
How efficiency can kill companies. What the CEO needs to know.

A CEO spends seventy percent of their time on matters of company operational efficiency, as opposed to creation and destruction of markets.   This is a generalisation, of course, but indicative nonetheless
.  

Nor should this surprise us.  The most profitable way to serve commodity (mass) markets is for a company’s internal transactions to be cheaper than they are on the external market.  The more transactions within a supply chain that can be performed internally, the cheaper the cost-base of the product.  This can only be achieved by build-up and maintenance of ‘vertical’ organisations and it is to this activity that we can ascribe the CEO’s time.

Company reactions to market weakness (over-capacity) support exactly this idea:

· re-juggling of factors of production into greater utility order (re-organisation / downsizing) helps keep internal transactions cheap;

· counter-cyclical investment in new technologies can leverage further cost reductions;

· outsourcing uses the external market to perform certain supply chain transactions more cheaply;

· merger captures even greater scale efficiencies by allowing a larger customer book to be serviced by a rationalised (merged) processing capacity from the two companies.  This leads to increasing levels of concentration (bigger, fewer players) within an industry as the market weakens.  (This phenomenon of growth is called the ‘Gibrat Effect’.)

Consequently, operational efficiency is the cornerstone of servicing the mass market; the vertically integrated firm, the optimum structure and concentration (growth), the ultimate destiny.  This is why a CEO spends so much time on operational efficiency.

We have ended up with a loose equation that competition in the mass market dictates both the company structure as well as the CEO’s tasks and this position is pervasive throughout the corporate economy.

What insight or compulsion should dictate the picture be any different? 

The market will have its way

Common practice seems to have made a de facto association between operational efficiency and company survival.  Yet Economic Historians have known at least since the mid 1970s that it is incorrect to associate slick operational practice either with company longevity or with better performance.  There is at best no correlation at all and much evidence to suggest an entirely adverse correlation.   (It places too much store in continuity, which is not the reality of the markets.)

If true, it is legitimate to consider that a CEO spends seventy percent of their time engaged in activities that either do nothing to prolong the company’s life or performance, or that can actually damage it.  This can be phrased in a different way by saying that CEOs spend the bulk of their time overseeing issues related to where there company is, as opposed to overseeing where it should be and that this is all very well - until it is too late. 

Forty of the United States’ top 200 companies fired their CEOs in 2000
.   Twenty of them had already done so in 1999.  Statistics in the UK suggest the same dynamic.  With markets currently in over-capacity, companies running inefficient operating models, supplying expensive, commodity products and shareholders baying for value, then with thirty percent of the top 100 CEOs fired in the last two years, the markets are clearly signalling a lack of faith in what they do.  

So what is the correlation between operational efficiency and longevity or performance to which the CEO has fallen victim?  And if this negative correlation is true, why is it only now that we have started to see a mass expulsion of CEOs and not before? We will answer each question in turn.

Operational Efficiency Vs Longevity.

Keeping the internal cost of transactions low to capitalise on a mass production market means pursuit of operational efficiency through adoption of technology and pursuit of process and people efficiencies.  Yet as much as these are the key enablers for mass production, they are a rising tide that lifts all ships and not a source of competitive advantage for one or two.  As soon as capacity in a market is exposed, people compete very aggressively to fill it up.  Operational efficiency is therefore a cost of competing in any given market (i.e. a sunk cost) and not a source of competitive advantage (i.e. an investment) for the future.  It therefore cannot contribute to longevity.

As a consequence of operational efficiency and especially technology, process and communications improvements throughout the twentieth century, but especially in its last quarter, CEO’s have faced:

· reduction in time-to-profit and time-in-profit (i.e. one’s competitive advantage in a mass market).  The point at which a market reaches saturation has become increasingly short;

· continued cost pressure and declining profitability per product;

· consistent oversupply and commoditisation of their products.

The weight of investment required to keep vertically organised companies internally efficient militates against speedy response to market shock and this is clearly aggravated the shorter the time-in-profit cycles become.  At the point that such market weakness is reached, the likelihood of merger or outright decline in a market’s incumbents becomes very high (Gibrat Effect).  Experience through the Twentieth Century suggests that at this point, up to 22 percent of the market will merge and 26 percent will decline.  

