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Turning Productivity into a competitive advantage.

The Marcus Wallenberg Prize Symposium on October 8, 1999

Good morning,

Most companies that McKinsey encounter claim they are very good at productivity or every day rationalization as it is often referred to. Very few companies, especially in Scandinavia, can claim that they are significantly better than the industry average, at least if you look at the bottom-line contributions over the past five years.

If it is true, what is it that distinguishes the best performing companies from the average performing? Why can some companies year after outperform the prize/cost squeeze of their industry with a wide margin, like GE has done?

The difference seems to be found in whether or not productivity is defined as strategic priority for top management and the board of directors. In top performing companies like General Electrics (GE), British Petroleum (BP), Dow Chemicals and Allied Signal, annual productivity targets and regular reviews are major time commitments on the agenda for top governance bodies. The belief is that productivity must be a central part of “the running of the company” in terms of target setting, measurement and incentive systems, development of management systems and investments in developing skill and capability development. In these companies, aggressive productivity targets drive the product and process innovations that make these companies distinct in the eyes of customers and investors. 

The average performing companies, on the other hand, tend to view productivity as something that mainly concerns operations or as necessary but unexciting every day rationalizations!

Let me briefly describe the typical productivity levers and the skills and capabilities we have found necessary to drive superior value creation. Then I will summarize with a couple of best practice reflections on the role of top management to make it happen.

The key productivity levers can be summarized in four core processes (exhibit 1):

1. Cost productivity, i.e., how well are you running your existing production facilities in order to improve throughput, reduce cost and improve product mix?

2. Capital productivity, i.e., to what extent are you destroying or creating value with existing capital and new investments (e.g., both greenfield and maintenance investments)

3. Customer productivity, i.e., to what extent can you improve margins by better meeting customer needs (e.g., product and service innovations) and /or reduce service costs.

4. Sourcing productivity, i.e., to what extent can you leverage your suppliers to lower total cost of ownership for your main purchasing categories.

Let’s elaborate.

Cost productivity

The world champion of cost productivity is probably Toyota with their lean manufacturing methodology. For more than two decades they have out-performed the rest of the industry, and although the rest have tried to catch up, Toyota is still in a class of its own with a broad margin. 

In the pulp and paper industry, as in process industries in general, many believe the opportunities for continuous improvements are few. Conventional wisdom is that the cost and throughput variability is negligible in a process industry. This is simply not true. The variability is easily 15–30 percent in cost and volume even during normal operation conditions (exhibit 2). As a result you typically find that “best week” performance is dramatically better than “average week” performance even if you adjust for abnormal conditions, e.g., major stops. Most companies could probably double their financial results by simply making the “best week” performance on cost and throughput sustainable over time. The barrier to make this happen is usually not capital, but the skills and capabilities of the people that “control the process”. It has been done before with existing assets and people. At Toyota the aim is not to sustain “best week” performance, but rather to strive for the physical limits, which of course make the potential even larger. 

The key to success is to radically improve the skills and capabilities of the front-line employees to systematically identify, resolve, and implement focused improvements, without major capital expenditure. Given that hundreds of improvement ideas typically need to be addressed in a year, not even the most capable team of highly qualified engineers or middle managers can replace leveraging the front line. 

capital productivity

The pulp and paper industry is among the most capital intensive industries in the world. The industry has a history of spending more than its cash flow during long periods of time. The result is an industry that suffers both from an inability to earn enough to justify its current balance sheet and from not creating value with all of its new investments. Investing to reach profitability simply does not work.

Top performing companies tend to be good at three things (exhibit 3):

1. Continue re-engineering of their balance sheet to improve risk-adjusted capital structure, e.g., StoraEnso is announcing selling of their capital intensive but relatively low yielding power assets.

2. Run less greenfield projects and when they run such projects, do build it with radically shorter pay back times and less risks for own equity invested. Two examples are the steel company Nucor that invented the notion of scalability through mini-mill concepts and Papier Masson in Canada that leveraged suppliers and risk management intermediaries to reduce own risks to a fraction of project inherent risks.

3. Spend less and/or improve returns from ongoing investments, e.g., replacement, maintenance, quality, environmental and other convenience investments. 

The two first points can be addressed by top management or a small group of highly talented financial and/or technical engineers. The third one is much more complicated since it requires a very different behavior from a lot of people in the organization, namely a behavior of solving problems without spending capital and a “capital ownership mentality” when capital expenditure is required. Ongoing spending typically doesn’t receive much attention from top management in spite of the fact that it often makes up over fifty percent of total spending.

The best performing companies on capital productivity tend to have investment processes where each asset responsible leader (e.g., mill manager) is held responsible for how the overall basket of investment is developing returns as opposed to simply maintaining existing returns (exhibit 4). The typical scenario for a mill is where the zero developing return portion of the total investments dominate. Quite often there is no one at the mill who’s job description includes coming up with investments with developing returns while there are 50–100 people in the maintenance department who works full time to identify investments with no additional returns at all.

