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Anew year is an opportunity for renewal—a fresh start, a time

torecommit to long-standing goals or to pursue new ones, a chance
to getreenergized and build momentum for the year ahead.
Indeed, most of my recent conversations with leaders in the retail
and consumer-goods industries have been about bold plans to
tackle the challenges and make the most of the opportunities that
this year will bring.

Asyouembark on your 2019 journey, my colleagues and I offer some of our latest thinking on
topics that affect retailers and consumer-goods manufacturers worldwide. We find this to

be atime like no other, as large-scale trends and disruptions fundamentally and systematically
reshape the consumer sector. The articles in this edition of Perspectives on retail and consumer
goods explore how these trends and disruptions are changing our industries, and how successful
companies are responding to—and capitalizing on—these changes. We hope that our research
and analyses will help you gain new insights, find inspired solutions, and learn from the

experiences of others.
Some recurring themes emerge in many of these articles. One is the potential of digitization and

advanced analytics to transform every part of the business. Another is the risingimportance
of agility in organizations—the ability to act rapidly on customer feedback, bring solutions to

Perspectives on retail and consumer goods Number 7, January 2019



market quickly, and refine them continuously. Yet another is the crucial role that talent plays in

acompany’s success, in aworld where certain skills and capabilities are in extremely high demand
but short supply.

Companies neglect these themes at their peril. In every subsector within retail and consumer
goods, we’ve found that the winners are those companies that harness the power of digitization
and analytics, implement agile methodologies, and put talent at the top of the CEO agenda.

We believe thatlaggards in these areas might get by in the short term but will be vulnerable in the
medium term—and ultimately will struggle to survive.

This edition of Perspectives also features an interview with Kevin Ozan, the CFO of McDonald’s.
Aspart of the top team at one of the world’s largest restaurant chains, he has firsthand knowledge

of what ittakes to turn around a company in decline and steer it toward sustained, profitable growth.
McDonald’s has been one of the most fascinating growth stories in the retail and food-service
industryin the past few years.  hope you find the interview both interesting and instructive.

Onbehalf of my colleagues at McKinsey, [ wish you a happy and prosperous 2019.

et

Greg Kelly
Senior partner, Atlanta

This edition of Perspectives on retail and consumer goods is available for download on
McKinsey.com. Most of the articles are also available on the McKinsey Insights app. We welcome
your thoughts and reactions; email us at Consumer_Perspectives@McKinsey.com.

Copyright © 2019 McKinsey & Company. All rights reserved.
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Much has been made lately of the “retail apocalypse,”
with headline after headline declaring the demise

of retail as we know it. Yes, store closures have indeed
outpaced store openings across the US market in
recentyears. And, yes, retail foot traffic in both mall
stores and stand-alone stores has been, and continues
tobe, on adownward trajectory. It’s also true that
theretail landscape is littered with bankruptcies—
upward of 40 in the past two and ahalfyears in North
Americaalone, with more looming on the horizon.

Yet, at the same time, Amazon and other digital
disruptors had a massive run-up in share in a slew of
retail categories. Brands are getting into the retail
game themselves and going directly to the consumer.
The pace of M&A and private-equity activity in the
sector has quickened in recent months. Perhaps most
telling of all, US retail sales have actually risen: the
2017 total of $3.53 trillionis a 3.9 percent increase
from 2016.

So,is traditional retail dead? Oris it undergoing
ametamorphosis—and more alive than ever?

Inourview, the answer is clear: the US retail industry,
far from being moribund, is experiencing disruption—
and reinvention—at unprecedented speed. It’s not
astory about the malaise of an entire sector but rather
atale of two worlds. A confluence of trends has changed
the playingfield, forcing retailers either to adapt and

innovate or to suffer painful losses orimminent demise.

Inthis new playing field, consumers are promiscuous
in their shopping, easily switching from one brand

or channel to another. Technology not only drives
consumer engagement but also changes the playbook
forretail productivity. Industryboundaries are
blurring: nonretailers are selling to consumers,

while retailers are expanding into adjacent sectors

in pursuit of growth. The war for talent rages on, and
retailers are battling companies both inside and
outside retail to attract the best people. And, of course,

Winning in an era of unprecedented disruption: A perspective on US retail

other large-scale risks and uncertainties—new
trade tariffs and cyberthreats, to name just two—are
keeping many aretail CEO up at night.

Ifthere was ever a time to challenge assumptions
and take bold action, itis now. In the face of this
disruption, formerly optional moves have become

“must dos.” Retailers that sit on the fence risk getting
outcompeted by aggressive, fast-moving, forward-
thinking competitors.

Inthis article, we discuss five disruptions and five
imperatives for competing in the retail environment
ofthe future. While a few retailers may be ahead of
the game in one or more of the imperatives, none are
yet excelling in all of them.

A disruption like no other: Key questions to
ask now

Although many of the trends we discuss have been
evident for several years, the certainty, combination,
and acceleration of these forces have resultedin a
disruption unlike any that retailers have faced before.
This is the new normal.

Are you meeting consumers where they are—
both physically and digitally?

Gone are the days when aretailer could rely on brand
loyalty. Recent surveys have found that millennials
tend to perceive newer brands as better and more
innovative, and that more than 60 percent of Gen Z
consumers are attracted to smaller “new” and “fun”
brands. Many younger consumers, who want brands
tobe transparent and approachable, say they distrust
large corporate brand names. Being an older, well-
established brand name—once a major asset—is now
something of a liability.

Against this backdrop, retailers and consumer
brands must work harder to engage consumers—and
the most effective way to do so is via digital media.



Customer relationships are now digital-centric,

with consumers spending, on average, almost six
hours per day on digital media. Digital channels
continue to be the source of most retail growth and
will soon influence most retail purchases: Forrester
Research estimates that by 2022, e-commerce will
account for 17 percent of total retail sales (ranging,
by category, from 4 percent in grocery to 66 percent
in electronics), while an additional 41 percent will

be digitally influenced offline sales (with digital
channels influencing as much as 30 percent of offline
sales, even in mostly offline categories like grocery).!

The shift to online sales, coupled with rising labor
costs, puts pressure on store economics. At best, the
economics are break even; at worst, a 5 percent shift
from in store to online can reduce earnings before
interest and taxes (EBIT) by 20 to 30 percent. At the
same time, the “buy online, pick up in store” option,
now offered by many retailers, boosts store traffic.
Retailers must therefore evaluate store economics

within the broader context of omnichannel economics.

Consumers’ embrace of digital media has also

made retail competition more intense: savvy upstart
brands can quickly gain a foothold online, even
bypassing traditional retail channels. E-commerce
platforms, such as Shopify, have enabled value and
luxury brands alike to launch direct-to-consumer
sites without making big investments in tech
capabilities. Smaller brands can market themselves
inexpensively yet effectively on the internet and on
social networks. These innovative brands selling
directly to consumers also further reinforce the idea
that traditional retailers are stale, as they don’t carry
these newbrands.

Another effect of digitization: consumers now have sky-
high expectations when it comes to convenience. They’ve
become accustomed tonear-instant gratification:
on-demand movies and music, speedy delivery of online
orders, and even smartdevices that can purchase items

automatically. For all retailers, this means having to
ensure a convenient, frictionless shopping experience
both offline and online. A retailer’s accessibility and
relevance are no longer just about physical location but
also aboutdigital presence, whether through mobile
sites and apps (their own or others’) or smartdevicesin

cars and homes.

Digitization is revolutionizing not just how retailers
engage with consumers but also how they unlock
productivity. Whereas scale was once the primary
lever of cost and efficiency, technology now plays
thatrole across the value chain. In-store retail
technologies, from handheld devices to sensors,
areimproving store processes. Robotic process
automation is speeding up back-office tasks. Retailers
have access to more operational data than ever, can
conduct sophisticated analytics, and can tap into
artificial intelligence (AI) to inform everything from
product design to supply-chain management to

store experience.

Ourresearch suggests that currently available,
at-scale technology could help automate more
than 55 percent of tasks in a classic grocery store.
This automation would reduce selling, general,
and administrative (SG&A) costs; enhance customer
and employee experience; and free up funds to fuel
growth elsewhere. Furthermore, research from
the McKinsey Global Institute has shown that the
retail industry could reap global benefits from
Alworth $400 billion to $800 billion—more than
any other industry. Such advanced technologies
were once too expensive and unproven, but their

economics now work.

Atthe same time, there are dramatic business
implications thatretailers will need to grapple with.
For example, with more processes and information
being digitized, cybersecurity becomes ever more
critical. Yet, only 16 percent of global organizations
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believe their risk-management processes are mature
enough to handle cyberthreats.?

How will you compete with the nonretailer
retailer?

Many retailers aren’tjust retailers anymore—they’ve
expanded into services, healthcare, and other adjacent
sectors. Target acquired delivery-focused companies
Grand Junction and Shipt, CVS Health acquired

healthinsurer Aetna, and IKEA now owns TaskRabbit.

Conversely, nonretail companies are encroaching
onretailers’ turf. Fitness companies like Peloton are
selling products, such as exercise bikes and athletic
apparel, as well as experiences and technology.

China’s Alibaba, JD.com, and Tencent—and, following
theirlead, Amazon—became online juggernauts
precisely by crossing industry boundaries. These
pioneer companies created ecosystems that integrate
marketplaces, services, platforms, and digital content.
Inthe US market, Amazonis aretailer aswell as an
e-marketplace, aweb-services provider, a producer of

Winning in an era of unprecedented disruption: A perspective on US retail

movies and TV shows, amaker of smart-home devices,
and an online pharmacy, among other things. As these
cross-industry ecosystems capture an ever-larger
share of consumers’ time and attention online, they’ll
easily grab more and more market share.

Are you positioned to win the war for talent?
Towinin this era of disruption, retailers can no
longer rely on the traditional talent profiles; they
need to hire the would-be disruptors. This means
acquiring new skills, including data science,
software development, and advanced analytics.
And asretailers expand into becoming service and
experience providers, they’ll also need expertise
innew industries.

Finding best-in-class talent is tough, not least
because retailers are competing with direct-to-
consumer companies, energetic start-ups, and tech
giants—all of which tend to be more appealing to

the mostin-demand talent profiles. Even the hottest

retail brands may not be perceived as desirable

© Hero Images/Getty Images



dby

employers, as they’re tainted by the retail industry’s
reputation of being old fashioned and slow. An
additional challenge for retailers is that talentis
concentrated in the major coastal cities.

Another facet of the war for talent, both at the
frontline and in corporate offices, is the potential
displacement and necessary reskilling of retail
workers, driven by the advent of AT and automation.
In our view, this should be the number-one obsession
of chief people officers and heads of HR in retail.
They will need to get ahead of it before competitors,
regulators, or public-opinion shapers force the issue.

Are you prepared for the local impact of

global risks?

With anumber of emerging-market companies
experiencing supercharged growth, it’s no surprise that
they’relooking to expand beyond their home countries
and even their home continents. Retailers with global
aspirations—including Alibaba and JD.com—are eyeing
the US market as their next target for expansion.

Meanwhile, on the global stage, much remains in flux.
Thelevel of uncertainty and volatility surrounding
global trade ishigher thanit’sbeeninrecentyears,
with new tariffs, changesin several countries’ trade
agreements, new data-privacy rules and regulations,
and geopolitical developments all across the globe.
For mostretailersin the Western Hemisphere
engaged in offshore sourcing, geopolitical forces
could fundamentally reshape the P&L.

No longer optional: Key actions to take now
To survive and thrive in the coming decade, retailers
must refashion their businesses to capture the
opportunities presented by the totality of these
trends. For many retailers, it’s now do or die.
Operational discipline will be more critical than
ever, as retailers will need to find funds to fuel

these transformations. Here are five imperatives—
not suggestions—for companies that aim to be
tomorrow’s retail winners.

Perspectives on retail and consumer goods Number 7, January 2019
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Since established brand names mean much less

to consumers than they used to, the basis of retail
competitionis shifting from price and product
superiority to privileged insights and customer
experience. Inlight of this shift, there’s no doubt that
physical stores can still be highly effective consumer
touchpoints, butretailers need to think hard about
therole of the store.? Stores must be tightly integrated
with the online channel, enabling online sales while
simultaneously offering experiential features

and cutting-edge technology that sets the store apart.

Nike does an admirable job of marryingin-person
experiences with digital capabilitiesin its stores. At
the company’s flagship store in midtown Manhattan,
customers can use the Nike app to reserve products
for pickup, scan QR codes on mannequins to check
for available colors and sizes, pay for merchandise
instantly, and book in-store consultations with Nike
experts. Another New York City store, in the SoHo
neighborhood, boasts athletic environments—such
as abasketball half-court and a treadmill—enhanced
with cameras and digital screens to give shoppers

an immersive experience and real-time feedback.

Because convenience has become increasingly
important to consumers, retailers should deploy
technology that makes shopping easy and seamless.
Foodretailer Ahold Delhaize’s no-checkout “tap

to go” technology is one example. Apparel retailer
Everlane allows customers who have registered on
its website to “shop walletless” in its stores. At the

New York and San Francisco stores of the apparel
brand Reformation, customers use digital screens to
selectitems they want to try on; store associates then

place the items in dressing rooms.

Technology and advanced analytics represent
massive opportunity in retail. Advanced analytics
should inform retailers’ decisions across the value
chain—from targeted pricing and promotions

to smarter category management and localized
assortment planning. In back-office functions,
analytics and machine learning canincrease
efficiency and effectiveness, reducing cost to fuel
efforts on more strategic priorities.

Personalized marketing, in particular, can
unlock enormous value: retailers have seen sales
uplift of 10 to 30 percent and as much as 5 percent
improvementin customer acquisition. Using
advanced analytics, retailers can monitor customer
“signals”—such as purchases, online browsing, and
social-media posts—which should then trigger
relevant and timely personalized messages. And
retailers shouldn’t wait for perfect systems or
perfect datato get started cultivating real-time
relationships with individual consumers. Although
one-to-one personalization is the goal, even one-to-

many is better than no personalization at all.*

There’s much higher scrutiny today, from both inside
and outside companies, on resource allocation and

returns on tech spending, but the right investments

The basis of retail competition is shifting from price and product
superiority to privileged insights and customer experience.

Winning in an era of unprecedented disruption: A perspective on US retail



can pay off handsomely. Retailers that are technology
leaders can generate two to five percentage points
greater EBIT than technology laggards.

Witnessing the seemingly unstoppable growth of retail
ecosystems like Alibaba and Amazon, traditional
retailers are realizing that they can’t go it alone, because
ofboth capability gaps and the sheer financial burden
ofkeeping up with technology cycles. Some retailers
have joined forces with companies in other industries,
allowing them to amass consumer touchpoints, gather
new consumer data and insights, or access capabilities
they couldn’t otherwise afford. Examples include
Kroger partnering with UK-based Ocado to build 20
automated warehouses in the next three years, several
grocers linking up with delivery service Instacart,

and McDonald’s working with Uber Eats to offer food
delivery from thousands of McDonald’s restaurants
around the world.

Retailers should also seek to establish consumer
touchpoints within the large ecosystems: Alibaba,
Amazon, Google, JD.com, and Tencent. For example,
several retailers—including Carrefour, H&M, and
Walmart—have formed partnerships with Google.
(Recognizing their outsize influence, even the
ecosystems themselves are partnering with each other.
Amazon has a storefront on Alibaba’s TMall. Google
and Tencent announced along-term agreement to
share patents. Tencent has an ownership stake in
JD.com.) Retailers must determine what they bring
tothe table inboth data and capabilities and how
tointegrate such partnerships into their strategy.

Ifretailers have the cash and capabilities, they could
perhaps create their own ecosystems. Consider

the following scenario: adrugstore chain partners
with ahealthinsurer, a chain of fitness centers,
aphysician-referral service, and a health-focused tech
company, like Fitbit. Such an ecosystem would offer
asingle, comprehensive network for a consumer’s

health and wellness needs. Part of this strategy should

be areimagination of the retail business model:
forinstance, the ecosystem might offer rentals,
subscriptions, ad space, or digital goods, all of which
hold significant potential as new revenue streams
and new ways of reaching customers.

Because speed is at a premium, agility must become
away of life for retailers. There are, of course, SG&A
benefits associated with organizations implementing
flatter structures with flexible networks of teams,
but agility is about so much more. Agile companies
are three times faster at going from ideation to
implementation and two times more likely to take
bold risks to transform the customer experience.® For
retailers, becoming agile means moving away from
the heavily matrixed organizations and meeting-
driven cultures of the past and instead forming small,
cross-functional teams that use “concept sprints” to
design, test, and scale initiatives.®

Justas essential as agility is an organization-wide
emphasis on talent. What does it mean for aretailer
to put talent first?” Practically, it means coming

up with anew value proposition for attracting and
retaining anew breed of retail employees. It means
looking for candidates in nontraditional places,
including the so-called gig economy, in which 20 to
30 percent of the US working-age population already
participates. Retailers must create a culture for new
talent profiles to succeed in the organization and
offer creative options and approaches (such as virtual
working environments) to support different ways

of working. Some retailers, including Target and
Walmart, have opted to secure needed capabilities
through “acqui-hiring,” or acquiring start-ups
primarily for their talent. Retailers must also
develop strategies for reskilling and retraining the
workforce.® Simply put, company leaders must be
convinced of—and then act on—the fact that without
the right people and the right skills, success just
won’t be possible.
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Take a 360-degree view of risk

With disruption comes uncertainty, and retailers
must ensure they can respond rapidly to fast-changing
circumstances. Take the issue of tariffs: if new tariffs
on Chinese imports materialize, acompany that is
heavily reliant on Chinese manufacturing could suffer
devastating financial consequences. Retailers face
abroad range of other risks as well, including brand
and reputation risk, activist investors, cyberattacks,
and data-privacy breaches. Yet arecent McKinsey
survey of more than 1,100 global companies found that
boards spend less than 10 percent of their time on risk
management—a percentage thathasn’tincreased in

the past few years. °

It’s critical for retailers to cultivate strong risk-
identification and risk-management capabilities

and to create and prepare for a variety of scenarios
systematically; taking lessons from the banking
sector could be one idea.!'® And retailers must develop
strategies for data protection and digital resilience,
the hallmarks of which include an engaged and aware
frontline staff, differentiated protection for the most
important assets, and active defenses that can be

deployed inreal time.!!

HE B B

Retail is in the midst of a disruption like no other,
which is forcing an existential crisis. Everyretailer
must decide whether or not to get ahead of the curve
and redefine its strategy and operating model to win in
this era of disruption. Some are taking a wait-and-see
stance; others are moving too cautiously and making
little impact. But there are real costs to waiting

that may never be recoverable. Only by heeding the
imperatives discussed in this article—and acting
withurgency—can retailers position themselves for

awinning future. M
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A new value-creation model
for consumer goods

The industry’s historical value-creation model is faltering.
Here’s how to reinvent it.

Greg Kelly, Udo Kopka, Jérn Kiipper, and Jessica Moulton
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The fast-moving-consumer-goods (FMCG) industry
hashad alonghistory of generating margin-enhancing
growth. By 2010, the industry had created 23 of the
world’s top 100 brands and had grown total returns

to shareholders (TRS) almost 15 percent a year for

40 years. But the model that fueled industry success
now faces great pressure as consumer behaviors shift

and the channel landscape changes.

To win in the coming decades, FMCG companies
must reduce their reliance on mass brands and offline
mass channels. They must also embrace an agile
operating model focused on brand relevance rather
than synergies.

The traditional model

FMCG companies owed much of their success to
afive-part model for creating value. Pioneered just
after World War I1, the model has seen little change
since then. FMCG companies did the following:

®  Perfected mass-market brand building and product
innovation, thus capturing not only reliable
revenue growth but also gross margins typically
25 percent above those of nonbranded players.

