			    MW-SYMPOSIUM 1999.10.08


				KEY-NOTE ADDRESS


					   Per Knuts





	PRODUCTIVITY AS A KEY STRATEGY FOR SUCCESS





The subject of the Marcus Wallenberg symposium this year is productivity, its importance for capital intensive business like the pulp and paper industry and ways and means to improve it with references to what has been practiced in other more successful industries.


To continue to be profitable in business your productivity in real terms must continually improve to compensate for the steady decline of the real prices of all industrial goods. If you are below your profitability targets you have to improve your productivity at a faster pace than the price decline.


I am a fairly recent retiree and I have been a member of the pulp and paper industry for a significant part of my professional life and I have some confessions, observations and suggestions to make.


In my speech I will argue that the pulp and paper industry has not recognized the gradual change in the fundamentals of its business that has taken place over the last decades and that it has continued to pursue a strategy that could have been the right one in the past but not a viable one in the present and certainly not for the future. This has been detrimental to profitability and stability in the pulp and paper business.


I will suggest to the pulp and paper industry that a focus on continuous improvement in real productivity is a strategy that is better adopted to its current nature and would lead to profitability and stability.


The pulp and paper industry has been - and still is - a close-knit society, almost like a family. You are born into the industry and you remain in it for most of your working life. Recognition from your peers in the industry - the family - is of utmost importance, more so than recognition from owners or from the capital market. Bold, glamorous actions are more appreciated than intelligent, tedious day-to-day work. The need for long term profitability is recognized whereas short and medium term profitability and the needs of the stockmarket are lesser issues. The industry is now belatedly starting to change under pressure from owners and the stockmarket into a more open and shareholder friendly industry but no visible change in behavior is as yet apparent and old strategies are seemingly still being pursued.


In discussing strategy it is important to understand the fundamentals that are driving and influencing a business. As I mentioned before I would argue that the leaders of the pulp and paper business have in the past not recognized the changing fundamentals of their business and adjusted their strategies accordingly.


So which are the present characteristics of this allegedly poorly understood business? I would maintain that key and basic characteristics of the pulp and paper business that are important to understand in formulating a strategy are the following five:


1. It is to day a low growth business (OHD 1). The world growth for paper and board is 2,6 % per year. In the three largest markets -North America, Europe and Japan, i.e. the industrialized regions- the forecasted growth is below 2 % per year. It is a growing business but it is a low growth business.


2. New capacity additions are increasing in unit size and each one represents a considerable share of the relevant market, each one absorbing the total growth of this market for 2 to 3 years.


3. The business is highly fragmented, albeit less fragmented than yesterday (OHD 2). The world market share for the five largest companies is only 12 %, by far the most fragmented industry on this list.


4. The supply chain from producer to end consumer is long and statistics on inventories in the chain are nonexistent or poor, making it difficult to see and analyze the short and medium term development of the true demand.


5. No new application areas are developing or can reasonably be expected.


Keeping these characteristics in mind it is interesting to try to generalize the strategy pursued historically and seemingly also to day by the pulp and paper companies in the industrialized regions. This generalized strategy can in my view crudely be expressed in the following way (OHD 3):


		Maintain or increase market share and cost position through


		Aggressively installing new, modern capacity.


Different companies dress this up in different ways but it all boils down to this.


As a by side you can ask yourself how it has been possible to finance such a strategy in this low margin, capital intensive business but financing has obviously not been a problem. All available cash flow has been spent on installing the biggest and best new capacity (OHD 4). Like other problem industries notably steel and aluminium the pulp and paper industry has behaved like a drunken sailor, spending money as or before it becomes available on what it or he likes best.


Decades ago when ours was a moderate to high growth business and the size of unit capacity addition was low this was a strategy that was in line with the nature of the business at that time. Even if also in those days timing of investments were problematic the high growth at that time hid mistakes that were made. This is not so to day.


In view of the characteristics during the last 15-20 years this brute force strategy was clearly not one that would lead to high and stable profitability. Success would have been contingent on competitors closing capacity, making room for the aggressor. This critical assumption was however not based on facts and reality. For older capacity with higher operating cost but considerably lower capital cost yielding way was simply not an option.


The implementation of the strategy has as you all know led to long periods with overcapacity, poor capacity utilization and low profitability or losses interspaced with short boom periods with full capacity utilization and super profitability inducing many at the same time to say “Now it is my turn” and act accordingly. On the average the pulp and paper has been a swinging but low profitability business more suited to lottery type investors than to the stockmarket. 


This generalized picture of course hides exceptions and there have been some. One of which I will highlight later in my speech.


You can ask yourself why the industry so stubbornly has continued this way when the fundamentals have pointed in another direction. In addition to the allegedly poor understanding of the gradual change in the business fundamentals I believe that tradition and simplicity -or laziness if you want to be crude and call a spade a spade- have played a part. Tradition as this was the way that worked before - notably when growth was high and unit of capacity addition was small. Simplicity as it did not require the massive intellectual effort to change the internal behavior and thinking process in this close-knit - I did not say inbred - society which a more brain power based strategy would require.


