopping areas such as
Myer Emporium in Melbourne and Westfield in Sydney. In addition:

. the transparency of the Australian market, population growth prospects and

relatively strong economic fundamentals had been among the draw cards for US
retailers. (CBRE 20114, p. 2)

18 AUSTRALIAN RETAIL
INDUSTRY



6T

"S9YISgaM Ja|le1al snoleA {(900g) oundewiwes (TT0Z) aniojeq :S82inos

"3|0e|lene 10N g, ‘Buljrelss isieioads = S ‘fessusb = © ‘pool = 4

8861 eu | 'OV YINoS G Gz (AireD 79 yseQ sjjpqdwed ‘|omar ‘'vol) ysedlon
eu L S 'S'™N 9 8¢ec yoseo)d
686T 1€ S AN L Tec ANH
T66T 140174 S ‘SN 6T T6T 131sngX20|g
(uoneis yorepn ‘reamaA3 106png
€00¢ 0o¢ S Arey T4 6.7 “ued 7® uewqgneT ‘InH sse|buns ‘NSdO) eomoxnT
6867 Z8 S 'S'™N 8¢ 29T 18X907 1004
8002 0T S ‘SN 6 €eT 3|ddy
eu 9 S ‘SN G 20T (ezuas e 191995 S.BLONIA) Spuelg pajwi
€66T ov S SN 1 €9 SN o skoL
€00¢ 0og¢ S 9dueld 6. T9 uonInA sino-AssauusH 190N HWAT
0TO0C 4 S ‘SN T4 69 deo syl
1702 Z S ureds v 0S (erez) xaupul
eu eu S aouelH 8 vy (‘018 eWING uUaIneT 1ures SaAA ‘199N9) Ydd
GL6T S S uspams 8¢ o€ vl
(sBuiuung ‘ABojouyosa] sieH
vT6T 006T S‘'9'q ellensny 4 €z ‘SYI0M32IIJO ‘Lew)| ‘18b1e] ‘07-Ig ‘S8J0D) SIaulIeiSa
(Ayduny ueq ‘soluon29|3
V26T 00.T S'o'S eljensny Z (074 ynws x21a ‘ApueL ‘M Big ‘SULIOM|OOM) SULOM|OOM
L16T 00V 4 ueder 8T 9T (uana|3-2) sBuipjoH 179 uanas
6002 € 4 ‘SN 6 6 0931s0D
1002 002 = Auewsao 81 8 (IPIY) DHO "0D % HAWD Jnexula 1p|Y
Anua (‘xoidde) sai0ls uibuio jo Bunelado yuel (ualayip Ji (s)aweu pueiq uelelsny pue) w4
jo areQ uelesnsny Jo ‘oN gleulod  Anuno) SaLuNo?2 JO 'ON  [eqo|D

6002 Ul swuy |1eyes 05z doy 8y L
Bunjuels [eqo|b AQ eljesisny ul Bunelado Ajjualinod siajelal abie]  T'Z 9|gel



Box 2.4 Zara enters the Australian market

The arrival of Zara in April 2011 saw many Australian shoppers visiting the Spanish
fashion retailer:
Customers repeatedly cleared the shelves of Zara when it opened on Wednesday, with
many queuing outside for hours to get in. Within three minutes of the fast-fashion icon
opening at 9am, 80 per cent of the stock had been sold. (Lewington and Speranza
2011, p. 1)

Many commentators heralded Zara’'s entrance as a spark for competition among local
fashion brand retailers such as Sportsgirl, Witchery and Country Road. Aside from
price point competition, Zara’'s supply chain efficiency and quick stock inventory turns
are considered world-class.

Through its vertically integrated brand, Zara controls more stages of the production and
distribution process for a seamless delivery of its goods, with orders for new products
made regularly and able to arrive in Australia within three weeks. (Vertical integration
of brands is also utilised by retailers such as Kathmandu, Tiffany & Co. and Apple).
The chief executive of Witchery stated that:
Zara is a fast-fashion label — they will go for volume and price ... without a doubt, Zara will
take market share from other local brands. (Ooi 2011, p. 1)

The founder of fashion retailer Cue acknowledged the high profile of the new
competitor:
Zara is the best fashion company in the world and will keep the locals on their toes. We are

not worried about competition ... we have been in business for 44 years and have a strong
following. (LaFrenz 2011, p. 18)

When international retailers enter the Australian market, particularly when they offer
superior business models, this not only provides Australian consumers with a greater
variety of products, but it also compels Australian retailers to adapt and improve their
operations:

. increased competition [by international retailers] is welcomed by existing local retailers
but requires them to respond to the added competitive pressures by ensuring they are
meeting their customers’ needs in terms of both price and service. (Australian National
Retailers Association, sub. 91, p. 12)

Indeed, enhanced competition from physical or virtual retailers helps ensure that the
local industry remains flexible, efficient and relevant to consumers.

Source: LaFrenz, Mitchell and Cleary (2011).

However, Australia remains a small player in the global retail scene, and is ranked
31* out of the 73 countries in terms of major international retailer presence. The
lack of attractive investment locations and high occupancy costs by global standards
have been considered contributors to this:

Despite the recent focus of international retailers on the Pacific Region, there appears
to be a long way to go before Australia can be considered a major player in the
expansion of global retail brands. (CBRE 20114, p. 1)
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Australian retailers venturing abroad

Reflecting the geographically isolated marketplace and associated inward looking
business strategy of the retail industry in general, few Australian retailers have
looked beyond the local market to expand their operations. The majority of large
Australian retailers that have an international strategy tend to be focused on the
closer New Zealand and Asian markets — rather than those in Europe or the United
States (with the exception of Harvey Norman, which has also expanded into the
European market). Wesfarmers and Woolworths, for example, were ranked in the
top 250 retailers in the world in terms of sales revenue in 2010, but only have retail
operations in Australia and New Zealand (The Australian 2011).4

Reluctance to venture and expand operations abroad, however, is not exclusive to
Australian retailers. In fact, while the vast majority of large retailers around the
world have operations in countries and regions beyond their domicile, expansion is
not always extensive. Of the top 250 global retailers in 2009, for example, only 117
of them had store presence in more than two countries (Deloitte 2011; Nordas,
Gelosi Grosso and Pinali 2008).

Although there has been plenty of globalization, the industry remains far more
parochial than others such as consumer products, hospitality, telecommunications, and
entertainment ... It is the industry that maintains the closest and more personal
relationship with consumers ... and establishing a successful personal relationship is far
more challenging in an alien culture. (Deloitte 2011, p. 9).

There are several potential difficulties in international retail expansion, and many
factors which retailers need to consider before pursuing a transnational strategy
(Wrigley and Lowe 2010). These include:

. institutional, cultural and organisational barriers: in order to be competitive in a
new market, retailers have to be able to adapt to local consumer preferences,
business practices, supply networks and other dimensions of ‘territorial
embeddedness’

 regulatory barriers: retailers need to comply with a local country’s laws which
relate to retailing, such as zoning and planning, retail tenancy and opening hours.
Online retailing

The internet has been a revolutionary technological innovation for many people and
for many facets of everyday life. Indeed the widespread use of the internet has given

4 A number of Australian specialty retailers, however, have expanded abroad and successfully
adapted their business model to an international market, including Barbeques Galore, Cash
Converters and OPSM (Sammartino 2006).
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rise to the most recent and remarked upon addition to the retail landscape — online
shopping.

The nature of retail for both consumers and retailers has changed because of the
internet and the associated developments in digital technology (Council of Small
Business, sub. 74; Photo Marketing Association, sub. 40). The functions of retailers
and the value they offer to consumers have shifted, with the nature of selling
changing and enhanced pressures to innovate to meet new consumer preferences
and expectations.

Impact on consumers

The internet provides consumers with more control over their shopping experience.
Search costs for goods are reduced as the internet enables consumers to undertake a
greater range of price and quality comparisons with minimal effort, in contrast to
physically visiting multiple retailers.

Many consumers use the internet as a research tool but still make the purchase in
person. This is possible through manufacturer and retailer websites, as well as the
proliferation of websites providing online reviews and customer discussion forums.
This in turn enables consumers to access greater price comparison information from
which to make more informed buying decisions (Access Economics 2010). For
example, the Nielsen’s 2010-2011 Australian Online Consumer Report found that
almost three quarters (73 per cent) of the 5000 Australians sampled read other
consumers’ opinions about products and brands via social media, close to half
(43 per cent) discussed or commented on brands, products or services online and
one third (33 per cent) posted online reviews (Nielsen 2011a).

Online shopping provides greater flexibility and convenience for consumers as to
when and where they can shop, as they are not constrained by trading hours or
geography. And, perhaps the greatest impact on consumers has been the
significantly wider range of goods available to Australian consumers because of the
expanded global marketplace and the cheaper prices for a range of goods given
enhanced retail competition.

Alongside the attractiveness of online shopping, the rise of more technologically
savvy consumers has also led to new and innovative ways of shopping. These
include:

« group shopping — where online shoppers show their interest for a particular deal
on a website, and if a minimum number of other shoppers do so as well, the cost-
saving deal goes ahead. Examples of these buying group websites include:
cudo.com.au, scoopon.com.au, and jumponit.com

22 AUSTRALIAN RETAIL
INDUSTRY



. mobile commerce or ‘m-commerce’ — where mobile devices are increasingly
becoming part of the shopping experience for many consumers (chapter 4). The
rise in Smartphone technology use has made m-commerce increasingly popular:

With the rapid adoption of web enabled mobile devices fuelling consumer demand,
Smartphones now account for 63 per cent of the total handset market and
68 per cent of Australians plan to use mobile devices for transactions and payments
in the near future. (Dods 2011, p. 1)

Impact on retailers — changing functions

Australian retailers not only have to compete in the local market, but increasingly
with retailers from around Australia and the world. The embrace of the digital era
has produced a new breed of retailers in the market — “pure play’ online retailers.
Indeed, a physical shopfront is no longer necessary to engage with consumers.
Whether online retailers are headquartered abroad (such as perfume, skincare and
makeup retailer StrawberryNet and fashion retailer Asos) or in Australia (online
department store Deals Direct and online bookstore Fishpond, for example), these
retailers have significantly less overhead costs and are appealing to some consumers
from both a price and convenience standpoint.