®  Built relationships with grocers and other mass
retailers that provide advantaged access to
consumers. By partnering on innovation and
in-store execution and tightly aligning their
supply chains, FMCG companies secured broad
distribution as these retailers grew.

®  FEntered developing markets early and actively
cultivated their categories. Consumers in
developing markets became wealthier and proved
atremendous source of growth—generating
75 percent of revenue growth in the sector over
the past decade.

®  Designed their operating model for consistent
execution and cost reduction. Most FMCG

A new value-creation model for consumer goods

companies have increased centralization to
continue pushing costs down. This synergy-
based model has kept general and administrative
expenses at4 to 6 percent of revenue.

m Used M&A to consolidate markets and create
a basis for organic growth postacquisition. After
updating their portfolios with new brands
and categories, FMCG companies applied their
superior distribution and business practices to

grow those brands and categories.

Signs of stagnation

But this long-successful model of value creation has
lost considerable steam. The household-products
subsegment, for example, has dropped from the sixth
most profit-generating subsegment at the start of

the century to the tenth, measured by economic
profit. Food products, long the most challenging
FMCG subsegment, fell from 21st place to 32nd. As
aconsequence, FMCG companies’ TRS growth
lagged behind the S&P 500 by three percentage
points from 2012 to 2017. As recently as 2001 to 2008,
their TRS growth beat the S&P by 6 percent ayear.

Theissueis thelack of organic growth. From 2012

to 2015, the FMCG industry grew organic revenue

at 2.5 percent (net of M&A, foreign-exchange effects,
andinflation), slightly behind global GDP growth.
But companies with more than $8 billion in annual
revenue grew at only 1.5 percent—halfthe growth rate
of companies with sales of under $2 billion (Exhibit1).
This difference suggests that large companies face
aserious growth penalty, which they are not making
up for through their minor earnings-before-interest-
and-taxes (EBIT) expansion.

Organic growth matters in the consumer-goods
industry. FMCG companies that achieve above-
market revenue growth and margin expansion
generate 1.6 times as much TRS growth as players
that outperform only on margin.



Exhibit 1

Organic fast-moving-consumer-goods (FMCG) industry growth has been weak, with
large companies growing at only 55 percent of GDP.

2012-16 performance of FMCG companies larger than $400 million in net revenue

Reported growth,
CAGR,' %

All FMCGs (n = 290)

Large, >3$8 billion
(n=57)

Medium, $2 billion
to $8 billion (n = 102)

Small, $0.4 billion to
$2.0 billion (n = 131)

2012-16 real GDP

growth, CAGR

L Compound annual growth rate.
2 Earnings before interest and taxes.

Source: World Bank; McKinsey analysis

Ten disruptive trends

This FMCG value-creation model stopped generating
growth because of ten technology-driven trends,
most of which are in their infancy but will have
significantimpact on the model within the next five
years (Exhibit 2).

1. The millennial effect

Arecent McKinsey survey found that millennials are
almost four times more likely than baby boomers to
avoid buying products from “the big food companies.”
And while millennials are obsessed with researching
before buying, they resist marketing and look instead to
learn about brands from one another. They also tend to
believe that newer brands are better or more innovative,
and they prefer not to shop in mass channels.!

Real organic growth (M&A,
foreign exchange, and
inflation adjusted), CAGR, %

Median EBIT?
margin expansion,
percentage points

0.6

1.1

0.1

0.6

55% of GDP

Furthermore, millennials are much more open to
sharing personal information, allowing “born digital”
challenger brands to target them with more tailored
propositions and with greater marketing-spend
efficiency. Millennials are generally willing to pay for
special things but otherwise seek value. Millennials in
the United States are 9 percent poorer than Gen Xers
were at the same age, so they have much less to spend
and choose carefully what to buy and where to buy it.

2. Digital intimacy (data, mobile, and the Internet
of Things)

The volume of data generated continues to increase,
boosting companies’ capabilities but also consumer
expectations. Most FMCG companies have started
to embrace digital but have far to go, especially in
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Exhibit 2

Ten trends are disrupting the historical value-creation model in the fast-moving-

consumer-goods (FMCG) industry.

FMCG industry’s 5-part model for value creation

Value created

1 Excellence in mass-market
product innovation and
brand building, including

“premiumization”

* Stable growth

* 25% gross-margin
advantage over
nonbranded players

2 Advantaged consumer * Broad distribution
access via mass trade

* Limited competitive
relationships

set

* 75% of FMCG
revenue growth over
past 10 years

3 Developing-market
category creation
alongside rising incomes

* 4-6% reduction in
general and
administrative expenses

4 Operating model that drives
consistent execution and
achieves cost reduction

* Attractive market
structure

5 M&A to consolidate markets
and enable organic growth

postacquisition ¢ Opportunity to

increase organic
revenue growth

! Internet of Things.

adopting truly data-driven marketing and sales
practices. Some FMCG categories, particularly
home care, will be revolutionized by the Internet of
Things (IoT)—converting some product needs, like
laundry, into service needs. And in many categories,
the IoT will reshape the consumer decision journey,
especially by facilitating automatic replenishment.?

3. Explosion of small brands

Many small consumer-goods brands are capitalizing
on millennial preferences and digital marketing

to growrapidly. These brands can be hard to spot

A new value-creation model for consumer goods

Moderate Very high

Impact of trend
Past 5 years Next 5 years

10 disruptive trends

* The millennial effect .

* Digital intimacy (data, mobile, l1oT")

* Explosion of small brands

* “Better for you”

* E-commerce giants

¢ Discounters

* Mass-merchant squeeze

* Rise of local competitors

* Pressure for profit from
activist investors .

* Building competition
for deals

because they are often sold online or in channels not
covered by syndicated data. But venture capitalists
have spotted them: more than 4,000 of them have
received $9.8 billion in venture funding over the past
decade—$7.2billion of it in the past four years alone
(Exhibit 3).

Retailers have also taken notice of these small
brands. According to Nielsen, US retailers are
giving small brands double their fair share

of new listings. Small brands can be a source of
differentiation for retailers and can help drive



Exhibit 3 The venture-capital industry is fueling the explosion of small brands, providing
$7.2 billion in investment in the past four years alone.

Total venture-capital investment by year, $ million

2,362
1,994
1,287
647
452 g
336 346 317
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Example Bai Caulipower Hello Beverages Koia Spindrift
companies Banu Daily Harvest Impossible Foods KRAVE Jerky Sugarfina
Beyond Meat FEED Projects Just Memphis Meats Unreal Brands
Brad’s Raw Foods Green Park Snacks  Kensington and Sons
Brandless Health-ade Kite Hill

Source: Pitchbook Data; McKinsey analysis

W

16 Perspectives on retail and consumer goods Number 7, January 2019

© Radius Images/Getty Images



margins, as these small brands tend to be premium
andrarely sell their products at less than full price.
As aconsequence, they are capturing two to three
times their fair share of growth while the largest
brands remain flat or in slight decline (Exhibit 4).

Five factors make a category ripe for disruption

by small brands: high margins, strong emotional
engagement, avalue chain thatis easy to outsource,
low shipment costs as a percent of product value,
and low regulatorybarriers. The beauty-products
category fits this profile especially well. In color
cosmetics, born-digital challenger brands already
represent 10 percent of the market and are growing
four times faster than the rest of the segment.

The explosion of small brands in beauty enjoys the
support of significant venture-capital investments—
$1.6 billion from 2008 to 2017, with 80 percent of this
investment since 2014. Digital marketing is fueling
the growth of challenger brands while lifting the rest
of the category as well. An astounding 1.5 million

beauty-related videos are posted on YouTube every
month, almost all of them user generated.?

4.“Better for you”

Foryears, consumers have said they want to eat
healthier foods and live healthier lifestyles, but only
recently has their behavior begun to change. Consumers
areredefining what healthy means, eating more fresh
food instead of packaged food, and demanding more
products that are natural, organic, and free from sugar,
gluten, pesticides, and other additives.

5. E-commerce giants

Alibaba, Amazon, and JD.com grew gross merchandise
value atan amazingrate of 34 percent a year from
2012t0 2017. They are having a profound impact on
consumer decision journeys across categories, forcing
FMCG companies to rewrite their channel strategies
and channel-management approaches, including

how they assort, price, promote, and merchandise their
products. In markets besides China, this disruption

Small companies are generating two to three times their fair share of growth in

developed markets.

Fast-moving-consumer-goods industry share of sales and of growth, 2016-17

United States

Australia and Europe

% of sales % of category
growth
Retailer
private label
Small’
58]
Medium'

2

% of sales

% of category
growth

32

L “Large” refers to top 16 companies, “medium” to next 400 companies, and “small” to remaining companies.

Source: Retail Measurement by Nielsen
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isstillinits early days and will only accelerate as the
e-commerce giants expand their geographicreach and
move in to brick-and-mortarlocations. Amazon’s push

onprivate labels is a further game changer.

In each grocery market discounters enter, they
typically grow to secure market share of 20 percent or
more. Aldi and Lidl have grown at 5.5 percent between
2012 and 2017, and they are looking to the US market
for growth. Discounters lure consumers with their
carefully curated offering of approximately 1,000 fast-
moving SKUs sold at prices 20 percent below mass

grocers—and can still generate healthy returns.

Together, the seven largest mass retailers saw flat
revenue between 2012 and 2017. This pressure is
forcing mass merchants to become tougher trading
partners: they are pursuing more aggressive
procurement strategies, including participatingin
buyingalliances; being more vigilant about SKU
proliferation; and decreasinginventory levels. As
mentioned, they are also seeking out smaller FMCG
brands and strengthening their private labels.

Developing markets still have tremendous growth
potential. They are likely to generate new consumer
sales of $11 trillion by 2025, which is the equivalent of
170 P&Gs. Local competitors will fight aggressively
for that business by offering locally relevant products
and acquiringlocal talent. FMCG companies will
need to respond by moving away from their fairly
centralized decision-making models. Local relevance,
proximity to the consumer, and speed will become
more important drivers of competitive advantage
than consistent execution. Furthermore, channels

in developing markets are evolving differently than
they did in the West: discounter-like formats are
doing well in many markets, and mobile will obviously
continue to play a critical, leapfrogging role. This

will require FMCG companies to update their go-to-
market approaches.

Driven by activist investors, the market now has higher
expectations for spend transparency and reallocation
of resources. Large FMCG companies are implementing
cost-reduction approaches such as zero-based
budgeting, which typically reduce spend on activities
such asmarketing. While effective atincreasing
short-term profit, such approaches haven’t yet proved
their ability to generate longer-term winning TRS.

Certain consumer-packaged-goods sectors—such as
over-the-counter drugs—will see greater competition
for deals, as large assets become scarce and private-
equity firms provide more and more funding and drive
up valuations. M&A will therefore continue to be an

important capability for growth.

To survive and thrive in the coming decades, FMCG
companies will need anew model for value creation—
consisting of athree-part portfolio strategy as well as
organizational and operational agility (Exhibit 5).

Going forward, FMCG companies will need to sustain
excellence in developed markets, even as they build
the capabilities to leapfrog in developing markets and
to “hothouse” premium niches.

FMCG companies must keep the base healthy. The
good news is that the industry keeps advancing
functional excellence through better technology
and, increasingly, use of advanced analytics. The
highest-impact advances we see are in the areas

of revamping media spend, particularly through
programmatic M&A and a deeper understanding of
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Exhibit 5

The new model is a three-part portfolio strategy enabled by an agile organization,

with continued use of M&A as an accelerator.

Excellence in the
developed-market base

3-part portfolio 1
strategy

Relentless focus on innovation
that generates incrementality

Daily excellence in execution,
including use of advanced
analytics

Local market autonomy

Joined-up sales approach that wins with omnichannel mass and

e-commerce giants

Agile operating
model

Semiautonomous agile teams

Digital and IT

capability analytics capability

2 Leapfrogging in
developing markets

Bringing best technologies to
market early

Market leadership in
digital and mobile

Data and advanced

3 Hothousing premium
niches, scaling each to its
greatest potential

Innovation based on rapid test
and learn

Targeted digital marketing
Full use of channels, including
retailer e-commerce and direct

to consumer

Supply capability adapted to small
runs and shipments

4 Agile organization: dynamic front end, stable backbone

Back-office
functions

Mass supply
system

Niche supply
system

5 Continued use of M&A as an accelerator to drive market consolidation and fuel organic

growth postacquisition

return on investment; fine-tuning revenue growth
management with big data and tools such as choice
models; strengthening demand forecasting; and using
robotics to improve shared services.

Companies will need to increase their pace of testing
and adopt a “now, new, next” approach—ensuring that
they have a pipeline of sales-stimulating incremental
innovation (now), efforts trained on breakthrough

innovation (new), and true game changers (next).

Furthermore, they will need to join up their historically
decentralized sales function and overcome channel
conflict. E-commerce mustbe treated as part of the
core business. Players like Koninklijke Philips that have
weathered the laborious process of harmonizing trade
terms across markets are finding that they can grow
profitably in e-marketplaces.

A new value-creation model for consumer goods

Finally, FMCG companies will need to keep driving
down costs through zero-based budgeting,* highly
automated “touchless” supply-chain and sales-
and-operations planning, and advanced analytics
and digital technologies to improve manufacturing
performance (for instance, through predictive
maintenance).” Many of these changes will require
companies to treat technology as a core competency
rather than a cost center.

Leapfrogging new category creation in
developing markets

FMCG companies must bring their newest and

best innovation, not lower-quality products, into
developing markets early to capture a share of the

$11 trillion potential growth. Success will require
excellent digital execution, as many of these markets
will grow up digital; empowerment of local leadership
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to make marketing decisions; and aroute to market

thatis unified across offline and online channels.

To capitalize on the explosion of small brands, FMCG
companies mustidentify and cultivate premium
niches that have attractive economics and high growth
potential. They must acquire or build small businesses
and help them reach their full potential through
fit-for-purpose commercialization and distribution.
This means, for example, building a supply chain that
produces small batches and can adapt as companies
learn from consumers. The beauty industries’
incubators are a good model here.

This three-partportfolio strategy calls for an agile
organization. Agility allows a company to adapt to fast-

changing circumstances.

Building an agile organization requires abandoning the
traditional command-and-control structure—in which
direction cascades down from leadership to middle
management to the frontline—in favor of viewing the
organization as an organism that consists of anetwork
of semiautonomous teams.® In this model, the role
ofleadership isn’t “order giver,” but rather enabler or

“servantleader.”

An agile organization has two essential components:
the dynamic front end and the stable backbone.

The dynamic front end consists of small, cross-
functional teams (“squads”) that work to meet
specific business objectives. The teams meet daily to
prioritize work, allocate tasks, and review progress;
use regular consumer and customer feedback loops;
and coordinate with other teams to accomplish their
shared goals.

The stable backbone provides the capabilities that
agile teamsneed to achieve their objectives. The

backbone includes clear rights and accountabilities,
expertise, efficient core processes, shared values
and purpose, and the data and technology needed for
asimple, efficient back office.

The agile organization moves fast. Decision and
learning cycles are rapid. Work proceeds in short
iterations rather than in the traditional, long stage-gate
process. Teams use testing and learning to minimize
risk and generate constant product enhancements. The
agile organization employs next-generation technology
to enable collaboration and rapid iteration while

reducing cost.”

M&A will remain critical to FMCG companies as
away to pivot the portfolio toward growth and
improve market structure. The strongest FMCG
companies will develop the skills of serial acquirers,
becoming adept at acquiring both small and large
assets and at using M&A to achieve strategic
goals—redefining categories, building platforms and
ecosystems, getting to scale quickly, and accessing
technology and data through partnership. These
companies will complement their M&A capability
with integration and scaling capabilities, such

as incubators or accelerators for small players.®

Torespond to the changing marketplace, FMCG
companies should take the following steps:

®  Take stock of your health by category in light of
current and future disruption, and decide how fast
to act. Ask questions about the external market:
How—and how much—are consumers changing?
How well positioned are we to respond to these
changes? What are the scale and trajectory of
competitors thataren’t tracked by syndicated data?
Are our growth and rate of innovation higher than
these competitors’? How advanced are competitors

onmaking model changes that might represent
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competitive disadvantages for us? How healthy
are our channel partners’ business models, and
towhat degree are we atrisk? Do our future plans
take advantage of growth tailwinds and attractive
niches? Answering these questions creates the
basis for developing scenarios on how rapidly
change will happen and how the current business
model might fare in each scenario.

®  Draft the old-model-to-new-model changes that will
position the company for success over the next decade.
This is the time to develop a three-part portfolio
strategy and begin the multiyear transformation
needed tobecome an agile organization, perhaps
by launching and then scaling agile pilots. This
is also the time to determine which capabilities
to prioritize and build. Change management and
talent assessment (to determine where hiring or
reskilling are needed) will be critical.

" Develop an action plan. The plan should include

an ambitious timeline for making the needed

changes. It should also specify steps for recruiting

the talentrequired for successful execution.

H E B

FMCG companies should proceed with these efforts
with controlled urgency. They will need to make
ever greater use of the consumer insights, innovation
expertise, and activation capabilities that have led
the industry to success—but companies must wean
themselves away from reliance on the strategies and
capabilities of the traditional value-creation model.
It’s time to adopt anew model. ®

This article is adapted from “The new model for
consumer goods,” which first appeared on McKinsey.com
in April 2018.
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EXCERPT

Agility@Scale: Capturing growth
in the US consumer-goods sector

To compete more effectively in the US market, consumer-packaged-goods companies must combine
greater agility with new types of scale advantage.

Jan Henrich, Ed Little, Anne Martinez, Kandarp Shah, and Bernardo Sichel

This is an excerpt from “Agility@Scale: Solving the growth challenge in consumer packaged goods,”
which first appeared online in July 2018. To read the full article, visit McKinsey.com.

It’s been a tough few years for large consumer-packaged-goods (CPG) manufacturers in the US market.
Since 2011, the organic-growth rate for CPG companies has declined, with the decline continuing in
2018. CPG companies with material portions of their business in the United States have seen year-over-
year organic-growth rates drop to the very low single digits on average. The length and depth of this
decline isn't something that the sector has experienced over the past 20 years or more, and the drop
contrasts with consumer confidence, which is back up at prerecession levels (Exhibit 1).

Total returns to shareholders (TRS) have underperformed the S&P since 2011. Growth has been a
negative contributor to TRS, and margin expansion only a minor positive contributor.

The sector’s performance is attributable to changing conditions on several fronts. Consumers, channels,
and competition are all different than they were a decade ago, stymieing CPG manufacturers that had
become accustomed to the fairly stable growth brought about by rising consumer demand. And the next
five years will almost certainly bring more change than did the previous five years. Many CPG executives
recognize that they can’t continue to rely on historical growth models, but few have made sufficiently
transformative moves—often, incremental change gets mistaken for transformation.

What will it take to jump-start and sustain profitable growth in the CPG sector? We believe CPG
companies need a new model to drive their businesses—one that combines aspects of scale advantage,
defined in new ways, with greater agility on multiple fronts. We call this model Agility@Scale (Exhibit 2).
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Exhibit 1 Consumer-packaged-goods companies are facing an unprecedented growth challenge.

Median revenue-growth rate, %

—— Consumer-packaged-goods sector’ I Total returns to shareholders? vs S&P,
—— Consumer-confidence index compound annual growth rate (indexed)
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-7

I Revenues based on local currency for US-oriented consumer-packaged-goods companies with revenues >$100 million (n =195).
Market-cap weighted index of US-oriented consumer-packaged-goods companies.

