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THIS QUARTER

The data revolution is relentless, uneven, democratic, game changing,
terrifying, and wondrous. We are creating more data than ever before, sharing
more information on devices fixed and mobile, seeding and feeding from
Internet clouds—and we're doing it faster than ever. Digital natives such as
Amazon and Google have built their business models around analytics.

But many leading players still struggle to harvest value, even while investing
substantially in analytics initiatives and amassing vast data stores.

A simpler landscape might call for a road map. Data analytics requires a
reimagining. We are witnessing not just a shift in the competitive environ-
ment but the development of entire ecosystems—linked by data—that have
the power to reshape industry value chains and force us to rethink how
value is created. Consider medicine brokerage or automotive navigation

or any of the thousands of examples where businesses and customers
interact with each other in ways that were unfathomable just a few years ago.

Data assets, analytics methodologies (including, but by no means limited

to, machine learning), and data-driven solutions make it essential that leaders
contemplate their company’s own data strategy and the threats and
opportunities that go with it. At the same time, many executives have the
feeling that advanced analytics require going so deep into the esoteric
information weeds, and crunching the numbers with such a degree of technical
sophistication, that it becomes tempting simply to “leave it to the experts.”



We hope this issue of the Quarterly will help leaders avoid that mistake. My
colleagues and I have sought to illuminate the leadership imperative in two
ways. First, we've created a sort of practitioner’s guide to data analytics for
senior executives. “Making data analytics work for you—instead of the other
way around” advances eight principles that leaders can embrace to clarify
the purpose of their data and to ensure that their analytics efforts are being
put to good use. Second, in “Straight talk about big data,” we’ve suggested

a set of questions that the top team should be debating to determine where
they are and what needs to change if they are to deliver on the promise of
advanced analytics. Regardless of their starting point, we hope senior leaders
will find these articles helpful in better assessing and advancing their own
analytics journeys.

Some of this issue’s other areas of focus also are connected with the power of
analytics. Consider the way new technologies are changing supply, demand,
and pricing dynamics for many natural resources, or the way China’s digital
sophistication has continued to expand even as the country’s growth has
slowed. Indeed, the digital revolution and the data-analytics revolution are
ultimately intertwined. You can’t do analytics without streams of digital
data, and digitally enabled business models depend upon advanced analytics.
Leaders who focus on the big issues we've tried to stake out in this issue—

on the essential purposes, uses, and questions surrounding analytics—stand
a better chance of cultivating the necessary intuition to guide their organi-
zations toward a more digital, data-driven future. (Q)

Nicolaus Henke

Senior partner, London office
McKinsey & Company
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FINDING THE TRUE COST OF
PORTFOLIO COMPLEXITY

A fine-grained allocation of costs can help companies weed out “freeloader”

products and improve performance.

by Fabian Bannasch and Florian Bouché

Portfolio complexity is swamping many
businesses. In the wake of globalization,
some manufacturers have launched large
and unwieldy numbers of country-specific
models to suit particular markets: one
vehicle manufacturer that had 30 models
in the 1990s, for example, now has more
than 300, and other companies have
responded to the growing demands of
customers for more customized—and
sophisticated—offerings. We also see
local product managers pushing variation
to meet sales goals in the tough postcrisis
economic environment.

Rooting out unnecessary—and costly—
complexity is made more difficult in
many cases by the lack of accounting
transparency around niche offerings

and products that sell in small quantities.
Typically, costs are allocated by share

of revenues. But since many specialized
models have higher true costs arising
from customization and lower production

8 McKinsey Quarterly 2016 Number 4

runs, they effectively freeload off more
profitable lines. They often require more
investment in R&D, tooling, testing,
marketing, purchasing, and certification.
Moreover, smaller batch sizes, lower
levels of automation, longer assembly set-
up times, and higher-cost technologies
located further down the S-curves (for
example, customized, small-run technology
for a new truck axle) will likely incur
additional (and not always visible) expenses.
Such distortions can lead to poor
decisions. One truck executive we know
argued for, and won, investment in a

new, smaller engine to match a competitor,
claiming it cost 10 percent less to manu-
facture than the company’s standard
engine. In fact, with costs fairly allocated,
it cost 20 percent more.

To identify hidden complexity costs,
companies must dive deep into the data,
applying granular assessments to indi-
vidual components so as to understand



Exhibit

Traditional accounting systems often fail to capture fully and allocate correctly
the actual costs of complexity.

lllustration: machinery and equipment-manufacturing portfolio

Cumulative gross margin of
product portfolio, € million

30% of portfolio =

>80% of cumulative Complexity cost is
. gross margin

hidden when
distributed by revenue
share across portfolio

Fair allocation of costs

reveals true profit
SKUs with low or negative gross- contribution

Starting point = SKU margin contribution flatten or shift

with largest profit margin  profits downward

Product configurations

However, a two-step approach to rationalizing a product portfolio can
mitigate complexity and improve profitability.

