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Introduction

It's safe to say that for much of the world, the COVID-19
pandemic’s second year did not provide much of a reprieve from
the tremendous uncertainty of its first. Yet the demand for a
data-driven understanding of the business, economic, and human
challenges that unfolded in 2021 continued to hit record highs,

as did our requests for your valuable time and perspectives on these
topics. We would like to thank you for your continued and essential
contributions to our survey research, which has helped McKinsey’s
global readership make sense of today’s most pressing business
trends and issues. We wish you a safe and restful end of the year
and look forward to hearing more of your opinions in 2022.

Daniella Seiler Heather Hanselman
Senior Editor Associate Editor
McKinsey Global Publishing McKinsey Global Publishing
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Building worktorce skills

at scale to thrive during—
and atter—the COVID-19
Crisis

A new survey shows that skill building is becoming common practice,
social and emotional skills are in demand, and there’s a recipe for
successful skill transformations.

by Fabian Billing, Aaron De Smet, Angelika Reich, and Bill Schaninger
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In the past year, the COVID-19 pandemic has
quickly and dramatically accelerated the need for
new workforce skills.!' The rapid rise of digitization
and remote work has placed new demands on
employees who, in many instances, now require
different skills to support significant changes to
how work gets done and to the business priorities
their companies are setting. Also required: help from
their employers to develop the skills that will make
the overall business, and its individual employees,
future-ready.

In our newest McKinsey Global Survey on reskilling,?
the urgency of addressing skill gaps is clear—and,
across industries, more important than ever to do.
Most respondents say that skill building (more than
hiring, contracting, or redeploying employees) is

the best way to close those gaps and that they have
doubled down on their efforts to reskill or upskill
employees since the pandemic began. The results
also point to a shift in the most important skills to
develop, which tend to be social and emotional

in nature: for example, empathy, leadership, and
adaptability. But regardless of the skills involved,
we also found that there is a clear recipe for success
with skill transformations, which are large-scale,
programmatic efforts to support skill building so
that employees can adapt to fundamentally
changing requirements of their current role or move
into anew one. When companies follow all nine
practices that support a skill transformation—for
example, assessing the demand and need for
specific skills in the future, designing a portfolio

of initiatives to close skill gaps, and launching an
organizational structure that is dedicated to learning—
the odds for success are nearly guaranteed.

During the pandemic, companies

have made a significant shift toward
skill building

The survey suggests that the need to address

skill gaps is more urgent than ever. A majority of
respondents (568 percent) say that closing skill gaps
in their companies’ workforces has become a higher
priority since the pandemic began. And of five key
actions to close these gaps—hiring, contracting,
redeploying, releasing, and building skills within the
current workforce—skill building is more prevalent
now than it was in the run-up to the pandemic.
Sixty-nine percent of respondents say that their
organizations do more skill building now than they
did before the COVID-19 crisis (Exhibit 1), a much
more dramatic increase than they report for the
other four actions. This finding is also consistent
with organizations’ predictions from our previous
survey on skilling before the pandemic began.®

Redeploying talent to new roles—which often
requires some degree of skill building—has also
become more commonplace over the past year.
Forty-six percent of respondents report an
increase in redeploying talent at their organizations,
which makes it the second-most-critical activity

for closing skill gaps.

Additionally, the results suggest that this
commitment to skill building represents more
than a one-time investment. More than half of
respondents say that their companies plan to
increase their spending on learning and skill
building over the next year, compared with their
investments since the end of 2019.

" For more details on these trends, see Sapana Agrawal, Aaron De Smet, Sébastien Lacroix, and Angelika Reich, “To emerge stronger from the
COVID-19 crisis, companies should start reskilling their workforces now,” May 7, 2020, McKinsey.com.

2 The online survey was in the field from December 8 to December 18, 2020, and garnered responses from 700 participants representing the full
range of regions, industries, company sizes, functional specialties, and tenures.

S This survey was in the field from May 14 to May 24, 2019, and garnered responses from 1,216 participants representing the full range of
regions, industries, company sizes, functional specialties, and tenures. For more on the findings, see “Beyond hiring: How companies are

reskilling to address talent gaps,” February 12, 2020, McKinsey.com.
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Exhibit 1

Sixty-nine percent of respondents report an increase in skill building during
the pandemic, more so than for other actions to close skill gaps.

Changes in actions used to close skill gaps, since the end of 2019, % of respondents'

Building skills Redeploying Hiring Releasing Contracting

Less s |
20

62 38 17 17 16

Percentage-point difference

25

'Respondents who answered “no change” or “don’t know” are not shown; n = 700.

Skill building is more prevalent than
it was prior to the pandemic, with

69 percent of organizations doing
more skill building now than they
did before the COVID-19 crisis.

Building workforce skills at scale to thrive during—and after—the COVID-19 crisis



Skill-building efforts have focused on
‘softer’ and advanced cognitive skills
The survey asked about 25 specific skills that
companies have prioritized to address through
reskilling, and more than half of respondents
report a focus on developing leadership, critical-
thinking and decision-making, and project-
management skills. Compared with the results
from 2019, many of the skills where respondents
report the biggest increases in focus fall into two
categories: social and emotional skills (which
account for three of the five biggest increases)
and advanced cognitive skills (Exhibit 2). For
example, the share saying that their companies
are addressing interpersonal skills and empathy
skills has nearly doubled in the past year.

Basic digital skills have also become a clear priority
for companies since the pandemic began; the share
saying sois 16 percentage points larger than in 2019.
There are also some industry differences of note: in
advanced industries* and industrial organizations,®
respondents report less of a focus than others on
building basic digital skills—likely because these
skills were already present before the pandemic.
But these respondents are much likelier than others
to prioritize technology design, engineering, and
maintenance: 50 percent say so, while 15 to

28 percent of respondents in all other industries
say the same. On the other hand, their peersin the
public and social sectors, as well as in healthcare
and pharmaceuticals, are nearly twice as likely as
those in industrial organizations to say that they
have focused on interpersonal skills and empathy.

#Includes respondents in the advanced-electronics, aerospace and defense, automotive and assembly, and high-tech industries.
5Includes respondentsin the agriculture, chemicals, electric power and natural gas, metals and mining, oil and gas, and paper and forest

products industries.

Exhibit 2

Most of the skills that companies are increasingly focused on developing are
social, emotional, and advanced cognitive.

Skills that companies have prioritized to address through reskilling,! % of respondents

@ Social and emotional skills @ Advanced cognitive skills

Leadership and managing others

Critical thinking and decision making

Project management

Adaptability and continuous learning

Basic digital skills

Interpersonal skills and empathy

Advanced data-analysis and mathematical skills
Quantitative and statistical skills

Complex information processing and interpretation

Advanced IT skills and programming

'Out of 25 skills that were offered as answer choices; n = 700.
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Getting skill transformations right:
The recipe for success

Even before the pandemic, respondents recognized
that skill gaps were a pressing and critical issue.
And while the previous survey indicated that skilling
programs were at an early stage in 2019, companies
appear to have made real progress. Fully half of
respondents now say that their organizations have
begun a skill transformation® to support employees’
skill building in a large-scale and programmatic way.
For those that have, the benefits are clear. Between
71and 90 percent say their skill transformations
have had a positive impact on four company
outcomes: the ability to realize company strategy,
employees’ performance and satisfaction, and
reputation as an employer. Furthermore, reskilling
pays off. In other research, we learned that reskilling
yields positive economic returns for UK employers,
in addition to other benefits: for example, increased
productivity and improved employee morale.”
Despite the enthusiasm, the successful design and
implementation of skill transformations is difficult to
getright—and, in our experience, relies on nine key
practices that all need to be applied properly. Based
on our research, the more of these nine practices a
company pursues, the higher its overall likelihood
of an effective transformation (Exhibit 3).

