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Introduction

1. The Royal Society of Edinburgh’s Economy and Enterprise Committee and Charlotte
Street Partners hosted a roundtable looking at strategic productivity. This was held

in collaboration with Professor Bart van Ark, The Productivity Institute’s Managing
Director and Principal Investigator and Professor of Productivity Studies at the Alliance
Manchester Business School, The University of Manchester.

2. The session, chaired by Professor Graeme Roy, FRSE, Assistant Vice Principal

at the University of Glasgow and Chair of the Scottish Fiscal Commission, focused
on the different narratives around productivity and how joining them up can make
productivity a more tangible focus in business strategy. This paper reflects van Ark’s
presentations and the roundtable discussion, which included business leaders and
policy stakeholders.



What is productivity
and why does it matter?

3. Productivity, what does this

mean? This is an ever-misinterpreted
concept that only economists seem

to understand, businesses often fail

to view it as a practical concept, and
people believe that it means to work
harder, create more outputs, and in less
time. The lack of understanding can
lead to politicians avoiding the topic of
productivity growth, particularly when
voters could have the latter perspective,
that it implies workers working harder.
However, Professor van Ark notes that
we need to change the narrative around
productivity and focus on the real
meaning — ‘how to optimally use resources
to produce better outcomes for people,
firms and the economy’.

4. This definition captures the
multifaceted nature of the concept.
Including the macroeconomic
perspective on productivity, as the
measurement of GDP per hour worked,
or the business viewpoint of sales per
employee, to the place-based outlook that
looks at living standards per capita. But

it also leaves room for further questions,
what are the resources? What is optimal?
And does optimal necessarily mean to
maximise? Expanding the definition of
productivity can aid us in changing the
negative attitudes surrounding increasing
productivity. It's not just about getting
stuff done, it's about how we do it
strategically to produce better outcomes.

5. The next question then, is why does
productivity matter? In the context of
the UK and its overall economy, it is

important. Indeed, increasing productivity
is fundamental to economic growth, and
economic growth can lead to increasing
living standards, increased per capita
income, more job opportunities and an
increase in tax revenue to address many
of the continuing issues within our public
services. For businesses, it is important
as the more productive the firm is, the
faster it grows, the more likely it will be
able to free up resources to invest in
innovation and technology and create
new career opportunities. For people and
society being more productive should
result in a healthier and better-quality life

6. Itis crucial for the business
community to ensure that they develop
a strategic approach to increasing
productivity, developing their plans to
take the employees, customers and their
supply chain with them along the way.
Without this, an increase in productivity
will not reap the benefits set out above
for society.

What's the current
state of the UK’s
productivity?

7. Itis well known that the UK's
productivity is far from desirable levels,
but where do we currently sit? Compared
to other countries in the OECD, the UK’s
productivity is relatively low. However,
we are not the only economy facing slow
productivity growth. Many countries are
facing a slowdown, including Germany,
France, and the United State, albeit not at
the same rate as the UK'!

'D. Coyle, B. van Ark, and J. Pendrill (eds) (2023) The Productivity Agenda. Report No. 001. The Productivity
Institute: Available at: https://www.productivity.ac.uk/wp-content/uploads/2023/11/TPI-Agenda-for-Productivity-

2023-FINAL.pdf (Accessed June 2024)
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8. In Scotland, there are high-performing
regions, such as the Northeast and
around the central belt, and there are
regions still lagging. The regions that
have been left behind are trapped in

a negative cycle, leaving them with

a low-wage, low-growth, low-value
economic environment, with smaller
levels of investment and innovation.
Policymakers should think how they can
systematically ‘level up’ these regions.

The diagnosis

9. Now that an overview of what's
happening in the UK has been provided,
our next question must be, why has the
UKs productivity performance been so
weak? There are three main reasons
for this:

Chronic broad-based
underinvestment;

+  Lack of knowledge diffusion;
+ Institutional fragmentation.

10. The issue of broad-based
underinvestment isn't just characterised
by underinvestment in businesses, it also
includes the lack of public investment,
particularly in our infrastructure, human
capital and skills development. This
underinvestment is a decades-long
issue, and if this continues to build,

we risk losing our productive capacity.
Unfortunately, after decades of decline in
investment, this issue was exacerbated
during the austerity of the 2010’s.