- Profit distribution after fair cost allocation
= Profit improvement after two-step approach

Cumulative gross margin of product
portfolio, € million
8 [ Fix the remaining products

Improve cost base through platform
strategy and modularization

Cut the long tail R
Challenge and phase *.
out most of the .
unprofitable products

Product configurations

the impact of customization or scale on profit curve as shown in the bottom of
the cost profiles of each model. The top of  the exhibit. They can then further improve
the exhibit shows the true contribution to margins by reCouping scale losses

profitability of one manufacturing portfolio  through greater standardization. In our

and the amount of cost concealed by experience, this process can reduce
traditional accounting practices. costs by up to 7 percent. (Q)
Executives should be prepared to take Fabian Bannasch is a senior expert in McKinsey’s

strong action to eliminate “hopeless Munich office, where Florian Bouché is a consultant.

Cases" (products that Shal’p|y dImInISh Copyright © 2016 McKinsey & Company. All rights reserved.
margins) by moving up and left of the
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WILL CAR USERS SHARE THEIR

PERSONAL DATA?

Surveyed consumers in China, Germany, and the United States say yes, if

they see value in return.

by Michele Bertoncello, Paul Gao, and Hans-Werner Kaas

Advanced data analytics comes with a
significant set of challenges, such as
determining data quality, rendering data
in functional form, and creating sophis-
ticated algorithms to achieve practical
insight. But one of the first problems to
solve is whether the data can be viewed
at all. This can be especially sensitive
when companies seek personal information
from private individuals. Will people
share the data they have? And if so, what
kind? Would they share only technical
data (such as oil temperature and airbag
deployment), or would they agree to
communicate vehicle location and route,
for example, or allow access to even
more personal data like their calendar

or communications to and from the car
(such as email and text messages)?

We surveyed more than 3,000 car buyers
and frequent users of shared-mobility
services across China, Germany, and the
United States (more than 1,000 in each
country), taking care to represent con-
sumers across personal demographics,
car-buying segments, and car-using
characteristics.! Among other issues, we
sought to learn more about car buyers’
attitudes, preferences, and willingness to
use and pay for services made possible
by the sharing of vehicle-specific and
related personal data.

10 McKinsey Quarterly 2016 Number 4

Car buyers across geographies seem
both aware about matters of data privacy
and increasingly willing to share their
personal data for certain applications
(exhibit). Of all respondents, 90 percent
(up from 88 percent in 2015) answered
yes to the question, “Are you aware

that certain data (such as your current
location, address-book details, and
browser history) are openly accessible to
applications and shared with third parties?”
And 79 percent (up from 71 percent in
2015) of respondents answered yes when
asked, “Do you consciously decide to
grant certain applications to your personal
data (for example, your current location,
address-book details, and browser
history), even if you may have generally
disabled this access for other applications’?”
In each case, American consumers
proved somewhat more guarded than
their Chinese or German counterparts,
but even at the low end, 85 percent

of the US respondents answered in the
affirmative to the first question, and

73 percent answered yes to the second.?

When it comes to sharing personal

data for auto-related apps, a majority of
respondents in each country were

on board—if the use case was one that
met the consumer’s needs. For example,
among American respondents, 70 percent



Exhibit

Respondents were willing to share personal data in return for services

they preferred.

Service

Predictive

maintenance UNITED STATES

Connected UNITED STATES

navigation

Usage-based UNITED STATES

tolling and taxation

Willingness to share personal data, % of respondents?

90

70

1 Respondents selected version of given offering that requires access to personal and system data.

Source: 2016 McKinsey survey of >3,000 car buyers and frequent users of “shared-mobility services” across China, Germany,

and the United States

were willing to share personal data for
connected navigation (the most popular
use case among surveyed American

car buyers), while 90 percent of Chinese
respondents would share personal

data to enable predictive maintenance
(the most popular use-case option in

that country). Even more encouraging
for automakers, surveyed consumers
expressed willingness to pay for numerous
data-enabled features. In Germany,

for example, 73 percent of surveyed con-
sumers indicated they would pay for
networked parking services, and in China
78 percent would pay for predictive
maintenance rather than choose free, ad-
supported versions of those options.
Even in data-sensitive America, 73 percent
would pay for usage-monitoring services,
72 percent for networked parking,

and 71 percent for predictive maintenance
instead of selecting free ad-supported
versions. Although the game is still

early, these expressions of consumer

cooperation—in the auto industry, at
least—suggest that concerns about data-
sharing can be satisfied when the value
proposition is apparent. (Q)

1 The survey was in the field from April 27, 2016, to May
16, 2016, and received responses from 3,186 recent
car buyers (three-quarters of the panel per country) and
frequent shared-mobility users (one-quarter of the panel
per country) of different ages, genders, incomes, and
places of residence.

20f surveyed Chinese car buyers, 91 percent answered
yes to the first question and 86 percent answered
yes to the second, versus 94 percent and 76 percent,
respectively, for German car buyers.

Michele Bertoncello is an associate partner

in McKinsey’s Milan office, Paul Gao is a senior
partner in the Hong Kong office, and Hans-Werner
Kaas is a senior partner in the Detroit office.

The authors wish to thank Sven Beiker and
Timo Mdller for their contributions to this article.