The nine practices support three different phases
of a skill transformation (Exhibit 4). The first phase
(which we call “Scout”) consists of rapid workforce
planning to identify skill gaps, which involves
comparing the company’s current supply of skills
with the demand for certain skills, based on its
strategic ambition, digital agenda, and overall
business model.

The second phase (“Shape”) focuses on how
companies shape the skill strategy to close
anticipated gaps, by finding the right mix of actions
(that is, building skills as well as redeploying, hiring,
contracting, and releasing employees). Since

skill building and redeployment are often the
predominant actions that companies are taking,
important decisions in this phase also include which

Exhibit 3

The likelihood of a successful skill
transformation increases dramatically
when companies pursue more of nine
key practices.

Success rate of skill transformations,' by number
of practices successfully implemented (out of 9),
% of respondents (n = 700)

28

<2 2-3 4-5 6-7 8-9

'Respondents who agree that (a) their organizations can effectively reskill and/or
upskill their workforces so that they are ready for future changes in the business
environment, and (b) they have a culture that supports learning and development.

learning formats to use, how to design and deliver
learning journeys to employees, and the setup

of required infrastructure (for example, learning-
management systems) and governance for learning.

The third phase (“Shift”) involves the execution and

delivery of skill-building efforts at scale, across the
organization: ensuring that the workforce is building
new skills, that there are dedicated organizational
structures in place for learning (for example, skilling
hubs), and that there is a rigorous yet dynamic
system for tracking the impact of learning.

The results indicate that all nine of these practices

are important—there are no shortcuts to take. At

8Thatis, alarge-scale and programmatic effort to support employees’ skill building so that they can adapt to the fundamentally changing

requirements of their current role or move into anew one.

7 Tera Allas, Will Fairbairn, and Elizabeth Foote, “The economic case for reskilling in the UK: How employers can thrive by boosting workers’

skills,” November 16,2020, McKinsey.com.
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Exhibit 4

The nine key practices support three different phases of a skill transformation.

% of respondents who say their companies have successfully implemented each practice

Scout:
Workforce planning to assess potential skill gaps

Assessing demand and/or need for specific skills in the future

Determining the current supply of specific skills

Analyzing skill gaps (including development of the business
case to close them)

Shape:
Development of a skill strategy to ensure that the workforce is future-ready

Designing a portfolio of initiatives to close skill gaps 4

Designing tailored learning journeys and delivery plans for

specific roles and/or groups of employees 40

Deciding on learning infrastructure and enablers' 8

Shift:
Reimagined infrastructure for skilling at scale

Launching a “skilling hub” or other organizational structure? dedicated to learning

Delivering a skill transformation at scale across the organization via comprehensive
capability-building programs that address the most critical skill needs

! %) )
© [e3)
o w

Implementing dynamic tracking of workforce and impact® 2

"That is, specific technologies to use.
2For example, that conducts skill and fit assessments, matches talent to new roles, and redeploys people accordingly.
3For example, return on investment and impact on business outcomes.

At the organizations that have implemented
all nine practices, respondents report a nearly
100 percent chance of having a successtul
skill transformation.
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the organizations that have implemented all of them,
respondents report a nearly 100 percent chance

of having a successful skill transformation,® which

is 2.6 times higher than the success rate for
organizations that have failed to implement at

least one of the practices (Exhibit b).

While all nine matter, it is also true that some
practices are implemented successfully more often
than others. According to respondents, companies
tend to be most successful at the three practices
related to workforce planning and assessment:
assessing demand and need for specific skills in the
future (which 56 percent say their companies do well),
determining the current supply of skills (56 percent),
and analyzing skill gaps (54 percent). Smaller
organizations are particularly good at workforce-

Exhibit 5

Effectively implementing the nine key
practices nearly guarantees a successful
skill transformation.

% of respondents reporting success in skill
transformations’

At organizations that
were unsuccessful at
implementing at
least 1 practice (n = 311)

38

'Respondents who agree that (a) their organizations can effectively reskill and/or
upskill their workforces so that they are ready for future changes in the business
environment, and (b) they have a culture that supports learning and development.

planning practices, seemingly because they often
benefit from greater transparency around the
organization’s needs, know their employees better,
and can create a more accurate baseline of skills.
Smaller organizations also see a higher success rate
at skilling than their larger counterparts, consistent
with the findings from 2019.

On the other hand, companies appear to struggle
most with the practices related to the infrastructure
and delivery of skilling efforts. For instance, just

23 percent of all respondents whose companies
have started a skill transformation say that they have
implemented dynamic tracking of the workforce’s
performance and overall impact on the business.
But it is critical to perform each of these practices
to reap the full benefits of a skill transformation.

When building skills, go beyond digital
learning and apply a mix of formats
Digital learning feels ubiquitous, especially during
the pandemic. And the survey results suggest that it
works: respondents who say that digital learning is
suitable for their employees, or who say the same
for sessions that combine in-person and virtual
learning, report a higher overall rate of success

for their companies’ skill transformations.®

But the survey also indicates that, overall, a varied
and multichannel approach to learning and skill
building works best (Exhibit 6). Out of 12 learning
formats, respondents say that an average of five
formats are suitable for their companies’ employees.
At the companies that have already begun

skilling transformations (reported by half of all
respondents), the rate of success is higher when
respondents cite a larger number of learning
formats:itis 50 percent for those who identify
fewer than four formats, and more than 70 percent
for those who cite eight or more.

According to the results, other less common ways
tolearn also link to success. Respondents who cite
peer learning teams or expert coaching are likelier to

& We define organizations with successful transformations as those that, according to respondents, can effectively reskill their workforce,
upskill it, or both so that it is ready for future changes in the business environment, and those that have a culture that supports learning

and development.

 For more on our research about learning programs, see “Rethink capabilities to emerge stronger from COVID-19,” November 23, 2020,

McKinsey.com.
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Exhibit 6

While digital learning is the most suitable format for skill building, the survey
suggests that a multichannel approach supports success.

Most suitable learning/skill-building formats for organization’s employees,' % of respondents

Formats that are significantly correlated with a successful skill transformation?

75
®
60
®
50
° P
® 42
®
35 33 30
29 29
22
Digital Individual Expert Experience-led Performance Fieldwork
learning or team coaching change support
assignments supports
In-person Peer Sponsor or Organization-led Experiential Organizational
and/or virtual learning manager change and/or and/or
workshops teams coaching supports “‘go-and-see” individual
learning diagnostics

'Respondents who answered “other” or “don't know” are not shown; n = 700.
“Confidence interval = 0.95.

report successful transformations, which underlines
the importance of the team-based learning that, in
our experience, is a crucial ingredient in successful
skilling strategies.

Many companies are now at a critical juncture when
it comes to talent development and skill building,
and itis clear from the survey results that dramatic
changes are needed to thrive—or even survive—in
the future. To emerge stronger from the pandemic,
now is the time for organizations to invest in skill

transformations and apply the lessons of the past
year to crystallize their current and future skill
needs. The survey confirms that organizations must
take a holistic approach to skill transformations

and focus on all nine of the practices that we know
support success; there are no shortcuts to take. And
when they do so, they should not fall into the trap

of focusing only on “hard” technological skills or
digital-only channels for learning. The pandemic, and
our research, has shown how critical interpersonal
skills and resilience really are, and that they require
different ways of learning to be cultivated.