While some sectors of retail will face more competitive pressures from online
retailers than others, the popularity of online shopping and the use of the internet in
the shopping experience has certainly changed the nature of retailing, most likely in
a lasting way, as traditional retailer functions evolve.

Where, traditionally, retailers would act as the convenient conduit between global
suppliers or manufacturers and consumers, these channels are becoming more
diverse as consumers can choose other avenues to purchase goods (sometimes direct
from the manufacturer and through disintermediation) (Johnston et al. 2000).
Where, traditionally, retailers would provide a market discovery mechanism for
consumers, the internet now provides an abundance of product guides and a level of
transparency that can quickly inform a consumer.

Dods (2011) quotes the Australian Retailers Association as being cognisant of the
altering effect the advent of internet shopping will have on the nature of retailing:

The retail industry is evolving and retailers must move with it to both remain
competitive and meet shifting consumer demands. Put simply, retailers must have a
presence wherever their customers are — be they in store, online or on their mobile
phones. (p. 1)

Adapting to the growing consumer preference for online shopping, new models of
bricks and mortar retailing have gradually emerged in Australian retail. However,
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the acceptance and embrace of online shopping and the internet as a business
strategy — much like some other technological advances in Australian retail history
— has been purported to be relatively slow for Australian bricks and mortar stores
and behind their United States and United Kingdom counterparts (Bullas 2009;
Hitchen 2007). Kelvin Morton compared the sophisticated online developments of
retailers in the United States relative to Australia:

In Australia, many of the major retailers have a highly immature online sales capability,
if they even have one at all ... When | recently did some consulting work for a major
Australian retailer, |1 found their systems and processes and general mindset to be
approx. 5 years behind the work | was doing in the US — 5 years ago ... Worse still, is
that they seem to have no strategically significant plan to try and close the gap.
(sub. DR131, p. 3)

On the other hand, the Australian National Retailers Association argue that it has
been Australian consumers who have been slow to take up online shopping, quoting
David Jones’ foray into online selling in 2000 (and subsequent withdrawal in 2003)
as an example:

Indeed, many early providers of online shopping websites in Australia found this was
not what consumers wanted and it failed to deliver the expected returns. (sub. 91, p. 13)

Nonetheless, Australian bricks and mortar retailers have increasingly embraced
online selling in recent years in line with rising positive consumer attitudes —
though not necessarily as a means of achieving growth and increased profits, but as
a defensive tactic to maintain market share. As such, there have been moves by
traditional retailers into multi-channel operations — having an online presence as
well as a bricks and mortar shopfront (also known as “clicks and mortar’ retailers)
— examples include JB Hi-Fi, Officeworks and BigW. Harvey Norman, hardly
seen as a first-mover in this area, has also recently launched an online retail store
(providing product information and prices, but with no transaction capacity at this
stage). Booth (2011) quoted Gerry Harvey:

By this time next year you’ll see Harvey Norman with a pretty sizeable internet
presence. My heart’s beating very strongly on whether we make any money from it ... |
haven’t got any choice. (p. 1)

Models in which consumers are able to make a purchase on the retailer’s online
website, and then retrieve the goods from the bricks and mortar store (also known as
‘click and pick’ retailers) or delivered to consumers’ homes are also emerging.
Coles has been trialling an “online order and pick-up’ scheme as a convenient and
more efficient shopping trip for consumers since May 2011 and Woolworths is
expected to rollout their similar service in August 2011 (Kale 2011; Stafford 2011).
Indeed, a few pure play online grocery retailers operate as a time saver and
convenient way of shopping for consumers in Australia (for example, Groceries 4 U
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and Only Australian Groceries) and internationally (such as major British online
grocery retailer Ocado and Amazon UK). Another development that some bricks
and mortar retailers face, because of online shopping, has been the separation of
selling a good and providing service for a good (box 2.5). Trends and issues relating
to online retailing are discussed in more detail in chapter 4.

Box 2.5 The separation of purchasing a ‘good’ and purchasing the
‘service’

The increased transparency and information portal the internet provides for consumers
has meant that, for some goods, traditional retailer services can be replaced by
consumers themselves — giving retailers a new role focused on service provision.

For example, as consumers purchase items from online retailers (whether they be from
overseas or within Australia), they may opt to repair, assemble or service their good at
a bricks and mortar store. Several submissions indicated this tendency, particularly in
the area of bicycle retailing. Yarra Valley Cycles in Melbourne stated:

.. we have not only accepted their decision to buy online, we have tried our best not to
alienate those that still wish to visit our store by offering servicing and fitting of these parts
(at least this way we are able to make some money on the labour portion of the purchase).
(sub. 32, p. 1)

Blackman Bicycles in Sydney:
Approximately 10% of the people we serve each day are people coming into our
establishment and wanting my staff to educate them on a product that they wish to
purchase. That is, they want us to educate them to a level where they feel confident enough
to go and buy the product on the internet. (sub. 52, p. 1)

Similarly, ForTheRiders bike shop in Brisbane described how often poorly assembled
bicycle parts propelled online purchasers to return to their retail stores, after initially
gathering information about models from their sales staff:
The potential customer is then armed with the type of personalised knowledge that is not
readily available on the internet, and can comfortably purchase from one of our overseas
online competitors ... It is only when the item breaks, or is incorrectly installed, that we see
the same customer ... back for a repair or assistance. (sub. 55, p. 6)

Consumers are increasingly able to ‘free ride’ on store services — with no obligation to
purchase — by browsing in store but then making the purchase online. According to a
Daily Telegraph survey of 1000 people, 61 per cent revealed that they had tried a
product in store but chose to purchase it afterwards online (presumably at a cheaper
price). In response, to try to cover the cost of staff time spent with consumers, some
bricks and mortar retailers have begun to charge consumers for their services by
having ‘fitting fees’ for their goods (ski boots, for example), which is then deducted from
the price of the good if the consumer makes the in-store purchase.

Sources: Bita (2011); Jacob (2011).
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Conclusion

Advancements in technology and other retail innovations, mostly overseas changes
adapted to local conditions, have led to the nature of Australian retail changing
dramatically over the past century or so. The latest chapter of this story of evolution
is the rise of online shopping. This change is qualitatively different from past
experiences because of its substantial impact on opening up the Australian retail
market — competitors are not just down the street or in the next suburb, but are now
national and international.

Indeed, segments of Australian retail are no longer protected by the ‘tyranny of
distance’. Moreover, the internet has given rise to enhanced transparency for
consumers as they can quickly become informed about products and pricing —
comparing easily between retailers.

However, as with other developments in Australia’s retail history, the industry will
respond to this significant change and evolve. While retailers and certain sectors of
the industry will be challenged by online shopping as domestic and overseas
competition increases, many should be able to respond effectively to this new
environment and successful new entrants will also emerge.

The digital era and global retail marketplace have certainly provided some
challenges and pressures to adapt and innovate to meet consumer tastes, but they
have provided opportunities for the industry as well. As competition is enhanced, it
is important that retailers have the flexibility to respond effectively to these changes
and shifting consumer preferences for shopping. While there is an onus on retailers
themselves to adjust to the changing retail landscape, from a public policy
perspective, government can enhance competitiveness by ensuring retailer
flexibility through changes to the regulatory environment in which they operate,
including planning and zoning, shopping hours and workplace practices. These
issues are addressed in later chapters of this report.
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3

The structure and performance of the
retail industry

Key Points

The retail industry is a significant contributor to the Australian economy,
representing 4.1 per cent of GDP and 10.7 per cent of employment.

The profit performance of the retail industry is varied — around 70 per cent of all
retail businesses are making a profit and 28 per cent a loss. This is similar to the
figure for all Australian industries in general. The average return on capital in the
retail industry was 24 per cent in 2010, again broadly the same as the average for
all industries. Larger businesses in retail are generally more profitable than smaller
businesses with many of the largest businesses historically among the most
profitable in the economy. The larger retailers in Australia would appear to have
enjoyed better returns on capital than their overseas counterparts and have
continued to do so since the global financial crisis.

Growth in retail sales has been slow in recent years. While short-term or cyclical
factors have contributed to this slowdown, the growth of retail sales has
experienced a long-term slowdown due to changes in consumer buying habits.
Consumers are choosing to spend a smaller share of their income on retail goods
because over the recent past, they are saving more and they are spending greater
shares of their expenditure on services such as finance, rent and education.
Further, while there has been price deflation in some sub-categories of retail,
overall, sales volumes have continued to grow.

The level of productivity in the Australian retail industry is low compared to retail in
other countries in Europe and North America. However, the growth rate of
productivity in retail, over the past two decades, has been similar to the average
rate for all industries in Australia. Retailers have achieved productivity growth by
increasing the capital intensity of their operations, including through adopting
information and communications technology. Furthermore, investments in big box
retailing have also been a factor. These changes occurred earlier in the United
States, and since then, US retailers have continued to achieve productivity growth
by improving management and operations to make more effective use of labour and
capital. These opportunities appear yet to be fully realised by most Australian
retailers.
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This chapter’s snapshot of the retail industry, its sales performance, profitability and
productivity, serves as a basis for the analysis in the following chapters of the
challenges and opportunities facing the industry. It also sets the scene for the
report’s later discussion of the regulatory impediments which may be limiting the
flexibility of the industry in responding to changing consumer preferences and in
adopting innovations in the delivery of its services.