Copyright © 2016 McKinsey & Company. All rights reserved.
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LESSONS FROM DOWN-CYCLE
MERGERS IN OIL AND GAS

Research shows that acquiring assets when oil prices are low doesn’t
guarantee value creation over the long haul.

by Bob Evans, Scott Nyquist, and Kassia Yanosek

Qiland gas prices have fallen sharply

over the last two years, imposing severe
financial pressure on the industry. Like
most commodity-oriented sectors, history
suggests the energy business is most
prone to consolidation during downsides
in the business cycle (Exhibit 1). It's
more likely, after all, that companies will be
available at distressed (and to acquirers,
attractive) prices during trough periods.
Surprisingly, however, while the ease

Exhibit 1

of acquisition increases during these
times, we have found that down-cycle
deals can just as easily destroy value

as create it. We analyzed the performance
of deals in the United States during a
previous period of low prices, from 1986
10 1998, and the period from 1998 to
2015, which was characterized mostly by
arising oil-price trend, segmenting the
transactions by motive. In the low-price
period, only megadeals,! on average,

Historically, oil-price down cycles have led to an increase in M&A activity.

Real oil price in 2006 dollars

Oil price, $

== Nominal oil price

Transactions

120 -
Shale
revolution
100 |
g US corporate
restructuring :
60 - l\/Ielga- |
majors
created
Breakup of ! SC;[ W?ve el 2nd wave of i
40 I Standard Oil news industry
restructuring restructuring '\j
oW/ ;
v == ’ — == L T 1 1 1 1
1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010

Source: BP Statistical Review of World Energy 2003; Eric V. Thompson, A brief history of major oil companies in the Gulfregion,
Petroleum Archives Project, Arabian Peninsula and Gulf Studies Program, University of Virginia; Daniel Yergin, The Prize: The
Epic Quest for Oil, Money & Power, reissue edition, New York, NY: Free Press, 2008; Platts, McGraw Hill Financial; Securities
Data Company; McKinsey analysis
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Exhibit 2

When oil prices are low, only megadeals, on average, perform better than
their market index five years after announcement.

Performance of acquirers’ median TRS vs MSCI Oil, Gas & Consumable Fuels Index,

5 years after deal’

Compound annual growth rate, %

Motive for deal
1986-98

Build megascale,
n=4

Build density within
a basin, n = 38

Enter new basins,
n=24

Enter new resource
types, n =13

Average

Flat-oil-price deals,

Rising-oil-price deals,
1998-2015

4.3

74

1.2

2.3

L'TRS = total returns to shareholders; deals prior to 1995 are measured against MSCI World Index, while deals announced after
Jan 1995 are measured against MSCI Oil, Gas & Consumable Fuels Index.

Source: THS Herold; McKinsey analysis

outperformed their market index five years
after announcement (Exhibit 2). Periods

of low prices appear to favor those
combinations that focus on cost synergies,
exemplified by the megamergers but

also including some deals that increased
the density of an acquirer’s presence
within a basin and so helped to reduce over-
all costs. By contrast, in the 1998 to

2015 period, when oil and gas prices were
generally rising, more than 60 percent

of all deals outperformed the market
indexes five years out. This environment
rewarded deals focused on growth
through acquisitions in new basins or on
new types of assets (such as conventional
players entering unconventional gas and

shale-oil basins), as well as ones building
basin density. While the dynamics of the

oil and gas industry are notoriously cyclical,
executives beyond energy should at

least be aware of the cautionary lesson:
picking up bargains in tough times doesn’t
assure success. (Q)

" Defined as deals worth more than $60 billion.

Bob Evans is a consultant in McKinsey’s New York
office, where Kassia Yanosek is an associate
partner; Scott Nyquist is a senior partner in the
Houston office.

For additional findings, see “Mergers in a low

oil-price environment: Proceed with caution,”
on McKinsey.com.

Copyright © 2016 McKinsey & Company. All rights reserved
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FINTECHS CAN HELP INCUMBENTS,
NOT JUST DISRUPT THEM

A growing number of start-ups are partnering with banks to offer services
that plug operational gaps and generate new revenues.

by Miklos Dietz, Jared Moon, and Miklos Radnai

Fintechs—start-ups and established
companies that use technology to make
financial services more effective and
efficient—have lit up the global banking
landscape over the past four years.

Much market and media commentary has
emphasized the threat to established
banking models. Yet incumbents have
growing opportunities to develop new
fintech partnerships for better cost controls
and capital allocations and more effective
ways of acquiring customers.

We estimate that a substantial majority—
almost three-fourths—of fintechs focus

on payment systems for small and midsize
enterprises, as well as on retail banking,
lending, and wealth management. In many
of these areas, start-ups have sought to
target end customers directly, bypassing
traditional banks and deepening the
impression that the sector is ripe for
innovation and disruption.

However, our most recent analysis
suggests that the structure of the fintech
industry is changing and that a new

spirit of cooperation between these firms
and incumbents has begun. When

we looked at about 600 start-ups in the
McKinsey Panorama FinTech data-

base over the period beginning in 2010,
we found that the number of fintechs
with B2B offerings has increased steadily

14 McKinsey Quarterly 2016 Number 4

(exhibit).! While each year’s sample size is
somewhat modest, the trend is in line

with our experience: more B2B fintechs are
partnering with—and providing services
for—established banks that continue to
maintain relationships with end customers.