The survey content and analysis were developed by Fabian Billing, a senior partner in McKinsey’s Disseldorf office;
Aaron De Smet, a senior partnerin the New Jersey office; Angelika Reich, a partner in the Vienna office; and Bill Schaninger,

asenior partner in the Philadelphia office.

The authors wish to thank Jutta Bodem-Schrotgens, Nicole de Locarnini, and Pawel Poplawski for their contributions to this article.

Copyright © 2021 McKinsey & Company. All rights reserved.
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Three keys to building a

more skilled postpandemic
workforce

Many companies face large, and growing, skills deficits. A few companies
approach skill building in a more integrated way—and are quietly gaining
an edge onrivals.

by Jutta Bodem-Schrétgens, Angelika Reich, Bill Schaninger, and Kartik Sharma
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The COVID-19 crisis and subsequent move to

hybrid working models have accelerated the need

for new workforce skills. Fifty-eight percent of

respondents to our recent global survey' said that
closing skills gaps has become a higher priority
since the pandemic began, and 69 percent said their
companies engage in more skill building than they

did before the crisis.

Intriguingly, the skills companies prioritize most are
leadership and managing others, critical thinking and
decision making, and project management (Exhibit 1).
This suggests that in addition to wanting to be more
employee centric, organizations are still coming to
grips with the new ways of working forced on them

by the virus.

The challenges will only grow. For example, we
estimate that demand for social and emotional skills

(ones that machines can’'t master) will increase

25 percent in the United States alone over the next

decade, compared with a previously expected rise of
18 percent (see sidebar, “A software company gets
emotional”). And research? from the McKinsey Global
Institute finds that 107 million workers may need to
switch occupations by 2030—up 12 million from a
prepandemic estimate.

Companies need to prepare their people for a future
where new and evolving skills and ways of working
are a given and where an embrace of continuous
learning® is the key to relevancy in the workplace.
And leaders must do this while embarking on the
broader organizational experiment of determining
what the workplace even looks like in a post-
COVID-19 world.

To help, senior executives can study the practices

of organizations that already take workplace skilling
seriously. In this article, we highlight three nascent
principles drawn from best practices. While relatively
few companies have fully mastered the challenges,

"“Building workforce skills at scale to thrive during—and after—the COVID-19 crisis,” McKinsey Global Survey results, April 30,2021,

McKinsey.com.

2“The future of work after COVID-19,” McKinsey Global Institute, February 18, 2021, McKinsey.com.
3“Building a learning culture that drives business forward,” April 16, 2021, McKinsey.com.

Exhibit 1

Companies are increasingly focused on developing social, emotional, and

advanced cognitive skills.

Skills that companies have prioritized to address through reskilling,! % of respondents

® Social and emotional skills ~ ® Advanced cognitive skills

Leadership and managing others

Critical thinking and decision making

Project management

Adaptability and continuous learning

Basic digital skills

Interpersonal skills and empathy

Advanced data-analysis and mathematical skills
Quantitative and statistical skills

Complex information processing and interpretation
Advanced IT skills and programming

'0ut of 25 skills that were offered as answer choices; n = 700.
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A software company gets emotional

The development of so-called “soft” skills
is easy to overlook in a company’s push to
gain technological know-how. Not

so for a global software company. When
company leaders recognized how cloud
computing would make its future sales

more dependent on long-term customer
relationships, it upskilled 30 percent

of its client-facing staff to ensure they
would have the interpersonal and emo-
tioal skills they would need. The effort has
helped the company stay close to cus-

tomers but is far from over. Requirements
for upskilling are increasing again in the
software industry as its “skills life cycle”
has shortened, a result of technological
change and bruising competition.

their examples can serve as useful touchpoints for
any organization aspiring to start building its own
more resilient, future-ready workforce.

1. Find your true starting point
Leaders at a large insurance company knew they
faced a skills deficit. Prior to the pandemic

the company was losing top recruits to sexier
high-tech firms. Now, with Al and data analytics
skills becoming even more important to the industry,
company leaders suspected their current workforce
was falling behind. But where, how far, and how fast?
“We have more than a hundred job families and two
thousand-plus different types of roles,” noted one
executive. “Where do we start?”

In response, the company took a comprehensive
inventory of skills across the organization.

The inventory was validated by a combination of
human managers and Al, which allowed

for an apples-to-apples comparison of people’s
résumé inputs, as well as their professional
experience and accomplishments.

Importantly, the exercise wasn't treated as a
cataloguing of roles. Collecting job titles is

a waste of time when what’s changing are the
underlying skills. Similarly, the insurance company
didn’t approach the effort as a one-off project but
as part of a commitment to a new approach—one
grounded in the principle of linking talent to a clearly
defined value agenda. The inventory was to be part of
the fact base supporting an enterprise-wide supply-
and-demand model for current and future roles.

Three keys to building a more skilled postpandemic workforce

The first test of the database came when the
insurer used it to zero in on 15 job families whose
skills would be most vital for the company’s long-
term success. In parallel, the company used it to
pinpoint areas of immediate concern. For example,
the company saw it would face big head-count
shortfalls for data analysts, systems developers,

and [T-infrastructure experts—all roles in which the
underlying skills were themselves changing

the fastest.

2. Make skill building a way
of life

As the insurance company’s talent aspirations took
shape, the organization created a “skills hub” to
manage, operationalize, and scale them.

The hub, a permanent business unit led by the
company’s head of talent, became responsible
for balancing the supply and demand of skills—
for instance by creating foundational learning
programs for everyone, as well as customized
programs for reskilling people in particular roles.

As a pilot exercise, the hub started with the com-
pany’s finance and call-center units—two important
groups in which technology already threatened

to make many skills (and roles) redundant. In

areas where roles needed to change, the hub
offered learning modules to help employees gain
necessary skills; when roles were being eliminated,
the hub provided upskilling to help people qualify
for a different role or to find adjacent roles where



By making clear to everyone that the
reskilling was an investment in talent,
and in direct support of the company’s
regional growth plans, employees were

more energized.

possible. Senior executives had feared they would
have to resort to widespread layoffs or severance
offers, but the hub ultimately redeployed or reskilled
nearly everyone in the pilot units.

Similarly, a large telecom company had a high
success rate using its skills hub to reskill and
redeploy employees whose roles were being affected
by technology. The company’s rationale helped.
By making clear to everyone that the reskilling was
an investment in talent, and in direct support of

the company’s regional growth plans, employees
were more energized (and reassured the program
wasn’t simply a cost-cutting move). Nonetheless, the
company’s efforts made financial sense as well. In
our experience, hiring new workers can be more
than twice as expensive as upskilling and reskilling
existing employees.

To be most effective, skills hubs should have a clear
remit. This should include candidate assessment,
the future allocation of roles, the implementation of
the program itself, and the measurement of impact
(Exhibit 2).

3. Take an ecosystem view

During the chaotic early days of the COVID-19
crisis, some companies, out of necessity, adopted
an ecosystem mindset. In just two days, for

example, Dubai-based Majid Al Futtaim reskilled
one thousand employees from its cinema business
to work in its grocery business.# Similarly, HR
technology company Eightfold.ai, together with the
US-based Food Industry Association (FMI), created a
talent exchange to help furloughed and laid-off
workers find open jobs in other member companies.®
The exchange ultimately amassed more than one
million job openings, while providing workers access
to 700 free courses to help them upskill.