Source: Capital IQ by S&P Global; Datastream by Thomson Reuters; The Conference Board; Corporate Performance Analytics by McKinsey

The relative importance of each puzzle piece—and how they fit together—will vary by company. In this
excerpt, we focus on the following elements of the model: agile reallocation, Consumer 3.0, and “thinking
broad and small.”

Fuel growth through agile resource reallocation

McKinsey research has shown that companies that are dynamic resource reallocators—meaning, they
reallocate more than 49 percent of their capital over ten years—have achieved much greater TRS growth
over time than their less dynamic peers. Unfortunately, most CPG companies are not very dynamic.

In particular, CPG companies must get better at shifting resources away from unpromising areas and
toward areas of strength with the highest growth potential. Of course, this is easier said than done.
Effective cost-reduction programs are part of the answer. And our research suggests that there is no
significant trade-off between operating-expense efficiency and growth. Indeed, in recent years, some
CPG companies have set a new bar in terms of cost efficiency without a growth penalty relative to

their peers. So, framing cost reduction as a way to invest behind strength and coupling it with a fact-driven,
enterprise-level strategic planning process that rethinks investment levels each year can be a way to
capture TRS benefits.

Agility@Scale: Capturing growth in the US consumer-goods sector



Exhibit 2
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There is an emerging model for consumer-packaged-goods sector growth.

Consumer-shaped

portfolio Think broadly

Advanced analytics

. Agile reallocation
and automation

Agile organization

Agility@Scale
operating model

Customer-
collaboration reset Consumer 3.0
Test and learn innovation

Deliver next-generation consumer engagement: ‘Consumer 3.0’

In our experience, there is wide variability among CPG companies in how effectively they access and use
the millions of “crumbs” of data available on consumers. In some data spaces, the CPG sector has fallen
behind the retail sector and runs the risk of being at an information disadvantage in the value chain.

The best CPG companies are stitching together disparate data, sometimes in real time, to understand
microsegments of consumers and to build more intimate profiles of consumer behaviors, attitudes, and
needs. These companies are relying less on stated preferences and more on actual behavior. They are
seeking to influence and engage consumers in a world where it is difficult to “own” the message fully
with company-generated content. This “Consumer 3.0” approach stands in contrast to mass marketing
(“Consumer 1.0”) and to digital marketing (“Consumer 2.0”), which relies upon company content and
essentially replicates offline marketing in a more targeted and efficient way.

The potential scale advantage for large CPG companies lies in combining 3.0 approaches with more
traditional 1.0 and 2.0 approaches. They should be complementary, not mutually exclusive. There is
power in the ability to combine the brand awareness and presence associated with these high-reach (and
high-cost) channels with the advanced-analytics— and data-fueled engagement of 3.0 approaches. CPG
companies need a more expansive definition of “share of voice,” one that encompasses brand-owned
content in traditional and digital channels, and the myriad other influence points for consumers. Larger
players can potentially be more effective across this expanded share-of-voice landscape by using spend
advantages in traditional channels along with advanced analytics and data capabilities in new channels.
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Use Agility@Scale to go broader and smaller

One of the advantages of using the Agility@Scale model is the potential to compete across a broader
range of market spaces. The basis for competition becomes a superior organizational and operating
model—one that can translate into new arenas beyond near-in adjacencies. “Adjacency” thinking is, in
some ways, a growth approach rooted in traditional notions of scale, such as capturing synergy because
of manufacturing assets, distribution and customer advantages, and shared selling, general, and
administrative functions.

CPG companies need to think more broadly about where to get growth and to follow the example of
others who compete in new ways. Amazon is an example through its devices, cloud services, marketing
services, entertainment-content development, and omnichannel grocery, among others. Some CPG
companies are pushing the boundaries of their footprints, although not necessarily on the basis of
Agility@Scale. Examples include Mars’s move into veterinary clinics, General Mills jumping into a high-
growth space in pet food, and Nestlé moving further into the vitamins, minerals, and supplements space.

As for “thinking smaller,” the underlying concept is that growth is granular. This notion is nothing new:
finding pockets of growth within larger category and geographic definitions has been a key to growth
for a long while. What'’s changing now is both the growing fragmentation of consumer preferences

as well as the availability of data and technology to help companies understand the market landscape
at a micro level. These changes raise the bar on a CPG company’s ability to use data and technology
to market to growth pockets as well as its organizational agility to access them. In this way, the Agility@
Scale operating model enables “thinking smaller,” just as it enables “thinking broader.” |

Read the full article, “Agility@Scale: Solving the growth challenge in consumer packaged goods,” on
McKinsey.com.

Jan Henrich (Jan_Henrich@McKinsey.com) is a senior partner in McKinsey’s Chicago office, where Bernardo Sichel
(Bernardo_Sichel@McKinsey.com) is a partner; Ed Little (Eldon_Little@McKinsey.com) is a senior partner in the
Dallas office; Anne Martinez (Anne_Martinez@McKinsey.com) is a knowledge expert in the Stamford office; and
Kandarp Shah (Kandarp_Shah@McKinsey.com) is a partner in the New Jersey office.
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‘Fast action’ in fast food:
McDonald’s CFO on why the
company is growing again

Kevin Ozan became CFO of McDonald’s in 2015. Since then, the restaurant
chain has had a string of successes. Here’s his take on what’s working, what’s
not, and what’s next for the iconic brand.
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When Kevin Ozan assumed the CFO role in March
2015, McDonald’s was a company that seemed to have
lost its way. Sales were in a prolonged slump, once-
loyal customers were going elsewhere, competitors

were eating away at its market share.

But quickly, the top-management team—led by new
CEO Steve Easterbrook (whose first day as CEO was

also Ozan’s first day as CFO)—developed a turnaround

plan, which started showing results within months.
By early 2017, the company was ready to replace its
turnaround plan with a growth strategy.

Fastforward to 2018: Easterbrook, Ozan, and the
rest of the current leadership team have revitalized
the fast-food chain. They’ve turned around a massive
operation—encompassing 37,000-plus locations

in more than 100 countries, with annual revenues
exceeding $20 billion—and setit on a path to strong,
profitable growth. As of late 2018, McDonald’s same-
store sales had risen for 13 consecutive quarters.

Ozan takes pride in the company’s solid financial
performance, but he knows there’s alot more work

to do. The 21-year company veteran now oversees
more than 2,000 employees, about half of whom are

in McDonald’s finance departments (accounting,
internal audit, treasury, tax, global business services,
and investor relations). The other half work in either
the technology function or in the company’s global
restaurant operations and development group—two
departments thatbeganreporting to Ozan on January
1,2019. A Midwesterner who says he eats McDonald’s
food about three times a week (favorite menu item: the
Egg McMuffin), Ozan is candid about the challenges
that the chain continues to face—including recent
declinesin US customer traffic, operational hiccupsin
itsrestaurant remodels, and an intensely competitive

talent market.

In November 2018, he spoke with McKinsey senior
partner Greg Kelly at McDonald’s new headquarters
in Chicago. He shared his thoughts on the company’s

growth to date, how to sustain it, and his role in making
itallhappen.

McKinsey: Not long after you became CFO,
McDonald’s developed a three-part growth framework—
retain, regain, and convert customers. Tell us about

that. What s worked best? Which of the three is the

most difficult?

Kevin Ozan: Our growth framework came out of
research we conducted in our ten largest markets. It
was the biggest consumer-research effort we'd ever
doneinour history. The research showed that what
consumers want and why they come to McDonald’s—
whether they’re in Germany or Japan or the United
States—is much more similar than different. So our
framework is universal; it allows us to speak a common
language across the organization while still allowing
local management to bring it to life for customers in

their markets.

We’ve beenreally focused on the “regain” part. Before
we launched the consumer research, we thought
that the reason we were losing some customers

was new trends—people moving away from quick-
service restaurants (QSR) into fast-casual or more
upscale dining. But the research told a different
story: we were actually losing customers to our
direct QSR competitors. On the one hand, that was
frustrating because, obviously, we don’t want to lose
to competitors—but on the other hand, we took alot
of satisfaction from it because we knew we could win
those customers back. Those are people who like
quick-service restaurants and who enjoy eating our
food; we just weren’t giving them what they wanted.
Thanks to the changes we’ve made in enhancing
convenience, introducing new value platforms, and
improving the customer experience, we’re regaining

some of those customer visits.

“Retain” is about keeping the customers who have

historically been our stronghold— families with young
children and people who love McDonald’s breakfast.
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Vital statistics
Born in 1963, in Cleveland,
Ohio

Education

Holds an MBA from

the Kellogg School of
Management at
Northwestern University
and a bachelor’s degree
in business administration
from the University of
Michigan

Career highlights
McDonald’s
(2015—present)

CFO and executive
vice president

(2004—06)
Senior director, Chicago
region finance

(2002—04)
Senior director, corporate
controller group

(2008-15)
Senior vice president and

corporate controller
(1997—2002)

(2007-08) Director of financial reporting
Vice president and
assistant controller Ernst & Young
(2006—07) (1985—=97)
Accountant

Senior director,
investor relations

Fast facts

Chairman of the Ronald McDonald House Charities of Chicagoland & Northwest Indiana

Avid fan of the University of Michigan Wolverines football and basketball teams

Hobbies include hiking, reading thrillers and murder mysteries, and listening to pop,
alternative, and new country music

“Convert”is about attracting new people to McDonald’s
by pursuing growth opportunities in places where
we’re not getting our fair share, so that’s areas like
coffee and snacks. It’s probably the hardest of the three.
We’re making progress, especially with our McCafé
proposition and our new specialty coffees.

McKinsey: Let’s talk about the “retain”part. You
could havejust left it out of the growth framework, but
you didn’t. How well has that worked?

Kevin Ozan: One of the challenges for big organizations
like oursis to do multiple things successfully at the

same time. I liken it to akids’ soccer game: wherever the
ball goes, that’s where everybody runs to. In most of

the world, our growth framework has helped us fight
thatinstinct. We’ve continued to build on our strengths
with families and the breakfast daypart. In the US,

we had abold agenda that required us to execute across
many levers, and we didn’t pay as much attention to
breakfast as we should have. We didn’t advertise and
promote itas much, and we didn’tintroduce any new
breakfast products for years. So, in the past couple of
years, we've had negative traffic during breakfasthours
inthe US market. We’ve learned that we do indeed need
tokeep afocus on the “retain” part of our strategy. We
can’ttake our strengths for granted. We're learning how
to keep our eye on the things that are working well even
aswegoallinonnew areas.
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McKinsey: Speaking of new areas, you’ve added some
elements to the growth framework. You now have three

“growth accelerators’: delivery, digital, and the store
remodels that you’re calling Experience of the Future
(EOTF). How do these accelerators relate to the retain-
regain-convert framework?

Kevin Ozan: Once we had our baseline growth
framework, as aleadership team we asked ourselves,
“Are we OK with where we are now, or do we have
agreater growth ambition?” We knew we could do
more, so we generated ideas that would help us achieve
more growth. To prioritize the ideas, our primary
screen was what would have the biggest impact on
the most people in the shortest amount of time. That’s
how we came up with our three accelerators.

Deliveryis one of them. Steve [Easterbrook]| and I

had visited a few countries where we could see that
delivery was clearly a growth opportunity. We wanted
to move faster than what would have been a typical
approach for McDonald’s, so we set up a “fast action”
team—bringing together some of our best talent

from different business units and different regions.
We took them out of their day jobs and had them

focus exclusively on getting into the delivery game
and building momentum as quickly as possible. We
launched McDelivery in three or four months, which,
for McDonald’s, was an incredibly short period of
time;in the past, we would have tested it in one market,
and then another, and maybe rolled it out years later.

We partnered with Uber Eats in most of our markets
because it had the broadest scale across multiple
countries and was in the best position to help us launch,
scale, and grow our delivery business the fastest.

McKinsey: Uber Eats is taking the orders and making
the deliveries, so Uber—not McDonald’s—is getting the
customer data, right?

Kevin Ozan: It’s true that datais a gold mine for
learning more about our customers and giving them
amore personalized experience. If [ know that you like
a Big Mac for lunch every Tuesday, for example, we can
tailor our offer to your individual tastes. Right now,
Uber does have the more detailed data on individual
customers. We get summarized data such as time

of day and location. We have a strong partnership with
Uber and are exploring opportunities to share more
information. We're also integrating delivery into our
mobile app, which will help us gain insights that

will allow us to develop one-on-one relationships with
our customers. That’s the goal.

We knew that McDelivery wasn’t going to be perfect
on day one. Butit’s proven to be a highly incremental
business for us. It skews to a younger demographic,

it generates a higher average check, we’re seeing
ahighrate of repeat business, and most of the orders
are placed in the evenings, when our restaurants
have more capacity. Now that we’ve launched it, our
focus is on optimizing that business. How do we grow

We wanted to move faster than what would have been a
typical approach for McDonald’s, so we set up a ‘fast action’
team—bringing together some of our best talent from different
business units and different regions.
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awareness? How do we improve the packaging for
items like fries and drinks? How do we make

our operations more efficient? We’re tackling all of
those things now.

McKinsey: Didyou have the same philosophy in
developing your mobile app? Get the app out there and
thenimproveit as you go?

Kevin Ozan: Yes. Some of our competitors already
had an app, so we wanted to move quickly. If you
think about your apps, you get updates constantly;
consumers are used to that. An app doesn’t have

to have everybell and whistle on day one. Again, that
wasn’t an easy concept for our system given our
historical strength in testing and “fail-proofing”

initiatives before introducing them in our restaurants.

We’re now working on improving the digital experience

for customers. For example, ifT order and pay through

the app but I still have to line up at the drive-through
and wait for my food, there’s no payoff; [ haven’t really
saved myself any time. So we’ve introduced curbside
service: you order and pay through the app, then you
parkin adesignated parking spot at the restaurant and
the food is brought out to your car. Now there’s a payoff
of added convenience for the customer.

Iseedigital as a “greens fee” these days. You need
digital offerings. But ultimately the winners are
going to be the companies that can best integrate

the physical and the digital, and make the overall
customer experience as pleasurable as possible.
That’s what our third accelerator, Experience of the
Future, is about—giving customers more choice in
the way they order, pay, and receive their favorite
food. EOTF has anumber of components: one is
modernizing and updating the physical restaurants—
the décor, the seating—another is putting in digital
self-order kiosks, and another is table service. So
whether you're ordering from the kiosk or the front
counter, you can just sit down, relax, and have the
food brought to you. Table service is a great example
of howwe’re trying to increase the level of hospitality

that customers experience in our restaurants.

McKinsey: EOTF is a lot more capital intensive
than the other two accelerators. How did you decide it
was worth the investment?

Kevin Ozan: One advantage ofhaving alarge system
like oursis that once we started implementing EOTF
internationally—in places like Australiaand Canada—
we consistently saw that it resulted in sales lifts of
roughly 4 to 6 percent, so we knew we were getting good
returns on our investments. We’re spending more than
$1billion thisyear onremodeling US restaurants. We’re
tryingtodoitataquick pace—about 1,000 restaurants
per quarter—because McDonald’s customers expect
consistency. Ifyou go to one restaurant that’s remodeled,
and then the next day you go to arestaurant down the
streetthatisn’t, that’s a confusing and disappointing

customer experience.

Perspectives on retail and consumer goods Number 7, January 2019



What we're seeing in the US is that our remodels
are taking alittle longer, partly because the
restaurants are older and need more work. It’s also
taking longer for customers to come back after
aremodeled restaurant reopens. The good news is
that once they do come back, we're seeing sales lifts
similar to what we saw in international markets.

McKinsey: It sounds like you personally are spending
a lot of time on the various elements of the growth
strategy, rather than on purely financial matters. Is
that just inevitable when you’re the CFO of such

a growth-oriented company?

Kevin Ozan: Asa CFO, one of the biggest challenges
is determining where you spend your time. Everybody
wants some of your time, whether that’s the board,

the CEO, employees, franchisees, or suppliers. You've
got to spend your time where you can have the biggest
impact. When I became CFO, we were in turnaround
mode, so my time was spent determining the right
cost structure, the right capital structure, how

and where to franchise more—in other words, deep

financial analyses.

Aswe’ve transitioned into growth, I'm now spending
more of my time on strategy, innovation, IT, and

Greg Kelly and Kevin Ozan at McDonald’s corporate headquarters in Chicago. Behind them is a display of Happy Meal toys
from years past.

digital initiatives. I enjoy that. Finance people, just
like everyone else, want to use their creative side;
we want to be strategic business partners rather than

work purely on financial issues.

McKinsey: What’s an example of a time when
either you or your finance colleagues were creative
and helped enable the growth strategy?

Kevin Ozan: Delivery is a great example because
it was a new business model for us. We understood
the profitability of a front-counter and a drive-
through sale, but with delivery, all of a sudden, the
customer has to pay adelivery fee, and there’s
acommission to the delivery provider. It’s awhole
new way of thinking. We’ve had to educate ourselves
and our franchisees that the percentage of
profitability may notbe as high as a front-counter
sale, but as long as that business is sufficiently
incremental, it will earn incremental dollars.

So our finance staffhas been figuring out the right
financial model for delivery. Are there different
models we can work with our providers on?
What’s the sensitivity of customers to the delivery
fee? Does it matter if we change the split between
the commission and the delivery fee? And so on.
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McKinsey: You lead a very large finance organization.
What leadership traits do you look for in your staff?
What traits do you feel have been important in your

own success?

Kevin Ozan: I think CFOs and finance people need
exceptional communication skills. That may not be the
first thing that you'd associate with finance people, but
inmyrole, I always have to adapt my communication
style and messages to different constituencies—
whether it’s the board of directors, our leadership

team, employees, or franchisees.

Finance leaders need to be able to explain financial
concepts to nonfinancial people. You have to be able
tobring complex ideas down to alevel so that everyone
isnodding their head and saying, “I understand what
you're talking about.” That’s how you get things done
inalarge organization.

Asafinance team, one of our mostimportant rolesis

to produce facts and data, analyze the data, provide
insights to tell a story about what’s happening and why,
and then propose solutions and influence decisions to
help grow the business. I need to ensure that members
of my finance team are focused on that, because it’s not

exactly the way you learn in business school.

McKinsey: How do you think you became good at
communication? Didyou have to learn it? Or do you think
itwas innate?

Kevin Ozan:Ilearned writing skills in my first job

out of college. T had amentor who was a strong writer,
and she taught me how to convey my ideasin alogical,
thoughtful manner so that people can easily understand
what I'm saying, whether I'm writing just a short
email or along memo. Developing those writing skills

also helped me become abetter speaker.

Also, my career at McDonald’s has exposed me

to many different perspectives. That has helped me
communicate better with awide range of people.
Istarted outin financial reporting, where I gained
agood global perspective of the business from

the corporate side. I then had the opportunity to
work in Sweden, which gave me an international
perspective. I spent some time outin the field
working with franchisees, which was another new
perspective, because franchisees view the business
very differently from the way we did at headquarters.
I came back and went into investor relations, which
gave me an investor and analyst perspective. Gaining
all these different perspectives has been incredibly
valuable in my current job.
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McKinsey: Do you spend a lot of your time on
people issues?

Kevin Ozan: Absolutely, and it’s something T

really enjoy. I spend more time on recruiting, talent
development, and employee engagement than one
might expect. Top talentis scarce and provides a
competitive advantage. Right now we’re in a war for
talent; many of the people we're trying to hire have
several job offers on the table. That’s true not just at
the corporate office but also in our restaurants. With
unemployment low in many countries, I expect that
talentand labor issues will continue to be a challenge.

We’re investing alot in upskilling our employees. Our
Archways to Opportunity program, for example, helps
our non-English-speaking restaurant employees
learn English and provides tuition assistance so that
employees can get high-school and college diplomas.
We've recently launched a program providing free
career-advising services and tools. We’re investing
$150 million over five years in building the capabilities
of our restaurant employees, so that they can have
great careers whether they choose to stay at McDonald’s

long term or not.