Fintech innovations are helping banks in
many aspects of their operations, from
improved costs and better capital allo-
cations to higher revenues. The trend is
particularly prevalent in corporate and invest-
ment banking, for which two-thirds of all
fintechs provide B2B products and services.

The incumbents’ core strategic challenge
is choosing the right fintech partners.
Cooperating with the bewildering number
of players can be complex and costly

as banks test new concepts and match
their in-house technical capabilities

with solutions from external providers.
Successful incumbents will need to
consider many options, including
acquisitions, simple partnerships, and
more formal joint ventures. (Q)

Some new players may have both B2B and B2C offerings.
Miklos Dietz is a senior partner in McKinsey’s
Vancouver office; Jared Moon is a partner in the
London office, where Miklos Radnai is a consultant.

For additional insights, see the longer
version of this article, on McKinsey.com.

Copyright © 2016 McKinsey & Company. All rights reserved.



Exhibit

B2B fintechs are rising players in the start-up game.

Number of fintech start-ups’

144

131
127

94

77 77

Other fintech
start-ups

Fintech start-ups
with B2B offerings

2010 2011 2012 2013 2014 20152

! Fintechs are financial-services businesses, usually start-ups, that use technologically innovative apps, processes, or
business models.

2 Sample might be slightly underrepresented, since some 2015 start-ups may not be well known enough to show up in
public sources.

Source: Panorama by McKinsey
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China Pulse

A BIGGER BATTLEGROUND FOR
CHINA’S INTERNET FINANCE

Innovations across consumer and corporate markets are pushing the
country’s fintech sector far beyond its payments stronghold.

by Xiyuan Fang, John Qu, and Nicole Zhou

China’s Internet finance industry leads
the world in the sheer size of its user base.
Payment transactions still dominate

the sector, with Alipay and Tenpay—the
offspring of powerful e-commerce

giant Alibaba and social-media and gaming
group Tencent—leading the way. But

as regulations ease, allowing fintech start-
ups access to underserved Chinese
customer segments, a range of new B2C
and B2B financial-service models is
emerging (exhibit). At the same time,
banking and insurance incumbents,
buoyed by strong profits, have developed
a new appetite for digital experimentation
and risk taking.

Wealth management

Investment in money-market and mutual
funds by way of new fintech apps is
growing rapidly, a pattern spreading to
other products such as trusts and
insurance products, albeit from a smaller
base. Low barriers to entry, high returns,
and a base of sophisticated Internet

and mobile users are driving the growth.
Alipay’s Yu’ebao and Tencent’s
Licaitong, as well as dedicated wealth-
management platforms such as
eastmoney.com and LU.com, are carving
out leading positions.

16 McKinsey Quarterly 2016 Number 4

Consumer and business financing

Digitally savvy, younger Chinese have
flocked to online offers of personal-finance
products such as consumer loans and
credit cards. Leading platform players like
Alibaba are creating digital-finance units
geared to individuals and small and medium-
size enterprises. Retailers Gome and
Suning are crossing sector borders and
moving into B2B digital finance with
offerings to their supply-chain partners.
Peer-to-peer lending and microfinance
have mushroomed, though asset quality
is a rising concern in some subsegments.

Other segments

Online insurer Zhong An is pioneering

the launch of digital property and casualty-
insurance products and targeting

auto loans at its customer base. Digital
infrastructure-provider opportunities
beckon too, particularly the cloud and
data-service platforms needed to

power fintech start-ups.

A three-way race will shape the fintech
landscape. Digital attackers such as
Alibaba and Tencent will continue to ply
their huge base of customer data and
analytics strength to expand their financial
ecosystems. Financial-industry incumbents,



Exhibit

China’s Internet finance industry is growing at a fast pace.

Millions
of users
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Internet finance
market,1
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Internet users
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Internet finance
users
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in 2015
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12.4 trillion RMB
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New products = ~10% of total
market, or $180 billion in revenues

Wealth management
Consumer/business financing

Other areas (eg, insurance and

cloud-based services)

l Figures do not sum to 100%, because of rounding.

Source: CNNIC; iResearch; McKinsey analysis

meanwhile, are building on their offline
customer relationships and risk-
management skills. Financial group Ping
An, for one, has built a digital ecosystem
of its own with more than 242 million online
and mobile users in financial and non-
financial services. Large commercial banks
such as Industrial and Commercial

Bank of China are pushing forward with
e-commerce platforms. Finally, non-
financial players with industry expertise
will likely become more active. Real-
estate giant Wanda Group, for example,

with its shopping, entertainment, and
dining operations, has data that could
feed into digital-finance products like
payments and credit ratings. (Q)

Xiyuan Fang is a partner in McKinsey’s Hong Kong

office, where John Qui is a senior partner; Nicole
Zhou is an associate partner in the Shanghai office.

The authors wish to thank Vera Chen, Feng Han,
Joshua Lan, and Xiao Liu for their contributions to
this article.

To read the full report on which this article
is based, see Disruption and connection,
on McKinsey.com.