11. On the issue of institutional
fragmentation, the UK has the most

centrally governed economy within the
OECD. At the same time, we also have

the most fragmentation in government
institutions which are not joined up to

the centre, as compared to other OECD
countries. Unlike Germany, we do not have
(at least in England) provinces or any other
well-established variant of intermediate
government. This matters for productivity,
because these levels of government

take care of the positive and negative
externalities from policy decisions, such
as planning and infrastructure, that impact
on productivity.

12. Now on to the lack of knowledge
diffusion: while we have some very
productive firms in the UK, we have

a problem diffusing the knowledge,
innovation and technology within the
productive firms to help less productive
firms increase their productivity.

13. The data in the chart on the
following page shows the productivity
distributions across firms. The blue bar
shows the contribution to aggregate
labour productivity of the top 10% of
firms with the most productive workers.
The grey bar indicates the contribution
of the 50% of firms with workers at
relatively productivity on average. This
doesn’t mean those firms don't matter,
for example for employment creation,
but their contribution to aggregate
productivity growth is quite low. The
orange bar shows the contribution of
firms within the 50th to 90th percentile
of average worker productivity. The chart
demonstrates that those firms which
have above average worker productivity,
but not in the top 10%, have shown

a large slowdown in aggregate UK
productivity growth since 2010.2

2 J. Tsoukalas (2021), Scotland's Productivity Challenge: Exploring the issues. Productivity Insights Paper No. 006, The
Productivity Institute: Available at: PIP006-Scotlands-Productivity-Challenge-FINAL-011221.pdf. (Accessed June 2024)

3 D. Coyle, B. van Ark, and J. Pendrill (eds) (2023) The Productivity Agenda. Report No. 001. The Productivity Institute:
Available at: https://www.productivity.ac.uk/wp-content/uploads/2023/11/TPI-Agenda-for-Productivity-2023-FINAL.

pdf (Accessed June 2024)
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Contribution of firms with different worker productivity levels to change in average
productivity growth, UK, non-financial business economy, 1998-2019, %

1999-2007 -

0.0% 0.2% 0.4% 0.6%

0.8% 1.0% 1.2% 1.4% 1.6% 1.8%

m Contribution from firms in bottom 50% of average worker productivity
B Contribution from firms in 50-90% percentile of average worker productivity
B Contribution from firms in top 10% of average worker productivity

Source: ONS, Firm-level labour productivity measures from the Annual Business Survey, UK: 1998 to 2019, 2022

14. Addressing the productivity decline
of those firms in the middle range is
important in improving the UK's overall
productivity. If we pay attention to what
happened following the financial crisis
from 2007-2010, we see that within

the top 10% of productive firms, there
was little change in their contribution

to UK productivity growth. However,

the middle/above-average performing
firms experienced a drop in their
contribution. This suggests that all of the
UK productivity slowdown is accounted
for by the middle category of productive
firms. This leads us to question whether
if the knowledge and technology within
these top firms were being shared with
those in the middle, this would help
them to improve their contribution. If
we can improve the productivity within
these firms with effective knowledge
and technology diffusion, they will also
help bring the ones in the lower category
along with them through supply chain
links and increased demand for goods
and services from workers' increases
Inincome.

What are the different
characteristics within
the groups?

15. As mentioned in previous paragraphs,
there is a regional disparity within
Scotland as some regions have higher
levels of productivity and others are
trapped in the low-wage, low-productivity
cycle. This leaves a question of how
much of this disparity is driven by
differences in productivity between
sectors and where these sectors are
operating. The sectoral structure is a
large factor in the decline and growth in
productivity. Scotland is a relatively small
economy, with some highly specialised,
highly productive sectors, such as
finance in Edinburgh, and the oil and gas
sector in the Northeast.* But the growth
in these sectors, is clearly only benefiting
the regions where they are based, and the
highly skilled people they employ.