This chapter draws on various data sources from the ABS, which use the 2006
Australian and New Zealand Standard Industrial Classification (ANZSIC) definition
of Division G — Retail Trade. As mentioned in chapter 1, motor vehicle and motor
vehicle parts retailing (subdivision 39) and fuel retailing (subdivision 40) have been
excluded from the statistical data presented in this chapter where practicable.

One of the ABS data catalogues used in this chapter is Retail Trade, Australia (Cat.
no. 8501.0). This provides the most current data for retail turnover, but it includes
only a selection of the subdivisions in Division G, as well as Cafes, restaurants and
takeaway food services which falls under ANZSIC Division H — Accommodation
and Food Services. In this data source, retail turnover is broken down into the
following categories: food; household goods; clothing, footwear and personal
accessory; department stores; other retailing; and cafes, restaurants and takeaway
food services. When presenting and reporting data for retail turnover using this
source, ‘cafes, restaurants and takeaway food services’ are excluded.
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Figure 3.1 below shows the cross-over between the ANSZIC 2006 Division G and
retail turnover as defined in Retail Trade, Australia 8501.0.

Figure 3.1 Cross-over between the 2006 ANZSIC Division G and Retail
Trade, Australia

Categories
considered by
this report

2006 ANZSIC
Division G —
Retail Trade?

8501.0 Retail

Trade, AustraliaP
Non-petrol sales (convenience

Motor vehicle and Motor
vehicle parts retailing
(subdivision 39); Petrol
sales under

stores) of selected Fuel Retailing
(class 4000); Food retailing
(subdivision 41); Other store-
based retailing (subdivision 42)

Cafes, restaurants and
takeaway food services
(group 451)

Fuel Retailing
(subdivision 40);
marine equipment

retailing (class 4245)¢

except marine equipment; Non-
store retailing and retail
commission-based buying and/or
selling (subdivision 43)

@ The 2006 ANZSIC is used by the ABS in Australian System of National Accounts, Cat. no. 5204.0; Labour
Force Australia, Cat. no. 6291.0; Counts of Australian Businesses, Cat. no. 8165.0; Australian Industry, Cat.
no. 8155.0 and Experimental Estimates of Industry Multifactor Productivity, Australia: Detailed Productivity
Estimates, Cat. no. 5260.0.55.002. When data from these sources are referred to in this report, motor vehicle
and motor vehicle parts retailing (subdivision 39) and fuel retailing (subdivision 40) have been excluded,
unless otherwise indicated. ® When data from Retail Trade, Australia, Cat. no. 8501.0 are referred to in this
report, cafes, restaurants and takeaway food services (group 451) have been excluded. ¢ Marine equipment
retailing class (4245) is also considered in this report.

Source: ABS (Australian and New Zealand Standard Industrial Classification (ANZSIC) 2006 (Revision 1.0),
Cat. no. 1292.0); ABS (Retail Trade, Australia, Cat. no. 8501.0).

3.1 A snapshot of the retail industry

Retailing makes a significant contribution to the economy

The retail industry is one of Australia’s largest employers employing 1.2 million
people or 10.7 per cent of the total working population in 2009-10. In that year,
retail workers earned about $32 billion in wages and salaries, or 6 per cent of the
economy’s total.
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The retail industry also makes a significant contribution to economic output,
contributing $53 billion or over 4 per cent of GDP in 2009-10. However, it is a
relatively small contributor to investment (table 3.1).

Table 3.1 The contribution of Australian retail trade, 2009-102

Retail trade Contribution to total

%

Gross value added ($m) 53 259 4.1
Employment (‘000s) 1196 10.7
Wages and salaries ($m) 32276 5.9
Investment ($m) 6 090 1.7
Capital stock ($m) 62 131 15
Number of businesses (end 2008-09) 138 886 6.8

a Includes motor vehicles and motor vehicle parts retailing and fuel retailing.

Source: ABS (Australian System of National Accounts: gross fixed capital formation and capital stock, Cat. no.
5204.0; Labour Force, Australia, Cat. no. 6291.0, Counts of Australian Businesses, Cat. no. 8165.0).

Retail industry share of GDP and of employment have been declining

Although output has been steadily increasing in real terms in the retail industry over
the last few decades, there has been a gradual decline in the sector’s contribution to
GDP. The industry’s share of GDP fell from over 5 per cent in 1996-97 to 4.1
per cent in 2009-10 (figure 3.2).

Employment numbers in the retail industry have been steadily increasing — from
887 000 people in 1989-90 to almost 1.2 million people in 2009-10. However, in
recent years the retail industry’s share of total employment in the economy has been
falling slightly. Figure 3.2 illustrates that the retail industry’s share of total
employment was relatively stable between 1989-90 and 2001-02. However, since
2002-03 it has fallen from a high of 12.1 per cent to a low of 10.7 per cent in
2009-10.
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Figure 3.2 Trends in gross value added and employment in retail
trade, 1990-01 to 2009-10
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@ Retail GVA is in measured in chain volume, which removes price change effects from GVA in current prices.

Data source: ABS (Australian System of National Accounts, Cat. no. 5204.0 and Labour Force, Australia,
Detailed, Cat. no. 6291.0).
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Sectoral contributions

The largest retailing subdivisions are other store-based retailing and food retailing
(figure 3.3). Other store-based retailing includes furniture, floor coverings,
houseware and textile goods; electrical and electronic goods; hardware, building
and garden supplies; recreational goods; clothing, footwear and personal accessory,
department stores and pharmaceutical and other store-based retailing. Non-store and
commission-based retailing represents two per cent of retail sales and includes
online ‘pure play’ retailing. However, it does not include all online retailing: if
online sales make up a minor share of a multi-channel retailer, the ABS generally
classifies the online sales of that retailer into one of the other subdivisions of
retailing, which is most relevant to the primary activity of the retailer.

Figure 3.3 Contributions to retail industry output and employment,

2009-102
Industry gross value added Employment
Non-store & Non-store & Motor vehicles

Motor vehicles & o
parts (14%) commission (2%) & parts (8%)

commission (2%)
' oo Fuel (3%)

Fuel
IR (4%)

Food
(29%)
Other store-based (51%) Other store-based (54%)

a Due to rounding, percentages may not add to 100.
Data source: ABS (Australian Industry 2009-10, Cat. no. 8155.0).

Employment

In 2008-09, about 60 per cent of businesses that the ABS classifies as retail
businesses employed workers (ABS 2010b). Table 3.2 further breaks down
employing retail businesses by the number of employees they engage. As can be
seen from the table, most retail businesses are small businesses with almost half of
employing businesses employing four or less workers. Conversely, the largest
retailers (employing more than 50 workers) only represent four per cent of
employing retail businesses.
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Table 3.2 Breakdown of employing businesses by workforce size,

June 20092
Per cent of employing businesses which employ
1-4 5-19 20-49 50+
% % % %
Agriculture, forestry and fishing 61 32 5 2
Mining 52 28 9 11
Manufacturing 45 35 13 8
Electricity, gas, water and waste services 58 26 9 7
Construction 72 22 2
Wholesale trade 54 32 9 5
Retail tradeP 49 37 9 4
Accommodation and food services 38 38 15 9
Transport, postal and warehousing 72 20 5 3
Information and telecommunications 64 21 8 7
Financial and insurance services 74 20 3 3
Rental, hiring and real estate services 59 31 8 3
Professional and scientific services 71 23 5 2
Administrative and support services 54 29 9 8
Public administration and safety 50 28 13 9
Education and training 52 31 10 8
Health care and social assistance 61 29 6 4
Arts and recreation services 54 31 10 6
Other services 63 31 4 1
All industries 61 28 7 4

@ Due to rounding, percentages may not add to 100. Non-employing businesses are excluded. b ncludes
motor vehicles and motor vehicle parts and fuel retailing.

Source: ABS (Counts of Australian Businesses, Cat. no. 8165.0).

During 2008-09, the total number of businesses in Australia declined (table 3.3) by
over 20 000, or around one per cent (ABS 2010b). This small net change in the
stock of businesses hides a much higher gross entry and exit rate or flow of
businesses into and out of the economy. Businesses in the retail industry had a
slightly higher exit rate (15.8 per cent) and a slightly lower entry rate (13.4 per cent)
than for businesses overall. This resulted in a slightly greater fall in the stock of
businesses in retail of -2.4 per cent compared to that for the economy as a whole.
These exit and entry rates suggest a dynamic industry — while many retailers are
leaving the industry, others see it as attractive to enter.
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Table 3.3 Business numbers, exit and entry rates

2007-08 2008-09
Change in Change in
business business
count from count from
Entry Exit start to Entry Exit start to
rate rate end of year rate rate end of year
% % % % % %
Agriculture, forestry
and f|3h|ng 9.1 11.2 -2.0 8.9 10.7 -1.7
Mining 16.9 12.7 5.0 14.5 134 1.0
Manufacturing 10.7 13.3 -2.5 10.5 134 -3.0
Electricity, gas, water
and waste services 15.0 14.1 -2.3 15.0 15.0 -0.1
Construction 15.8 16.3 -1.0 14.5 16.4 -1.9
Wholesale trade 13.2 14.5 -1.8 12.2 14.8 -2.6
Retail trade 13.8 16.3 -1.9 134 15.8 -2.4
Accommodation and
food services 17.4 18.6 -0.4 16.8 18.1 -1.3
Transport, postal and
warehousing 16.2 16.0 -0.3 15.7 16.3 -0.6
Information and
telecommunications 16.5 18.0 -1.6 16.8 17.5 -0.7
Financial and
insurance services 19.3 15.8 3.6 16.4 15.8 0.6
Rental, hiring and real
estate services 14.1 12.1 2.1 10.7 12.4 -1.7
Professional, and
scientific services 14.4 15.5 -1.0 14.4 15.3 -0.9
Administrative and
support services 18.6 19.1 -1.3 18.9 19.5 -0.6
Public administration
and safety 19.3 20.5 -2.4 194 21.3 -1.8
Education and
training 16.7 16.9 -2.2 16.4 16.6 -0.2
Health care and
social assistance 12.0 10.3 1.6 11.9 10.9 1.0
Arts and recreation
services 15.3 18.6 -2.4 14.8 17.5 2.7
Other services 14.7 15.9 -2.0 13.5 15.8 -2.2
Unknown 63.9 42.4 21.4 65.7 46.1 19.6
All industries 153 15.3 -0.2 14.4 15.4 -1.0

Source: ABS (Counts of Australian Businesses, Cat. no. 8165.0).