More recently, the European Round Table for Industry
launched a pan-European training initiative to help
unemployed and at-risk workers. Dubbed Reskilling
4 Employment, the effort aims to reskill one million
workers by 2025, and up to five million by 2030.
Initial pilot projects are planned in Portugal, Spain,
and Sweden, and corporate supporters include
AstraZeneca, Iberdrola, Nestlé, SAP, Sonae, and
Volvo Group.®

As these examples suggest, integrating skill
building with the whole ecosystem in mind can

help companies as well as communities and other
stakeholders. Cisco’s Networking Academy offers a
good example of just such a win—win approach. The
company partners with educators and instructors
around the world to offer students IT training in a
range of areas such as big data, cloud, cybersecurity,
and machine learning. The effort connects students

“4“Stay visible—but don’t be needed: How Alain Bejjaniis leading through the unexpected,” McKinsey Quarterly, August 3, 2020, McKinsey.com.
S“Eightfold.ai creates talent exchange with FMI to immediately match recently furloughed or laid off employees with critical open jobs,” FMI,

April 6,2020, fmi.org.

8“ERT announces new initiative to stimulate reskilling and boost human capital in the EU,” European Round Table for Industry, May 7, 2021,

ert.eu.
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Exhibit 2

Creating a skills hub can help companies in four ways.

O O - o
e = S

Assess candidates Assess future needs Manage skill building Measure the impact
+ Collects all key skills and + Collects supply-and- + Designs, manages, and + Creates dashboards to
roles demand data and assesses  implements learning manage the process and
» Ensures fairness and priorities journeys track the program
transparency + Anticipates timing of skill » Maintains an overview while < Creates ongoing view of
» Bases criteria selectionon  needs relative to availability =~ managing the project supply and demand of skills
tailored assessment of talent (and company’s + Shares best practices
ability to reskill) across a common learning
platform
to jobs inside Cisco and with its external partners, Organizations must also be willing to question
while creating a much larger pool of skills the their legacy mindsets, including presumptions of
company prioritizes. what employees want and what they’re capable

of. Employees are often more energized by skills
development than senior executives give them
credit for. This was true at a midsize European

Companies are more likely to gain an edge in skill bank, where leaders worried that tellers would be
building when their leaders are willing to question unmotivated by the company’s reskilling program, or
old assumptions. Legacy approaches are likely to even resent it. But rather than balk at the changes,
be too slow, too incremental, or too difficult to scale the tellers embraced them, and the bank ultimately
given the challenges ahead. created three distinct career paths for the tellers as

part of its successful pilot program—one that is now
being scaled across the entire organization.

Jutta Bodem-Schrétgens is a consultant in McKinsey’s Hamburg office, Angelika Reich is a partnerin the
Vienna office, Bill Schaninger is a senior partner in the Philadelphia office, and Kartik Sharma is an expert in the Waltham,
Massachusetts, office.

The authors wish to thank Tomi Eisenberg for her contributions to this article.

Copyright © 2021 McKinsey & Company. All rights reserved
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How companies capture
the value of sustainability:
Survey findings

What makes the difference between a sustainability program that
produces business value and one that doesn’t? A new survey identifies
practices that distinguish value-creating companies from others.

McKinsey Global Surveys, 2021: Ayearin review



Amid widening recognition of how environmental
issues such as climate change create business
opportunities and risks, results from a McKinsey
Global Survey' show that companies that generate
value from their sustainability programs follow a
distinctive set of management practices. Survey
respondents say these companies are more likely
than others to make sustainability a strategic
priority and to set out specific aspirations and
targets. Responses also suggest that value-
creating companies are more likely than others to
make sustainability an element of their corporate
culture and train employees on how to integrate
sustainability into their work.

Survey results indicate that value-creating
companies are more apt to engage customers and
business partners in their sustainability agendas.
Compared with those at other companies, more
respondents from value-creating companies say
they collaborate with customers and suppliers on
addressing sustainability issues, adjust product
portfolios to be more sustainable, and account for
sustainability factors when selecting and evaluating
suppliers. Respondents from value creators are also
more likely than others to report that sustainability
issues inform how their company manages its
facilities and its transportation networks.

Looking five years ahead, about two in five
respondents to our survey say they expect their
companies to generate value from sustainability.
Understanding the distinctive practices of today’s
value-creating companies could help others find a
way to join their ranks.

An optimistic outlook

Sustainability endeavors often make good business
sense, promising to deliver revenue gains, cost
savings, and other benefits that lift enterprise value.
In our survey, 22 percent of respondents—the value-
creating group that this article focuses on—say their
companies realized modest or significant value from
sustainability in the past five years. Nearly as many
respondents say their companies’ sustainability
programs resulted in significant or moderate cost
increases. About one-third say their companies’
sustainability programs have had minimal or no
financial impact.

Respondents are also optimistic that their companies’
sustainability programs will yield value in the future.
Compared with the proportion who say these
programs have already created value, nearly twice as
many respondents, or 40 percent, say they expect
the programs to generate modest or significant value
in the next five years (Exhibit 1). Respondents in a few

" The online survey was in the field from January 21to January 31,2020, and garnered responses from 2,475 participants representing the full
range of regions, industries, company sizes, functional specialties, and tenures.

Survey results suggest that to catch up
with the value creators, other companies
might start by understanding which
practices are most closely linked with
positive financial impact.

How companies capture the value of sustainability: Survey findings
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specific industries are especially likely to predict that
their companies will create value from sustainability
during that five-year timeframe. These industries
include some—such as automotive; electric power
and natural gas; oil and gas; and travel, transport,
and logistics—that play pivotal roles in curbing
climate change.

Strategic, purposeful intent

Survey results suggest that to catch up with the
value creators, other companies might start by
understanding which practices are most closely
linked with positive financial impact. According

Exhibit 1

to respondents, value creators exhibit a strategic,
purposeful approach that differs from that of

other companies in several ways. More than half of
respondents at value creators say their company’s
CEO makes sustainability a priority on the strategic
agenda—a significantly greater proportion of
respondents than among nonvalue-creating
companies (39 percent).

Motives for engaging on sustainability also appear
to matter. Respondents at value creators are
significantly more likely to say their organizations
address sustainability topics to fulfill their

Forty percent of respondents expect company sustainability programs to
generate value in the next five years—nearly double the current share.

Share of respondents who report or expect ‘modest’ or ‘significant’

value created from sustainability programs, by industry,' %

Electric power and natural gas

Travel, transport, and logistics

Social sector

Oil and gas

Business, legal, and professional services
Financial services

Automotive and assembly

High tech

Consumer packaged goods

Retail

Telecom

Capital projects and infrastructure
Healthcare systems

Public sector

Pharmaceuticals and medical products

All respondents

0

@ Inthe past 5 years @ Inthe next 5 years
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[ J (]
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Total 7 answer choices presented: “significant cost,” “modest cost,” “minimal to no cost or value,” “modest value,” “significant value,” and “don’t know”; n = 2,421,

Only industries that received meaningful numbers of responses are shown.
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organizational purpose—to align with their goals, Sharp focus

mission, or values, or to make a tangible, positive When it comes to implementing sustainability
impact on an issue (Exhibit 2). Respondents at other  strategies, value creators place more importance
companies, on the other hand, are significantly more  than other companies do on translating the

likely to say that these organizations are addressing  sustainability strategy into definite terms: value

sustainability for other reasons, such as to meet creators are significantly more likely to establish
industry norms or standards or to conform clear and focused priorities, set targets or goals,
with regulatory requirements. and develop key performance indicators for

sustainability (Exhibit 3).

Exhibit 2

Companies creating value with sustainability are more likely than others to address
the issue for reasons related to their organizational purpose.