McKinsey: Last question: What'’s next for McDonald’s?
What are some things you're working on that could take
the business to the next level?

Kevin Ozan: We’re constantly reinvestingin our
existing restaurants, of course, because nothingis as
profitable as growing like-for-like sales. But we also
think there’sroom for new restaurants, evenin

our mature markets, like the US, Canada, and France.

Thatsaid, the biggest area of increase in our spending
hasbeenin technology, which is helping to drive

our growth. I expect that will continue. We’re looking
athow to use technology to improve the customer
experience and create new customer experiences. We're
also exploring technologies that can help us reduce

or eliminate repetitive tasks and make employees’ jobs

more interesting and rewarding. In our finance
organization, we’re piloting robotic process automation
and other technologies. In our restaurants, we have
ateamlooking at automation opportunities that can

help drive labor efficiencies.

I'm abig proponent of intellectual curiosity and
agility—learning new areas and keeping up with what’s
going on with the world, whether that’s analytics or
blockchain or something else—and getting things done
quickly. At McDonald’s, we’re more curious than ever,
and we're getting better at agility. That means our
customers, employees, and franchisees will have lots
of new things to look forward to. l

To hear audio clips from this interview, visit
McKinsey.com.

Kevin Ozan is the CFO of McDonald’s Corporation,
based in Chicago. This interview was conducted by Greg
Kelly, a senior partner in McKinsey’s Atlanta office.

Copyright © 2019 McKinsey & Company.
Allrights reserved.
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Reviving grocery retail:

Six Imperatives

In the United States and Western Europe, many traditional grocery retailers
are seeing their sales and margins fall—and things could get even worse. Here’s
how to reverse the trend.

Dymfke Kuijpers, Virginia Simmons, and Jasper van Wamelen

34 Perspectives on retail and consumer goods Number 7, January 2019



© Hoxton/Tom Merton/Getty Images

To put it bluntly, much of the $5.7 trillion global
groceryindustry isin trouble. Although it has

grown at about 4.5 percent annually over the past
decade, that growth hasbeen highly uneven—and has
masked deeper problems. For grocers in developed
markets, both growth and profitability have been on
adownward trajectory due to higher costs, falling
productivity, and race-to-the-bottom pricing. One
result: amassive decline in publicly listed grocers’

economic value.

And it could get much worse. Monumental forces are
disrupting the industry. If grocers don’t act, they’ll be
letting $200 billion to $700 billion in revenues shift
to discount, online, and nongrocery channels! and
putting at risk more than $1 trillion in earnings before
interest and taxes (EBIT).2 When the dust clears, half
oftraditional grocery retailers may not be around.

Whathas driven the grocery industry to this point?
The disruption can be attributed to three major
forces: consumers’ changing habits and preferences,
intensifying competition, and new technologies. Each
ofthese forcesis, to some extent, always at work, but
the speed and magnitude of change have caught most

grocers off guard.

These disruptions present considerable—yet
surmountable—challenges. Based on ourresearch
into the global grocery industry, combined with our
extensive experience working with the world’s leading
grocers, we have identified siximperatives for grocers

towinin this rapidly changing environment.

Disruption on three fronts

Inthe past decade, sales growth amonglarge grocery
chainsin the mature markets of North America

and Western Europe has been a pallid 2 percent
(compared with 9.8 percent in Africa, 8.4 percentin
Eastern Europe and South America, and 6.2 percent
in Asia). Even that 2 percent growth has been hard
won. Between 2012 and 2017, as commodity prices

Reviving grocery retail: Six imperatives

and labor costs increased, traditional grocers in
developed markets couldn’t charge higher retail
prices because competition from lower-priced
formats—such as discount chains and dollar
stores—was just too intense. Grocers’ margins fell
dramatically, forcing grocers to sweat their assets.
During that period, more than 50 percent of the
economic profit of large publicly traded grocery
retailers evaporated (Exhibit 1).

Thiskind of upheaval has made the industry ripe for
amajor shakeout. Already, consolidation is on the
rise, especially within countries. M&A activity in
Europe and North Americais picking up again after
adipin 2016, with the recent announcement of the
proposed Sainsbury’s-Asda merger exemplifying
the trend. We believe consolidation will continue
apace—and could eventually spell the demise of all
but the two to four strongest grocery retailers in each
market. These grocers will have to battle it out with
thelikes of Walmart, Costco, discounters, and the new
“ecosystems” of Alibaba and Amazon. Grocery chains’
contribution to GDP could decline by $90 billion or
even twice that, depending on the level of automation
(which would reduce retail prices and labor costs) and
the size of the shift toward e-commerce.

It’sagrimpicture. Of course, consumer behavioris
never static, technology is constantly advancing, and
new competitors are always emerging in one form

or another—but the pace and intensity of all three of
these forces have been unparalleled. Very few grocers
have managed to turn these forces to their advantage.

Changing consumer habits and preferences
Consumers today expect to be able to buy almost
anything, anywhere, at any time—and at low prices to
boot. Millennials, which now constitute the largest US
demographic group, have especially high expectations.
Ina UK survey of grocery shoppers, millennials said
they seek healthier food choices. They also want to
know exactly where their food comes from and how
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More than 50 percent of the grocery sector’s economic profit vanished between

2012 and 2017.

Economic value add’ of publicly traded grocery retailers,2 $ billion

2007 2008 2009 2010 2011 2012

2013 2014 2015 2016 2017

L(ROIC - WACC) * IC: return on invested capital minus weighted average cost of capital, multiplied by invested capital.

2 Analysis of 27 largest publicly traded grocery retailers worldwide.
3 Losses from Tesco accounting issues.

Source: McKinsey Corporate Performance Analysis Tool

it’s made; they expect companies to be socially and
environmentally responsible and to offer sustainable,
traceable products. At the same time, they want

deals and discounts—not surprising, in light of the fact
thatthey are the first generation that is less wealthy
than their parents. Finally, millennials are drawn to
the seamlessness and convenience of online shopping.
Grocers therefore find themselves in the difficult
position of trying to meet all these expectations
without raising prices.

Babyboomers, too, have considerable buying

power and thus are an important customer base

for grocers, but present additional challenges. For
one, babyboomers are different from past elder
generations. They’re retiring later in life; many more
of them are single; many more are comfortable with
technology. They’re more concerned about health and
wellness, they value in-store customer service, and
they’re more open to new products and experiences,
especially those that are unique to their life stage.
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Grocers have to adapt their offering accordingly
while, again, keeping prices low.

One behavioral change common to every demographic
group, including millennials and boomers, has posed

an enormous challenge for the grocery industry: people
areless inclined to cook. Almost half of US millennials
say theyrarely prepare meals athome. Across the board,
more consumers are buying ready-made meals. Inboth
Europe and the United States, food service is growing
faster than food-at-home consumption;in the US
market, food-service revenues already exceed food-at-

home sales.

Aggressive competitors and the emergence

of ecosystems

Grocers were slow to adapt to these changesin the
consumer landscape, so other types of retailers quickly
stepped in. Discounters, convenience-store chains,
club stores, dollar stores, and pure-play online retailers

gotinto the grocery game. Consumer-packaged-
goods (CPG) manufacturers began selling directly to
consumers. Food-service players captured the lunch
and dinner occasions.

Discounters, in particular, came on strong. Schwarz
Group, which owns discounters Lidl and Kaufland,
isnow Europe’s largest food retailer. Discounters have
amarket share of 20 to 50 percent in Germany, Ireland,
and the Netherlands; ALDI and Lidl are beginning
toflex their muscle in the US market as well. With a
limited assortment and afocus on delivering great value
for each item, discounters maintain higher earnings
before interest, taxes, depreciation, and amortization
than supermarkets, but their low prices have reduced
the sector’s overall revenue by about 4 percent.

Low prices are also part of the consumer appeal of
online players like Amazon, which is just getting

started in grocery: its acquisition of Whole Foods

Reviving grocery retail: Six imperatives
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Exhibit 2
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Marketis agame changer. The combination of
Amazon’s digital and operational prowess, Whole
Foods Market’s brick-and-mortar stores, and the two
companies’ customer base creates an omnichannel
behemoth—aretail ecosystem that grocers have to
reckon with.

Indeed, ecosystems are emerging around the world
and generating much of the growth in e-commerce.
In China, Alibaba aims to seamlessly integrate online

and offline channels; it calls its ecosystem “New
Retail.” Data-driven personalization, as well

as network and scale effects, drive down ecosystems
costs whilelocking in customers.

Our analysis suggests that, by 2026, between
$200 billion and $700 billion in revenues from
traditional groceryretailers could shift to other
formats and channels—further hurting sales
productivity and aggravating space overcapacity
(Exhibit 2).

By 2026, up to $700 billion could shift from traditional grocery to other formats

and channels.

Scenarios for grocery retail sales 2026,' North America and Western Europe, $ billion

Scenario 1
1% CAGR?

2,800

Traditional
supermarkets and
hypermarkets, 67%

Convenience
retail, 21%°

Other channels, including +703

discounters, 12%*

297

2016 2026

2 Compound annual growth rate.

3 Assuming 1-2% CAGR in line with food-service trends.

2016 2026

Scenario 3
5% CAGR

Scenario 2

3% CAGR 4,100

3,400

. I
Al 1500
297 +1 ,203

2026

N
(@)
=
()

L Channel splitin 2026 of total grocery retail sales is modeled as 25-50% traditional grocery, 25-30% convenience, and 25-45% other channels.

4 Other channels include discounters, online, club, and direct-to-consumer sales. Estimated growth rates are based on market-share outlook by

channel (eg, discounters’ continued growth in Western Europe, 13% CAGR in United States based on recent entry of Lidl; online CAGR of 10%
assuming online maturity in United Kingdom will hold for most US and Western European countries 10 years from now).

Source: Euromonitor; Verdict; McKinsey analysis
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New technologies

Arelated (and equally disruptive) trend is the onslaught
of new technologies. The success of Amazon and
other online competitorsis duein partto the price
transparency that the digital world has enabled.

To remain competitive, offline retailers have had to

keep prices low even when their costs have risen.

Furthermore, most grocers haven’t deployed cutting-
edge technologies—including digital solutions,
advanced analytics, artificial intelligence, robotics,
and the Internet of Things (IoT)—as quickly and
aggressively as their competitors have. For instance,
Amazon’s website features a robust product-
recommendation engine powered by advanced
analytics, the company has more than 100,000
robots transporting bins and stacking pallets in its
warehouses, and it has introduced innovations

to make shopping faster and easier, such as its Echo
and Dash devices. Many traditional grocers

find themselves constantly having to play catch-up.

Six imperatives for profitable growth

But allis not lost. Resourceful and nimble grocers
have shown that it’s possible not just to fend off
competitors and hold on to market share but also to
attract new customers and keep them coming back.
Profitable growth is achievable—but it will take
decisive action in each of the following six areas.

1. Define a distinctive value proposition:
Convenience, inspiration, value for money

To hold their own against aggressive competitors,
grocers must build a distinctive offer that emphasizes
one or more of the three value propositions that have
resonated with today’s consumers:

m  [Jltraconvenience. Convenience is partly about
having store locations that are easy to get to, such
as attrain stations or in residential neighborhoods.
Butlocation is only one aspect of convenience.
Retailers should strive to make every part of the

Reviving grocery retail: Six imperatives

shopping experience more convenient, while
maintaining standards of quality far above
typical convenience-store fare. A grocery store’s
assortment might include grab-and-go items,
prepared foods, frozen meals, and loose fruits and
vegetables for shoppers looking for a quick snack.
It might also provide self-service options, express
checkouts, home delivery, and other in-store
services, such as dry cleaning or package pickup.

Inspiration. A grocer can differentiate itself

by creating an inspiring and exciting shopping
experience that helps customers discover new
products. Some grocery stores now feature digital
signage that offers extensive product information,
including products’ origins and nutritional
properties. Others try to create an environment
that feels like walking through a cookbook, with
fully prepared meals on display or cooked on

the spot, along with recipes and ingredients in

the correct portions. A grocer might decide to
offer avariety of health-and-wellness options,
with an unrivaled assortment of specialty,
organic, and local brands. A mix of education and
entertainment—for instance, cooking classes
taught by a celebrity chef—can also transform

the shopping experience.

Value for money. Thisis, obviously, the value
proposition of mass retailers and discounters,
which means competing on this front will be highly
challenging for traditional grocers. To stand a
chance, a grocer would need considerable scale and
alow-cost operating model. Practically, this would
require expertly leveraging big data and analytics,
partnering with other retailers on sourcing, and
dramatically “leaning out” stores, whether through
automation or by adopting a discount-store

model. A more likely path for a traditional grocer
mightbe to ensure that it’s almost on par with
competitors in value for money, but focus on either
ultraconvenience or inspiration as a differentiator.
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2. Shape your ecosystem—and either go big or
get out

To stay competitive against the aforementioned
emerging ecosystems, retailers must make big bets
on which battlegrounds to fight in and, subsequently,
which digital and analytics “use cases” to master.
Thisrequires a forward-looking perspective on how
consumer behavior, the competitive landscape, and
technology are likely to change in five years or more.
What are the potential disruptions? What will the
growth areas and profit pools be? Important choices
will revolve around food and nonfood assortments,
payment systems, customer interfaces, service

options, and last-mile delivery.

And going it alone won’t work. To create an ecosystem,
retailers must fill any capability gaps through
partnerships or M&A—for example, by joining forces
with digital, analytics, technology, or convenience
specialists. The goal is to starta virtuous cycle of
using data and analytics to get closer to the customer,
then gathering more data with every customer
interaction—and radically reducing the total costs of
the system by bringing together people, commodities,

and venues.

Let’slook at last-mile delivery as an example. In
online grocery, delivery costs are the biggest hurdle
to profitability (Exhibit 3). It’s ahurdle that can be
overcome only with major investments in advanced
analytics, warehouse relocation, and automation.
Ifagrocerisn’t willing to gobigin e-commerce, it
might as well get out.

Low “drop density” is the main reason for high
delivery costs: a typical delivery-van driver in the
United Kingdom, for instance, makes fewer than five
deliveries per hour on average. Potential solutions

for increasing drop density include amilkman model,
whereby retailers make deliveries to communities
only at specified times each week. A small Dutch

grocer, Picnic, has achieved a drop density of
14 deliveries per hour with this model.

Another potential solution is pooled deliveries, which
would require grocers to collaborate with their
competitors or with other businesses: for example,
one player or a third-party logistics provider could
combine several retailers’ deliveries. In China, about
50 companies have been piloting an app that mobilizes
an on-demand pool of thousands of independent
drivers to deliver goods. The app contains profiles
and user ratings of drivers, and itindicates whether
they’re available and willing to help unpack items. To
aid drivers as they navigate neighborhoods, the app
offers detailed trip planners and route maps.? Early
trials have indicated that this approach could shave
30 percent offretailers’ delivery costs.

Another way to make deliveries cheaper is to store
the goods closer to where people live. According to
our analysis, ifalarge retailer relocates half of its
distribution centers closer to city centers—from, say,
100 kilometers away to only 10 kilometers away—it
could reduce delivery costs by about 10 percent.

Usingdrones or fully automated vehicles for a fraction
of deliveries could also reduce costs. But again, these

solutions aren’t cheap. Grocers must decide to take the
plunge into omnichannel retail, or stay out altogether.

3. Put technology to work in every part of the
value chain

The most successful grocers have embraced technology
as the primary driver of commercial effectiveness and
costreduction across the value chain. Indeed, their use
oftechnology is what sets grocery leaders apart from
laggards; early adopters are capturing 2 to 5 percent
more in EBIT than slower-moving competitors. Digital
solutions, advanced analytics, and artificial intelligence
can have far-reachingimpact on customer engagement,
commercial activities, store and warehouse processes,

and back-office operations.
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Exhibit 3

Online grocery would become more profitable if retailers could reduce delivery costs.

Profitability per basket, % of sales

+1to +2

Gross-margin
increase due

Fixed-cost I improvgd

deleverage basket mix

because

of larger

basket size -10
to-12
Delivery
costs?

Assuming home delivery. If these
costs fall by 50%, online grocery
becomes at least as profitable as
offline grocery

Picking
costs

No store
costs'
Return 05t01.5
costs*
Offline Online
grocery | grocery®

Partnerships in ecosystem essential to gain scale

' Such as rent or in-store labor.

2 Typically, the retailer’s delivery fee is lower than the actual delivery costs.

31T, credit-card fees, marketing.

4 Return costs are usually due to substitution: when an item is not available and the retailer sends a substitute, the customer sometimes returns

the substitute.

5 Not accounting for cannibalization of offline sales.

Customer engagement

Inarecentsurvey of retail CEOs, 93 percent said

they see personalized marketing as a priority.
Personalization—not just of marketing messages

and offers but also of product recommendations and
content—canyield up to 2 percent top-line impact.
But many traditional grocers have trouble optimizing
their mass promotions. Only a few grocers, such

as Kroger and Loblaws, already personalize their

Reviving grocery retail: Six imperatives

promotions to loyal customers. More-advanced
retailers are working toward “here and now”
personalization efforts, which deliver the right offer
attheright price, right time, and right location.

Commercial effectiveness

Advanced analytics can enable grocers to make
better decisions about assortment, pricing,

and promotions. Already, sophisticated retailers
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are creating hyperlocalized assortments while
maintaining a centralized merchandising function.
They’re identifying which items play a unique role
in the assortment and conducting space-sensitivity
analysis to determine the best store-specific
planogram. They’re defining price zones using
micromarket segmentation and comparing prices
automatically with key national competitors.
They’re monitoring, evaluating, and tweaking their
promotions daily. And they’re generating insights

that give them negotiating leverage over their suppliers.

In-store and warehouse operations
Uptohalfofin-store tasks could potentiallybe
automated. Robots can now answer shoppers’ questions,
suggest itemsbased on a shopper’s previous purchases,
take inventory, keep track of expiration dates, stock
shelves, pick and pack products for delivery, clean up
spills, and even assemble sandwiches and salads. The
partnership between Kroger and Ocado, aleaderin
warehouse automation and end-to-end use of advanced
analytics, suggests greater opportunities to offer same-
day and same-hour delivery from “dark stores” with
little or no staff. Retailers are testing no-checkout
models: examples include Amazon Go, Ahold Delhaize’s
“tap to go,” and China’s BingoBox, a chain of unstaffed
convenience stores. Since manning checkout registers
represents about 30 percent of store labor—and slow
checkoutis among the top pain points for grocery
shoppers—the benefits of redeploying that 30 percent to

higher-complexity tasks would be massive.

Back-office operations

Our experience in other sectors, particularly in
financial services, has shown that digitization of
back-office processes (such as accounts-payable
handling or payroll processing) can yield significant
productivity improvements. We often find that a
majority of back-office processes could potentially
benefit from digitization, which can free up

15 percent or more of employees’ time overall—an
enormous opportunity for grocers.

4. Win back lunch and dinner

Grocery stores were once the place where almost
everyone bought their lunch and dinner. In efforts
toreclaim that role, many grocers have expanded
their selection of ready-made meals and prepared
foods. Some are bringing master chefs into the store.

There are several different models for food-service
execution, including having a full-service restaurant
next to the supermarket, dedicating a section of

the store to ready-made meals or in-store dining,
operating a “food hall” that has restaurants as well
asretail shelves, and introducing store-in-store
concepts that focus on niche foods (such as the Sushi
Daily counters inside select Waitrose stores). In
addition, many grocers—recognizing the growing
consumer demand for healthy meals athome—are
finding ways to meet that demand. In China, for
instance, food retailers such as Hema and 7Fresh are
offering home delivery within 30 minutes.