Overall, the decline in the number of businesses in the retail industry was broadly
reflected throughout the retail subdivisions, but there were some differences.
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Table 3.4 shows some disparate outcomes within different sectors in the retail
industry. There was also a diversity of experience with employment levels across
retail sectors.

Table 3.4 Retail subdivisions: business summary statistics, 2008-092

Change,
Businesses Exit Entry number of Employ Employ
end of year rate rate businesses  1-19b 20+ b
(no.) % % % % %

Food retailing 26209 15.6 13.3 -1.7 83 17
Supermarket and grocery stores 9681 155 15.0 -0.3 77 23
Specialised food 16528 15.6 12.3 -2.4 87 13
Other store-based retailing 88845 15.0 12.7 -2.6 88 12
Furniture, floor coverings,
houseware, textiles 7905 1338 12.7 -1.8 91 9
Electrical and electronic goods 12717 16.3 14.3 -15 86 14
Hardware, building and garden 9207 117 9.7 -14 87 13
Recreational goods 12845 139 10.6 -3.0 90 10
Clothing, footwear and personal
accessory 17194 16.7 15.8 -0.8 91 9
Department stores 192 n.ac n.a 1.6 60 40
Pharmaceutical and other stores 28785 153 12.1 -4.7 86 14
Non-store and commission
retailing 9902 26.8 254 -1.8 95 5
Non-store retailing 7260 26.7 27.3 0.0 94 6
Retail commission-based buying
and/or selling 2642 26.9 20.7 -6.5 97 3
Total retail 139610 15.6 135 -2.4 87 13

& The sum of industry subdivisions do not equal the total published in the catalogue as the ABS adjusts the
level of aggregation of data for confidentiality reasons. b The breakdown of retail businesses by employment
size excludes non-employing businesses.C not available.

Source: ABS (Counts of Australian Businesses, Cat. no. 8165.0).

3.2 Market structure in retail

The regulation that most directly impacts on competition in Australian industry is
the Competition and Consumer Act 2010 (the Act). This Act contains provisions
that prohibit contracts, arrangements and understandings that have the purpose or
effect of substantially lessening competition, including mergers or acquisitions and
conduct such as exclusive dealing and resale price maintenance. The Act is enforced
by the competition regulator, the Australian Competition and Consumer
Commission (ACCC).
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The ACCC uses several measures to assess the level of industry concentration, one
of which is the proportion of output of the four largest firms or the CR, ratio. This
measure can be useful in determining whether a particular market structure is likely
to raise competition concerns, though it is indicative rather than determinative of the
ability of a business to exert market power. Generally, on the basis of this ratio, a
market would be considered concentrated for the purposes of a merger assessment if
the CR, ratio was greater than 75 per cent (ACCC 2008d).

The retail industry can be characterised as very diverse and heterogeneous, both by
sector and by geography. At the same time, the development of online retail is
creating further diversity across the industry, and challenging the market positions
of long-standing participants.

Given the diversity of the retail industry, it would be impossible in a study of this
nature to carry out a comprehensive competition analysis covering all retail sectors
and all regions. However, from a policy standpoint this is not a critical limitation
because any competition policy issues that arise from an examination of this
industry are not dependent on the outcome of any such sector-by-sector analysis,
and should be acted upon in any case, as discussed for example in chapter 8 in
relation to planning and zoning regulations.

Concentration levels across retail

Concerns have been raised in Australia about the level of market concentration in
various parts of the retail industry, and in particular that the market is dominated by
only a few businesses. These concerns relate to the possible impact of concentration
on market behaviour such as price-setting or purchasing. In this inquiry, some
participants have suggested that concentration is increasing in certain sectors
(Australian Toy Association, sub. 84) and regard increasing concentration as a
matter of concern (Margetts, sub. 60). Beyond this inquiry, concern about market
concentration in the grocery sector was central to the 2011 Senate inquiry on the
impacts of supermarket price decisions on the dairy industry (SERC 2011).

In the food and liquor sector, the share of the market supplied by the largest three
businesses is approximately 85 per cent, while in electrical this proportion is around
48 per cent (table 3.5). But for other segments listed, some of the firms may not be
full competitors, and alternately some firms that are partial competitors may be
grouped elsewhere where they compete more fully. Data such as these are of limited
use in determining levels of market concentration.
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Table 3.5 Australian retail market share, major retailers, 2010-11

Sector Major retailers 2010-11
%

Food and liquor Woolworths 38
Coles 27

Metcash (including Franklins)2 20

Department stores Big W 25
Target 22

Kmart 21

Myer 19

David Jones 12

Clothingb Just Group 6
Specialty Fashion 5

Country Road 3

Oroton 2

Kathmandu 1

Electrical Harvey Norman€ 23
JB Hi-Fi 17

Dick Smith Electronics 8

Hardware Bunnings 19
Reece S)

Mitre 10 4

Tradelink 3

Danks 3

@ Based on an estimated retail mark-up of 80% for Metcash and 50% for Danks and Mitre 10. b citi data
rounded to nearest per cent. © Harvey Norman only includes electrical and computer franchisees, which are

Citi estimates.
Source: Citi (2011c).

Considering the grocery sector, table 3.6 compares the market shares of top grocery
retailers for several countries including Australia for various years between 2005
and 2007. Australia’s share held by the top two and top four retailers is higher than
in some countries, though overall it is roughly in the middle of the range.
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Table 3.6  Grocery retailing market shares, between 2005 and 2007,

by country
Market share United New
(%) Australia®  Kingdom®  Canadad  Zealand® Ireland® Netherlands9
Top 2 54 42 51 100 35-45 Around 45
39& 4" 19 24 25 neg. 15-25 Around 16
Top 4 73 65 76 100 50-70 Around 60

a percentage values rounded up to nearest whole number. Data are for shares of grocery sales and
supermarket sales, for various years between 2005 and 2007, so are only partially comparable. b 2006-07
data on grocery retail sales shares from ACCC public hearings transcript, Melbourne, 19 May 2008, and
Woolworths, submission no. 233, as cited in ACCC 2008d. € 2007 data on retailers’ shares of grocery sales
from the UK Competition Commission, as cited in ACCC 2008d. d 2005 data on retailers’ share of grocery
sales from Elsevier Food International, as cited in ACCC 2008d. € 2007 share of national supermarket sales,
Woolworths Limited and Ors v The Commerce Commission, HC WN CIV 2007-485-1255 [2007] NZHC 902
(12 September 2007), as cited in ACCC 2008d. f 2006 data on retailers’ share of grocery sales from the
Competition Authority (of Ireland), as cited in ACCC 2008d. 9 2007 data on supermarkets’ share of food,
alcohol and tobacco sales from Netherlands Ministry of Agriculture 2010.

Source: ACCC (2008d); Netherlands Ministry of Agriculture (2010).

Measures of market concentration depend on the definition of market used, and the
scope of the market under consideration. The Australian grocery sector illustrates
this well, with wide variation in the estimated share of sales by Woolworths and
Coles for different grocery product groups — from approximately 70 per cent for
packaged groceries to 50-60 per cent for dairy and deli products, around 50 per cent
for fresh meat, and up to 50 per cent for fruit and vegetables, bakery products and
eggs (ACCC, 2008d).

Market concentration alone does not provide much guidance to the competitiveness
of a market. What matters more are barriers to entry and, associated with these, the
extent of market contestability. There are many examples in Australia of highly
concentrated markets where barriers to entry are low, exposure to international trade
is high and competition is intense. This distinction was made by the ACCC in its
2008 Grocery Inquiry, where it found that, while packaged groceries evidenced a
high level of concentration, ‘other factors including barriers to entry and expansion
must be considered before any conclusions are drawn on the effectiveness of
competition” (ACCC, 2008d, p. 51).

In response to the draft report of this inquiry, the National Association of Retail
Grocers of Australia (NARGA) has expressed the concern that ‘... the dominance
of the two major players [in the grocery market] ... makes it difficult for a new
entrant to build the necessary critical mass needed to make distribution viable and
match the incumbents’ buying power.” (sub. DR191, p. 5). Notwithstanding this
view, the grocery sector is facing significant competition from new entrants with
different business models, primarily Aldi and most recently Costco, competition
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which the ACCC has found has an impact on the prices of the major supermarkets
where they are located nearby (ACCC 2008d). For retail generally, the entry of new
major international players in the grocery sector, such as Aldi and Costco, and also
in the clothing sector, such as Zara and Gap, as well as a large number of other new
entrants, indicate that barriers to entry are not substantial. Online competition (both
local and offshore) is further reducing the impact of existing barriers to entry in
bricks and mortar retail. The rise of online retailing is having a substantial impact in
opening up the Australian retail market — competitors are not just down the street
or in the next suburb, but are now national and international. This development is
also occurring in sectors such as food, perishables and some bulky goods, but to a
lesser extent as they are less exposed to online retailing.