4J. Tsoukalas (2021), Scotland's Productivity Challenge: Exploring the issues. Productivity Insights Paper No. 006, The
Productivity Institute: Available at: PIPO06-Scotlands-Productivity-Challenge-FINAL-011221.pdf. (Accessed June 2024)
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16. The firms contributing to the top 10%
of productivity are largely international
firms, or they have strong international
ties, are likely to be companies that
export their products or services and
are companies that innovate.®* However,
this does not mean that economies
with a trade deficit are unproductive.
One of the key issues for those in the
middle category is that they are not
solidly integrated into the supply chain
and often lack effective international
ties. International relations are not just
important for imports and exports.
Having access to international markets
for companies means that they have to
face a more competitive environment,
which forces companies to innovate in
order to thrive.

What's the issue with
productivity within
businesses in Scotland
and the UK?

17. The key factors that drive productivity
within firms are the following:

+ Innovation and digital

« Worker skills and wellbeing

* Leadership and management
+  Marketing and communication
+ Access to finance.

18. While all of these factors are
important for businesses to thrive,

there is one that is a key issue where
the UK may especially struggle, namely
management and leadership. The Office
for National Statistics management

and expectations survey shows that
since 2016 there has been an overall
improvement in management practice
scores across the UK .® However, there is
still a lot of diversity in the scores across

Five areas of priority to raise productivity in business

* Financefor Investment
* Strategic Cost Management
* Valuing Intangible Assets

* Branding asan Asset

* Data Analytics

* Collaboration and
Communication

* R&D and Technical Change
* Digital Transformation
* Knowledge Diffusion

Worker Skillsand Training
* Engagement and WeltBeng
* Agilityand Adaptability

* Inclusive Leadership
* Managing Qutcomes
* FlexibleTeams

Source: The Prodactivily imbikte

°ld.

¢ Office for National Statistics (2024) Management practices in the UK: 2016 to 2023 [online] Available at: https:/www.ons.gov.
uk/economy/economicoutputandproductivity/productivitymeasures/bulletins/managementpracticesintheuk/2016t02023
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the different regions and in Scotland they
are generally at the lower end of

the scale. For Scotland and Northern
Ireland, the structure and performance
of the economy are in part related to
both economies being made up of
smaller firms.

19. This issue was raised numerous
times within the roundtable with
business stakeholders agreeing that
leadership and management skills are
lacking in Scottish companies. One
attendee noted knowledge diffusion as
a key issue, not just within the wider
economy, but also within individual firms,
arguing “that people who are running
sizable businesses in the manufacturing
sector, seem to have no idea about

the basics of manufacturing.” Another
participant reiterated this point adding
that “more people now arrive at higher
level positions within a company, without
having a concept of how things work

at the bottom.” It was argued that the
lack of knowledge of how things work

in all areas of an organisation hinders
the ability to lead it effectively and boost
productivity.

20. Current organisations are aiming

to assist business leaders to boost
productivity through business coaching.
A few examples were provided such as
the Scottish Manufacturing Advisory
Service (SMAS),” which is helping
manufacturing businesses to boost
productivity, and Prosper’s Peer Works
Clubs, which offers peer-to-peer session
with the aims of knowledge sharing

to boost management capability and
business performance for SMEs 8
However, there was agreement that
schemes such as these need to be
expanded to maximise impact.

21. Linked to management and
leadership is another key driver,
communication. The above examples
emphasise the need for business
leaders to adopt a culture of listening to
their staff in all areas of the company.
Different departments within a company
think differently about productivity.

For example, marketing will have the
perspective that boosts in productivity
will come from customer satisfaction,
human resources will turn to developing
staff skills, the digital department will
believe productivity growth comes from
more efficient use of IT. However, all of
these perspectives are important, and

it is the role of good leadership to bring
them together, and to think strategically
about how they can produce better
results for their firm.

22. Another issue for Scottish
businesses, in comparison to the UK,

is the below average research and
development rates within private sector
companies. This is coupled with a lower
density of innovative firms; relatively
low levels of new businesses being
created and other areas of weakness
including political uncertainty and red
tape. Alongside, these issues, Scotland'’s
has an average score on funding
opportunities for SMEs. See chart on the
next page.®

" For more information see: https://www.scottish-enterprise.com/support-for-businesses/improve-business-

operations/support-for-manufacturers

& For more information see: https:/prosper.scot/new-name-for-productivty-clubs

9 Gouma, Fokke Reitze; Menukhin, Olga; Ortega-Argiles, Raquel (2023). TPI UK ITL3 Scorecards. University of
Manchester. [online] Available at: https://www.productivity.ac.uk/the-productivity-lab/the-tpi-uk-itl3-productivity-

scorecard-series/ (accessed June 2024)
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Competition vs
collaboration?

