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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
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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.

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
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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)
10 - - 150
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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.

Perspectives on retail and consumer goods Number 7, January 2019




All photos © Doug McGoldrick

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.
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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 c<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>