There must be a better way. Reducing the fragmentation in the industry - a high profile, glamorous activity - will not be enough. A fundamental change in strategic thinking is required.


 Lessons should be learned from other more successful industries.


Specific companies mainly in other industries have pursued a radically different and radically more successful strategy which has resulted in high and stable profitability and appreciation from the stockmarket. Instead of spending massive amounts of capital - brute force - on giant leaps they have focused on brainpower and a multitude of small steps. They focused on constant improvement of their total productivity.


Allied Signal was -at least as I know- the first proponent of this strategy later followed and mastered by General Electric and other companies, in our own industry by Mead.


General Electric´s legendary CEO, Jack Welch, said: (OHD 5) quote “ We accept no price increases in our business plans since we aren´t getting any in the market. Yet our costs increase 3 % per year. We must improve our productivity 3 % per year just to stay even and staying even istn´t good enough, especially if we want to grow.” unquote. Welch caused General Electric to adopt constant productivity improvement as a key strategy. A program was launched in the early 80íes and resulted in a steady increase in the real productivity performance from around 2 % per year to close to 6 % per year at the end of that decade. General Electric significantly outpaced the US manufacturing industry average, which in the 1980íes showed no improvement at all in productivity. Through this performance General Electric was amply rewarded by the stockmarket.


In our own industry Mead had in the early 90íes appointed a new CEO - not burdened or blessed by forest industry tradition. He caused his company to analyze the fundamentals of its business and review its strategy in the light of this analysis. As a result constant productivity improvement was installed as key strategy. Through a concentrated effort which entailed a complete change of mind-set Mead was successful in increasing its annual real productivity improvement (OHD 6) from close to zero to 3 % per year. As this performance became evident to the stockmarket the Mead shares kept pace with the S&P 500 index whereas the pulp and paper industry average lagged well behind.


The base for this other strategic alternative was the need to counteract the steady decline in real product prices and the method to achieve this was to install a mentality to constantly - year after year - improve all facets of the operations in a multitude of small steps rather than a few giant leaps - an evolutionary process rather than a revolutionary, spectacular one. The results have however been spectacular. Added benefits of this stately alternative are lower risk through the evolutionary process and better control of your own destiny.


My suggestion to the pulp and paper industry is to emulate the strategy of these successful companies. Actually it fits better to capital intensive, low growth industries like the pulp and paper industry than to the industries where Allied Signals and General Electric are operating.


As I said a couple of times before the price of all industrial goods are trending down in real terms and productivity must be improved to counteract this trend. In capital intensive, low margin, low growth industries this need is paramount.


Pulp and paper prices are trending down in real terms by the order of 2 % per year (OHD 7). Over the last almost twenty years the weighted average of the sales price for STORA´s product portfolio had in real terms gone down by 1,9 % per year. Thus you can not expect price increases to restore your long-term profitability. Unless the productivity is increased by more than 2 % per year, year after year, the profitability will go down from the present unsatisfactory level. Very few - if any - companies in our industry have constantly over long periods of time been able to meet this challenge.


Recognizing that profitability has to be improved the pulp and paper industry should have as a strategic goal to improve its real productivity by at least 3 - 4 % per year, year after year. Experiences from other industries show that this realistic and attainable.


Experiences from productivity programs in our industry show that normally 60 - 70 % of the productivity improvement comes from many small incremental volume increases. Reaching a productivity improvement target of 3 - 4 % per year then means that volume is increased by 2 - 3 % per year. If the industry were to achieve this - as it must - the market growth of 2 - 3 % per year would be met by the volume increases from the productivity programs. Thus new capacity in the form of new paper machines would only be needed to replace - and only to replace; not more - capacity that from cost or quality standpoint has become obsolete. This would mean a drastic change in capital spending and utilization of already invested capital and would mean that capacities would increase in small incremental steps conforming to the growth of the market. You can all see the implication this would have for stability and profitability in our business.


Later speakers will address themselves to the practical aspects of installing and implementing productivity improvement as a key strategy so I will not go into that. I would however emphasize that this seemingly dull, unglamorous strategy needs full and long-term support and dedication from top management. Building new capacity is - like M&A - a glamorous task that naturally motivates people whereas productivity improvement typically entails the systematic, methodical identification and correction of thousands of small impediments to better productivity, year after year as a way of life. This is hard, tedious, unglamorous work. Top management must make this a glamorous activity - this is not easy and if you are not successful, your productivity program will fail.


Make constant productivity improvement a way of life, make systematic methodical productivity improvement a core skill in your company, measure real productivity changes and remunerate based on contribution to improvements.








		  Glamour is out  - Profitability is in. 