To succeed in food service, grocers must think
through their approach by agreeing on answers to the
following questions:

Which archetype will we pursue (food for now,
food for later, or both)?

®  Whatstore space will we use?

®  Who will operate the food-service offering—
in-house staff or a third party?

®  Whatbrand willit carry (astore brand, an
existing food-service brand, or an entirely new
brand)?

®  Should we offer fast delivery? If so, what’s our
plan for making last-mile delivery work?
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Exhibit 4

Some store space could conceivably be reallocated to fulfilling
online orders or providing other services.

Of course, each grocer’s answers to these questions
will depend on anumber of variables, including

its particular strengths and weaknesses, the customer
segments it serves, and the local competitive
landscape. In some inner cities, popular food-service
players have a higher density of outlets than the
leading grocers.

5. Rethink all of your real estate
Grocers must get creative with their real estate.
Closing stores is certainly an option, but it shouldn’t

be the first or only one that they consider. For starters,

grocers must think ahead to the future needs of
their online businesses; some store space could
conceivably be reallocated to fulfilling online orders
or providing other services.

Retailers can address overcapacity in their portfolio
in several ways (Exhibit4). Options include
reinvigorating core categories within a store,
repurposing certain areas of the store, renting out
space to other businesses, right-sizing the store,

Grocers can address overcapacity in a number of ways.

Potential levers for addressing real-estate challenges

Reinvigorate Repurpose Rent out

inm| [N

| |

Invest space Add new Bring in tenants
in core or categories and and create
“battleground” services (eg, cafe,  shops-in-a-
categories sushi bar) shop for “halo”
to drive foot benefits

traffic and to
differentiate from
discounters

Reviving grocery retail: Six imperatives

Right-size Remove Reinvent
il
il d
Shrink the Close the store; Unlock property

store’s footprint
and sell or rent
a portion to
another
business

sell building or
end lease while
maximizing
profit

value by redevelop-
ing the site as a
mixed-use site (eg,
with residential)
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removing it from the network entirely, or redeveloping
itas amixed-use property, perhaps with residential
space—an especially palatable solution in regions with
housing shortages.

The most forward-thinking retailers, recognizing
their need to raise capital and reduce liabilities,

are collaborating with property developers and

land owners—entities that have the requisite balance
sheet, capabilities, and relationships with local
authorities. In partnership with these entities, they
can come up with options for the entire store

portfolio instead of evaluating each store independently.

6. Innovate ten times faster

Speed s critical, which means grocers must

jettison their traditional—and slow—approach to
implementing new initiatives. They should instead
take an agile approach using “concept sprints.”
Characterized by quick decision making, a focus on
tangible outcomes, constant customer validation,
co-located and multidisciplinary teams, rapid
iteration, and careful attention to internal capability
building, concept sprints can reduce time-to-market
from four to six months to just four weeks.

Exhibit 5 shows how concept sprints canbe used
across the organization to accelerate the launch of

Concept sprints can be used across the organization to speed development of

priority initiatives.

Inception Day 2 Day 4 Day 8 Day 10 Day 13 Day 16 Day 20 szt::oval
~)
Initial Conducted  Created Developed  Conducted Designed Created Refined and Technical
concept 50 user customer and 20+ user technical and implemented proof of
direction interviews segments designed tests on solution validated road map,  concept
(business to assess and digitally target and high- business developed  inlab
objective) shopping journeys, enabled customers  level IT case and investment  environment
journey selected shopping to refine architecture investment  proposal
target concept concept road map
customer

Using this approach, team developed proof of concept ~5x faster (4 weeks vs typical 4-6 months)
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high-priority initiatives. Leading retailers have used
such an approach to introduce new in-store digital
solutions, refine picking algorithms in warehouses, or
develop new products.

For traditional grocery retailers, areturn to
profitable growth won’t happen without tough
decisions and bold moves. The competitors that are
already eating grocers’ lunch (and dinner, too) are
moving quickly, and they’re harnessing the power of
technology to improve operations and relentlessly
pull customers away from traditional grocery
stores. It’s up to grocers to fight back—and perhaps
join forces with one another (within the bounds of
anticompetition and antitrustlaws, of course)—to
regain scale and effectively compete in the fast-
changing and hotly contested food retail market. Ml

Reviving grocery retail: Six imperatives

' Scenario-analysis estimates based on 2011 to 2016 observed
market and market-share growth rates.

2 Estimate considering additional labor costs required to meet
rising consumer expectations for in-store service, assuming
costs cannot be passed on to consumers.

3 Lambert Bu, Yuanpeng Li, and Min Shao, “An ‘Uber’ for
Chinese e-commerce,” McKinsey Quarterly, January 2017,
McKinsey.com.

Dymfke Kuijpers (Dymfke_Kuijpers@McKinsey
.com) is a senior partner in McKinsey’s Singapore
office, Virginia Simmons (Virginia_Simmons@
McKinsey.com) is a senior partner in the Chicago
office, and Jasper van Wamelen (Jasper_van_
Wamelen@McKinsey.com) is an associate partner in
the New Jersey office.

Copyright © 2019 McKinsey & Company.
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Global consumer sentiment:; Still on
an upward trenad

Max Magni, Anne Martinez, and Alex Rodriguez

According to the latest McKinsey survey on global consumer sentiment, conducted in September
2018 across 15 countries, consumers in almost every part of the world are feeling better about their
finances than they did the previous year. (This upward trend has been evident since our first global
survey in 2015 but is decelerating.) The survey reveals that more consumers are choosing higher-
priced brands, too. In particular, the percentage of survey respondents in India, China, and Germany
who said they’re trading up—that is, buying more-expensive brands of consumer packaged goods—
significantly exceeds the percentage who reported trading down (exhibit).

Consumer trade-up rates were highest in India, China, and Germany.

Changes in buying behavior in past year (among those who changed their buying behavior), %

26 24

16 15

13 11 11 10
Trade up

Trade down

14 16 15

20
Top 9 India China Germany France Japan UK us Mexico Russia
countries?

1 Based on total household consumption of the consuming class (defined as the population with a household income of at least $10 a day).

Source: McKinsey Global Consumer Sentiment Survey, September 2018

Our survey also explored changes in consumers’ eating habits and preferences. It confirmed a continuing
trend toward healthier food choices, especially among millennials. For example, half of millennial
respondents (and 41 percent of Gen X respondents) said that “all natural ingredients” is usually or always
an important consideration for them when shopping for packaged foods.

For more highlights from the global survey, as well as country-specific findings, see our forthcoming
articles on McKinsey.com.

Max Magni (Max_Magni@McKinsey.com) is a senior partner in McKinsey’s New Jersey office,
Anne Martinez (Anne_Martinez@McKinsey.com) is a knowledge expert in the Stamford office, and Alex
Rodriguez (Alex_Rodriguez@McKinsey.com) is a partner in the Miami office.

Copyright © 2019 McKinsey & Company. All rights reserved.
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QUICK TAKES

Commercial excellence in China

Daniel Hui, Felix Poh, Alex Sawaya, and Simon Wintels

What does it take to succeed in the fast-changing, wildly competitive Chinese consumer-packaged-
goods (CPG) market? Our latest Commercial Excellence Benchmarking yields some answers.

A collaborative effort between McKinsey and Nielsen, our global benchmark reveals what “winners”
do differently from “others”—winners being companies that achieved higher sales growth than

the categories they play in, while also outperforming peers on one or more commercial metrics.

We found, for instance, that winners in the Chinese market invest in generating both offline and online
consumer insights. As the exhibit shows, all winners say they understand the in-store consumer decision
journey, and about 80 percent of winners (but only 25 percent of others) say they understand the

online consumer decision journey as well—making them much better positioned to partner with China’s
emerging omnichannel players.

Another striking difference between winners and others is in decision rights. Winners place almost all
commercial decisions—including setting price guardrails and launching new products—in the hands of
local or regional managers, rather than the global brand leader or global franchise leader.

Winners invest in consumer insights and empower local leaders.

Understanding of consumer Decision maker W Local or regional brand or franchise leader

decision journey, for specific areas, obal franchise | B Another lead

% of companies % of companies Global brand or franchise leader nother leader

In stores ' Online Annual brand 1 Marketing | Pricing ' New- 1 Trade- ' Shopper mar-

i strategy . spend by | guardrails . product . budget . keting spend
1 vehicle ' launch ' allocation 1 by customer
| o5 25 3 [BE e @ 25 63 25 3
| | | | | | 25
| | | 38 I | |

Winners Others Winners Others | Winners Others Winners Others ~ Winners Others Winners Others  Winners Others  Winners Others

Note: Figures may not sum to 100%, because of rounding.

Source: 2017 Commercial Excellence Benchmarking

For the full article, see “Commercial excellence in China: Lessons from the top CPG companies,” on
McKinsey.com. Also see the related article, “How consumer-goods companies can win in Southeast Asia,”
on McKinsey.com.

Daniel Hui (Daniel_Hui@McKinsey.com) and Alex Sawaya (Alex_Sawaya@McKinsey.com) are both partners
in McKinsey’s Hong Kong office; Felix Poh (Felix_Poh@McKinsey.com) is a partner in the Shanghai office; and
Simon Wintels (Simon_Wintels@McKinsey.com) is a partner in the Singapore office.
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Who'’s shopping where?

The power of geospatial analytics
IN omnichannel retall

Using advanced geospatial analytics, retailers can now quantify the true
economic value of each of their stores across channels—and they’re uncovering
surprising insights.

Alana Podreciks, Nathan Uhlenbrock, and Kelly Ungerman
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The wave of store closures across the US retail sector
continues. In 2017 alone, more than 7,000 stores
went dark, unable to withstand consumers’ rapid
migration to e-commerce, the explosive growth of
direct-to-consumer brands, and the glut of retail
square footage in the heavily overstored US market.
Retail space per capitain the United Statesis 15 to

20 times that of other major developed markets.
Customer traffic at malls has been steadily decreasing.
Margins are declining in almost every retail category.
Given these trends, it’sbecoming harder to justify
keeping expensive brick-and-mortar stores open if
they don’t meet sales expectations. In the first

halfof 2018, retailers announced plans to shutter an
additional 4,000-plus US stores.

Unfortunately, retailers often make the wrong decisions
aboutwhich stores to close, thus inadvertently hurting
theirbusiness further. They also overlook valuable
opportunities to expand their market presence

and unlock growth. The mainreason is that they’re
using outdated metrics: many retailers continue to

use acombination of trend analysis and “four-wall
economics” to assess store performance—that s,
they’re still primarily taking into account the sales and
profits that the store generates within its four walls,
without consideringits impact on other channels. This
assessment then affects other decisions, including the
store’s payroll, labor coverage, and sometimes inventory
selection. However, consumers today shop across
channels: they might visit stores to look at products and
then eventually buy them online, or they might research
aproductonline and then buyitin astore. Inthis
environment, the traditional four-wall metrics are, at

best, incomplete indicators of a store’s potential.

The most sophisticated retailers are now closely
examining the interplay between offline and online
customer decision journeys. They’re taking an
omnichannel view of store performance—allowing
each store to “get credit” for all the sales in which

it played arole, whether those sales happened offline

or online. In doing so, retailers are getting amore

accurate picture of each store’s total economic
value and makingbetter decisions about their
omnichannel presence. Their secret weapon?
Advanced geospatial analytics.

Outside the four walls

Physical stores aren’t going away. We estimate that
in-store sales will still make up 75 to 85 percent of
retail sales by 2025. That said, the physical store is no
longer just a place to buy products. A store now plays
several possible roles: it might serve as an experiential
showroom for products, a fulfillment center for
online orders (or a convenient place for returning or
exchanging online purchases), ahangout where groups
offriends can try things on and take selfies that they
then post on social media, or a destination for those
seekingideas and inspiration. It’s entirely possible for
astore to have weak sales and profits within its four
walls while being a strong contributor to the retailer’s
overall performance.

Advancesin dataand analytics can help aretailer
quantifyboth a store’s halo effect (positive) and its
cannibalization effect (negative)—in other words,
how a store’s existence influences the performance
of the retailer’s other sales channels (Exhibit 1).
Retailers have long recognized that a store can have
ahalo effect, but it has traditionally been thought of in
marketing terms—that is, a store canraise awareness
oftheretailer’sbrand, justlike abillboard ora TV
commercial. Viewed as such, the halo effect has been
difficult to measure. However, in an omnichannel
world, astore can do more than just raise awareness;
it can drive sales through other channels, and vice
versa. McKinsey research suggests that a store’s
e-commerce halo can account for 20 to 40 percent of

its total economic value.

A new era in data and analytics

For decades, retailers have been mining a variety of
data sets—point-of-sale information, demographics,
market trends, and so on—to learn about customers

and serve them better. Today, thanks to the availability
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Retailers can now measure the total
cross-channel value of a retail store.

lllustrative example
Cross-channel view based on consumer behavior
and financial metrics, $ million

0.8

0.7

Own  Nearby store Wholesale E-commerce  Total

store L halo value
Cannibalization

of new types and sources of data, it’s possible for
retailers to gain amuch deeper understanding of
consumers and markets. Retailers have access to
more consumer-behavior data than they’ve ever had
before, in the form of opt-in e-receipt programs and

anonymized mobile-phone location data.

The aggregated data can shed light on notjust the
quantity but also the quality of customer traffic. This
information allows retailers to get a detailed picture
ofhow people move and interact within a market,

as well as how they behave across both offline and
online channels.

And it’s notjust that there are more data. Companies
now also have access to increased analytical
horsepower in machine-learning models. These

models can mine big data assets and help generate

granular, actionable insights at the micromarket level.

At the most sophisticated retailers, geospatial data
and analytics are often owned by a strategic advanced-
analytics group. The group, which can be centralized
orreside within a specific function, drives the use

of advanced analytics across silos. It delivers cross-
cutting insights that bring together the priorities of
various functions, including marketing, sales, finance,

andreal estate.

The combination of advanced geospatial techniques

and machine learning, applied to cutting-edge dataon
consumer behavior, is unleashing powerful new insights
forretailers. In particular, it’s helping retailers make
better decisions about expanding or contracting their
store networks. It’s also helping them develop store-level
action plans to improve performance. In addition, some
retailers are using these insights to mobilize their sales
force and prioritize their investments.

Geospatial analytics in action: A case
example

Consider the case of a global specialty retailer that
sellsits products through its own brick-and-mortar
stores, an online store, and wholesale accounts. The
retailer’s sales were declining in the face of strong
competition. Forinsights into how to reverse its sales
trend across the network, the company turned to

geospatial machine learning.

Ateam of data scientists built an analytical model
customized for the brand, leveraging both internal
and external data. Testing hundreds of variables, the
team used geospatial machine learning to identify
the factors that have the greatest positive or negative

effect on a zip code’s total sales (Exhibit 2).

Based on these drivers, the team was able to predict the
retailer’s potential sales in each zip code and each store,
and to compare potential sales with actual sales. Then,
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Exhibit 2

Using geospatial machine learning, a retailer identified the factors that most affect a

zip code’s sales potential.

lllustrative example

Sales drivers in every zip code,
most important to least important

Impact

Proximity to larger owned
full-price stores

High proportion of young
urban professionals

Primary competitor store
within 5 miles

L
L

High number of wholesale
stores within 5 miles

High store-manager ratings
in nearest owned stores

High online spend in category

Low tourist spending 1

High weekend foot traffic
around nearest owned store

using geospatial simulation, it estimated each store’s

impact on wholesale and online sales.

The team was also able to isolate the unique factors
that contribute to a strong e-commerce halo. It found
that, in general, a store has a strong e-commerce
haloifitisalargerstorelocated in an areawith
ahigh proportion of young and urban professionals.
Other factors that contribute to a strong e-commerce
halo: being far from other same-brand stores, being
in a high-traffic retail environment such as a high-
quality mall or apower shopping center, and having
low tourist spend (which means most of the store’s

customers live or work nearby).

Omnichannel sales potential by zip code, $

Sales potential

$ D ©35%

The retailer used these insights to identify which
stores weren’tliving up to their sales and profit
potential (Exhibit 3) and which micromarkets
represented untapped growth opportunities. Further
analysis revealed that the retailer could optimize the
omnichannel value of its store network and achieve
a20percent gainin EBITDA by closing, relocating, or
reformatting stores (for instance, turning a full-priced
store into adigital showroom).

Theretailer then created market-level “battle plans”
for its store network: which stores to reformat or close,
where to increase its presence either via new stores or
deeper wholesale penetration, and what the sequence
and scope of its investments would be.
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A retailer can categorize stores into four groups based on sales potential

and profitability.

lllustrative example

Profitability vs potential sales

® Keep store open Close store
A 1,000
Tap into growth o Nurture strong
opportunity o% performers
(25% of stores) (30% of stores)e
K
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o © O
)
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Review location, Reformat
watch-list, or close or close
(25% of stores) (20% of stores)
v -1,000
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<+—— Performance vs potential sales, % ——————>

L Earnings before interest, tax, depreciation, and amortization.

Source: McKinsey analysis

Getting started

In kicking off a geospatial analytics effort, every
retailer will have a different starting point. We
recommend that companies first conduct an
internal inventory of data availability and advanced-

analytics capabilities.

Some retailers have limited data (for example, low
visibility into wholesale accounts), siloed business
units, and only a handful of data scientists and
analysts, if any. These retailers should build their

minimum datarequirements and consider
partnering with external providers or acquiring

analytics capabilities outright.

On the other end of the spectrum, some retailers
already have extensive external data partnerships,
consistent and reliable data-sharing processes with
their wholesale accounts, and senior management
focused on omnichannel success. Such retailers
canopt tobuild a strong data-science team with
experience in geospatial analytics. That team would
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be tasked not just with performing the analyses but

alsowith generating useful insights that can be easily
integrated into real-time business processes and
decision making,.

Regardless of their “build, buy, or partner” decision,
retailers must constantly strive to break down
business silos. If the heads of the retail, e-commerce,
wholesale, marketing, real-estate, and finance
functions all operate independently of one another and
have few or no cross-cutting goals or initiatives,

the company as awhole won’t be able to make the best
omnichannel decisions.

Inourexperience, retailers can quantify performance
gaps, uncover growth opportunities in their go-to-
market strategy, and reap early wins from advanced
geospatial analytics within 6 to 12 months—particularly
when an empowered, cross-functional teamisleading
the charge. Successful pilots in one or two markets
can quicklybuild buy-in for a global rollout. By
harnessing the power of geospatial analytics, retailers
can capture the omnichannel customer—which,
inthe near future, could very well be the only kind of
customer thereis. H

Alana Podreciks (Alana_Podreciks@McKinsey.com)
is the manager of OMNI, a McKinsey Solution,

and is based in McKinsey’s New York office; Nathan
Uhlenbrock (Nathan_Uhlenbrock@McKinsey.com)
is a geospatial expert in the Waltham office; and Kelly
Ungerman (Kelly_Ungerman@McKinsey.com) is

a partner in the Dallas office.
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From lab to leader: How consumer
companies can drive growth at scale
with disruptive innovation

In the era of “fast products” and digital disruption, delivering growth
requires putting in place new predictive consumer-growth capabilities—
including innovation—based on speed, agility, and scale.

Mark Dziersk, Stacey Haas, Jon McClain, and Brian Quinn
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Innovationis central to the mission, values, and
agenda of most consumer-packaged-goods (CPG)
companies. However, in the past several years,
incumbent CPG companies have struggled to keep
pace with start-ups, which have reinvigorated

and reinvented categories ranging fromice cream
to diapers.