At the same time, previous analysis, including that undertaken in the ACCC’s
Grocery Inquiry, and the profits and cost structures of some major retailers
compared to overseas counterparts suggest there may still be some areas where
barriers to entry are a potential concern from a competition standpoint.

Indeed, the ACCC 2008 Grocery Inquiry found a number of factors likely to be
impacting on competition, including anti-competitive planning and zoning laws and
objection processes and restrictive provisions in lease agreements for supermarket
space that effectively prevented centre managers leasing space in centres to
competing supermarkets.l In response to the ACCC’s Grocery Inquiry, the
Government referred the anti-competitive impacts of state and territory planning
and zoning laws to COAG (Bowen 2008b) (see chapter 8).2

Following the Grocery Inquiry, in September 2009, the ACCC announced that it
had accepted court enforceable undertakings from Coles Group Ltd and
Woolworths Ltd to phase out all restrictive provisions in supermarket leases. In
February 2010, the ACCC announced similar agreements with Aldi Foods,
Franklins, SPAR Australia, Australian United Retailers (trading as Foodworks) and
Metcash, and in May 2011, the ACCC announced that it had accepted an
undertaking from Supabarn not to enter into new restrictive provisions in
supermarket leases.

1 During the course of the Grocery Inquiry, the Australian Government had already moved to
increase competition across the economy by changing foreign investment rules, allowing
foreign investors up to 5 years rather than the previous 12 months in which to commence
continuous substantial construction on any vacant land acquisitions (Bowen 2008a).

2 In response to the Grocery Inquiry, the Government also proposed to consider with industry the
ACCC’s recommendations to enhance the operation of the Horticulture Code of Conduct. The
Government also announced an intention to implement a ‘creeping acquisition’ law, and
subsequently tabled draft legislative amendments in June 2010 (re-tabled in June 2011)
(Bradbury 2011, pp. 8-9).
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In response to the Grocery Inquiry, the Government also introduced unit pricing
through the Retail Grocery Industry (Unit Pricing) Code. The Code became
enforceable from 1 December 2009 under the (then) Trade Practices Act 1974, and
requires supermarkets and grocers to show prices by unit of measurement. The
Code applies to store-based grocery retailers of specified size and scope and all
online grocery retailers of specified scope (other grocery retailers can opt-in), and
allows consumers to more easily compare prices. While the Queensland
Consumers’ Association (sub. DR222) has raised concerns about compliance with
the Code, as well as its scope, a report commissioned by the ACCC found a high
rate of compliance by supermarkets. However, it also found that compliance by
small and independent supermarkets and online retailers was ‘below expectations’.
The ACCC worked with traders to address these concerns (ACCC, pers. comm.,
26 October 2011).

Noting these developments in the grocery sector, for retail more broadly it is
important that entry barriers relating to zoning and planning are acted upon —
position is important for retail, and competition in some sectors is very
geographically localised. Chapter 8 addresses planning and zoning regulations in
more depth.

3.3 Indicators of retail performance

Profitability in the industry

The retail industry makes a significant contribution to aggregate profits — almost
$19 billion or 7 per cent of all pre-tax profits generated by industry in 2009-10
(table 3.7). Almost half of this profit is attributed to other store-based retailing. For
the retail industry as a whole, the average profit per business before tax was
$135 900, similar to that for all industries ($132 300).

In 2009-10, profit in the retail industry increased 7.8 per cent from the preceding
year. This was a better result than for all industries where profits grew by only
1.4 per cent (table 3.7). It is important to note that average profit does not reveal the
dispersion of profit between businesses within the industry. The retail industry
achieved broadly similar results to all industries on the percentage of businesses that
made a profit, broke even and made a loss. Over 70 per cent of businesses in the
retail industry made a profit, and 28 per cent made a loss. This pattern differed little
between retail sectors.
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Table 3.7 Performance indicators, retail and all industries, 2009-10

Other Non-store and

store- commission- Total All

Food based based retail@ industries
Operating profit before tax
($m)b 5800 8 500 200 18 900 271 300
Average profit per
business ($)P¢ 221 600 95 800 25100 135900 132 300
Change in operating
profit before tax
(%, 2008-09 to 2009-10) 8.0 0.5 77.9 7.8 1.4
Profit margin (%)d 5.8 5.9 6.6 5.3 111
Industry value added per
person employed ($'000) 42.8 46.6 45.8 49.3 82.8
Businesses that made a
profit (%) 73.0 70.1 65.4 70.3 73.1
Businesses that broke
even (%) 0.1 1.6 3.4 1.3 1.4
Businesses that made a
loss (%) 26.9 28.3 31.2 28.4 25.5

& Total retail includes motor vehicles and motor vehicle parts and fuel retailing. b Figures rounded to the
nearest hundred. © Average profit per business is estimated as operating profit before tax divided by the
number of businesses in each sector at the end of 2008-09. 9 Profit margin is the percentage of sales and
service income available as operating profit before tax.

Source: ABS (Australian Industry, Cat. no. 8155.0).

Compared with other industries, retail operates on low profit margins (measured by
profit as a percentage of revenue). In 2009-10, the retail industry as a whole
achieved a pre-tax profit margin of 5.3 per cent. The largest profit margin (6.6
per cent) was achieved in the non-store and commission-based retailing sector. This
was significantly lower than the 11.1 per cent average for all industries. These
differences however, reflect the business model of many retailers — relatively low
margins on a high sales volume, but with comparatively low capital intensity. This
can be seen by the comparatively high returns on capital in the sector (table 3.8).

Industry gross value added per person employed is also relatively low in the retail
industry. In 2009-10, industry value added per person employed for the retail
industry as a whole ($49 300) was significantly lower than for all industries
($82 800). This low value added per worker reflects the high labour intensity of the
retail industry, typical of a service industry, and the comparatively low skill levels
of the workforce. This will be further discussed in later chapters.

The retail industry performs relatively well in terms of its return on capital. Pre-tax
return on capital has been relatively stable over the last two decades and more
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significantly, the return on capital in the retail industry has been the same as the all
industry average (24 per cent in 2010) and only marginally below the all industry
average for the last five years (table 3.8). The return on capital in retail has been
above that for many service industries such as accommodation and food services;
arts and recreation services; electricity, gas, water and waste services; and transport,
postal and warehousing.

Table 3.8  Return on capital — gross operating surplus and gross
mixed income as a percentage of net capital stocka

2006-2010 2010

% %

Agriculture, forestry and fishing 19 18
Mining 30 27
Manufacturing 26 26
Electricity, gas, water and waste services 6 6
Construction 107 102
Wholesale trade 25 27
Retail trade 23 24
Accommodation and food services 15 13
Transport, postal and warehousing 9 9
Information, media and telecommunications 21 21
Financial and insurance services 53 59
Rental, hiring and real estate services 10 9
Professional, scientific and technical services 37 52
Administrative and support services 14 12
Public administration and safety 6 6
Education and training 4 4
Health care and social assistance 12 12
Arts and recreation services 7 7
Other services 40 31
All industries 25 24

& Gross operating surplus is the income from production of incorporated enterprises while gross mixed income
is the income from production of unincorporated enterprises. Gross Operating Surplus and gross mixed
income include the excess of output over the costs incurred in producing that output before allowing for
depreciation and interest payable. Capital stock is the value of the industry’s assets.

Source: ABS (Australian System of National Accounts, Cat. no. 5204.0).

Profitability in the sector is related to firm size. For example, the Australian
Taxation Office (ATO) found that in 2007-08, of all small retail enterprises with
less than $10 million in total income (from all sources, including sales of goods and
services), 47.3 per cent made a loss. In comparison, larger retail enterprises fared
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better — only 14.3 per cent of retail firms with total income between $10 million
and $250 million made a loss (ATO 2010b).

There is some debate concerning the extent to which the largest retailers in
Australia enjoy a higher profit margin than their overseas counterparts. Westfield
comments that ‘none of the Australian retail firms could be claiming to make super
profits’ (sub. 103, p. 24). Kierath and Wang (2011) provide the net profit margins of
a selection of listed retail firms in different retail categories in Australia as having
similar and sometimes lower net profit margins compared to their counterparts in
the United States and United Kingdom/Europe (table 3.9).

Table 3.9 Listed retailers’ profit marginsa

Australia United States United Kingdom/Europe
Profit Profit Profit
Company margin  Company margin  Company margin
% % %
David Jones 12.1 Best Buy 4.6 Debenhams 8.8
Myer 9.6 Netflix 11.5 Marks & Spencer 8.8
JB Hi-Fi 6.5 GAP 134 N Brown Group 14.1
HVN Franchisee 6.4 Limited Brands 15.2 ASOS 9.1
Big W 4.8 Coach 31.9 Inditex 15.6
Dick Smith 2.0 Guess 17.8 Dixons Retail 1.8
Bunnings 114 Lowe's 7.3 HMV 3.7
Office Works 5.3 Home Depot 8.5
Target 10.0 Sak's 3.2
Kmart 4.9 Macy's 7.6
Premier 9.7 Nordstrom 12.0
TRS 7.0 J.C. Penney 4.6
Noni B 4.8 Kohl's 104
Fantastic Furniture 6.1 Target 8.0
Nick Scali 16.7 Amazon 4.3
Tiffany & Co. 195
Blue Nile 6.5

a profit margins are EBIT (earnings before interest and taxes) over sales revenue. Companies report to
different year ends, but data generally refer to the 2009-10 financial year.

Source: Kierath and Wang (2011).

But in relation to returns on shareholder funds, the retail industry compares
favourably with other industries on several measures. A survey of the top 1350
businesses across all industries ranked retail trade companies second highest in
returns on shareholder funds (after tax), over the five years to 2009-10 (figure 3.4).
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Further, based on an international comparison by Citi Investment Research and
Analysis (2011Db), it would appear that many of Australia’s larger retail firms also
enjoy high returns on shareholder funds.