Organization’s reasons for addressing

. s . 1 0
sustainability topics,” % of respondents ® Value creators @ All others D Statistically significant difference

Align with our goals, mission, and values [ ]

Make a tangible, positive impact on an issue (] ®

Meet consumers’ expectations {2

Attract, motivate, and retain employees L J

Meet industry norms or standards on sustainability e o

Meet investors’ expectations ® O

Meet nongovernmental organizations’ expectations. @

Meet expectations of supply-chain partners e

Develop new growth opportunities ® o
Improve operational efficiency o O

Respond to competitive pressure e

Build, maintain, or improve corporate reputation () [

Conform with regulatory requirements () ([ J

Promote our ability to grow o

0 10 20 30 40 50

'All 13 topics that were presented as answer choices. Responses with “don’t know,” “other,” and “not applicable” are not shown here. Total n = 2,475,
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Exhibit 3

Value creators are more likely than others to have sustainability programs with
clear priorities, defined targets, and key performance indicators.

Features of the organization’s sustainability program,' % of respondents

We have a sustainability strategy

with clear, focused priorities

P 41
o®® 000
......... 00
()
S YYY)
® (]
Goo0

Value creators

We set targets or goals for
sustainability initiatives

Value creators

28 32
() e © [ X}
® o0 %00 0% 020 ¢%
07¢ 000 o () ¢ 000 o ()
....... ........
%o L T
All others All others

We have key performance
indicators for sustainability

Value creators

31

All others

'All categories shown here represent statistically significant differences between companies that create value from sustainability and those that don’t; n = 2,421,

Engaging employees

According to respondents, another noteworthy
difference between companies that create value
from sustainability and those that don’t is that value
creators are doing more to engage their workforces
in sustainability efforts (Exhibit 4). Nearly three-
fifths of respondents at value creators say that
sustainability is a part of the corporate culture. A
significantly lesser share of respondents at other
companies, 39 percent, say the same.

Among the value creators, employee engagement is
also a more important element of the sustainability
agendathanitis for other companies. A greater
share of respondents at value creators say that

all employees receive training on integrating
sustainability practices into their work and that
employees understand how sustainability efforts

McKinsey Global Surveys, 2021: Ayear in review

align with the company’s strategy. Incentives are
another factor: a greater share of respondents

at value creators say their organizations consider
sustainability performance to a moderate or
significant extent when making decisions about
employees’ compensation.

Meeting customer expectations

Just as value creators engage employees in

their sustainability programs, they also put more
effort than other companies into understanding
customers’ expectations and respond with changes
to their products (Exhibit b). Disproportionate
shares of value creators seek customer input

on the sustainability attributes of their products
and services and highlight those attributes in

their marketing efforts. Their orientation toward
sustainability issues in customer relations extends



Exhibit 4

Sustainability is a more significant element of corporate culture and employee
engagement at value-creating companies than at others.

Cultural and workforce aspects of the organization’s sustainability program,' % of respondents

Sustainability is part of the All employees receive training on Employees across the organization
corporate culture how to integrate sustainability understand how sustainability
practices into their work efforts align with overall strategy
b7 27 47
00000 [ X J 0000
00000 o0 0000
00000 ([ X J 0000
000000 000 00000
000000 000 00000
000000 000 00000
000000 000 00000
000000 000 00000
000000 00 00000
000000 000 00000
Value creators Value creators Value creators
39 8 27
00 o0
0000 [ X )
0000 [ [ I J
0000 [ J 000
0000 [ J 000
0000 [ ] 000
0000 [ J 000
0000 [ J 000
0000 [ ] 000
0000 [ ] 000
All others All others All others

"All categories shown here represent statistically significant differences between companies that create value from sustainability and those that don’t; n = 2,421.

Just as value creators engage employees
in their sustainability programs,

they also put more effort than other
companies into understanding
customers’ expectations and respond
with changes to their products.
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to the management of product portfolios: value
creators are more likely than other companies to
change product designs, develop new product-as-
a-service models to address sustainability issues,
and offer sustainable brands.

Value-chain collaboration

For most companies, the majority of sustainability
impacts result from the activities of their suppliers,
contract manufacturers, distributors, and other
value-chain partners. Value-chain engagement
can thus be a telling indication of how much

Exhibit b

companies are doing about sustainability—and it's
an area where value-creation leaders demonstrate
distinctive approaches (Exhibit 6).

Value-creation leaders are more likely than others

to make sustainability a priority in managing energy,
water use, and waste generation at their own
facilities, as well as making decisions about their site
portfolios. They're also more likely to collaborate with
and monitor suppliers’ sustainability performance
and to seek improvements in the efficiency of their
transportation and distribution networks.

It’s more common for value creators than for others to engage customers on
sustainability attributes and update product offerings in response.

Approaches to engaging customers,' % of respondents

Company seeks customers’ inputs
on sustainability attributes of
products or services

59

27

Company markets the
sustainability attributes of
products or services

® Value creators @ All others

Company provides information about
the organization’s or product’s
sustainability attributes on packaging

26

Approaches to managing products,' % of respondents

Company has changed
product designs to manage
sustainability-related impacts

37 o4

29

Company is shifting from
product-sales model to

Company offers one or more
dedicated “sustainable” brands

product-as-a-service model

27

'All categories shown here represent statistically significant differences between companies that create value from sustainability and those that don’t; n = 2,421,
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Exhibit 6

Collaboration with the value chain distinguishes value creators’ sustainability
programs from those of other companies.

Company’s approaches to managing facilities,' % of respondents ® Value creators @ All others
Making changes to reduce waste generation in its facilities L4 L4
Making changes to reduce water consumption in its facilities () (]

Replacing nonrenewable-energy sources with renewable sources () ()

Accounting for sustainability performance when making P °

decisions about its facility portfolio
0 10 20 30 40 50 60

Company’s approaches to working with suppliers and value-chain partners,' % of respondents

Integrates sustainability with supplier qualification and criteria (] L]
Monitors suppliers’ sustainability performance [ ) [

Helps suppliers to improve their sustainability performance (] o

Company works with value-chain partners on () ()

lowering their energy consumption

0 10 20 30 40 50 60

Company’s approaches to managing transportation and distribution networks,' % of respondents

Making modal shifts for long-haul transport ( ] (]
Improving the energy efficiency of means of transportation [ ) [
Improving the operational efficiency of its transportation [ [}

and distribution network

0 10 20 30 40 50 60

TAll categories shown here represent statistically significant differences between companies that create value from sustainability and those that don’t; n = 2,421,

Looking ahead — Approach sustainability issues as business

The survey results highlight practices more widely opportunities. Leading companies develop
followed by companies that are creating value business cases for their sustainability programs
from sustainability than by companies that aren’t. based on the value that they stand to create (or
Experience also suggests that companies with protect) through their handling of sustainability
effective sustainability programs tend to plan and issues. They set tangible, concrete aspirations
manage these programs with the same discipline for their sustainability programs and convert
and commitment that they apply to other business those aspirations into quantitative performance
initiatives. Here are a few directional considerations targets, which reflect their competitive position,
that executives might use to focus their companies’ their consumers’ expectations, and their
sustainability efforts and derive more value from investors’ demands.

them:
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— Build organization-wide accountability for

results. Product-focused business units,
functions such as supply-chain management,
and geographic departments are the parts

of acompany that ordinarily generate most

of its sustainability impacts. And unlike the
central sustainability team, these departments
also have the authority to change day-to-day
operations. Recognizing this, savvy executives
assign responsibility for sustainability initiatives
to heads of functions and divisions and give
them related performance targets. In this way,
executives can hold senior managers to account
for the company’s sustainability achievements.

— Seekimpact through collaboration. While

companies can do alot on their own to improve
their sustainability performance, some face
challenges that span industries or regions.

The problem of plastic waste, for example,
bedevils the entire chemicals industry, not

just one company. To address these systemic
difficulties, companies might form coalitions
with industry peers and work together on
setting new standards, promoting technological
innovation, or advocating for policy shifts.