Copyright © 2016 McKinsey & Company. All rights reserved.
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THE CASE FOR PEAK OIL DEMAND

Developments in vehicle technology and changes in plastics usage could lead
to peak demand for liquid hydrocarbons by 2030.

by Occo Roelofsen, Namit Sharma, and Christer Tryggestad

The energy industry has long debated the year 2050 that combines current
the disruptive potential of peak oil supply,  McKinsey views on economic-growth
the point at which rates of petroleum fundamentals? and detailed sector
extraction reach their maximum and and regional insights. This base case
energy demand is still rising. Less discussed  assumes stability in today’s market

is the flip side disruption of peak ail structures, incorporates current and
demand. With both the production and expected regulation, and plays forward
use of energy changing rapidly, we current technology and behavioral

explored the market dynamics that could  trends. Under BAU conditions, oil demand

produce such a scenario in McKinsey’s flattens after 2025, growing only by

most recent Global Energy Perspective.! 0.4 percent annually through 2050
(Exhibit 1). The tapering of growth occurs

Our analysis started with a “business- because demand from passenger

as-usual” (BAU) energy outlook through cars—historically the largest factor in oil

Exhibit 1

Liquids demand will play out as a tug of war between light vehicles
and chemicals.

Projected global demand for liquid hydrocarbons,’ millions of barrels a day

108
101 o2 108 104 D0
o5 98
H B L] l l e

Light vehicles

Aviation
Other transport

Heavy vehicles

Power/heat
Buildings

Industry

2015 2020 2025 2030 2035 2040 2045 2050

1A large portion of the demand for chemicals will be for light-end products made from natural-gas liquids, rather than crude.

Source: Energy Insights by McKinsey
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demand—peaks by 2025, driven primarily
by improved efficiency of the internal-
combustion engine. However, that
slackening is offset by continued robust
growth in petrochemicals, largely

stemming from developing-market demand.

This tug of war between chemicals

and vehicles led us to conduct a thought
experiment on what it would take for
overall liquid-hydrocarbon demand to reach
a peak and over what time period.3

We recalibrated assumptions about the
demand dynamics in these two sectors
and found that realistic adjustments
could result in peak oil demand by around
2030 (Exhibit 2). Here’s how the scenario
could unfold.

Light vehicles: McKinsey’s most recent
consensus outlook for automobiles

Exhibit 2

suggests that by 2030 new sales of
electric vehicles, including hybrids and
battery-powered vehicles, could reach
close to 50 percent of all new vehicles
sales in China, Europe, and the United
States, and about 30 percent of all global
sales. In our BAU case, we also account
for the impact of emerging business
models and technologies—specifically
autonomous vehicles, car and ride
sharing—on the efficiency of auto usage
and thus on oil demand.* If, however, the
market penetration of electric, auto-
nomous, and shared vehicles accelerates,
reaching levels shown in Exhibit 3, oil
demand could be 3.2 million barrels lower
in 2035 than suggested by our BAU case.

Petrochemicals: The rule of thumb in
the energy industry has been that the
demand for chemicals (accounting

Under certain conditions, global demand for liquid hydrocarbons may peak

between 2025 and 2035.

Global demand for liquid hydrocarbons,
millions of barrels a day

+67 13 20

97.5

2015

Source: Energy Insights by McKinsey

2025

Business as usual
B Adjustment in chemicals demand

M Acceleration of light-vehicles technology

+2.2 B

97.3

2035
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Exhibit 3

Accelerated adoption of technology in light vehicles might drive the demand
for liquid hydrocarbons down even further.

Projected 2035
global transformations
in light vehicles

Electric vehicles,

Business as usual 36

Potential technology
acceleration

% of new-car sales’

Car sharing, %
of total car fleet?

Autonomous vehicles,
% of new-car sales

41 2

69 6

Global light-vehicles demand for liquid hydrocarbons, millions of barrels a day

30
25 | Business
as usual

Electric E;‘fgg;

20 | vehicles, LA
car sharing

15 1 1 1 ]

2015 2020 2025 2030 2035

l Including battery-electric vehicles, plug-in hybrids (main power source is electric), and hybrids (main power source is internal-
combustion engine). Share of new-car sales is a global average weighted by each country’s contribution to the global total.
= Vehicle-kilometer savings as a result of car sharing in 2035; business as usual: 14% urban, 12% rural; technology acceleration:

30% urban, 24% rural.

Source: Energy Insights by McKinsey

for about 70 percent of the growth

in demand for liquids through 2035)
expands at a rate that’s 1.3 to 1.4 times
the rate of overall GDP growth. But

this relationship is changing, chiefly
because the demand for plastics in
mature markets is reaching a saturation
point, even declining in markets such

as Germany and Japan. Over the longer
term, our base case forecasts that
chemical demand growth could converge
with GDP growth. Two elements could
further depress demand in a substantial
way: plastics recycling and plastic-
packaging efficiency. If global plastic
recycling increases from today’s 8 percent

20 McKinsey Quarterly 2016 Number 4

rate to 20 percent in 2035 and plastic-
packaging use declines by 5 percent
beyond current projections (both in line
with policy aspirations in many countries
and recent successes in some), the
demand for liquid hydrocarbons could fall
2.5 million barrels per day below our BAU
case (Exhibit 4).

Combined with the acceleration in
electric-vehicle adoption and related
technology advances, these adjustments
in plastics demand could reduce 2035

oil demand by nearly six million barrels
per day compared to our BAU scenario.
Under these conditions the demand for



Exhibit 4

Improved recycling and packaging efficiency could redraw global demand

for hydrocarbons.