These facts are evident from the following table, which demonstrates a history of merger and decline in the top 100 UK manufacturing firms from 1919 to 1969.  No decade shows less than 30 percent turnover in its top 100 companies.  The two periods 1919 – 1930 and 1957 – 1968 show a turnover of 40 percent.  These two periods are famous periods of mass ‘rationalisation’ of companies due to over-capacity.  The 1919-30 period indeed, witnessed the great slump and the birth of Keynsian supply and demand theory as mass overcapacity was witnessed on a cross-industry scale.

Using these decade-by-decade scores, one can project that only 18 of the top 100 firms of 1919 were likely (17.8%) to have been in existence by 1969. 

	
	Acquired by another firm in top 100
	Dropped out of top 100 (and therefore replaced)
	Survived

	Top 100 firms of 1919 in 1930
	17
	31
	52

	
	
	
	

	Top 100 firms of 1930 in 1948
	5
	24
	71

	
	
	
	

	Top 100 firms of 1948 in 1957
	3
	26
	71

	
	
	
	

	Top 100 firms of 1957 in 1969
	22
	10
	68




The Standard and Poor’s index in comparison shows that of the top 100 US firms in 1919, only 39 were surviving at all in 1987 and only 18 were still in the top 100.  And indeed it is possible to take this further and demonstrate that an S&P 500 company of 1935 had a life expectancy of 90 years.  By 1975 this had shortened to 30 years and by 2001 the average life expectancy of a S&P 500 company is 15 years
.

The pursuit of operational efficiency by adoption of technology or process rationalisation does not contribute to competitive advantage and is merely a price of existence.  So if a CEO spends seventy percent of his time on operational efficiency, it is a mistaken belief that this confers longevity.   What about performance?

Operational Efficiency Vs Performance. 

Keep in mind the turnover of top 100 firms throughout the twentieth century and the process of increasing concentration (size) within that top 100.  An interesting statistic emerges if one traces the performance of that evolving top 100 over the same period.  The share of net output of top 100 firms throughout the century has never exceeded forty percent of the total market, despite the cycle of growth, merger, acquisition amongst the incumbents at the top, and decline of the (presumably) weakest that we saw just now (see graph). 





This suggests that pursuit of operational efficiency and merger confers performance up to about 40 percent of net market output, but never more than that. (The corollary is that 60 percent of the market belongs to companies outside the top 100.)  This must cast doubt on the performance gains obtainable by pursuit of scale efficiencies (merger) beyond a certain company size.  Research using data from the Federal Commission in the United States in the 1970s compared the performance of merged companies against a control group of similar independent units.   The research found that many of the acquired business units were most profitable before acquisition, earning a return of income over assets of 20 percent on average as compared with 10 percent in the control group.  The same units, by the mid 1970s were proving to be disappointments, operating worse than before merger and despite the parent company selling off (rationalising) the most troublesome product lines. “Empire-building motives were present in many of our …case studies,” concluded the authors.  “Merger-makers seriously over-estimated their ability to integrate, motivate and effectively control the companies they acquired.”  They concluded that had the units stayed single, at best they would have performed as well as they had done pre-merger, at worst, as well as the control group
.

Research by McKinsey and Company supports this case.  Profitability and total factor productivity in a market are higher at the margins of the incumbent market and not in the incumbent market itself.  Indeed, McKinsey’s research shows that of the 500 companies originally comprising the Standard & Poors 500 index in 1957, only 74 remained on the list by 1997 and only 12 had outperformed the index over the forty year period.  Indeed if the S&P index were comprised only of those original 500 the performance of the index would have decreased 20 percent every year since 1957
. Pursuit of operational efficiency therefore does not confer performance.

Why have we not seen this correlation before?

Economic historians looking at markets over a broad range of years have noted this negative performance/longevity/efficiency correlation at least since the 1970s.  They concluded that attackers have the advantage over market incumbents in a weak market when disruptive new technology is introduced.  However this knowledge has largely remained academic.  What has recently forced it into the public arena is the ubiquity of the overcapacity problem across global markets and the ubiquity of the disruptive innovation (eBusiness) and the net effect of both on CEOs careers. ‘eBusiness’ has allowed everyone to see this negative correlation in most markets in a very short space of time. 