Our analysis of the food and beverage market from
2013 to 2017 reveals that the top 25 manufacturers
are responsible for 59 percent of sales but only

2 percent of category growth. Conversely, 44 percent
of category growth has come from the next

400 manufacturers.! Our experience in working
with large consumer companies suggests that they
don’t suffer from alack of ideas; where they struggle
isin knowing where to make bets, moving products
quickly to launch, and then nurturing them to scale.
Effectively driving growth through innovation
requires CPG companies to evolve many of the
assets and capabilities already in place and adopt
significantly different and new ways of working.

These changes will not be easy. Many of the innovation
systems that need to evolve are deeply entrenched.
They have their own brand names, dedicated I'T
systems, firmly established management routines, and
more. However, our work with CPG organizations has
convinced us that these changes are necessary and can

return significant value.

Our analysis of approximately 350 CPG companies
across 21 subcategories found that growth leaders
excelled at harnessing commercial capabilities,
including innovation. Additional McKinsey analysis
has shown that CPG “creator” companies—those
that consistently develop new products or services—
grow more than their peers. These winning creators
have adopted a formula that borrows the best from
progressive new players while fully leveraging
existing advantages in scope and scale.

How did we get here?

For the past two decades, CPG innovation models
have been designed to maintain and grow already-at-
scale brands. This meant that most innovations were
largely incremental moves, with the occasional one-
off disruptive success. This slow and steady approach
worked because CPG companies didn’t really need
disruptive innovation to grow. Geographic expansion,
pricing, and brand extensions were all successful
strategies that kept the top line moving. As aresult,
most of the systems designed to manage these
innovations were optimized for fairly predictable and
low-volatility initiatives. They emphasized reliability

and risk management.

That very success, however, led to calcified thinking
as companies built large brands and poured resources
into supporting and protecting them. In recent

years, as CPG companies have tried to respond to

new entrants and rapidly changing consumer needs,
they found that their innovation systems tended to
stifle and stall more disruptive efforts. As the returns
from innovation dwindled, companies cut marketing,
insights, and innovation budgets to cover profit
shortfalls. This created a negative cycle. As a stopgap,
many large consumer companies have turned to M&A
tofill holes in the innovation portfolio—but on its
own, M&A canbe avery expensive path to growth
with its own difficulties in scalability and cultural fit.

How upstarts “do” innovation—through speed, agility,
and a consumer-first approach—is not exactly a secret.
Many CPG companies have made concerted efforts
to embrace those attributes by setting up incubators,
garages, and labs. They have tried to become agile
and use test-and-learn programs. But while there
have been notable successes, they tend to be episodic
or fail to scale because they happen at the periphery
of the main innovation system or even as explicit
“exemptions” from standard processes. Scaled success
requires making disruptive innovation part of the
normal course of business.
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What to learn from today’s innovators
Despite the many challenges, there are consumer
companies winning in the market and driving

profitable growth. Here are four shifts they’re making.

1. Focus on targeted consumer needs

All of us can think of innovative products that are
competing head to head in established categories (some
include Halo Top Creamery, SkinnyPop, and Blue
Buffalo). A common denominator for most of them
isthat theydidn’t startbigbut focused instead on
atargeted and unmet consumer need that turned out
to have broad reach.

That approach stands in stark contrast to the standard
CPG model, in which companies look for the products
that satisfy the largest group (the general population,
or “gen pop”). Animportant reason for this focusis that
many CPG companies need anidea to be big enough

to make a dentin their business. They also look to get
the highest return on investment for innovations to
amortize the high costs historically required to launch
(especially ad campaigns and capital expenditures

for new manufacturing). Butin aworld where itis

less expensive and easier than ever for companies to
address more targeted needs, and where consumers
have never had more choices at their fingertips,
satisfying the gen pop isbecomingless and less viable

as anobjective or requirement.

Thisisn’t to suggest that large CPG companies should
stop looking for substantial and growing opportunities.
Butthe evidenceis clear that there are plenty of products
that start small—and would normally be killed offat a

large CPG company—but explode once in the market.

Allstronginnovation begins with the ability to identify
aconsumer need that the marketplace isn’t addressing.

That happens through actions such as the following:

m  Exploring granular consumer needs with
advanced analytics. CPG leaders explore
opportunities through highly granular, data-rich
maps of product benefits, consumer needs, and

usage occasions rather than just segments or
categories (we call these “growth maps”). These
canreveal how a seemingly niche and emerging
trend could have surprisingly broad reach

and applicability.

m  Combining many data sources to address
tipping-point trends quickly. Leaders combine
various types of data (such as consumer, business,
and technology data) from a range of sources
toidentify market trends that are hitting relevant
tipping points. They understand where the
most promising trends are, where they have the
capabilities to play, and where they might need
tobuild new muscle. And they bring all this
together to rapidly prioritize where to take action.

®  Using design thinking. By using empathy to
uncover unspoken and unmet needs, designing
new solutions with consumers and channel
partners, and rapidly prototyping and testing,
design thinking produces distinctive answers.

Importantly, true design thinking continues to

incorporate consumer insights and iterate product

designs even after initial productlaunch. Two

leading consumer companies in Japan recently set up
“innovation garages” to integrate design thinking into

product-development methods. They were excited

by the power of this integration to produce better, more

consumer-driven products radically faster.

2. Launch more “speedboats”—accepting that
some of them will sink

There isaprevailingmyth that consumer companies
need to do afewbiglaunches ayear. Evenifthat were
once true,itnolongeris. Thatapproachrequired large
R&D investments, extensive consumer testing to
validate willingness to purchase, and massive resources
(such aslarge advertising, promotion, and distribution
budgets)—allin an attempt to predict success and perfect
aproductbefore alarge, potentially multicountry launch.
This mentality assumed the resulting product could not
fail onceithit the open market.
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Exhibit 1

The ‘few big bets’ approach by large incumbents has not improved outcomes—winning
requires getting more products successfully into market.

Packaged food, US, 2013-17

Brands and major
new products
launched, 2013

Large incumbents
(>$1 billion in sales)

Small incumbents
and new entrants
(<$1 billion in sales)

Brands still
alive, 2017

4-year
survival rate’

1 Based on brands available and fulfilled by Amazon in Aug 2017 and/or recognized by market reports as share leaders.

Source: Euromonitor; Mintel GNPD; McKinsey analysis

However, our findings suggest that putting all this
effort and funding to drive a successful launch
hasnot actually provided the desired results. In
packaged food, for example, a review of new brands
and disruptive innovations launched in 2013 by large
CPG companies found that only 25 percent were

still around four years later. This success rate isno
better than what start-ups and small CPG companies
achieved with much smaller budgets and programs
(Exhibit1).

Winning innovators, in contrast, increasingly rely on
speedboats: smaller launches in which the productis
tested and refined in-market. Take the example of one
global CPG company that is extensively using “first-
purchase testing” to understand why consumers

are or are not purchasing a product, then integrating
that feedback into further iterations (Exhibit 2). It has

From lab to leader: How consumer companies can drive growth at scale with disruptive innovation

been testing real products in multiple nontraditional
settings, including office buildings, juice shops, and
yoga studios. The insights gained from these live
settings allow the company to iterate the product
design quickly. Once indicators of success are seen, it
moves to scale the product rapidly via Amazon and
traditional retailers. The approach works, because
intoday’s ecosystem, there are many distribution
channels and digital and social-media outlets to
reach consumers less expensively as well as external
networks that can support efficient and productive
discovery and development.

The internet also provides an underutilized testing
ground for speedboats. Many disruptive brands
startby marketing directly to consumers, which
allows them to hone the product and messaging while
capturing detailed data on purchase behavior. Even
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Exhibit 2
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1: Seed 2: First purchase 3: Market entry

Rapid iterations
of idea generation

“Test and learn” in Large-scale
IVEANECHINE Sl production and

and external of current distribution into a
sourcing by commercial country or region
prototyping, channels to get to finalize business

experimenting,
and cocreating
ideas

rapid consumer
feedback

Currently
underleveraged

assumptions

without e-commerce, most start-ups are heavily
using social media to reach targeted audiences with
lower cost and risk.

More speedboats, however, can mean more headaches
for general managers who must keep track of more
projects and then nurture products to scale. CPG
leaders address this through strong portfolio
management. They make clear, prioritized choices
aboutwhich categories and segments they will
innovate in and which ones they will maintain or exit
from. They putin place clear processes for tracking
performance and new allocation mechanisms to

get funds to promising programs quickly. And when
theyneed to scale new bets, they fund them by
reinvesting initial proceeds from the speedboats.

3. Think (and act) like a venture investor
Traditional stage-gate processes are very efficient for
managing alarge pipeline of similar ideas through
arelatively standard development pathway. However,
when used for more disruptive initiatives, stage-gate
processes tend to systematically smother or starve

Leaders work differently within and across four distinct phases for breakthrough success.

Sustain market
leadership by
integrating back
into the core
business

4: Global scale

Full global rollout
and scaling across
all regions

them. A different system is required for disruptive
innovation.

Consider how venture-capital firms manage

their portfolio of investments. They analyze each
investment on its own merits, adapting as businesses
evolve. They couple funding closely to the progress

of the new business and meet at the speed of its
progress versus on a predefined calendar. The hurdle
rates and key performance indicators are also different,
with emphasis on whether the business is gaining
consumer traction in addition toimproving financials.
And more than anything, venture investors are
relentless in pushing the pace and urgency of growth.

For companies to deliver on this capability, we often
recommend that they establish their own venture
board comprising their strongest leaders. Even though
the scale maybe small, this is some of the hardest work
inthe company and the mostimportant to its future.
Along with a few outsiders to inject amore objective
perspective, thisboard is responsible for maximizing
the return of the more aggressive portfolio—and has
complete autonomy to quickly make decisions about it.
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4. Understand that first to scale beats first

to market

Launching disruptive innovation doesn’t mean
acompany must always be the original inventor.
Rather than focusing on being first to market,
companies should focus onbeing first to scale.

We found that leading CPG innovators that actively
scan the market for high-potential ideas, watch for
emerging consumer acceptance and new behaviors,
and then jump in before the marketlandscape has
fully evolved have reaped significant rewards. We
evaluated 25 high-growth categories in four countries
across Asia, Europe, and North and South America. In
each, the players who took this approach are winning
approximately 60 to 80 percent of the time; in the
United States, they win the highest market share 80
percent of the time.

Incumbent CPG companies can turn to their

ingrained advantages to identify and scale these ideas.

Their wealth of consumer data can be used to spot
trends earlier than others. Their significant financial
and human resources can be disproportionately
allocated to hot opportunities. Since they have
distribution and account relationships with multiple
retailers, incumbents can expand the market for

new products more easily and quickly than new
players, with a smaller network of relationships, can.
Large CPG companies are also attractive partners
for innovators with insightful ideas but insufficient

resources to develop and scale them.

Many smaller players would love to acquire
incumbents’ advantages. Using these advantages to
their fullest requires CPG companies to adopt a

much stronger orientation toward speed, nurture

more disruptive bets until they can be scaled, and
reallocate resources to the biggest opportunities.

How to get started

Embracing the shifts we describe will require
meaningful changes. In our experience, the changes
are not only eminently achievable but also serve to
reenergize the organization as they make innovation
and delighting consumers more central and less
cumbersome to accomplish. We recommend CPG
leaders do five things now.

1. Address the culture

Businessleaders understand how important culture
isbuttend to think of it as a vague by-product of other
activities. Building an innovation culture begins
withmakinginnovation essential to the day-to-day
business, and it’s critical that it start at the top, with

the CEO and senior-executive team. As one consumer
executive—who grew her company to abillion-dollar
valuation in fewer than 15 years—putit, “Innovation is
simply everyone’s job.... Everyone is expected to look
forinsights, tobringideas, tobe ready to help drive an
initiative.” Other ingredients include anear-maniacal
focus on the consumer—by which we mean putting the
consumer at the center of every decision; incentives to
reward innovation; metrics that track innovation—such
as consumer excitement, word of mouth, and adoption
rates; and a clear understanding of how each person’s
role adds value to the process. Companies should reward
learning and make lessons easily available and shareable.

2. Create high aspirations and hard metrics
“Let’sincrease growth by 2 to 3 percent!” That kind
of aspiration won’t motivate people and drive new

thinking. Contrast that rather vague hope with

Launching disruptive innovation doesn’t mean a company must
always be the original inventor. Rather than focusing on being
first to market, companies should focus on being first to scale.
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this one from a mining company: “Generate

$150 million of incremental earnings before interest,
taxes, depreciation, and amortization over the next
five years by discovering new applications for our
products, moving closer to our end customers, and
leading our industry in production processes.” This
isbold, actionable, and measurable and gives teams
some sense of where and how they should innovate.
To track progress against aspirations, metrics need to
be specific, of course, but they also need to evolve.

For example, metrics on market share or growth

rate will be better in the earlier phase of a product’s
life cycle. Shift the focus to value and margin as the
project scales and matures. Metrics also mustbe in the
business-unitleader’s performance objectives.

3. Define the hunting grounds

Make clear choices about where you will innovate.

Be careful to define them by working backward from
the consumers and markets you serve rather than

the way you currently define your brand and category
structures, particularly in multibrand organizations.
Too often we see outdated guardrails unnecessarily
limit brands from exploring new spaces. As one CEO,
whose company was acquired by aleading global CPG
incumbent, putit, “If your consumers want your brand
to move into aspace and you don’t [do so], then rest
assured, someone else will.”

4. Reallocate resources

In our experience, most incumbent CPG companies
have too many resources committed to initiatives that
are unlikely to drive meaningful growth. The first
step inliberating resources is to take a hard look at

the portfolio and reallocate people to more aggressive
growth opportunities. Crucially, this cannotbe an
annual or even quarterly exercise. Leading innovators
continually and ruthlessly reallocate resources and
make sure scarce people and dollars are put to the best

use. As one innovative CPG leaderin Asia-Pacific
said, “I established three simple mandates: bigger
(more top-line potential), better (more differentiated),
and faster (shorter time to market).” These mandates
drove top-line growth at four to five times the
underlying category growth.

5. Put a new disruptive innovation system in place
based on agile models

Driving success at scale requires anew model.
Innovative ideas can initially generate a lot of
excitement and promise. But that drive often wilts
when it needs to work with the full business to scale
the idea. While there is abroad range of elements in
anew innovation system, we find that the following

are afew of the most important:

m  FEstablish cross-functional teams with a
complementary set of problem-solving skills.
These skills can include expertise in insights,
marketing, personnel, sales, user experience, and
tech. The team should “live” together, using an
agile development model, and ideally drive one to
two initiatives at any given time.

®  Focus on constant learning and “derisking”
throughout development. Rather than use
astandard checklist of activities and stages, teams
should constantly identify and prioritize the
greatest uncertainties in a concept and conduct

quick tests toresolve them.

m  Setup and prequalify your speedboat network.
This network can include factories, partners,
agencies, and vendors who can support small-
scale procurement and manufacturing, run first-
purchase tests, and even support ariskier new
product’s first few years of manufacturing before
committing the capital expenditure for scaled or

global manufacturing.
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= Build in points of contact between the
innovation labs and the “mother ship.” Embed
people from the sponsor business unit as core parts

of the innovation team, and rotate people from
the main business through the innovation labs.
Assignrespected leaders from the legacy business
to manage innovation projects. Create a central
innovation road map that business units agree on,
and track it on the CEO or COO agenda.

The growth game has changed, but that doesn’t mean
that CPG companies can’t change with it. With a
commitment to new mind-sets and approaches, CPG
companies can harness speed and agility to move
again to the forefront of innovation. l

"McKinsey analysis of Nielsen Total US All Outlets
Combined channel data, 2014-17, US CPG manufacturers —
food, beverage, personal care, and household care.
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2019: A year of awakening for the
fashion industry

Anita Balchandani, Achim Berg, and Saskia Hedrich

There’s a shrinking group of “superwinners” in the fashion world. As we explain in our new report, The State
of Fashion 2019, the top 20 fashion companies now account for 97 percent of the value created in the
industry, compared with 70 percent in 2010. Long-term leaders include Inditex, Nike, and LVMH (Exhibit 1),
each of which more than doubled its economic profit over the past ten years. Looking ahead to 2019, it’s
likely that the gap between winners and all other players will widen further.

Exhibit 1 Among the top 20 players by economic profit, top-ranked Inditex made almost
ten times as much profit as Burberry, ranked 20th.

Top 20 players, 2017, by economic profit, $ million l Companies consistently in the top 20 from 2008-17
Inditex 4,010
Nike L JEREE

LVMH I 0332

T.J.Maxx I, 1072
Hermes D 345

H&M I, 251

Richemont D 02

Ross Stores I 051

adidas 1,059
Kering 943

L Brands 876
Pandora 871

Fast Retailing I s:
Next Retall | K

VF B s

Luxottica 626

Michael Kors 597

Gap I -:r

HanesBrands 495

Burberry 446

Source: McKinsey Global Fashion Index, based on data from McKinsey Corporate Performance Analytics
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Overall, we forecast growth in the fashion industry to slow down to a rate of 3.5 to 4.5 percent in 2019.
Most fashion executives are bracing for tougher times, with 70 percent saying they’re pessimistic about the
global economic outlook in 2019. Many expect business conditions in the fashion industry to worsen in

the coming year (Exhibit 2).

Exhibit 2 Optimism is highest among fashion executives in North America and in the
premium and luxury segment.

“How will conditions evolve for the fashion industry in 2019?,” % of respondents

M Become worse Remain the same M Become better

Geography Price segment

Europe 9 Mid-market 58 42
) Premium and

Source: State of Fashion Survey, a joint survey conducted by McKinsey and the Business of Fashion, September 2018

Given the high level of uncertainty, fashion companies must invest in enhancing their productivity and
resilience. They must make 2019 their year of awakening—and come to terms with the fact that the old
rules no longer apply. Regardless of size or segment, fashion players now need to become nimble, think
digital-first, and increase speed to market. They need to take an active stance on social issues, satisfy
consumer demands for radical transparency and sustainability, and, most important, have the courage to
“self-disrupt” in order to win new generations of customers.

For the full report from McKinsey and The Business of Fashion, see The State of Fashion 2019, available for
download on McKinsey.com.

Anita Balchandani (Anita_Balchandani@McKinsey.com) is a partner in McKinsey’s London office, Achim Berg
(Achim_Berg@McKinsey.com) is a senior partner in the Frankfurt office, and Saskia Hedrich (Saskia_Hedrich
@McKinsey.com) is a senior expert in the Munich office.

The authors wish to thank Johanna Andersson, Marco Beltrami, Dale Kim, and Felix Rolkens for their contributions
to this article and to the full report.
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Faster fashion: How to shorten
the apparel calendar

To get new styles into stores more quickly, fashion companies must
improve internal collaboration, tap into consumer insights, and start to
digitize the value chain.

Achim Berg, Miriam Heyn, Felix Rdlkens, and Patrick Simon
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When Burberry and Tom Ford began experimenting
with the fashion-industry concept known as “see
now, buy now” in 2016, their efforts were met with a
little skepticism and alot of excitement. The thinking
was that consumers, especially millennials, have
become accustomed to instant gratification and are
therefore much less willing to wait several months

to own the latest runway styles. The “fast fashion”
companies—the likes of Forever 21, H&M, Inditex,
and Primark—were already producing replicas of
fresh-off-the-runway items and selling them in stores
in a matter of weeks, and consumers were rewarding
their speed to market: revenues at those companies
rose 8.2 percent in 2017 in aggregate, whereas overall
apparel retail grew only about 3.5 percent in that
same period.! With a “see now, buy now” sales model,
luxury fashion companies, too, could capitalize on the
media coverage surrounding Fashion Week events

in New York, London, Milan, and Paris, and translate
thebuzzinto full-fledged sales campaigns.