Projected 2035 global demand?

Rate of recycling

Improved packaging

for liquid hydrocarbons plastics,? % efficiency, beyond
business as usual,® %
Business as usual 8 N/A

Potential demand disruption 20 +5
Global demand for liquid hydrocarbons,
millions of barrels a day Business
20 as usual
- Recycling
18 L impact
| Packaging
impact
16
14
12 1 1 1 ]
2015 2020 2025 2030 2035

L Weighted averages across plastics at global level; potential varies for individual plastics.
2 Across 8 main plastics (EPS, HDPE, LPDE, LLDPE, PET resins, PP, PS, PVC), where increased recycling thereby reduces

ethylene and propylene production.

3 o . . n o
“ More efficient packaging in B2B and B2C applications for 8 main plastics, plus olefin feedstocks.

Source: Energy Insights by McKinsey

oil would peak by around 2030 at a level
below 100 million barrels per day.

Crucially, in the case of oil, the market
reaction does not start when the market
actually hits peak demand, but when
the market begins believing that peak
demand is in sight. The looming prospect
of a peak would affect the investment
decisions that energy producers,
resource holders, and investors are
making today as well as the profitability
of current projects and ultimately the
businesses of their customers. It would

also have implications for the structure
of markets and their dynamics, bending
supply curves as the likelihood of
shrinking demand may discourage low-
cost producers to hold back production.

Our thought experiment, however, may
carry a broader lesson. (For more on
those top management implications,

see “The future is now: Winning the
resource revolution,” on page 106.)
Structural changes in demand, behavioral
shifts, and advances in technology
across industries—often unfolding less
visibly and operating indirectly—can
trigger abrupt changes in industry
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fundamentals. That's worth noting for
executives managing in environments
that increasingly are in flux. (Q)

" Occo Roelofsen, Namit Sharma, Rembrandt Sutorius,
and Christer Tryggestad, “Is peak oil demand in sight?,”
June 2016, McKinsey.com.

2 Richard Dobbs, James Manyika, and Jonathan Woetzel,
No Ordinary Disruption: The Four Forces Breaking All the
Trends, first edition, New York, NY: PublicAffairs, 2015.

S Liquid hydrocarbons includes crude oil, unconventional
oil produced from oil sands and shale, and oil liquids
extracted from natural gas.

4We project that car sharing and autonomous vehicles will
reduce total mileage driven by more than a third.
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partner; Christer Tryggestad is a senior partner
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The authors wish to thank James Eddy, Berend
Heringa, Natalya Katsap, Scott Nyquist, Matt
Rogers, Bram Smeets, and Rembrandt Sutorius for
their contributions to this article.
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CAN YOU ACHIEVE AND SUSTAIN
G&A COST REDUCTIONS?

Yes, but not by playing it safe. Set big goals, insist on a cultural shift, and

model from the top.

by Alexander Edlich, Heiko Heimes, and Allison Watson

The companies that currently make

up the S&P Global 1200 index spend

an estimated $1.8 trillion annually in
aggregate general and administrative
(G&A) expenses. Likely, many corporate
leaders believe their organizations

can do at least a little better in keeping
G&A expenses under control. But we
found that only about one in four Global
1200 companies during the period we
studied were able to maintain or improve
their ratio of G&A expenses to sales

and sustain those improvements for a
significant period of time. That matters:
forthcoming McKinsey research has also
found that reducing sales, general, and
administrative (SG&A) expenses by more
than the industry median over a ten-year
period is a leading predictor among

22 McKinsey Quarterly 2016 Number 4

companies that jump into the top quintile
of economic value creation.’

Findings

We analyzed every company in the

S&P Global 1200 that reported G&A as

a line item from 2003 through 2014

and announced reduction initiatives
through 2010. We sought to identify those
companies that had announced

a G&A cost-reduction program and
then were able to not only achieve
reductions within the first year but also
sustain their reductions for at least

three full years thereafter.2 Our focus was
on the commonalities—and differences—
of those organizations that achieved
and then sustained their success in



the months and years after the initial
announcement. In all, we found that

238 companies in the S&P Global 1200
had announced such initiatives from
2003 through 2010, and only 62 of those
companies (one in four) were able to
sustain their reductions for four years.

The fundamental metric of our analysis
was G&A as a percentage of revenue.
Tying G&A to sales at the announcement
starting point allowed us to take a wide
lens on how those two lines, costs and
revenues, proceeded over time. This
approach also meant that the long-term
G&A winners would fall into one of three
categories: companies whose revenues
were contracting but whose G&A
expenses were contracting at an even
faster rate (we called these companies
the “survivors”), companies whose
revenues were growing and whose G&A
expenses were growing at a slower rate
than that of their top line (the “controlled
growers”), and “all-star” companies,
whose revenues were growing and
whose G&A expense had, as an absolute
amount, decreased (exhibit).