Operational efficiency had been the standard motivation to adopt technology in all its previous revolutions.  The perception of eBusiness technologies, naturally enough, was that they conferred yet further means of obtaining cost efficiencies. After all, this technology did not shave pennies off the operating cost of a product, but pounds. For example the cost of an Insurance transaction over a physical outlet (such as a regional office or branch) was estimated to be $37.  The same transaction over the telephone was $22.  The same transaction over the Internet cost $1.20!  A massive fall from $37
!  The cost of performing certain business transactions therefore did not lessen marginally, but literally ceased to be.

These new technologies were consequently very attractive for continued operational efficiency and it is not surprising that this was the mass-market’s first reaction to them.  The following charts show well how in 1999 UK companies pursued the web for operational efficiency.  The United States on the other hand – with greater track record in this technology and disruptive innovation generally was pursuing the technology to promote revenue and customer growth
. 
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And this gives us a clue about the mis-application of these technologies for cost-cutting.  It overlooked the implications of the technology on the wider market:

· The accessibility (cheapness) of the new technologies meant complex technology use was no longer the exclusive property of big companies;

· The speed with which propositions could be brought to market with eBusiness meant that companies could have a good idea and bring it to market before the competition had moved; 

· The ‘Martini’ propositions enabled by these new technologies (any time, any place, any how) opened-up new global markets or attracted new types of customer that physical, time-constrained business could not;

· The new technologies at last facilitated management of complex entities (through workflow, customer-relationship management) whereas previous technologies had merely automated number crunching and routine tasks.  You no longer needed a big company to run a big company.

Remember we saw teenagers believing they could take on large corporations from their back garage and in some cases actually doing so.  Everyone went for this technology.   It was cheap, accessible and conferred speed to market. The following graph shows that scramble for the Internet, when compared with the uptake of previous technologies
.  
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In five years (since take-off) the Internet reached the levels of penetration attained by the telephone in only 25 years; by the motor car in 40 years and only reached by electricity in 10 years.  

But if everyone could access the technology, then where was the competitive advantage in adopting it for operational efficiency?  These technologies were a rising tide that was lifting more ships than ever before and levelled the previous competitive advantage of size and physical presence on the market.   Pursuit of operational efficiency was not what this technology was about.  
These technologies required companies to go on the offensive with their customer propositions. The companies that succeeded in eBusiness are not those who pursued the technology for cost-cutting, although this has been a benefit of pursuit.  The companies that have benefited have been those that in the previous market had the ambition to grab a bigger slice of their customer market by offering a better proposition and recognising the capability of the new technologies to meet that faster than the market incumbents. If you think about the winners in eBusiness, they have in the large part been those on the periphery, beating the incumbents at their own game (and notice a large correlation with CEO dismissal in the incumbents):

Dell (attacker), Vs Compaq (incumbent).  (Compaq CEO Eckhard Pfeiffer dismissed in 1999);

Charles Schwabb (attacker) Vs Merrill Lynch (incumbent);

IBM (attacker) Vs Accenture.  (Andersen Consulting CEO George Shaheen voted out in 1999);

Tesco (attacker) Vs Sainsbury’s (incumbent). (Sainsbury’s CEO Dino Adriano dismissed late 1999);

Woolwich (attacker) Vs Natwest (incumbent).  (NatWest CEO Derek Wanless dismissed 1999).

One of the few exceptions to this has been ‘Egg’, a highly successful proposition launched by an incumbent.  As Sir Peter Davis, then head of the Prudential admitted, “the success of Egg has allowed Prudential to abandon its five year search for a bank or building society to buy”.  This shows the mindset of abandoning growth by merger and adopting growth by proposition – which may partly explain why Prudential got it right and partly why Sainsbury’s have now grabbed Sir Peter Davis for their vacant CEO slot.  

So if our Twentieth Century history has not given us enough insight into the perils of pursuing operational efficiency, eBusiness should have.  It heralded:

· a sudden change to the competitive basis of the market – an explosion of proposition innovation, as opposed to incrementalism;

· an end to competitive advantage through scale and efficiency;

· a consequent massive structural change being forced upon big and small businesses alike, right around the world;

· a change in CEO behaviour which, if not engendered by insight in the first instance, is being realised by their dismissal in the second.

So what should a CEO be doing?  If not competing solely in mass markets by operational efficiency, what markets should they pursue?  And if we buy the link between maturity of the market and organisational shape, what sort of organisation would fulfil their goals?