23. One argument that was highlighted
is that the monetary policy implemented
after 2009 has created an environment
that is less competitive and in turn,
reduced productivity. The quantitative
easing following the crash led to a
prolonged period of low-interest rates.'”
A roundtable participant argued that,
from their own experience working in a
firm prior to the crash, “when GDP was

flat and interest rates were high, this forced
businesses to become more competitive’

24. This led us to think about the overall
argument of competition vs collaboration.
Whilst it is true that competitive pressures
are crucial to driving productivity growth,
it is important that this be balanced

with collaboration especially in a digital
innovation environment where companies
co-create value, for example, through
online platforms. In some sectors,
insufficient competition has blocked new
market entries and hampered innovation-
driven productivity growth."

10 Johnson P (2020) UItra low mterest rates have huge consequences for the country and |ts C|t|zens [online] available

pdf (Accessed June 2024)
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Developing the right
policies in Scotland.

25. Policies to improve productivity

must span multiple policy areas,
including education, health, transport
and infrastructure. For policymakers to
improve productivity, there needs to be
effective cross-department collaboration.

26. As the chart on the previous

page demonstrates the key drivers of
productivity are business performance,
skills and training, policy and institutions,
health and wellbeing, and investment and
infrastructure. Scotland’s performance
in these areas is varied; for example, it

Is above average in tertiary education,
but below average in long-term health."
Moreover, there is a regional disparity

in the distribution, with some parts of
Scotland having a high density of people
with low skills.™

27. Scotland’s current policy to address
Issues around economic growth is set
out in National Strategy for Economic
Transformation, but will this address the
issues raised in Bart's diagnosis of the
productivity issues above?

28. Even though the current strategy
was seen to be on the right track to
developing the right policies to improve
productivity and therefore, economic
growth, there is a renewed drive for a
refresh of the strategy. Whilst ticking the
right boxes, the joining up of the policy
programmes isn't quite there. Perhaps,

how these programmes and government
departments will be linked will be
reflected in the renewed strategy.

What can Scotland
learn from other regions
in the UK?

29. In Scotland, there is a different
dynamic to other areas within the UK.
The RSE has previously highlighted
differences within the Scottish

business eco-system such as the
limited number of prominent venture
capital investors in Scotland, lack of
funds, leadership and opportunities

for business mentorship to scale-up
businesses, and limited employment
opportunities for entrepreneurs should
their business prove unsuccessful.' With
the challenges Scotland currently faces,
these relate to the key factors that drive
productivity. So, what can we learn from
the UK regions that are doing this well?

30. The Southeast of England can provide
a good example of effective knowledge
diffusion. With the experience of
operating in both Southeast England and
Scotland, one commenter highlighted
that in the Southeast knowledge diffusion
is evident, with private organisations
such as the Cambridge Network,
Cambridge Wireless and One Nucleus'®
that help to share knowledge across

the ecosystem.

12 Gouma, Fokke Reitze; Menukhin, Olga; Ortega-Argiles, Raquel (2023). TPI UK ITL3 Scorecards. University of
Manchester. [online] Available at: https://www.productivity.ac.uk/the-productivity-lab/the-tpi-uk-itI3-productivity-

scorecard-series/ (accessed June 2024)

13 Scottish Government (2018) Regional employment patterns in Scotland: statistics from the Annual Population
Survey 2018 [Online} Available at: Section 4: Skills - Regional employment patterns in Scotland: statistics from the

Annual Population Survey 2018 - gov.scot (Www.gov.scot)

" The Royal Society of Edinburgh (2022) Response to the UK Parliament Treasury Committee inquiry on the venture
capital market [online] Available at: https:/rse.org.uk/programme/advice-paper/inquiry-on-the-venture-capital-market

5 For more information see, https://www.cambridgewireless.co.uk/; https://onenucleus.com/; https://www.

cambridgenetwork.co.uk
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31. However, while we can learn from
some good examples of knowledge
diffusion in other parts of the UK, this
does little to impact the long-term
structural issues apparent within the UK's
economy. The geographical inequity in
the UK is more prominent than in other
OECD nations.'® To address these long-
standing issues, we need to look beyond
one key productivity-driving factor and
adopt a holistic approach to tackling the
decline in UK productivity and address
the long-standing structural issues within
the UK.