It turned out that the numbers of survivors
(20), controlled growers (21), and all-

stars (21) were almost identical—an
encouraging indication, indeed, that
companies can fight and win on both

the cost and growth fronts. We were

also intrigued to discover that winners
were not necessarily those that, at the
time of their initial announcement, had
so-called burning platforms. Companies
with initially poor G&A-to-sales ratios
compared to their peers were moderately
more likely to make major improvements
over the first year and maintain those
improvements over time. Even companies

that were already performing at or

better than their industry G&A-efficiency
median, though, were among those

that succeeded in implementing and
sustaining G&A reductions for the long
term. These included several companies
that were in the top efficiency quartile

at the time of their initial announcement.
Success also bore little to no correlation
with industry category, company size, or
geography. However, in studying each
of the winners more carefully, we noted
certain key commonalities that suggested
that the results were not random.

Secrets of success

What makes a long-time G&A winner? In
our experience, there are no pat answers,
just a recognition that G&A productivity

is in fact harder than many executives
believe. Different organizations confront
different challenges over their life cycles.
When a company is in a “growth at

any cost” mode, it is understandable that
a gold-plated mentality may settle

in. When a company confronts stark
privations, on the other hand, the reactive
(but understandable) instinct is to turn

to the proverbial “back office” and slash
away. Whatever the situation, however,
head-count reductions are not a cure-all.
Terminating the employment of people
who are performing duplicative roles (or
whose positions are eliminated for any
number of reasons) can result in a quick
jolt of cost savings. But eliminating
salaries and related expenses will not

by itself sustain long-term G&A success,
especially for companies tempted to
believe they’ve trimmed as far as they
can go. Best-in-class companies think in
terms of making support processes more
efficient and eliminating the inefficiencies
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Exhibit

Only one in four companies were able to sustain their improved rates of
G&A spending relative to sales.

Companies in S&P Global

12001 (2003—14) that report Number of companies
G&A' and announced continuing to sustain Companies that sustained
reduction initiatives by 2010 improvements G&A improvement for 4 years
| | |

Year 2

Year3 Year 4 @ Controlled

growers

Survivors
@ All-stars

G&A CAGR?
+

176 @

Companies unable to reduce Controlled
or control G&A expenses for growers

four years
y G&A expenses as
% of sales dropped, while
revenue increased

Growing

0

2 [21]

o -

o Survivors All-stars

c G&A dropped at a Company reduced

8 faster pace than rate at absolute G&A even
which revenue fell while growing

= Contracting 0 Growing +

Revenue CAGR

! General and administrative expenses.
2 For 4-year period beginning with a company’s announcement of G&A-reduction initiative; CAGR = compound annual

growth rate.
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that lead to job cuts in the first place. That
suggests a cultural shift—and indeed three
profoundly cultural themes for long-term

G&A success emerged from our findings.

Go bold

Don’t be afraid to embrace radical
change right out of the gate. Slow and
steady does not always win the race. In
fact, when making and sustaining G&A
cost reductions, incremental change can
be a recipe for failure. Companies that
trimmed G&A by more than 20 percent in
year one were four times more likely to be
among the one-in-four long-term success
stories than those organizations that were
more steady in their reductions.

Going bold also means going beyond
mere cheerleading, and calls for closely
keeping score. That starts with clear
metrics. There should be hard targets

on aspirations and starting points, and
reduction metrics should not be open

to different interpretations. For example,
organizations should be clear on points
like cost avoidance (reductions that result
in a future spending decrease but do

not reduce current spending levels) and
when—if at all—it’s appropriate to use
such a strategy. Either way, the company
must articulate up front what its cost
goals will require.

Moreover, the consequences for failing

to meet predefined metrics should have
teeth. Incentives work, and companies
that succeed in maintaining G&A cost
reductions often make sure to incorporate
cost-control metrics into their performance-
management programs and payment-
incentive frameworks. For example, one
global chemical company that succeeded
in reducing G&A by more than 20 percent

within one year and sustaining its improve-
ments for more than three years thereafter
did so after investing substantial effort

in identifying discrete cost-saving oppor-
tunities within multiple functions, rigorously
tracking performance against predefined
objectives, and involving hundreds of
employees company-wide in the perform-
ance initiative. In all, the company realized
savings of well more than $100 million

and earnings before interest, taxes, and
amortization (EBITDA) margin improve-
ments of about 3 percentage points over
two years, and then sustained it.

By contrast, we found that companies that
do not build sufficiently robust incentives
and metric infrastructures often see their
improvements peter out over time—

or even boomerang back to higher cost
levels. This was the case for one consumer-
packaged-goods (CPG) company: it
announced a reduction program with
fanfare, cut successfully over the first year,
but then saw its expenses return to

and then exceed initial spending levels.
Company leaders admitted that after
seeing reductions in one area, they
moved on too quickly to the next, without
finishing what they had started. That
called for shoring up new ways of working,
cost-conscious policies, cost-reduction
capabilities, and management commitment.
The next time they declared “victory” on
reaching a cost-cutting target, it was with
a solid core of incentives, metrics, and
aligned employees in place and a clear
understanding that released employees
would as a general matter not be hired
back—at least, not for their prior roles.

Go deep
If going bold can be summarized as
making your aggressive cost-control



objectives clear from the very start,

going deep means looking beyond
interim targets and imbuing a cost-control
approach in your organization’s working
philosophy. That starts with the mandate
that all functions need to play—and that
the game is iterative. While reaching clear
targets is important, sustaining G&A

cost reductions requires more than just
meeting a bar. In our experience, cost-
cutting exercises are too often viewed

by employees as merely target-based—
something to work through, as opposed
to a new way of working.