The resolution

The fundamental answer to this looks to our twentieth century history for guidance.  The composition of the top 100 firms is not static, but actually extremely dynamic, decade by decade and over longer periods of time.  Very few of the top 100 companies of 1919 are still alive now and even fewer are in the same business now as they were in 1919.  Therefore if longevity and performance are to be the aims of the CEO, then these are not met by focus on leveraging the current market, but upon graceful exit from the current market somewhere near the top of its fruition and capture of the next. 

Whilst individually, companies would perceive this as greater individual risk (as their next move might be a ‘wrong bet’), in fact as a whole, we would see greater longevity at the top of the market.  Fewer companies will die or merge supporting a commodity proposition and more will survive pursuing a portfolio of growth propositions.  Remember that the market index as a whole has always outperformed incumbents as a whole.  So statistically, it is actually the more sensible option to pursue, although the individual perception will be that each company is taking a greater risk.  Does this mean the CEO should be acting like an ‘investor’ for their company?  Absolutely.  And like an investor, they will be making better use of pounds invested at the bottom of a new market than they would with the same amount invested at the top of the old.  

This has several implications on a CEOs strategy:

1. A CEO first and foremost should be seeking to create, operate and destroy; not operate, operate and operate
.  This necessarily means that a company should not be operating only in the ‘take-up’ and ‘rollout’ phases of a market, but in all phases, including innovation and incubation, but also in market exit.  

2. Consequently, the success of their strategy (and remember the shape of the company goes with this) is defined by the company’s ability to implement changes and de-commission obsolescence; to see what is working and what is not and continually adjust.  How fleet-footed a company is (and this does not mean how flighty) defines its success and not how efficiently it processes each product per se. 

3. As a market reaches capacity and if there are new entrants offering enhanced propositions for lesser price, the CEO should sell capacity to the new entrant and move on.  They should not cut costs and try to hang in there.  Henry Weil, senior lecturer at MIT’s Sloan School of Management studied capacity in the airline, telecommunications, oil and chemical industries.   He studied the behaviour of managers in the established markets as new entrants appeared (either as a result of de-regulation or of cheaper cost-bases).  The typical behaviour was for the established companies to adopt anti-competitive behaviour, either by merger or price warfare, which then put the onus on them to adopt ever increasing efficiencies in their supply structures.  (Familiar story.) “History has shown us that’s absolutely incorrect logic”, says Weil.  According to his models, companies found it to their advantage to offer capacity to new entrants in order to keep prices cheap in their core offerings and thus retain customers.  Alternatively companies should outsource non-core components of their work or alternatively package old products with new services.  If still not successful, Weil concludes companies should ‘develop new products or niches and move on’
.  As point 1 said, the CEO should seek to create, operate and destroy.

According to the equation we made at the start, a company’s structure follows the maturity of the market being pursued.  A strategy that pursues markets in incubation, innovation, take-up, roll-out and decline consequently has big implications on an organisation’s structure.  You cannot focus a large vertically integrated organisation on innovation and incubation, but only on take-up and rollout.  A small company suited to innovation and incubation is ill suited to mass production and so on.  How can a company service markets in innovation, incubation, take-up, rollout and decline if each stage implies a different organisational structure?

The clue is to be found in the virtual company. Virgin Cola, for example in 1997 had captured 14 percent of the UK Cola market and was a company of five people.  Of course, the larger virtual organisation was made up of many, many more companies contracted in at point of need.  But the point is that Branson’s capacity was as big or as small as he needed it to be whether he was in incubation, take-up or full-fledged rollout.  Branson did not focus on Production because it was not his strength, but making new markets was.

And this is the point.  As soon as a company organises itself in a certain way to cater for a market, it locks itself in physically to that.  The vertically integrated company locks-in its market-base to its distribution, to its production, its servicing and to its supply.  But by locking-in this vertical organisation to its market, all previous investment then weighs against further change and progress.  When a radical change occurs to the market, a physical ‘shock’ consequently has to occur to that physical vertical.

The ideal company structure would abstract the market being served, from the distribution mechanism that best services it (whether physical – e.g. a high-street shop - or electronic – e.g. the Internet), from the production units that produce for it; from its servicing units and from the supply chain.  And if a company is able to do that, it can also seek markets that are not only in roll-out (i.e. mass-production), but in innovation, incubation, take-up and decline too.  