Advice for businesses

32. There are also some essential
takeaways from the discussion during
the roundtables for individual companies
and other organisations. First, the five
key business drivers of productivity
(Innovation and digital; worker skills and
wellbeing; leadership and management;
marketing and communication; and
access to finance) continuously
compete for the managers’ attention. It
is critical for business leaders to join up
different lenses on productivity across
functions in the boardroom, understand
possible trade-offs and leverage the
complementaries. Prioritisation of
productivity-enhancing initiatives requires
a systematic and strategic approach to
removing bottlenecks in the organisation.
Organisations must build agility and
resiliency to perform effectively in
turbulent environments

33. Concurrent with the digital revolution,
investment in the organisation’s
intangible assets (R&D, software

and other innovative properties) has

massively grown in importance. For
example, use cases of generative Al
show large potential productivity gains.
However, the “production function” of
the firms has changed from what it was
in the past (workers and machines),
and now depends heavily on software,
data, digital skill and computing power.
Business innovation-related intangibles
(organisational, marketing & brand,
business training) have also become
more important complementary drivers
of growth.

34. Weaker diffusion and slower adoption
of technology needs to be tackled by
choosing a balanced approach between
competing for scarce resources

(talent, finance, technology) to be used
most productively, and collaborating

with partners in supply chains, digital
platforms and strategic alliances to
exploit complementarity competencies
and create scale.

Advice for
policymakers

35. Finally, Professor van Ark made some
suggestions to policymakers about
making pro-productivity policies:

+ Science and innovation policies
should better balance technological
progress with knowledge diffusion
and stronger absorptive capacity of
firms and ecosystems.

Greater attention should be paid

to investment-related policies
consistent with inclusive sustainable
growth, notably as regards to the role
of intangibles and public investment.

16 National Institute of Economic and Social Research (2023) Where are we with Regional Inequalities in the UK?
[online] Available at: https://www.niesr.ac.uk/blog/where-are-we-regional-inequalities-uk
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+  The need for a new paradigm for
innovation and industrial policies
that can support productivity and
inclusive and sustainable growth in
the future.

*  Healthy competition to help
allocate resources to the most
productive uses.

Stronger institutions and capabilities
should allow for continuous and
dynamic learning about pro-
productivity policies across countries
and over time

Roundtable participants added their own
advice for policymakers from a business
perspective:

+  Expand leadership and management
training programmes in Scotland.

*  Help foster a culture of knowledge
diffusion by promoting, expanding
and facilitating peer-to-peer
knowledge-sharing groups within
Scottish businesses and beyond.

To address regional inequality,
investment in up-skilling and training
programmes that complement the
local economy for regions and attract
new businesses to areas with a low-
skilled population. It is important

that this is done in a strategic way,
working with the private sector

to ensure there are employment
opportunities within the region.

+ Investment in infrastructure, such
as transport, local amenities and
housing to attract business and
people to areas requiring a boost in
productivity.'”

+ Itisimportant that policymakers take
the advice on improving productivity
and ensure that our actions
are aligned across government
and agency whilst reflecting the
distinctive characteristics of the
Scottish economy.

Additional information

36. The RSE would welcome comments,
additions or criticisms of this paper and
will actively seek engagement with the
Scottish Government, public bodies,
MSPs and other interested parties to
discuss its contents. If you have any
enquiries about this advice paper or if
you wish to engage with the RSE, contact
Stephanie Webb, Policy Advice Officer

(swebb@therse.org.uk).

7 The Royal Society of Edinburgh (2024) Efficiency and equity: Mapping the landscape of economic wellbeing
in Scotland [online] Available at: https:/rse.org.uk/programme/advice-paper/securing-the-economic-and-

environmental-benefits-from-the-transition-to-net-zero
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