Figure 3.4 Return on shareholder funds (after tax)
Top 1350 businesses (5 years to 2009-10)

Government Admin. & Defence |
Transport and Storage [ |
Health & Community Services ]
Education [ ]
Manufacturing |
Cultural & Recreational Services |
Electricity, Gas & Water Supply | ]
Other Services | |
Agriculture | |
Property & Business Services | ]
Average | |
Wholesale Trade | |
Construction | |
Finance & Insurance | |
Hospitality | ]
Communications |

Retail Trade |

Mining | |

0 5 10 15 20 25 30 35
Per cent

Data source: Ruthven (IBISWorld) (2011).

Returns on shareholder funds have been found to be relatively strong in Australian
retail, notwithstanding costs of labour and occupancy (including rental) that appear
high when compared with those faced by comparable retailers in some other
countries, such as the United States (Eslake 2011).

Retail sales

The retail industry is currently experiencing poor sales compared to past years. This
section addresses this issue and examines the extent to which the retail industry has
been affected by the slower growth in spending in the economy, or has become
disconnected from the rest of the economy and is suffering particular weakness. It
also examines whether this is a recent phenomenon for the sector or a structural
change associated with longer-term trends in the economy, a question which has
important implications for the future of the sector.

While there is considerable month to month volatility in retail sales, a pattern has
emerged pointing to retail trade sales being particularly weak over the past year.
The growth in retail trade sales fell at the end of 2009 and nominal retail trade sales
have averaged 1.8 per cent over the year through 2010 and the first and second
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quarters of 2011 (figure 3.5). This is just over one fifth of the average of the

nominal growth rate of the economy over the same period (7.6 per cent) (ABS
2011a).

Figure 3.5 Change in retail sales®
Current prices
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Data source: ABS (Retail Trade, Australia, Cat. no. 8501.0).

This pattern is broadly repeated across all of the sectors within the retail industry
with sales growth in 2010 lower than that for 2009 and 2008 (figure 3.6). Indeed,
for two categories — department stores and clothing, footwear and personal
accessory retailing — growth was negative for much of 2010. While the growth rate
of sales of food retailing — that is, supermarkets, grocery stores and convenience
stores — was also lower, it remained positive during 2010. This is consistent with
the Australian National Retailers Association’s (ANRA) observation that sales in
the retail industry have varied between non-discretionary (food and groceries) and
discretionary goods (sub. 91).

The growth rate of retail sales of household goods — that is, electrical and
electronic goods, hardware and garden supplies and furniture and houseware goods
— fell dramatically from early 2007 growth rates and remained generally weak
throughout the remaining period. For other retailing — that is, newspaper and book
retailing, recreational goods, pharmaceuticals and non-store retailing — sales
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dipped during the second half of 2008 but have since improved slightly, at least for
the period for which the most recent data are available.

Figure 3.6 Retail sales growth — component sectors, Jan 2007 to Aug
2011
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Figure 3.6 Retail sales growth — component sectors, Jan 2007 to Aug
2011 (cont’d)
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Reports by private analysts assess the opportunities for and threats to the retail
sector, usually with a short- to mid-term focus. Such analyses include quantitative
modelling or qualitative judgements which identify and analyse key factors
affecting retail. These factors include levels of disposable income, interest rates and
employment growth, as well as the adverse one-off effects on consumers’
willingness to spend arising from factors such as weather conditions, the floods levy
and overseas and local political developments. Many submissions have also
commented on these factors impinging on the sales performance of the retail
industry (ANRA, sub. 91; Myer Holdings Limited, sub. 88; Retail Traders’
Association of Western Australia, sub. 80; Shop, Distributive & Allied Employees’
Association, sub. 18).

While short-term factors have created a difficult trading environment for retailers,
in order to gain some perspective on retail’s recent poor sales experience, it is useful
to view retail sales over an extended period and identify long-term trends. In
considering the future contribution of the retail industry, it is of interest to note that
while retail industry sales growth has moved through extended cycles of stronger or
weaker growth, the trend of growth over the last two decades has been downwards
(figure 3.7).
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Figure 3.7 Change in retail turnover in current prices, 1984-2011a
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Data source: ABS (Retail Trade, Australia, Cat. no. 8501.0).

Has retail spending diverged from the wider economy?

The submission from ANRA (sub. 91) argues that there is a two-speed economy
with the retail industry languishing in a recovering broader economy. But the recent
experience of poor retail sales growth in the context of much stronger economic
growth is not without precedent. As can be seen from the scatter diagram below
(figure 3.8) there is a positive but weak relationship between movement in GDP and

in retail sales. However, the movement in retail sales was particularly weak during
2010, given the rise in nominal GDP.

Indeed, over the longer term, around only one-quarter of the variation in annual
retail sales is explained by the variation in annual GDP.3 This is unsurprising as
various macroeconomic components can contribute and respond to GDP growth and

The proportion of the variation in the dependent variable (y), retail sales, explained by the
variation in the independent variable (x), GDP, is given by the R> — a measure of the degree of

correlation. In this case, R?> = 0.2584, or a quarter of the variation in annual retail sales is
explained by variation in annual GDP.
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these components may have little direct relationship with retail sales. Apart from
consumer expenditure, other sources of expenditure include government
expenditure, business investment and exports. Indeed retail sales only represent
around one third of household final consumption expenditure, the remainder being
largely expenditure on services, such as utilities, accommodation and food services,
education, health and finance. Retail sales, as will be shown below, can be
influenced by consumers shifting their spending between retail goods and services,
further undermining any strong relationship between movements in GDP and retail
sales.

Figure 3.8 Annual movement of nominal retail sales and nominal
GDP, 1984 to 2010%
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Data source: ABS (Retail Trade, Australia, Cat. no. 8501.0; Australian National Accounts: National Income,
Expenditure and Product, Cat. no. 5206.0).

The recently identified weakness in retail trade sales relative to the broader
economy is partly a reflection of the diversification of the economy over the past
two decades — retail sales now make up a smaller proportion of economic activity.
What is different in the recent performance of the retail industry is that the growth
in retail spending has been particularly weak since mid-2009 compared to the
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spending in the broader economy. There are a number of possible explanations for
this overall deterioration in the growth in retail trade — including that consumers
are spending relatively less of their income and/or they are spending on areas
outside of retail.

Turning first to the total spend by consumers, a central feature of the Australian
macroeconomic landscape over the two decades to mid-2003 was the gradual fall in
the household savings rate. The RBA (2011) has noted that the long-term fall in
household savings occurred in an environment of financial deregulation and falls in
nominal interest rates. The Commission (PC 2010a) found that the liberalisation of
finance regulation and greater competition in the sector not only reduced costs, that
IS interest rate margins, but increased the number and type of financial products
available to consumers. These changes led to a substantial rise in the household debt
to income ratio which was associated with the stronger growth rates of household
final consumption expenditure (HFCE) compared to household income over the
past three decades.

As a consequence, most of the recent macroeconomic history of Australia has been
characterised by a falling household savings rate (figure 3.9). This process appeared
to run its course by the early 2000s when household savings were negative. There
was a subsequent change in household behaviour towards greater savings as the
recent rises in disposable household income have not been matched by equivalent
increases in HFCE. Consequently, the savings rate is now around 9 to 10 per cent of
household income. This shift appears to have commenced prior to the global
financial crisis (GFC) in late 2008, but the GFC appears to have further unsettled
households’ reluctance to accept increased levels of debt and strengthened
households’ desire for greater savings.

This general change in attitudes towards savings is confirmed by data from
Connolly and McGregor (2011) which shows not only a slowing of household
borrowing, but an increase in the number of households paying down their home
loans ahead of schedule and an increase in those paying off their credit cards in full
each month. Consequently, the macroeconomy has recently been characterised by a
relative unwillingness of households to increase their consumption to the extent that
they have in the past, notwithstanding that household incomes have risen in recent
years.
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Figure 3.9 Household savings ratio — net savings as a percentage of

net disposable income, June 1983 to June 2009
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Data source: ABS (Australian National Accounts: National Income, Expenditure and Product, Cat. no. 5206.0).

The retail industry has also been losing share of HFCE. HFCE includes payments
on retailer supplied goods such as food, furnishings and household equipment,
clothing and footwear and motor vehicles, but also payments on services supplied
by other industry sectors such as health, education, finance, electricity, gas and fuel,
travel, hospitality, accommodation and food services. As figure 3.10 shows, the

retail share of HFCE has fallen from just over 35 per cent in the early 1980s to
below 30 per cent currently.

This decline was particularly marked during the 1980s due primarily to the
increased importance of payments for finance and insurance services. The share has
further declined since 2004 due to continued growth in the share of consumer
payments on insurance and financial services as well as growth in the significance
of payments on education services and rent. There was a short-run increase in the
share of HFCE spent on retail trade in late 2008 up to mid-2009, likely associated
with government cash bonuses in response to the GFC and the lowering of interest

rates. Over the past year, the share of HFCE accounted for by retail trade has fallen
below GFC levels.
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Figure 3.10 Retail expenditure as a share of household final
consumption expenditure, 1983-2009
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Data source: ABS (Retail Trade, Australia, Cat. no. 8501.0; Australian National Accounts: National Income,
Expenditure and Product, Cat. no. 5206.0).

Consequently, the retail industry has experienced sluggish demand over the past
year relative to the rest of the economy because firstly, consumers are spending less,
as demonstrated by the rising household savings ratio; and secondly, consumers are
choosing to spend relatively less on goods sold by the retail industry, as
demonstrated by the falling share of retail sales in HFCE. It is unclear to what
extent these trends are likely to reverse or even moderate in the future.