Since value chains produce the majority of the
typical company’s environmental impact, most
companies will also benefit from working closely
with their value-chain partners.

The contributors to the development and analysis of this survey include Anna Granskog, a partner in McKinsey’s Helsinki office;
Eric Hannon, a partner in the Frankfurt office; Solveigh Hieronimus, a senior partner in the Munich office;
Marie Klaeyle, a consultant in the Paris office; and Angela Winkle, a consultant in the Chicago office.

Copyright © 2021 McKinsey & Company. All rights reserved.
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Organizing for
sustainability success:
Where, and how, leaders
can start

As sustainability becomes more of a strategic and operational imperative,
executives must lead the way to set up a sustainability organization that’s
right for their companies.

by Aaron De Smet, Wenting Gao, Kimberly Henderson, and Thomas Hundertmark
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Sustainability and environmental, social, and
governance (ESG) issues affect how all companies
do business—and increasingly so in recent years!
More companies, and their investors, are recognizing
sustainability as a strategic priority that involves
significant business risks and opportunities. But
historically, few companies have organizational
structures that are designed to treat sustainability
as a material business issue. Instead, sustainability
activities—and the organizations that support
them—have focused primarily on investor relations,
PR, and corporate social responsibility.

The “sustainability organizations” that still operate
that way (and there are many) are tasked with
managing stakeholder communications, target
setting, and reporting. While those tasks are
important, they are also insufficient for sustainability
organizations to be successful. Our experience
suggests that success is more likely when executives
empower sustainability organizations to engage
proactively and strategically hold them responsible

for creating measurable impact. Only then will
companies be able to maximize the value at stake
from their sustainability initiatives (see sidebar,
“A leader’s guide to embedding sustainability in
corporate strategy”).

To get sustainability programs right, companies have
big decisions to make. To start, they should

choose which issues under the broader sustainability
umbrella should be the responsibility of their
sustainability organizations and which issues
should be left to other parts of their businesses. The
issues range widely, from building new low-carbon
businesses and commercializing green products
to managing environmental compliance and

ESG reporting more proactively. As companies
mobilize to respond to increasing sustainability
concerns, many have struggled with the differences
between sustainability and other business issues

in the trade-offs involved, decision-making and
governance processes, and even employee and
leader mindsets.

" Witold Henisz, Tim Koller, and Robin Nuttall, “Five ways that ESG creates value,” McKinsey Quarterly, November 14, 2019, McKinsey.com.

A leader’s guide to embedding sustainability in corporate strategy

To make sustainability a true organiza- best positioned to do. The goal is not — Scale up sustainable business

tion-wide issue and a pillar of company
strategy, CEOs and senior executives must
be leading from the front. In our experience,
leaders are most effective at doing so when
they follow these three strategies (usually in
this order):

— Embed sustainability in the company’s
strategy-setting process. This
is a prerequisite for the effective
management of sustainability—and
something that senior leaders are

simply to have a great sustainability
strategy but rather a corporate strategy
that includes sustainability as a

core component.

Shape the portfolio to reflect an
integrated strategy. Once a company’s
sustainability-related priorities are
clear, companies must make decisions
on capital allocation, R&D funding,

and portfolios accordingly.

26 McKinsey Global Surveys, 2021: Ayear in review

practices through a full
transformation. To incorporate
sustainability in business planning
and to empower and motivate the
whole organization to take action on
these issues, leaders should approach
sustainability as they would any other
new large-scale change effort. To
ensure buy-in across the organization,
it'simportant to be clear about

which sustainability topics the company
willand won't prioritize.



So how do executives build sustainability
organizations that are well placed and empowered
to help their companies meet stakeholders’
increasing expectations, manage sustainability-
related risks, and capture business opportunities? In
this article, we outline four ways that leaders

can guide the organizational redesign of their
sustainability work and why they must think
differently about sustainability compared with other,
more traditional business issues (Exhibit 1).

Exhibit1

There are four key ways that executives and their companies can organize their

sustainability work for success.

1

Design according to sustainability
topics, not sustainability overall
Sustainability is often used as a catchall term
covering a great many topics. But for any given

company, few topics will be of equal importance.

Our work shows that companies address
sustainability issues more effectively when they
design their sustainability organizations to
focus on each sustainability topic the company
is prioritizing (for example, green hydrogen or its
subtopic, operational decarbonization).

Design according to
sustainability topics,
not sustainability
overall

Z

Prioritize the design of
processes and governance—
rather than reporting
lines—that account for
sustainability’s complexity
and dynamic nature

3

P

Give your central
sustainability team
the decision rights to
execute change

Find the structure
that best fits your
sustainability agenda—
and your organization
as a whole

Organizing for sustainability success: Where, and how, leaders can start
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To support sustainability work at the
topic level, our experience suggests that
a modular organizational design—rather
than one holistic, central sustainability
organization—often works best.

To do this well, companies should define the list of
sustainability topics that matter for the organization,
either because they are important to the business or
because they are the areas in which the company

is uniquely positioned to make a difference. One way
to do so is with evergreen materiality assessments?
which account for the potential impact from, and
likelihood of, arange of issues that could affect the
company. Based on its materiality assessment,
acompany can then develop a short list of priority
topics for its sustainability organization to cover.
This will help companies make better decisions on
resourcing and organizing around the issues that
matter to their business.

When it comes to supporting sustainability work at
the topic level, our experience suggests that
amodular organizational design—rather than one
holistic, central sustainability organization—often
works best. A modular design gives companies
the nimbleness to address emerging topics in a
more agile way. Indeed, many sustainability topics
arise quickly: for example, in 2018, the number

of earnings calls that mentioned “plastic waste”
increased 340 percent year over year? In practice,
even if there’s a dedicated center of excellence

for a certain topic, it doesn’t necessarily need to

be part of the central team. Instead, it could be
embedded in a business unit that has particular
expertise on the topic or will be primarily responsible
for leading the company’s response to it.

One company we worked with built a carbon-
management organization that distributed initiatives
among different parts of the company, rather

than relying on a central organization that covered
all sustainability topics or that managed all

of the organization’s carbon initiatives. The R&D
department, for example, focused on researching
and developing new low-carbon innovations. A
separate business unit was created to commercialize
low-carbon offerings to customers. Meanwhile,
manufacturing sites set their own carbon-reduction
targets, embedded their decarbonization initiatives
in line with site-level turnaround schedules,

and were held accountable for implementing those
initiatives. The procurement team focused on
decarbonizing the company’s supply chain. Finally,
alean central team coordinated carbon-emissions
reporting and other carbon-related activities across
the company.

2 A materiality assessment is the process of identifying and prioritizing the potential sustainability topics that are most important for acompany
to address because of their potential impact on the business or its stakeholders. The process requires the engagement of both internal
and external stakeholders, especially business-unit leaders with profit-and-loss responsibilities, investors, customers, nongovernmental

organizations, regulators, and other key partners to the business.

8 Audrey Choi, “The business case for investing in sustainable plastics,” World Economic Forum, January 20, 2020, weforum.org.
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Give your central sustainability team
the decision rights to execute change

In our experience, it's important for companies to
have a central sustainability team to coordinate their
work on these topics. Our experience also suggests
that companies don’t need large central teams to
implement their sustainability agendas successfully.
While we have seen many companies start their
sustainability transformations by allocating more
central resources to these issues, we have also
seen that having a smaller central team and more
dedicated resources in the business lines that
execute the detailed planning and implementation
of sustainability can be most effective. In fact,
among the companies we have worked with, some
of those with highly effective sustainability programs
have lean central sustainability organizations
whose mandate is to incubate new sustainability
ideas and integrate sustainability initiatives

across the company.