But skeptics wondered whether “see now, buy now”
could work for higher-end apparel. Indeed, ithasn’t
been anunqualified success. A handful of designers,
including Tom Ford, have since reversed course, citing
the misalignment between the timing of Fashion
Week and store shipping schedules. Still, more than

15 leading fashion companies are continuing to
experiment with “see now, buy now.” Is it a feasible
model for the long term?

Our answer is yes—so long as fashion companies are
willing to embark on a dramatic transformation of
their processes and mind-sets. Shortening the fashion
cycleisn’taquick-fix undertaking.

The phases of the fashion cycle

Broadly speaking, the fashion cycle consists of

three phases: planning, design, and product develop-
ment; sell-in; and production and delivery. The length of
each phase varies widely by company. A phase canbe
asshortas 12 weeks oraslongas 30. The planning,
design, and development phase is typically the longest

Faster fashion: How to shorten the apparel calendar

and has the widest variability among companies
(exhibit). Therefore, that’s where the greatest potential
for compressing the calendar lies.

The length of the end-to-end fashion cycle depends on
anumber of factors, including the company’s business
model and retailer requirements for the assortment.
For example, vertically integrated players (such as
H&M and Zara) can make decisions faster and skip the
sell-in phase because they operate their own stores.
Even within abrand, different product groups might
follow different calendars: women’s tops are typically
refreshed more frequently than women’s jeans, for
instance. Basicitems (such as plain white T-shirts)
don’thave to follow a seasonal collection rhythm
because sales of such items are fairly consistent and
easier to predict. Still, some basics retailers—Uniglo,
for one—are constantly finding ways to shorten their
fashion cycle.

Speeding up each phase

To shorten time to market, the first step is to define
aviable target length for the full fashion cycle, taking
into account the company’s business model, retailer
requirements for the assortment, and benchmarks
from competitors—especially those that have
successfully shortened their own calendars. Once
the target length for the full cycle hasbeen set, the
next step is to eliminate time-wasting activities and
accelerate processesin each phase.

Planning, design, and product development
Inthisfirst phase, the finance team sets financial
targets for the collection while the creative teams
for each division (such as women’s, men’s, and
children’s) determine the creative direction of the
season’s collection: What narratives or themes will
the collection embody? What will be the overall
look and feel? What fabrics and color palettes will it
feature? The creative teams also develop amaster plan
specifying the breadth and depth of their respective
collections, along with price ranges. An example: the
Spring 2019 menswear collection will have 12 styles
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The duration of an end-to-end fashion cycle varies widely by company.

Fashion-cycle duration, weeks'

Planning, design, and product development M sell-in M Production and delivery
Global hybrid fashion company 32 61
Global denim company 29 56
Global premium apparel brand 19 47
European hybrid brand 22 44
Global premium lifestyle brand 12 36
US lifestyle brand 15 2 17 34

Global vertical fast-fashion brand

il 2

1 Approximate.

of pants—four each in shorts, casual khakis, and dress
pants—allin the $85to $95range.

Atsome apparel companies, the finance and creative
teams work separately, with each team unaware of what
the otheris doing. This often results in inefficiencies
and rework. Leading-edge companies have instead
established a central merchandising team composed
of staff from both the financial and creative sides of
the business. This team collaborates on the creative
direction, the financial targets, and the master plan;
they agree on parameters early in the fashion cycle.
This collaboration can cut out unnecessary iterations
and shave up to five weeks off the initial phase.

The central team typically reviews sales data from

the previous year, which can yield valuable consumer
insights and form the basis of sensible business
constraints. Advanced analytical tools and techniques
can help increase the reliability of forecasts by isolating
the factors that drove sales, down to the SKU level:

Did aparticular shirt sell well because of its color?
Cut? Logo design? Was it especially popularin a
certain city or neighborhood, or with a specific type

of customer? The most forward-looking companies
analyze additional types of publicly available data such
asonline searches, social media, competitor websites,
and online productratings. These analyses not only
unearth nascent trends but also warn of receding
trends. Some fashion companies have even begun
experimenting with natural-language processing and
visual processing, although these technologies can’t
yetreliably translate text or images (for example, from
tweets or Instagram posts by influencers) into clear,

actionable insights.

Generating consumer insights is one thing; instilling
aculture of insight-driven decision makingis quite
another. [trepresents amajor change, particularly for
fashion companies, which tend to see their business as
creative rather than data driven. The most successful
companies are those that strike abalance between
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artand science. Theyinvestin advanced-analytics
systems and tools and, just as important, they

ensure that there are “translators” and “connecters”
within the organization—people who are data savvy,
thoroughly understand the company’s business
processes, and have credibility amongall internal
decision makers—to bridge the gaps between analysts

and designers.

Armed with data and insights, the company then
produces the first prototypes of the new collection.
We’ve found that this process can be compressed by
up to three weeks if the company opts to create mostly
digital prototypes rather than physical ones.

Sell-in

Digital prototypes, which are 3-D images on ascreen,
can shorten the sell-in phase as well, by lessening

the need for producing and shipping physical samples.
With digital prototyping, fashion companies can

showcase the collection to smaller retailers remotely;
those customers can then place their orders without
having to travel to ashowroom at all. For larger
customers, fashion companies can create a few
physical samples but show most of the collection via
customized digital showrooms.

Initially, buyers may balk at being shown digital
prototypesinstead of being able to touch, feel, and try
on everyitemin the collection. But we’ve found that
buyers come to appreciate the fact that 3-D design
allows them to give more inputinto the design process:
their suggestions can be incorporated into the designs
right away. Many more colors, cuts, and styles can be
tested and prototyped.

Digital prototypingis fast and scalable. Using body
scans of human models, 3-D technology can show
sizing, fit, and how the garment would look on a person.
Itbecomes even more attractive as the technology

% op
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Sprinting toward a shorter fashion cycle

68

One company aimed to shorten its fashion cycle from

60 weeks to 44, largely by digitizing the value chain. To
do so, the company used an agile approach—a way

of working that more closely links conceptualization to
implementation through “sprints,” or fast-paced units of
progress. The idea of a sprint, aside from moving quickly,
is to constantly readjust so that each successive sprint
yields better results.

improves and renderings become more detailed and
truer to life (see sidebar, “Sprinting toward a shorter
fashion cycle”).

Opportunities for shortening the production and
delivery phase are fewer but still meaningful. One
leveris disciplined manufacturer management.
Leading fashion companies have so tightly integrated
their manufacturing partnersinto their business that
manufacturers take responsibility for a variety of tasks
and approvals. In some cases, manufacturers bypass
several sign-offs from the head office, thereby cutting
as many as ten days from the production process. In
other cases, fashion companies have placed specific

The company treated each season as a series of agile
sprints. Prior to each sprint, the team defined the
elements that would be tested. For instance, one test
involved digital design and prototyping of one product
group. The test was conducted in only two of the

four divisions, on a strict timeline following a “freeze
and release” logic. After each sprint, the team would
discuss what the obstacles and pain points were

and agree on how to do things differently in the next
sprint, which would have more ambitious targets. In one
sprint, designers felt that the design software was too
slow, the rendering of images was poor, and the library
of fabrics was too limited. A cross-functional team of
designers, process experts, and IT specialists worked
together to address these pain points.

The company not only achieved its goal of a 44-week
calendar—a goal that some in the organization initially
felt was unreachable—but it also produced a smaller
and less complex assortment. On-time availability and
production planning improved as well, thanks to better
forecasting that allowed the company to book factory
capacity ahead of time.

tasks (such as quality control) on-site at the factories,
eliminating the need to ship samples and products
back and forth between factory floor and design studio
or corporate office.

Asfor capacity planning and booking, the earlier and
the more detailed, the better. At many companies, the
design teams for various divisions each have their own
schedule and process for informing vendors of their
needs for fabric, materials, and factory capacity. By
contrast, at best-practice companies, a central supply-
chain planning team consolidates orders from across
the divisions. Much as a central merchandising team
helps shorten the planning and product-development

phase, a central supply-chain team helps compress
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the production phase. The team can approach vendors
with a single view of what the company’s needs
are, as early as six months in advance of production.

Another lever for shortening the production phase is
standardized vendor-management tools and interfaces.
Currently, fashion companies use amishmash oflegacy
systems, making vendor management cumbersome;
alack of standardization results in wasted time and
rework. Each system asks for different inputs in different

formats, so the inputs are often incomplete orinaccurate.

Companies that have moved toward a single, intuitive
product-life-cycle management tool—one that can
accommodate sketches, photos of comparable products,
and many types of product information (on fabric, fit,
color, and so on)—have seen tremendous benefits.

Traditional fashion companies mustbe willing to not
justmake cosmetic changes to their calendars but
also thoroughly examine each of their activities and
processes. They must also be willing to effect a change
in mind-sets across the organization. In doing so, they
could give the fast-fashion companies arun—maybe
even a sprint—for their money. M

Faster fashion: How to shorten the apparel calendar

" According to the 2017 McKinsey Global Fashion Index and
company annual reports.

Achim Berg (Achim_Berg@McKinsey.com) is a senior
partner in McKinsey’s Frankfurt office; Miriam Heyn
(Miriam_Heyn@McKinsey.com) is a partner in the Berlin
office, where Felix Rolkens (Felix_Roelkens@McKinsey
.com) is an associate partner; and Patrick Simon
(Patrick_Simon@McKinsey.com) is a partner in the
Munich office.

For a North American perspective on this topic, contact
Jennifer Schmidt (Jennifer_Schmidt@McKinsey.com).
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Delivering the goods, on time
and in full

E-commerce giants have raised the bar for supply-chain performance.
Now consumer-goods manufacturers face a stark choice: achieve new levels

of accuracy and responsiveness, or pay a heavy price.

Christoph Kuntze, Adrian Martin, Colin Regnier, and lldefonso Silva
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As ofmid-2018, approximately 60 percent of Amazon’s
US customers were members of the company’s Prime
premium delivery service. Those 95 million consumers
are worth alot to the e-commerce giant; on average,
they spend $1,400 ayear with the company, compared
with the $600 spent by nonmembers. In return, they
expect exceptionally high service levels. A key benefit
of Prime membership is two-day delivery at no
additional cost.

To meetits service promises, Amazon has invested
heavilyin logistics infrastructure. As of July

2018, the company operated 122 fulfillment centers
in the United States, with another 44 planned or
under construction. The opening of those facilities
will take Amazon’s US warehouse space beyond

100 million square feet (9.29 million square meters).
The company’s distribution network isn’t just big—it’s
also remarkably high performing. Amazon’s network
operates with a third fewer days of inventory than
most major conventional retailers. Items are picked,
packed, and ready to ship two hours after a customer
orderis placed. Amazon is also at the forefront of the
large-scale application of robotics and automation

systems in warehouse operations.

Where Amazon hasled, the rest of the industry is
following rapidly. Walmart is developing a network

of dedicated e-commerce distribution centers
designed to allow next-day delivery of online orders
to 90 percent of the US population. Other top retailers
are makingbiginvestments to secure their position

in the online space, acquiring e-commerce rivals and
same-day logistics players as well as developing their

internal fulfillment capabilities.

Retailers put suppliers under pressure
Astheyramp up their own service levels, retailers
expect their suppliers to shoulder some of the burden.
Leadingretailers are tightening supplier service
expectations and imposing stiff financial penalties
for orders that are incomplete or that miss agreed-on
delivery windows. Kroger fines suppliers $500 for

Delivering the goods, on time and in full

each order delivered more than two days late, for
example, while Walmart charges suppliers 3 percent of
the purchase price for every order delivered early, late,
orincomplete. Both retailers have also narrowed the
delivery window for full truckloads from four days to
one or two.

Asthese sanctions become the norm across the
industry, they could create real pain for suppliers.
Our analysis suggests that penalties could add up to
more than $5 billion ayear across the United States, if
the consumer-packaged-goods (CPG) sector doesn’t
improve its current delivery performance. Individual
CPG players could see their margins cut by a full
percentage point.

To compound these challenges, order complexity is
rising alongside service requirements. One way online
retailers compete is by offering their customers amuch
wider selection than traditional brick-and-mortar
stores. As early as 2014, Amazon’s most important

US distribution centers already held more than five
million SKUs, for example. CPG players struggle with
complex orders: case-fill rates and on-time, in-full
shipments decrease sharply as the number of unique
line items in an order goes up (exhibit).

Supply-chain performance makes

the difference

This high-complexity, high-service world is an
uncomfortable prospect for consumer-goods man-
ufacturers. Yet it also offers a significant opportunity.
Companies that can upgrade their supply-chain
performance to meet or exceed the expectations of
retailers won’t just avoid painful penalties—they will
also have the opportunity to get ahead of theirrivals
by capturing market share in increasingly important
online channels and by securing preferred-supplier

status with major customers.
Achieving on-time, in-full delivery performance of 95

percent or more for even complex orders will require

manufacturers to take an end-to-end view of their
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Exhibit
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Consumer-packaged-goods manufacturers struggle to fulfill complex orders.

Impact of order complexity on fill rate, example

A 100 Insights
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forecasting, planning, manufacturing, and distribution
operations. Here are four top areas of opportunity:

Significantly improve predictive precision

The combination of big data, machine learning,

and advanced analytics can dramatically increase
the sophistication of demand forecasts, allowing
manufacturers to predict demand more accurately,
atamore agranularlevel, and over alonger time
horizon. In addition to improving inventory-allocation
decisions for base SKUs, these systems can also

help companies predict the impact of promotions and

new-productintroductions.

Unique line items in each order

One large, global CPG company applied machine-
learning algorithms to more than 100 specific demand
drivers, including demographic and socioeconomic
data on the people living nearits stores, as well as

local weather conditions. The approach allowed it
toimprove forecast accuracy by 10 to 15 percent and
extend forward-looking visibility from ten days to
three months.

Even the smartest forecasting technologies can only
work with good data, and deliver results only if the
organization acts on their information. Therefore,
companies also need to ensure they have effective
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collaboration and data sharing with suppliers and
customers. They should set an aspiration for

“no touch” planning to seamlessly translate forecasts
into production and deployment schedules.

Make execution flawless—and flexible

For amanufacturer’s plans to survive contact with
thereal world, its manufacturing and warehouse
operations must work efficiently and reliably. The
best companies achieve these goals through
acombination of new technologies and old-fashioned
process discipline. They use lean methods and other
performance-improvement techniques to streamline
activities, cut error rates, and boost reliability. They
investinrobotics and automation, especiallyin
warehouse processes, to accelerate the handling of
complex orders. And they use smart IT tools to track
performance against targets inreal time.

Another large consumer company built areal-time
performance “cockpit” covering all critical supply-
chain performance metrics across its planning,
manufacturing, and logistics-execution processes.
The system uses advanced algorithms to point

users to exceptions that require attention, and it
gives users the ability to drill down to the status
ofindividual SKUs in specificlocations on particular
days. That way, users can isolate the problem and

intervene immediately when necessary.

Fast, flexible manufacturing, accurate planning,
and close coordination between commercial

and operations functions can create a virtuous

circle. Quick order-to-deliverylead timesrely on
more-accurate, shorter-term forecasts. And when
manufacturing and logistics operations staffhave
forecasts they can use with confidence, they can
further streamline their activities, cutting buffer
stocks and other sources of waste.

Reassess supply-chain assets

Justasretailers have redesigned their logistics networks
tomeet higher service requirements and fulfill
omnichannel orders, CPG players will have to modify
their own supply-chain footprints. Fast, flexible supply
chains mayrequire distribution facilities that are
located closer to critical customer facilities. The need
for greater reach without excessive costs will encourage
manufacturers to explore alternative ownership
models: outsourcing the operation of warehouses to
specialist providers, for example, or sharing facilities
with customers or other players.

Inthis context, a global CPG manufacturer is
undertaking a significant restructuring of its US
distribution network. The company is consolidating
distribution into fewer than a dozen primary centers
and a smaller number of “mixing centers,” with the
goal of reducing the delivery lead time for 80 percent
of its US production to less than 24 hours.

Relationships with carriers will evolve, too. To

achieve greater flexibility, manufactures may need
tobalance relationships between companies that

have their own truck fleets and brokers that can access
additional capacity in the market. Carrier contracts

Just as retailers have redesigned their logistics networks
to meet higher service requirements and fulfill omnichannel
orders, consumer-packaged-goods players will have to
modify their own supply-chain footprints.

Delivering the goods, on time and in full
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and incentive schemes will need to reflect the tight
schedule compliance required to meet stringent retailer
deliverywindows. And the technology used to manage
shipments may require an upgrade, with seamless
information sharingbetween supplier, carrier, and
retailer, and greater use of track-and-trace systems
tomonitor shipment progress and identify delays and
problems more rapidly.

Master the complexity pipeline

Some of the complexity that impairs CPG supply-chain
performance is self-inflicted. Poorly controlled new-
product-introduction processes can lead to portfolio
proliferation and skyrocketing numbers of SKUs to
forecast, manufacture, and manage. By raising supply-
chain-management costs while reducing delivery
performance, new-product introductions canresultin
excess portfolio complexity that outweighs any profit

the new products generate.

To avoid this trap, one major consumer player
implemented an end-to-end complexity-reduction
program. The company revisited its SKU portfolio
and pipeline through the lenses of design-to-value
product design, total cost of complexity by SKU, price-
pack architecture, and strategicimportance. The
rationalized portfolio contained 20 percent fewer
SKUsbut allowed the company to improve sales by
more than two percentage points and net margin

by more than five points.

Delivering the goods, on time and in full

None of the opportunities described above is a quick
fix. And consumer-goods companies will need to
address all of them if they are to achieve significant,
sustainable improvements in supply-chain
performance. Companies that want to get ahead in
the race for supply-chain superiority must build the
systems, processes, and infrastructure today that
will enable them to meet the customer expectations
of tomorrow. H

This article is adapted from “Deliver on time or pay
the fine: Speed and precision as the new supply-
chain drivers,” which first appeared on McKinsey.
com in April 2018.

Christoph Kuntze (Christoph_Kuntze@McKinsey
.com) is a partner in McKinsey’s Miami office; Adrian
Martin (Adrian_Martin@McKinsey.com) is an associate
partner in the Chicago office, where lidefonso Silva
(Ildefonso_Silva@McKinsey.com) is a partner; and Colin
Regnier (Colin_Regnier@McKinsey.com) is a consultant
in the Stamford office.
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Beyond procurement:
Transforming indirect spending
In retall

If retailers treat indirect costs as an opportunity for business transformation
rather than just a procurement matter, they can boost return on sales by as
much as 2 percent.

Steve Hoffman and Patrik Silén
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Forretailers seeking to cut costs and generate cash for
growth investments, indirect spending can be abig
untapped opportunity. Indirect costs—the goods and
services thatretailers purchase but don’tresell—are
equivalent to 10 to 15 percent of sales on average, and
mostretailers know that their indirect spending is far
from optimized. But while recognizing the potential is

easy, capturing it has proven stubbornly difficult.

The challenges aren’t new. They include alack of
spending visibility, fragmented ownership and spend
authority, adearth of incentives to reduce indirect
spend, and a siloed approach to procurement of not-
for-resale (NFR) categories. In addition, indirect
procurement typically focuses on negotiations

with suppliers over price, rather than on higher-impact
opportunities to optimize what and how the retailer
buys. Our research has also shown that capabilities
andresourcing for NFR procurement in retail are
significantly weaker than in many other sectors: NFR
goods and services are viewed as much lessimportant
than goods for resale, so the NFR sourcing staff

tends toreceive less management attention and less
investmentin talent. Furthermore, even NFR sourcing
professionals typically have little expertise in NFR
categories. Rareis the procurement team that has deep
knowledge of, say, elevator maintenance or marketing-
agency overhead costs.