A major reason why consumers are spending relatively less on retail supplied goods
IS because the prices of non-food goods has grown more slowly than the prices for
services. The RBA (2009) has indicated that the aggregate price for manufactured
goods over the last two decades has barely changed (0.1 per cent annual change)
compared to food, beverages and tobacco (4.0 per cent annual change) and services
(3.5 per cent annual change). That is, the prices of non-food goods supplied by
retailers have declined relative to services consumed by households.
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Most recently, in an effort to stimulate sales, retailers have engaged in substantial
price discounting. This appears to have changed consumers’ price expectations such
that, according to some retailer organisations, consumers now expect goods to be
constantly on sale and are unwilling to spend without these discounts (ANRA,
sub. 91; Retail Traders’ Association of Western Australia, sub. 80). This can be
seen as accentuating the long-term fall in both the relative prices of goods sold by
retailers and, as a consequence, the retail share of the consumer spend.

The differing rates of price movements between food and non-food retail have also
affected the pattern of activity within the retail industry. The share of retail trade by
nominal value accounted for by food and groceries has grown from 34 per cent in
the early 1980s to 40 per cent currently, as food prices have not experienced the
same deflationary price effects as other retail goods.

In this regard, the experience of Australian retailers is not too dissimilar from that of
retailers in other countries. As figure 3.11 shows, the consumption of goods has
fallen as a share of consumer expenditure in other comparable countries, albeit from
quite different bases. This suggests that the experience of retailers relates to the
nature of the goods they sell and that this sales performance is affected,
unsurprisingly, by broader global shifts in consumer spending patterns and prices of
their goods compared to those of services.

Baumol (1967) identified this trend and noted that productivity growth was greater
in goods manufacturing compared to the provision of services, resulting in more
downward pressure on goods prices. For Australia, the opening up of the economy
through the elimination of quotas and reduction of tariffs in the late 1980s put
further downward pressure on the prices of manufactured goods which have been
passed on to consumers. The prices for services have grown more substantially
reflecting the high share of wage cost in the delivery of services together with
weaker productivity growth.
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Figure 3.11 Retail expenditure as a share of household final
consumption expenditure, 1981-20072
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Data source: OECD (StatExtracts, Table 5, accessed 6 May 2011).

Over the past decade, the large increase in the global supply of inexpensive
manufactured products from China has reinforced the downward pressure on the
price of manufactured goods (Francis 2007). The strong appreciation of the
Australian dollar due to the strong growth in commodity prices has also placed
downward pressure on the prices of imported goods.

Despite the recent difficult environment faced by retailers, Westfield notes that in
its malls, the volume of sales have continued to grow albeit at a slower pace, as
measured by average spend per visitor in exit surveys (sub. 103). While shoppers
may have been paying lower prices for their purchases, they may also have been
buying more. ABS data (figure 3.12) on the volume of retail sales confirm that this
IS a common experience across the retail industry.
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Figure 3.12 Annual change in retail sales in volume terms, 1984-20102
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Data source: ABS (Retail Trade, Australia, Cat. no. 8501.0).

It should be noted, however, that while the growth rate of retail sales has declined in
real terms over the past five years, it has remained positive overall. In most other
OECD countries, growth in retail sales has been considerably slower and in some
countries retail volumes have declined during this period and are currently only
marginally above their 2005 levels (figure 3.13). As at the fourth quarter of 2010,
retail sales in real terms in Australia were 17 per cent above their 2005 levels. In
OECD countries in Europe, sales were only 5 per cent above 2005 levels, whereas
in the United States, sales had still not regained their 2005 levels.

Part of this relatively weak growth in retail sales in volume terms has been due to
the impact of the GFC. This appears to be particularly severe in the United States
where retail sales fell by just over 10 per cent during 2009. But longer-term
influences also appear to be operating across OECD countries, such as the shift in

consumer demand towards services, dampening the growth of the sales of goods
supplied by retailers.
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Figure 3.13 Retail sales in volume terms, 2005-2010
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Data source: OECD (OECDStat, extracted 9 May 2011).

It is possible to summarise and rank the relative significance of these longer-term
factors affecting retail sales. The methodology for undertaking this is explained in
box 3.1. The longer-term change in retail sales can be decomposed into factors such
as retail share of expenditure, savings rates, growth in income and population
growth. This allows judgments to be made about the relative significance of those
factors that are uniquely important to retail and possibly those that can be affected
by specific actions that can be taken by the retail industry and those broader
influences largely outside the influence of the industry. Table 3.10 describes the
results of this analysis.
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Box 3.1 Decomposing the long-term influences on retail sales

Total retail sales in any period is the product of the share of the consumer dollar spent
in the retail industry and the size of the consumer spend. The latter in turn is the
product of the share of the disposable income that is spent, the level of per capita
disposable income and the size of the population:

RS = (RS/HFC) x (HFC/DI)x (DI /POP) x POP
Where,

RS is the level of retail sales

(RS/HFC) is the share of retail sales in household final consumption expenditure
(HFC)

(HFC/DI) is household final consumption as a share of disposable income (DI)
(D1 /POP) is the level of disposable income per capita
POP is the size of the population
And A represents percentage changes in the above variables
Change in the level of retail sales can be represented as:
ARS = A(RS/HFC) + A(HFC/DI) + A(DI / POP) + APOP

As can be seen from table 3.10, annual growth in retail sales has broadly declined
during the period from 9.6 per cent per year during the early 1980s to 4.8 per cent
per year over the 5 years to 2010. This long-term fall in growth has been largely due
to the fall in retail sales as a share of HFCE, that is, of what they do spend,
consumers are spending relatively less on goods provided by retailers.

Growth of retail sales over the longer term has relied on the willingness of
consumers to spend larger shares of their income, as well as increases in the
disposable income of the population and population growth. Growth from such
sources has counterbalanced the decreasing share of consumer spending directed
towards the goods sold by retailers. The recent decline in the share of income that is
consumed (-1.7 per cent), that is the increase in the savings ratio, has further
exposed the influence of these broader macroeconomic factors.
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Table 3.10 Contributions to the change in retail salesa
Current prices, annual growth rates

HFCE as a

Average Retail sales share of Disposable

annual Retalil as a share disposable income per
change in: sales of HFCE income capita Population
% % % % %
1982-1985 9.6 0.2 0.1 8.1 1.3
1985-1990 7.1 -2.9 1.0 7.5 15
1990-1995 5.7 0.8 0.1 3.7 1.2
1995-2000 4.7 -1.1 1.1 3.7 1.2
2000-2005 6.2 0.1 0.2 4.6 1.3
2005-2010 4.8 -0.5 -1.7 5.4 1.8

a Retail sales = Retail sales as a share of HFCE + HFCE as a share of disposable income + Disposable
income per capita + Population. Figures may not add exactly due to rounding.

Source: ABS (Retail Trade, Australia, Cat. no. 8501.0; Australian National Accounts: National Income,
Expenditure and Product, Cat. no. 5206.0; Australian Demographic Statistics, Cat. no. 3101.0).

Productivity

The productivity of the retail industry refers to how efficiently it performs its
service function. Greater efficiencies achieved by the retail industry provide the
potential for it to increase its contribution to the Australian economy by increasing
profits of its shareholders and the wages of its workers, as well as to lower prices or
provide better service to consumers. Increasingly, as more of the industry is
exposed to international competition from overseas online retailers, the productivity
of the sector is also important in understanding the competitive pressures and
opportunities facing retailers.

Productivity refers to how efficiently an industry uses its inputs to produce goods
and services — in its simplest measure it is the ratio of outputs produced to inputs
used. Various measures of productivity can be developed, depending upon the
nature of their intended use.

Retail businesses use measures of output and productivity that provide relevant
information to inform decisions directed at maintaining their profitability and
competitiveness. For example, sales data are readily available indicators of output.
A sales revenue per square metre measure might help a supermarket to manage its
floor space and layout or a shopping centre to provide traffic information for its
tenants (Coles, sub. 79; Shopping Centre Council of Australia, sub. 106; Westfield,
sub. 103). Other partial measures of productivity may include sales revenue per

58 AUSTRALIAN RETAIL
INDUSTRY



salesperson, which can be used to evaluate work flows, and inventory turnover
which measures the amount of inventory relative to sales, that is, the efficiency of
the use of capital tied up in stock employed in supporting sales.

However, these partial measures of productivity, while useful at the business level,
do not convey how efficiently the retail industry uses capital, labour and other
inputs from a broader economy-wide viewpoint. A definition of productivity which
better accounts for the range of inputs and outputs is required if the retail industry’s
contribution to the economy is to be better understood.

What is retail productivity and how is it measured?

Measuring output and inputs

The function of the retail industry and its contribution to the economy is one of
intermediation between manufacturers/suppliers and consumers. Accordingly, the
output produced by retail is not the goods that the industry obtains and re-sells to
the final consumer, but the bundle of services it provides which can include the
sourcing, displaying, advertising and selling of those goods, and providing customer
advice and after-sales support. The range of functions of the retail industry is more
fully discussed in chapter 2.

A way of measuring output in the retail industry is gross value added (GVVA), which
is the sales revenue, less the cost to the retailer of obtaining the goods sold (the
wholesale price), less the intermediate costs, which refer to the day-to-day costs of
running a retail business, such as electricity, rent and advertising. GVA is assumed
to be proportional to the value of the tangible and intangible bundle of services that
retailers provide to consumers — it measures the value that consumers are prepared
to pay for the delivery of these retail functions.

Labour inputs are measured as hours worked. Capital inputs are measured as an
index of capital services.