Developments in technology make what was formerly a formidable task of communications, negotiation and control less daunting (and also mean that a company does not have to completely destroy itself to de-couple production from distribution from the market).  The logical company looks as follows (with relevant eBusiness technologies overlaid).  This is not a theoretical model, but a representation of a real UK blue-chip that the author has helped in its move from ‘also ran’ to formidable attacker.
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Discussion of this diagram would justify a separate paper and it is not possible here to describe its mechanics or implementation in any depth.  But there are few key principles to convey:

· Start from the proposition.  Is the company pursuing value propositions across developing and mature markets and what combination of current offerings or joint ventures would meet this?

· Convert the old or start again?  It may be easier structurally and politically to start a separate new organisation (retaining the company’s brand – don’t confuse the market), pilot a flagship proposition to demonstrate concept and capability and then transition the old organisation into the new model.  

· Destroy the physical dependencies of markets being served by particular distribution mechanisms and ensure that any distribution channel (or combination of channels) can serve any market.  

· Destroy the physical dependencies between what you produce, your capacity and your markets.  To what extent can production itself be outsourced or fulfilled with joint ventures?  Production should be capability brought in at the point you need it.   

· Other than market strategy, no aspect of the company actually needs to be physically attached or owned.  Via electronic third party interfaces (extranets) capacity can be contracted out and modified as market and product strategy require.

· The company emphasis becomes far more oriented to continuous change.

· Whilst efficiency should be built-in to everything you pursue, ‘Operational Efficiency’ becomes an issue of pragmatism for any given market rather than pursuit of some nirvana.  You must lose the mindset of pursing perfection and recognise that you will be throwing away today’s solutions tomorrow. 

We may call this eBusiness today.  As we emerge from the structural changes in the market, we will increasingly drop the ‘e’.  This will be ‘Business’.

To make a quick reality check, consider the fortunes of Dell versus Compaq.  The market incumbent for computer manufacture in the late 1990’s, Compaq fired CEO Eckhard Pfeiffer in late 1999 for failing to orientate the company towards the web.  Compaq sold commodity computers through physical dealerships.  Attacker Dell offered customers the opportunity over the web to configure their own computers.  Leaving the web move too late, Compaq now knows it will lose dealers if it sells over the web, and lose a year’s worth of sales if it now switches.  Does Compaq switch channels and lose short term profit – punishable by the shareholders?  Or does Compaq pursue the remaining profit in the physical market only and shun the new channels?  Compaq is caught by the conundrum that there is more net present value for them not to invest in web technology.  However, long-term this means they may have to exit the mass Computer construction business
. 

Conclusion.

A CEO spends seventy percent of their effort managing the existing operation. Yet Twentieth Century history demonstrates that a market’s defenders neither survive, nor perform.  Efficiency is not the target for leadership: survival and performance are. Someone else should ensure the company is as efficient as pragmatically possible at each particular stage.  It is a task of management, not of leadership.

The CEO’s job is to invest the company’s productive and intellectual capability in markets that are in innovation, take-up and mass rollout and to divest such markets when in decline. 

When disruptive technology is introduced into weak markets, attackers benefit more than defenders by pursuing new proposition capabilities, rather than continued efficiencies.  So much of the market was over capacity at the end of the 1990s and the availability of the disruptive technology so ubiquitous that we have seen a cohort of incumbent company replacements by attackers on the one hand.  We have also seen a reactionary (ill advised?) pursuit of mergers and acquisitions amongst surviving incumbents on the other.  The markets have reacted by sacking thirty percent of the top 100 CEOs in the last two years.  Markets are changing structurally to copy the attackers and will succeed where they understand what the attackers have done.

The CEO should be innovating, incubating, rolling-out and abandoning product. This requires a change in many CEOs’ strategy and has a massive structural implication on their companies.  A company’s structure needs to be able to abstract the market being pursued, from its distribution mechanisms, from its productive capability and capacity and from its supply chain.  If this is the mandate in the new market, then the only easy way to achieve this is by exploitation of eBusiness technologies.  The alternative - and ultimate destiny for incumbents - is exit.

This work is licenced under the Creative Commons Attribution-No Derivative Works 2.0 France License. To view a copy of this licence, visit http://creativecommons.org/licenses/by-nd/2.0/fr/ or send a letter to Creative Commons, 171 Second Street, Suite 300, San Francisco, California 94105, USA.
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