But best-practice organizations frame
cost reduction as a philosophical shift.
Transparency is essential: employees
should not be kept in the dark about an
initiative’s importance and imple-
mentation. In our experience, a broad
internal communication from the top has
real impact when it includes a personal
story on why change is needed and
what is going to happen. A large CPG
company, for example, drilled home

the message that cost management
would be a core element of its ongoing
strategy and even a source of competitive
advantage. The employees took the
message to heart, and the company
succeeded in counting itself among the
one-in-four G&A success stories.

In our experience, however, no matter
how resounding the message, the payoff
will be minimal unless every function plays
its part. For example, one large company,
with a market capitalization in the tens of
billions of dollars, responded to a call for
G&A reductions by focusing its efforts in
the finance function. Key individuals were
able and enthused, but their reductions
barely made a dent company-wide. It was
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as though the other support functions
had been given a “hall pass.” The resullt:
consolidated G&A costs rose over the
same time period at a faster pace than
consolidated sales increased. That’s not
surprising; unless all functions are in
scope, calls for cultural change ring hollow,
and company-wide cost-savings
initiatives often disappoint.

In addition to absolute clarity about
purpose and buy-in across functions,
skills and capabilities matter, too. One
top performer, a major energy company,
helped drive down G&A costs by
augmenting its top team and replacing
some executives with others who had
previously led G&A improvement efforts.
While some companies look outside for
this talent, other successful organizations
choose primarily to look in-house, training
employees in both general and function-
specific capabilities to improve efficiency,
preserve or even improve customer
experience, and see a more standardized
approach lead to fewer internal
inaccuracies. Of course, a combination
of both “buy” (hiring new personnel)

and “build” (training existing employees),
while taking other initiatives, can work

as well. One company we studied went
as far as to institute a lean-management
boot camp and to supplement employee
learning with ongoing manager coaching.

Empowered change agents can carry
the cost-reduction message beyond

the C-suite walls. A global, diversified
products-and-services company

with headquarters in the United States
embeds leaders throughout key
administrative functions. These individuals
are specifically charged with sharing the
company’s future-state vision, leading



specific initiative teams, and overseeing practiced by, for example, a major CPG

change-management efforts on the company. The initiative leader framed the
ground. Their efforts include, where challenge not as having, say, “20 percent
appropriate, the outsourcing of several fewer HR employees than today,” but
formally in-house processes and the rather by assuming a clean slate in which
migration to shared services of duplicative  the HR organization had no employees,
activities and tasks. All told, the and determining how many workers

company’s comprehensive redesign ofits ~ should be added, and where they should
support functions delivered a 30 percent  be deployed, in order to run the function

reduction in G&A costs over two years. as effectively and efficiently as possible.
It was that level of thinking—posed from
Model from the top above and for the company-wide good,
G&A expense management should never  rather than from a more limited, “defend
be far from top of mind. For CEOs and my turf” position—that helped lead the

others in the C-suite, that means notonly  company to save more than $1 billion in
active sponsorship of the cost-reduction less than two years.
programs, but walking the talk as well.

One major European utility started its That degree of reduction, especially
multiyear cost-reduction endeavor by when sustained for the long term, suggests
slimming down the corporate headquarters’  that success is not a coincidence. It is
overhead functions and corresponding indeed possible for companies—including
management team before involving those in healthy growth mode—to

the business units. Not only did the savings  reduce their G&A costs dramatically and
improve the bottom line, the efforts to sustain those improvements. One
involved signaled high credibility for the in four companies prove the point: bold
top team’s willingness to make cost targets, institutional change, and strong

control a priority. Indeed, C-level support  leadership can produce enduring results. (Q)
and reinforcement is often a key to
communicating C-level commitment. While 1 For more on economic profit, see Chris Bradley, Angus

this generally does not go so far as Dawson, and Sven Smit, “The strategic yardstick you
; ) ) : . can't afford to ignore,” McKinsey Quarterly, October
naming a chief G&A officer, investing 2013, McKinsey.com.

organiza‘[ional high performers with the 2 We chose a four-year postannouncement time frame
thority to dri t in initiati because some of the companies issued proclamations

authority to drivé cost-savings Initiatives of G&A reductions early in a fiscal year, others later in
makes clear where senior leaders’ the year, and several had reductions in different fiscal
priorities lie. When differences of opinion ~ Yé&'s altogether
occasionally bubbled up between line Alexander Edlich is a senior partner in
leaders and G&A change agents in the McKinsey’s New York office, Heiko Heimes

e i i tin the Hamburg office, and
case of the European utility, for example, 'S @ Senior expert , s

) ] P ) y P Allison Watson is a senior expert in the Southern

senior leadership consistently and California office.

forcefully backed the change agents. , ,
The authors wish to thank Richard Elder and

Raj Luthra for their contributions to this article.
Ironically, modeling from the top can

involve a profoundly bottom-up mentality,
as well. One instance is clean sheeting, as
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DOES YOUR DATA
HAVE A PURPOSE?
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