What makes the central team particularly effective
is having the decision-making authority to execute
change, particularly regarding priority sustainability
topics that affect multiple functions or that have
amaterial impact on the overall organization. This
authority has several dimensions. First, the central
group should also engage the board of directors

on critical sustainability topics, since the board holds
the ultimate decision rights on such issues and

the company’s strategic direction. The central

team should also be empowered to hold others
accountable, which it can do by setting centralized
targets. Individual sites or businesses then come

up with specific initiatives, timelines, and plans for
pursuing those targets, and the central team

tracks their progress while also maintaining a
corporate-wide view of the company’s performance
on the topic.

To ensure broad engagement in and commitment to
common sustainability goals, the central team can
enlist the company’s leaders to develop and define
acorporate-level sustainability agenda. When the

central team has a clear mandate from the business,
it can better see that the sustainability agenda
cascades through the organization and that business
units have clear guidance on which priorities

to take on.

At one company with a successful sustainability
organization, an existing business unit worked closely
with the central sustainability team to incubate a
new business for end-of-life products. Once the
idea reached a defined financial milestone and
level of technological maturity, the responsibility
of business building shifted away from the central
team to that business unit. Since the business
unit was involved in the effort from the start, the
transition of the business’s decision rights

was smooth.

To be clear, not all decisions need to be made by the
central team, which could overstretch it (especially
ifit’s a small group) and divert attention from specific
priorities. Rather, cross-functional decisions and
those that are highly material to the full company are
best suited for central-team oversight? The right

to make other decisions, such as those that involve
single functions, can be assigned to leaders

or teams that are more closely associated with
those units.

Find the structure that best fits your
sustainability agenda—and your
organization as a whole

Reporting structure is usually the first topic

that comes to mind when companies consider
organizational redesigns, and so the first question
we are often asked is, “Which organizational
structure is ideal for capturing the full potential
of sustainability?” In reality, there is no single
“right” answer for the design of a sustainability
organization and no one-size-fits-all approach,
beyond the general principle that the structure
should be well integrated into—and compatible
with—the rest of the company’s setup.

“For more on how to classify and make decisions appropriately, see Aaron De Smet, Gerald Lackey, and Leigh M. Weiss, “Untangling your
organization’s decision making,” McKinsey Quarterly, June 21,2017, McKinsey.com.
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That said, we do see that some organizational
models tend to be more effective than others at
elevating sustainability as a true strategic
priority (Exhibit 2).

Compared with two other models that we see most
often today in which sustainability is embedded

in a support function or fully decentralized within
business units, these three models help link
sustainability to an overall strategy and give a
sustainability organization real decision rights:

— Large central team with few business-unit
resources. In this model, alarge central
team plans—and maintains the decision rights
to—most sustainability initiatives and also
coordinates with individual business units that
are actively working on specific sustainability
issues or have expertise related to the topic. The
central team incubates sustainability initiatives
before handing them off to the business
units and supports activities that have no
other natural owners in the organization. It also
ensures that sustainability priorities across the
company have sufficient budgets and staff
and that the organization stays focused on its
priority topics. A central team may also have
the best view of broader sustainability trends
and stakeholder demands, though it’s likely
less equipped than business units to respond to

new sustainability-related market opportunities
and risks. As an example, Newmont Goldcorp
(aleading gold-mining company) was prompted
by shareholders and its board to improve

its management of sustainability issues after
completing a merger. It responded quickly,
creating a centralized sustainability group

from 2002 to 2007 to design and drive the
implementation of global environmental
standards across its operational sites.

This central group also managed decision
making and the allocation of execution
resources to sustainability issues.

Lean central team with decision rights and many
business-unit resources. In this structure, the
prioritization of sustainability topics is

largely a top-down process, led by the lean
central team, to ensure that a common company-
wide agenda and targets are in place. Business
units have a mandate to develop specific
initiatives to achieve company-wide goals,
which they do by deploying their own resources.
Business units also have the flexibility and
resources to set up and work on sustainability
initiatives of their own, in line with the central
team’s guidance. In our experience, this
structure can be most effective at companies
that have already embedded sustainability

in the organizational culture, which increases

There is no single ‘right’ answer for the
design of a sustainability organization
beyond the general principle that the
structure should be well integrated into—
and compatible with—the rest of the

company'’s setup.
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Exhibit 2

Certain organizational models tend to be more effective than others at elevating
sustainability as a strategic priority.

Five commonly used models for sustainability organizations, scope of role in sustainability work

Large

small [ H H

team

Small and lean central team
within a central support function

Sustainability [l Corporate

M Business-unit

resources (BU) resources

| Decision-making authority |

— Direct - Linkages, but no
reporting direct reporting

Fully distributed resources in the BUs,
with cross-BU informal networks

-

| Decision-making authority

Large central team with a few
distributed BU resources

Decision-making authority

e

Three of these models are especially effective at helping companies capture sustainability’s full potential

Lean central team with decision
rights and many BU resources

Decision-making authority

-

Central team that deploys
agile/SWAT teams to BUs

| Decision-making authority |

.I‘I

Pros

«Faster to elevate sustainability issues
at corporate level

«Centralized target setting, planning,
and tracking

«Consistent, cross-BU implementation
of sustainability priorities

Cons

*Resource-intensive for central team

«Less responsive to BU-specific priorities

«BUs not empowered to scale other
BU-specific sustainability initiatives

«Faster BU-level response

«Empowered BUs receive clear
central guidance

«Less resource-intensive for
central team

*More speed and agility within BUs
but not across BUs

«Significant resource commitment
from BUs

Organizing for sustainability success: Where, and how, leaders can start

+Central team controls corporate
sustainability agendaand resourcing

+Agile resource deployment to meet
evolving priorities

+Easy sharing of best practices and
expertise across BUs

+Highly resource intensive for
central team

« Sustainability driven from the top
down, so BUs are not empowered
to drive initiatives
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the likelihood that sustainability becomes

atrue cross-functional effort. Since 2019, this
model has been in place at International

Paper, aleading pulp-and-paper company.

Its lean central team sets the company-wide
sustainability agenda and focuses on both
managing external relationships and integrating
internal efforts. Meanwhile, business-line
leaders drive the sustainability agenda. They set
targets, develop the company’s sustainability
initiatives, assume responsibility for delivering
on those initiatives (including the coordination
of resources), and embed sustainability into day-
to-day operations.

— Central team that deploys agile or SWAT teams

to business units. This structure puts a central
team in charge of deploying sustainability-
focused task forces to individual business units.
Once a task force isembedded in a business
unit, it helps with the planning and initial execution
of that unit’s priority sustainability initiatives

and builds capabilities so that the business can
eventually run its own initiatives, once the

task force leaves to support another unit. This
facilitates the deployment of sustainability
expertise and the sharing of best practices across
the company, as well as the nimble reallocation
of resources in response to the rapidly changing
sustainability landscape. From a talent-
development perspective, this model (what we
call the “helix organization”®) also allows for
aclearer separation of leaders—between those
who help individuals develop capabilities and
those who oversee employees’ day-to-day work.
The resultis that sustainability talent can be
developed both ways.

Prioritize the design of processes and
governance—rather than reporting
lines—that account for sustainability’s
complexity and dynamic nature

In our work on organizational redesign, we have
found that many companies’ default mode is to
focus solely on reporting structure. But we know

from experience and research that going beyond

“lines and boxes” corresponds with a much higher

chance for redesign success: in a McKinsey Global
Survey on organizational redesigns, respondents
were nearly three times more likely to report
successful redesigns if they focused on improving
multiple elements of the organization (for example,
performance management, business processes,
and culture), not just on changing reporting lines®
With respect to sustainability, which involves
reorganizations that are more complicated and
multifaceted than those of a typical function—

and priorities that can shift much more quickly than
in other areas of the business—we have found
that it’s critical to think about redesigning
sustainability-related processes and governance
early on. Several guiding principles can help

with this kind of effort.