According to our experience, companies that excel in managing capital productivity can realize 4–6 percent Return On Capital Employed (ROCE) advantage over the average competitor for ongoing investments alone.

There are three main sources for this advantage (exhibit 5):

1. Systematic processes for identifying and defining bottleneck investments with significant bottom line impact beyond maintaining current performance.

2. Excellence in running out “lazy capital” in investments with low developed returns.

3. Risk assessment practices leading to elimination or delaying part of the maintenance and replacing investments. Taking productive risks and accepting occasional production stops is part of the capital productivity “science” and avoid over investing.

market productivity

This is probably the most important productivity area of all. Companies that are good at market productivity typically have a strong and clear value proposition to their customers and better margins than average performers. 

In the pulp and paper industry, US-based Consolidated Paper has developed a preferred supplier status with many of the big printers for coated groundwood paper. Their value proposition is to provide the best consistency paper, allowing printers to run their printing machines faster and with less downtime and waste. As a result Consolidated have a 60–70 percent stronger EBIT margin compared to its competitors due to better capacity utilization (less swings), less discounting, less complexity in product mix, and an ability to choose low cost to serve customers.

Another good example is Nova Chemicals that has developed excellence in systematically identifying unmet customer needs and that translate those into product and service innovations that build preferred supplier status. 

In addition to systematically mapping unmet customer needs, market productivity is all about understanding the sources of margin leakages on an order by order basis. True order profitability is normally not what it appears to be (exhibit 6). The reason for the varied order economics is simply that the net revenues and true service cost is very different from order to order. The top performing companies have a systematic methodology and tools that allow their sales force to reduce margin leakage when negotiation with a customer as well as to have clear targets for the desired customer and product mix.  

sourcing productivity

The final lever is to develop a way to work with your suppliers that provide annual productivity gains in excess of the long-term price erosion of the suppliers in question.

The best performing companies in this field tend to be automotive companies like Chrysler and Volkswagen, but also industrial companies like Siemens and GE. These companies improve their total cost of ownership of purchased material with, on average, 2–4 percent annually beyond the industry average price erosion.

How do they do it? The simple answer is that they have moved way beyond focusing on prices alone. As a matter of fact, the role of the thumb in these companies is that only one third of the benefit comes from squeezing prices down and two thirds come from lowering the total cost of ownership of the purchased materials (exhibit 7). Turning to the pulp and paper industry, the opportunities appears to be at least as big, as illustrated by the following analysis from total cost of ownership for machine clothing in a large Scandinavian paper mill (exhibit 8).

The challenge for most companies, to reach beyond the price effect in sourcing, is the lack of a systematic approach and the lack of skills and capabilities to understand and use the total cost of ownership information in shaping a negotiation strategy and executing the negotiation. The best performing companies also have the capability to understand the suppliers cost structure, their competitive situation, and the potential value of outsourcing an entire function to a supplier, e.g., power management, and, use this to boost sourcing productivity performance.

THE role of the corporate  center to make it happen

As shown from the illustrations above there are tremendous opportunities to create value by developing excellence in total productivity management. The key challenge for most corporations is to develop a sharp (e.g., focus on the most important performance drivers) and deep (e.g., involve enough employees at all levels) systematic work approach and performance culture to build the required skills and capabilities and make the improvements sustainable over time. This is why we see some companies radically stepping up their investments in building the human capital and systems and the tools to take on the productivity challenge, e.g., GE’s Six Sigma Program that involves thousands of full time employees.

Let me finish by offering a few thoughts on what I see as key tasks for corporations that aspire to develop excellence in this area. There are at least six elements of success (exhibit 9):

· Establish a center of competence. This can be seen as an internal consultant group that is charged to support line managers and continuously improve tools and methodologies. This group is typically staffed with young, high performing individuals that spend 12–24 months in the group before returning to a line position.

· Establish productivity performance tracking systems. Without a measuring system similar to GE’s real productivity improvement index, a company cannot measure improvements net of market pricing and exchange rate changes, i.e., factors out of the company’s control. Such a “performance indicator” is key for establishing a target setting process that people can be held accountable for and is the basis for incentive systems.

· Over-invest in simple tools. The only way to quickly build skills and capabilities is to develop simple tools, often PC based, to e.g., track improvements, focus problem solving to high impact areas, and guide small investment decisions.

· Institutionalize best practice sharing internally. A systematic approach to ensure that best practices are shared between all units is also needed. A pre-requisite to make this work is that the company uses a common language and a common work approach to be able to effectively move key personnel within the organization.

· Establish a roll-out methodology to leverage new innovations. As the organization learns new approaches to realize new productivity improvements these must be piloted and then rolled-out in a controlled fashion, allowing for parallel skill building to make it sustainable. 

· Over-communicate to build morale and create productive expectations. Experience shows that most organizations under-communicate internally and therefore loose a lot of momentum and goodwill for the undertaken initiatives. External communication is also important to build productive expectations with customers and investors.

I have tried to, in a very brief period of time, cover a lot of ground on the topic “best practices” in productivity management. I hope you have found the substance interesting and maybe even gotten a few good ideas. Thank you for listening.
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