Labour productivity and multifactor productivity

Labour productivity is a partial measure of productivity — that is, it is measured
with respect to one type of input only. It is sometimes observed that labour
productivity in the retail industry is low in comparison to other sectors of the
economy. In 2009-10, the level of labour productivity (as measured by value added
per hour worked) was $28 compared to $55 for the economy as a whole.

However, this low level of labour productivity is chiefly due to the nature of the
industry — the retail industry provides services, and accordingly is relatively labour
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intensive — and does not necessarily indicate anything about the industry’s overall
efficiency in the use of all inputs. Capital per full time equivalent worker in retail
was $62 000 compared to $221 000 per full time equivalent worker in the economy
as a whole. By way of comparison, in the closely connected wholesale sector,
capital per full time equivalent worker was $152 000 and value added per hour
worked was $65. The level of labour productivity in retail is broadly comparable to
other service industries such as accommodation and food services with $94 000 of
capital per full time equivalent worker and with value added of $24 per hour
worked (ABS 2010a; ABS 2010i; ABS 2011f).

Growth in partial productivity measures, such as labour productivity, accounts for
one input only and does not take into account the effects of any changes in the use
of other inputs. As a prime example, growth in the use of capital (per unit of labour)
is generally a major influence on labour productivity growth.

Growth in multifactor productivity (MFP), on the other hand, accounts for growth
in both labour and capital inputs and therefore provides a more comprehensive
measure of changes in efficiency. It reflects changes in things other than the amount
of capital and labour used — such as improved management practices, adopting
better work practices and improving stock flows and supply chains.

While productivity growth measures can provide good indications of improvements
in the overall efficiency of an industry’s use of its inputs, this may not always align
with improvements in consumer welfare. For example, if the extent of self-service
grows in the retail industry, without any consequent drop in sales this would appear
as an increase in multifactor productivity as the retailers’ labour inputs would not
grow as fast as output. What it would actually represent is a shift from work
undertaken by retail employees to customers. As another example, consumers may
value shorter times spent in checkout queues which may be achieved through
greater staffing levels. But this would be represented as a fall in productivity, unless
consumers were prepared to pay more for this higher level of service.

Trends in Australian retail productivity growth

Productivity growth fluctuates from year to year and in order to obtain an estimation
of growth that is more representative of a long-term trend, rather than short-term
volatility, average annual productivity growth rates are measured between peaks in
productivity cycles, as identified by the ABS. Table 3.11 shows the annualised
growth of labour productivity (LP) and multifactor productivity (MFP) of the retail
industry and the 12-industry market sector,4 for the last four productivity cycles,>

4 The 12-industry market sector includes: Agriculture, Forestry and Fishing; Mining;
Manufacturing; Electricity, Gas, Water and Waste Services; Construction; Wholesale Trade;
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and over the two decades to 2009-10. The productivity cycles are determined at the
market sector level and not the retail industry level.

As explained above, growth in labour productivity is a single-factor productivity
measure, a ‘catch-all’ measure of growth in output less growth in hours worked.
Growth in labour productivity is the sum of the rate of capital deepening (or capital
deepening largely driven by an increase in the ratio of capital to labour) and MFP
(general efficiency improvement).

Table 3.11 Retail and market sector productivity trends2

Retail P 12-industry market sector
Annual growth: Annual growth:

Capital Capital
Productivity cycle LP  deepening MFP LP  deepening MFP
% % % % % %
1988-89 to 1993-94 2.4 0.7 1.7 2.2 15 0.8
1993-94 to 1998-99 3.0 1.0 2.1 3.3 1.2 2.1
1998-99 to 2003-04 2.0 0.8 1.2 2.2 1.2 1.0
2003-04 to 2007-08°¢ 1.2 1.1 0.3 1.2 1.6 -0.3
1985-86 to 2009-10 1.9 0.9 1.0 2.1 1.4 0.8

& Labour productivity (LP) is the sum of capital deepening and MFP. Figures may not add due to rounding. b
Includes motor vehicle and parts retailing and fuel retailing. ¢ The last ABS productivity cycle does not appear
to reflect the cycle in the retail industry, where there was a boost in MFP growth in 2009-10. From 2003-04 to
2009-10, MFP growth in retail was 1.0 per cent per annum. See footnote 5.

Source: ABS (Experimental Estimates of Industry Multifactor Productivity, Australia: Detailed Productivity
Estimates, Cat. no. 5260.0.55.002), Productivity Commission estimates.

Growth in retail labour productivity has been significant over the last two decades,
and is comparable to that of the 12-industry market sector (1.9 per cent per year in
retail compared to 2.1 per cent in the 12-industry market sector). It has, however,
declined in the last cycle, as it has also for the 12-industry market sector.

Retail Trade; Accommodation and Food Services; Transport, Postal and Warehousing;
Information, Media and Telecommunications; Financial and Insurance Services; and Arts and
Recreation Services.

5 According to the information and analysis presented by Barnes (2011), market sector cycles
provide a mostly reasonable basis to calculate underlying rates of productivity growth in retail
trade. However, the last market-sector cycle in particular is an exception, with retail
productivity going from above trend in 2003-04 to below trend in 2007-08. The period does not
therefore represent a complete productivity cycle for the retail industry. More recent data
suggest that, once the cycle for retail is complete, peak-to-peak productivity growth will be
higher.
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The contribution of capital deepening to labour productivity was significant. Capital
deepening has been occurring in the wider Australian economy, as well as in the
retail industry, accounting for 0.9 percentage points of annualised labour
productivity growth in retail over the past two decades (table 3.11). Capital
deepening in the sector is discussed further in the next section.

MFP growth over the last two decades has contributed 1.0 percentage point to
labour productivity growth in retail (table 3.11). A source of MFP growth was
technological change in the form of scanning and computerisation which allowed
reduced labour input and changed management systems; for example, scanning
technology reduced the amount of time required to serve a customer (Johnston et al.
2000).

However, MFP has become less significant as a contributor to retail labour
productivity growth since the late 1990s. The decrease in the growth of retail MFP
has occurred in context of a broader productivity slump in the Australian economy
in recent years. Indeed, in the last productivity cycle for the 12-industry market
sector (2003-04 to 2007-08), MFP growth was actually negative.

The MFP performance of retail in that last cycle may be understated in table 3.11
(see footnote 5). The productivity cycle for retail diverges from the 2003-04 to
2007-08 cycle for the 12-industry market sector, and retail MFP was below trend in
2007-08. This means the reported MFP growth in retail of 0.3 per cent a year is
likely an under-estimate of the MFP growth trend in retail. Thus MFP in retail may
have actually been outperforming the rest of the Australian economy by a greater
extent than previously suggested.

Capital deepening in retail

A Commission Staff Research Paper Productivity in Australia’s Wholesale and
Retail Trade (Johnston et al. 2000) found that the increase in the capital intensity of
retail in the 1980s was due largely to the growth of market share of large firms at
the expense of smaller firms which are typically more labour-intensive. Discussions
with industry representatives at the time of the research suggests that strong
competition was an important driver of increased productivity.

The industry experienced substantial rationalisation which allowed retailers to
benefit from economies of scale with a trend away from small stores toward large
speciality chains and the emergence of ‘category killers’ in big box retailing
formats. In motor vehicle retailing, the number of dealerships fell substantially and
in fuel retailing the number of service stations also fell significantly as these sectors
consolidated.
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Over the period 1985-86 to 2005-06, capital deepening in the retail industry was
also driven by information and communications technology (ICT) (figure 3.14).
This was due, in part, to the increased use of scanning technology, EFTPOS
facilities and computerised inventory management systems (ABS 2007a). While
barcode scanners in checkouts were available in the large retail chains by the end of
the 1980s, it was throughout the 1990s that the technology was disseminated to
smaller retailers. This technology has continued to develop with the roll-out of
customer operated scanners during the 2000s.

Figure 3.14 breaks down the average annual growth rates of capital inputs across
productivity cycles into different asset categories in order to identify the major
drivers of capital deepening. It includes more recent data that were not available for
the 2007 ABS study.

Figure 3.14 Break-down of capital input growth in retaila

1988-89 to 1993-94

1993-94 to 1998-99

1998-99 to 2003-04 g

2003-04 to 2007-08

-1 0 1 2 3 4 5 6 7 8
Percentage points

O Software Computers
ONon-dwelling construction O Machinery and equipment (excl. computers)
B Inventories W Other

a Includes motor vehicle and parts retailing and fuel retailing.

Data source: ABS (Experimental Estimates of Industry Multifactor Productivity, Australia: Detailed Productivity
Estimates, Cat. no. 5260.0.55.002), Productivity Commission estimates.

Over the last four productivity cycles, computers and computer software continued
to make consistently significant contributions to capital input growth. Non-dwelling
construction was also a significant contributor consistent with the shift towards
larger stores. Electrical and electronic equipment, other plant and equipment and
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road vehicles (which form part of machinery and equipment excluding computers)
became more important contributors in the last two cycles.

In recent cycles the growth in inventory has been limited, suggesting that savings
have been made in the capital tied up for this purpose. This is consistent with
improvements in the management of stock flows partly through vertical integration
of retail and wholesale activities and the adoption of just-in-time strategies whereby
the costs of holding stock were shifted to suppliers. Scanning technologies allowed
the tracking of goods through the distribution chain and provided a real time view
of inventory levels allowing their economisation through ‘just-in-time’ stock
management strategies.

The higher growth rate of capital inputs compared to labour inputs in retail has
meant that the industry has become more capital intensive over time, and this can be
seen in the growth in the capital-labour ratio (the capital inputs index over the hours
worked index). Since the end of the last complete 12-industry market sector cycle,
the growth of the capital-labour ratio has increased sharply; but as can be seen in
figure 3.15, this was due not so much to the growth rate in capital inputs (which has
recently slowed), but to a decline in the number of hours worked in the industry. As
previously shown in figure 3.2, there has been a slight 