Visionaryretailers, however, are taking aradical
new approach to indirect spending—and achieving
radical results. These retailers aren’t viewing
indirect costs as a concern only for the procurement
function. Instead, they’re looking to transform
indirect spending across the entire business. They’re
overcoming the challenges by leveraging three new
ways of working: a cross-functional approach that
incorporates category-specific demand levers, the
use of digital and analytical tools, and stronger
supplier collaboration. And they’re taking specific
actions to bring about lasting change in mind-sets

and behaviors.

Beyond procurement: Transforming indirect spending in retail

In doingso, retailers are shaving as much as 10 to

15 percent off their annual indirect spend, capturing
impact worth1to 2 percentinreturn onsales, and
seeing amore than 15-fold return on the cost of their
NFR sourcing team. We’ve found that the value at
stake is remarkably consistent across retailers—even
at those that have been working on reducing indirect
costs for along time, whether in-house or with
external support.

A business transformation

To capture maximum value from a cost-reduction
program, retailers mustbe deliberate about the
program’s scope and ambition level. A broad scope
and high targets are indispensable elements of a truly

transformative effort.

Historically, retailers have cut costs primarily by
reducing store labor or travel expenses. Few retailers
have tapped into the full potential of optimizing NFR
spending (Exhibit 1). Furthermore, even retailers
explicitly seeking to reduce indirect spending
sometimes ring-fence certain cost categories as “not
addressable.” Forinstance, some retailers consider
marketing expenditures out of scope; their rationale is
that marketingis critical to the core business of retail.
Otherretailers don’t bother trying to lower rents,
because they assume that they can’t renegotiate terms
unless they’re in financial distress. Some indirect
costs—such as supplier-managed logistics—remain
unchallenged because they’re “hidden” in cost of
goods sold. And some retailers look for cost-reduction
opportunities only in operating expenses, leaving

all capital expenditures untouched—even though

the latter often has higher savings potential (asa

percentage of costs).

Inbypassing these categories, retailers are forfeiting
more than half of the potential impact and missing
outon the synergies that alarge-scale program could
bring. To achieve transformative change in indirect

spending, there can be no sacred cows.
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Exhibit 1
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By addressing the full cost base, a retailer can double the scope and savings of its

indirect-costs program.

Typical breakdown for a €10 billion retailer, € million

Rent
Marketing

Typical
indirects scope

Typical savings, %

Source: McKinsey analysis

Another must-do for a transformation program: set
stretch targets that inspire creativity and out-of-
the-box thinking. To setits NFR targets, one retailer
first conducted a fact-based diagnostic that was
championed by senior leaders. This exercise helped
the organization understand that the program was
apriority, adopt a transformational rather than an
incremental mind-set, and focus on how to achieve the

targets rather than on trying to change them.

New ways of working

Seeing an NFR effort as abusiness transformation is
acrucial first step. Tomaximize NFR savings, retailers
then need to adopt three new ways of working.

A cross-functional approach incorporating
category-specific demand levers
Transformation of indirect spend will require the
involvement and commitment of more than just

. Capital
Supplier-  expenditure
Private- managed
label costs
packaging

Total
scope

the procurement staff. A cross-functional team can
break down silos, pose tough questions about what the
business really needs, and make balanced trade-offs.

A cross-functional team can pull the basic supplier-
management levers (such as competitive bids and
supplier consolidation) that affect who the retailer
buys from and at what price. The team can also pull
process-management levers, which influence how
aretailer buys: if the various functions comply with
procurement policies and use only preferred vendors,
maverick spending will be reduced or even eliminated.
Savings across the organization can be more easily
tracked. Theretailer can better negotiate vendor
payment terms and cycles to its benefit.

Mostimportant, a cross-functional team will be better
placed to pull category-specific demand-management
levers, which influence what the retailer buys. In our
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experience, these levers deliver as much as half of the
potential savings—or even more for mature companies,
because negotiating for lower prices yields diminishing
returns over time. The biggest opportunities are

often in areas that manyretailers consider out of scope,
such as marketing (by using areturn-on-investment
approach, for instance) or logistics (usinglevers such as

inventory reduction or network redesign).

Aretailer seeking to optimize logistics spending
tasked a cross-functional team with redesigning
its distribution network. The team was able to
reduce end-to-end costs by selectively increasing
certainlogistics costs. For example, it switched
some deliveries from seato airin orderto gain sales
and reduce markdowns. Italso increased delivery
frequency for some products and stores while

decreasingit for others.

The use of digital and analytical tools

Digitization has revolutionized every business process
and will continue to do so; indirect sourcing is no
exception.! Today, leading retailers are using digital
and analytical tools in the following areas to achieve
dramaticreductionsinindirect costs:

m  Spend visibility. Advanced digital solutions,
powered by artificial intelligence (AI) and
machine learning, enable retailers to rapidly
and accurately map the relevant spend base into
granular categories, shedding light on exactly
who spends how much on what. Cutting-edge
digital procurement solutions can pull purchase-
order (PO) and invoice data from multiple
systems to create a “spend cube,” automatically
generating benchmarks on pricing and specs,
aswell as dashboards and reports to help category
managers monitor spending. One retailer
had recently streamlined its headquarters
organization but found through AI-supported
spend mapping that many of the costs had crept
backin through the use of contractors and
temporary labor. Once the retailer generated the

spend cube using an agreed taxonomy, it could lock

Beyond procurement: Transforming indirect spending in retail

down abaseline and see how much it was spending

on contracted versus uncontracted vendors.

Consumer insights. A retailer used digital
consumer surveys and crowdsourced competitor
benchmarks to understand, address, and retest
consumer perceptions of store cleanliness.
Which areas of the store did consumers notice
most? Which areas did they hardly notice at

all? Analysis showed that the parking lot and

the sidewalks were perceived as clean enough,
soinstead of hiring a cleaner to do a thorough
cleaning multiple times a day, the retailer cut
back to once a day, with store associates doing
spot checks every few hours. The surveys also
revealed places—such as fitting rooms and the
shoe department—where the retailer could invest
in more frequent cleaning to boost customer
satisfaction. The business-insights team then
measured the exactimpact of these adjustments

ontheretailer’s sales.

Design to value. Aretailer reduced the cost of its
paper shopping bags by 25 percent by redesigning
them. Through digital analysis of basket size,
product dimensions, and data from cashier surveys,
theretailer determined the ideal dimensions

of ashoppingbagbased on the distribution of
physical volume and weight of products. Further
digital analysis—along with input from cashiers,
baggers, and vendors—helped the retailer arrive

at the substrate composition that would give the
shoppingbags the right levels of puncture strength
and tensile strength.

Clean sheeting. Digital clean-sheeting tools
canreduce indirect costs by as much as

40 percentin a category. Such tools typically
feature algorithms for determining costs in
various NFR areas, dynamic databases of input
costs (such as raw-material index prices), and
asophisticated calculation engine. Through
aclean-sheeting exercise, one retailer discovered
that it was paying much more than the “should

cost” for water-bottle labels (Exhibit 2).
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m  Spend control. Digital procure-to-pay tools
giveretailers better spend control by enforcing
more discipline in how suppliers are set up and
approved, and by supporting a more rigorous
PO-approval process.

m  Zero-based budgeting (ZBB). Using digital

related NFR categories. Determining the
appropriate budget for each store and then
tracking adherence to that budget canyield

significant savings.

Closer collaboration with suppliers
Retailers should work with suppliers on cost

tools (and enabled by increased spend visibility), improvements and innovations. Suppliers can be

retailers can easily build detailed bottom-up

greatidea generators because they know aretailer’s

budgets, detect the exact drivers of variances,and  bad habits better than the retailer itself does and

take swift action to close gaps. ZBB, which first
gained traction in consumer-goods companies,

would rather help change those habits than lose
the business. Retailers can also investin improving

canbe powerful for retailers, especially in store- supplier capabilities in ways that will pay the

Exhibit2 Through clean sheeting, a retailer saw that it was paying more than the ‘should cost’
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for labels on its water bottles.

Key assumptions

Profit of 5% included in price

Batch size of 2 million pieces (est.)
Yearly volume of 6 million pieces (est.)
Manufacturing location: Eastern Europe

Interest rate of 3%

Selling, general, and administrative (SG&A) costs of 5%
Range of labor rates in local currency depending on skill level
Selling tax and value-added tax not included

Label costs for 500ml bottle

15%
B Materials Value add [ Overhead and profit ¥
. s Outbound
sGea, Profit logistics
— Overhead, R&D
Battch other
—— —  setup, .
Machinery scr;p manufac
Inbound Labor toolir?y turing
logistics 9 costs
I
Raw and Landed Direct Total Target price  Target Quoted
purchased material manufacturing manufacturing price,
material costs costs including
outbound
logistics

Source: McKinsey analysis
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investmentback several times over. Among the
benefits of stronger supplier relationships: better
product quality and availability, faster responses
to market needs, less administrative effort, greater

efficiency, and lower total cost.

The elements of successful supplier collaboration
include focusing on alimited number of suppliers to
deliver the highest return on investment, establishing
arobustvalue-sharing agreement at the outset, creating
adedicated supplier-collaboration team separate from
but aligned with category managers, and building
adisciplined performance-management and benefits-

tracking system.

Oneretailer, when retendering its contracts for
outsourced warehousing, required suppliers to
submit proposals for improving the joint warehousing
operation. Based partly on these proposals, the
retailer reduced its supplier count to two, allowing
for closer collaboration while maintaining some
competitive tension. The retailer built continuous-
improvement targets into the contracts, with
gainsharing incentives for the suppliers. It also
invested in a “lean warehousing” team that works

closely with the suppliers to build capabilities.

Getting it done
Retailers must embed these new ways of working
into daily tasks. To sustain behavioral change, they

must then use all four parts of the “influence model”
(Exhibit 3).2

Fostering understanding and conviction
Leadingretailerslay out a clear case for change
and help each stakeholder connect to it on a personal
level. Animportant aspect of the change story is
communicating why savings are needed and what
they will be used for. Allowing business units or
functions to reinvest part of the savings canincrease

motivation. (One initiative leader at aretailer put it

Beyond procurement: Transforming indirect spending in retail

this way: “Half goes to the CFO, but the other half
we get to keep.”) The head office should, of course,
have enough visibility into the reinvestments

to ensure they align with corporate priorities and

generate strong returns.

Intelligent target setting also helps foster
understanding across the organization. Targets
should be based on detailed diagnostics, including
benchmarking against arelevant peer set. Otherwise,
stakeholders will reject the targets as arbitrary;
there’s also arisk of damaging the business by
pushingitinto “slash and burn” cost cutting. The
diagnostics should yield not just a single target—

say, $100 million in cost savings—but also a set of
quantified initiatives. Targets should include cost
ratios (for example, logistics spending as a percent of
sales) rather than just absolute numbers, to ensure
that cost efficiency genuinely improves even when
the category experiences tailwinds. (For example, a
decline in logistics costs due to adecline in salesisn’t

really an improvement.)

Because indirect sourcing is typically perceived as
abackwater and procurement staff can feel they're
performing thankless work, external visibility can be
highly motivating. When retail CEOs publicize their
NFRinitiatives and targets, the people involved in

the initiatives see that their work matters and even has
the power to influence their company’s stock price.

Alongthe NFRjourney, there will be times when
stakeholders resist change for fear of negatively
affecting sales. A test-and-learn culture can overcome
this. A first step can be to show mock-ups or samples

of proposed changes. One retailer’s procurement
teamrecommended using thinner, cheaper paper for
marketing materials. It overcame resistance from the
marketing department by having samples printed on

the thinner paper and usingblind testing to demonstrate
that the materials were just as effective.
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Retailers can use a range of tactics to change mind-sets and behaviors.

The influence model’s four building blocks of change

Cross-functional
steering committee
Senior sponsorship
of initiatives

Early wins

setting

Program leader
and team

Initiative resourcing

Category experts
Training

Reinforcing with formal mechanisms

Company goals should be translated into personal
targets. Oneretailer created a simple timeline of when
initiatives were expected to deliver impact, using the
top end of the impact range estimated for each initiative.
Theresulting quarterly figures became targets for

the relevant executives, whose bonuses were partly
dependent on hitting those targets.

To follow up on progress against targets, many
retailers instinctively go for a monthly cadence of
follow-up meetings. But, in our experience,
aweekly program-management rhythm is much
more effective for driving the pace of initiatives

Case for change
Intelligent target

External visibility
Test and learn

e Personal targets

o Weekly program-
management rhythm

e Implementation-
level tracking

and bringing about cultural change. During the
weekly meeting, the team reviews all initiatives but
focuses on only a few, either on arotating basis or to
help those that need additional support.

Initiatives should be tracked not only against
milestones but also on progression through
“implementation levels™ an initiative begins as
anidea, matures to a business case, becomes
an approved decision, gets implemented, and is
ultimately converted to “money in the bank.” The
expected impact of initiatives can be appropriately
“discounted” when they are in earlier stages.
Implementation-level tracking gives the program
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leader and steering committee a more accurate
picture of when impact will be delivered and which
initiatives need what kind of support. Linking this
tracking to ongoing budgeting, forecasting, and
performance-management processes yields greater
transparency in profit-and-loss performance.

Developing talent and skills

An NFR program needs a capable program
leader and a supporting team. The program
leader, who will likely come from a line role, should
know the business well and have the respect of

top management. Given this individual’s talent and

Beyond procurement: Transforming indirect spending in retail

leadership skills, it won’t be an easy decision for
senior executives to free him or her up to lead the
program. But the sacrifice will pay off.

Still, without sufficient resources for each
initiative, the program will struggle. Colleagues from
each function or cost category will need to dedicate
10 to 20 percent of their time to the effort. For one

$10 billion retailer, delivering $200 million in savings
required a program leader and about 40 full-time
equivalents (FTEs) working for 12 months. Company
leadership had to stop or pause other initiatives to
create the required capacity. While 40 FTEs might
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sound like an enormous investment, the retailer
recouped the cost of those employees’ yearlong efforts
about 50 times over in recurring savings.

Neither the program leader nor the team members can
be expected to have all the relevant category-specific
expertise. Our research shows that retailers have eight
times the indirect spend per procurement professional
compared with other sectors, which means their level
of expertise in any particular category will be relatively
shallow. Therefore, tapping into internal and external
category expertsiscrucial. One grocery retailer
discovered that one of its project managers had been
arefrigeration engineer for 25 years. The company
brought him into a team tasked with reducing the life-
cycle cost of refrigeration, heating, and cooling assets
by 30 percentin two years. The team achieved the

goal in six months and did so with simple solutions—
for example, changing the type of price tags used in
refrigerated shelves so that the tags wouldn’t fall off
and clog the drain. This change saved the retailer more
than $600,000 ayear.

Capability buildingis also key. The best companies
use a combination of classroom training, e-learning
tools, and on-the-job coaching. In our experience,
many NFR professionals who receive functional

and category-specific training and mentoring
immediately double or triple their effectiveness.

A phased train-the-trainer approach—in which the
sourcing team receives training during a pilot phase,
applies the learnings to an initial set of categories,
then trains others in the next phase—has proven

effective in many cases.

Role modeling

The CEO, CFO, and the rest of the management
team must work together to communicate the case
for change and role model the desired mind-sets and
behaviors. Working as a cross-functional steering
committee, they can remove roadblocks, surface
and capture cross-functional opportunities, and
allocate enough resources to them, thereby sending
anunmistakable message to the organization about
the importance of these initiatives.

Another powerful role-modelinglever is senior
sponsorship of initiatives. Senior leaders can
serve as coaches for the owners of individual category
initiatives, whether those owners are within or
outside the senior leaders’ respective functions.

Helping to secure—and then celebrate—early wins
is also aform of role modeling. It lets the entire

Our research shows that retailers have eight times the indirect
spend per procurement professional compared with other
sectors, which means their level of expertise in any particular
category will be relatively shallow.
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organization see that senior leaders are committed

to ensuring the NFR program’s success and that they

recognize its impact.
HE B B

Mostretailers have significant opportunities
toreduce indirect costs. The first step is to
acknowledge that the potential exists, then conduct
athorough diagnostic to quantify it. Though
challenging, a transformation inindirect spending
canyield greater profitability, funding for growth,
and competitive advantage.

Beyond procurement: Transforming indirect spending in retail

' For more on digital solutions in procurement, see Pierre de la
Boulaye, Pieter Riedstra, and Peter Spiller, “Driving superior

value through digital procurement,” April 2017, McKinsey.com.

2 For more on the influence model, see Tessa Basford and Bill
Schaninger, “The four building blocks of change,” McKinsey
Quarterly, April 2016, McKinsey.com.

Steve Hoffman (Steve_Hoffman@McKinsey.com)
is a partner in McKinsey’s Chicago office, and
Patrik Silén (Patrik_Silen@McKinsey.com) is a
partner in the London office.

Copyright © 2019 McKinsey & Company.
All rights reserved.
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QUICK TAKES

Are your fruits and vegetables
top-notch?

Daniel Laubli and Nora Ottink

When shopping for fresh produce in the summertime, European consumers pay close
attention to the quality of apples, bananas, tomatoes, and lettuce (exhibit). These insights
were among those generated in our first-of-its-kind benchmarking survey of more than
23,000 grocery shoppers in four European countries.

Our research demonstrates that quality is the biggest factor in whether a customer will
recommend a store’s fresh-produce department to other people. Low prices and frequent
promotions matter, too, but not as much as quality. Furthermore, quality perception

is influenced by only a handful of products—usually fewer than ten. If a retailer improves
the quality of just these few products in its stores, it will move the needle on customer
satisfaction significantly. We call these products “key quality items” (KQIs).

Retailers should prioritize KQIs for quality investments. As the exhibit shows, the KQls in the
fresh-produce department differ by country and by season.
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Exhibit

‘Key quality items’ differ across countries.

Top 5 fruits by importance of quality for retailer in the summer season'’

France Germany Switzerland United Kingdom

1. Bananas 0.78 1. Bananas 0.91 1. Bananas 0.87 1. Apples 0.93

2. Nectarines  0.81 2. Bananas 0.81

2. Peaches 0.74 2. Apples 0.86

3. Nectarines  0.72 3. Strawberries 0.84 3. Peaches 0.71 3. Grapes 0.62

4. Strawberries 0.69 4. Nectarines  0.65 4. Apples 0.68 4. Strawberries 0.52

5. Apples 0.68 5. Kiwis 0.65

5. Pears

5. Raspberries 0.46

Top 5 vegetables by importance of quality for retailer in the summer season'’

France Germany Switzerland United Kingdom

1. Courgettes® 0.76 1. Tomatoes 0.79 1. Lettuce 0.96 1. Potatoes 1.00

2. Lettuce 0.67 2. Lettuce 0.74 2. Tomatoes 0.87 2. Tomatoes 0.70

3. Tomatoes 0.66 3. Peppers 0.67 3. Courgettes® 0.80 3. Mushrooms 0.67

4. Peppers 0.56 4. Fresh herbs 0.66 4. Peppers 0.71 4. Lettuce 0.60

5. Cucumbers 0.49 5. Cucumbers 0.64 5. Potatoes 0.63 5. Cucumbers 0.58

! Average of the normalized correlation of the perceived product quality with the perceived quality of fruit-and-vegetable department, with a
normalized share of customers buying the product.
2 Zucchini.

Source: McKinsey’s European Retail Benchmark on Fresh Quality, July 2017

To learn more, read “In fresh-food retailing, quality matters more than price,” on McKinsey.com.

Daniel Laubli (Daniel_Laeubli@McKinsey.com) is a partner in McKinsey’s Zurich office, and Nora Ottink
(Nora_Ottink@McKinsey.com) is a partner in the Amsterdam office.

For perspectives on fresh-food retailing in North America, contact Vishwa Chandra
(Vishwa_Chandra@McKinsey.com).

Copyright © 2019 McKinsey & Company. All rights reserved.
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