For one, companies’ processes for making
sustainability-related decisions should be robust
and clearly define when an issue or decision

should be escalated from the business unit to

the central sustainability team. Decision-making
processes should also include frequent discussions
among stakeholders and fast decision cycles

so that cross-functional or high-level topics can

be identified and resolved quickly.

In most cases, the central team should be
empowered to make decisions on topics that
individual business units can’t resolve on their own.
If the central team, in turn, finds it can’t resolve
high-priority issues, it can escalate them to the
executive team or a C-suite sustainability council.
We have seen many companies fail to adapt their
cadence on engaging with sustainability issues

as they would with other topics. But that’s what
sustainability necessitates, since many of these
topics require quicker decision making and
responses than other business issues. For many
companies in traditional and mature sectors (for
example, petrochemicals, cement, steel, and other
heavy industrials) that are used to longer decision-
making cycles, this may require a significant mindset
shift. The executive team can help effect such

5 Aaron De Smet, Sarah Kleinman, and Kirsten Weerda, “The helix organization,” McKinsey Quarterly, October 3, 2019, McKinsey.com.
8 “The secrets of successful organizational redesigns: McKinsey Global Survey results,” July 1, 2014, McKinsey.com.
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a shift by clarifying that sustainability is a
strategic priority that requires different decision-
making approaches.

Another principle of effective sustainability
processes and governance pertains to capital
allocation. Sustainability investments often

have different risk—return profiles and greater
uncertainty than other, more traditional investment
types. In our experience, many companies that
lead on sustainability have set aside a separate
pool of funds dedicated to sustainability initiatives,
defined different hurdle rates for sustainability
investments, introduced an internal carbon price to
account for carbon impact and related risks, and
putin place integrated financial and sustainability
criteria to facilitate capital-allocation and

M&A decisions.

Finally, it's valuable for companies to develop
sustainability-specific performance metrics. While
the specific metrics will vary depending on the
topic, the same principles of good performance

management of other business activities also
apply to sustainability: setting measurable targets
(both financial and nonfinancial), establishing
incentives (such as linking compensation to
sustainability performance), and putting in place
regular performance reviews of sustainability.

Sustainability is no longer an issue of compliance
for most companies but rather a strategic and
operational one. Once senior leaders integrate
sustainability into their corporate strategy, they will
benefit from having a dedicated organization to
support their sustainability efforts. There is no right
structure that applies to every company; each

will need a structure of its own and will likely need
to adjust this structure as business conditions

and requirements change. A well-designed
sustainability organization, we find, can give the
company the capabilities that it needs to capture
value and manage risks from sustainability in a
systematic and even transformational way.

Aaron De Smet is asenior partner in McKinsey’s New Jersey office; Wenting Gao is an associate partner in the Houston office,
where Thomas Hundertmark is a senior partner; and Kimberly Henderson is a partner in the Washington, DC, office.

Copyright © 2021 McKinsey & Company. All rights reserved.
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Introduction The imperative for a strategic approach to

One year into the COVID-19 crisis, our newest technology is universal, yet some companies are
McKinsey Global Survey on digital strategy’ already leading the pack; their responses show
indicates that the pandemic has increased the pace  that better overall technology capabilities, talent,

of business and that technology capabilities will leadership, and resources (what we call a company’s
be critical to companies’ COVID-19 exit strategies “technology endowment”) are linked to better

as well as to what comes next. After seeing how economic outcomes. At the same time, the results
the pandemic had sped up the adoption of digital confirm that many organizations could be missing
technologies by several years, we took a closer look  opportunities to invest in the areas of their business
at how companies are rethinking the role of digital models that are most at risk of digital disruption.

technology in their overall business strategy and
how to conduct business at the quickening pace
that’s now needed to operate.

Companies with better overall
technology capabilities, talent,
leadership, and resources are seeing
better economic outcomes.

" The online survey was in the field from January 19 to January 29, 2021, and garnered responses from 1,140 C-level executives, senior
managers, and business-unit, department, or division heads representing the full range of regions, industries, company sizes, and
functional specialties.
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The pandemic has dramatically newest results show that this acceleration is also
increased the speed at which digital is happening at the level of core business practices:

fundamentally changing business what was considered best-in-class speed for most
Our previous survey showed that across key business practices in 2018 is now slower than
areas of the business model, companies’ overall average (Exhibit1). And at companies with the
adoption of digital technologies had sped up by strongest technology endowments,? respondents
three to seven years in a span of months. The say they are operating at an even faster pace.

2 Companies with atop technology endowment are those where respondents strongly agreed with at least seven statements (out of 13 total)
about the role of technology in their organizations’ strategies and the overall role of technology in their organizations; n =158.

Exhibit 1

The COVID-19 pandemic has fundamentally changed the pace of business,
and the companies with superior technology capabilities are winning the race.

Median frequency of core business practices’
© 2018 top economic performers? @ 2021 average response @ 2021 top-decile tech-endowed companies®

Median frequency’
Quarterly Monthly Weekly
\ ! !

Weekly or faster

Use multiple sources of customer O—0
data to assess their unmet needs

Business leaders dedicate time to o-0—@
learn about digital technologies

Share test-and-learn findings O 00—
across the organization

Reallocate digital talent among e O—mm0

business units or functions

Monthly or faster
Use scenarios to time and size @) ® O

potential shifts in industry economics

Evaluate profit pools based on @) ® O
competitive-landscape shifts

Evaluate portfolio for opportunities to ¢« — 0O
add/divest businesses, in light of digital

Reallocate capital expenditures @) o—@
across business units

Use rigorous process to defund @ o——0
underperforming digital initiatives

Frequencies shown are the median values from a histogram, which was constructed by assigning “daily” responses a value of O; “weekly,” 1; “monthly,” 2;
“quarterly,” 3; “annually,” 4; “every few years,” 5; and “never,” 6. The question also asked about the frequency of evaluating M&A opportunities as part of every
strategy-setting discussion. These responses are not shown because M&A typically requires a longer time frame than the other operational practices tested,
often due to regulatory reasons.

2Respondents of the 2018 survey who say their organizations have a top-decile rate of organic revenue growth (ie, of 26% or more in past 3 years) relative to
other respondents; n =138.

3Companies with a top-decile tech endowment are those where respondents strongly agreed with at least 7 statements (out of 13 total) about the role of
technology in their organizations’ strategies and the overall role of technology in their organizations; n = 158.
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But it's not only the pace of business that the believe their current business models will be

COVID-19 crisis has fundamentally changed. economically viable through 2023, while another
According to the survey, many respondents 64 percent say their companies need to build new
recognize that their companies’ business models digital businesses to help them get there.

are becoming obsolete (Exhibit 2). Only 11 percent

Exhibit 2

Looking toward 2023, most companies will need to build new digital businesses
to stay economically viable.

Changes needed to make company’s business model economically

viable by 2023, % of respondents!
Nearly 9 in 10 respondents
think that the business
model needs to change
(or has changed already)

We need to build new
digital business(es)

Not applicable; we have
already made fundamental
business-model changes

We need to embed
digital technologies in
our current

business model

Our current business
model will remain
economically viable
without changes

'Respondents who answered “don’t know” are not shown; n = 1,140.
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At the same time, the pandemic has created new
vulnerabilities to—along with new opportunities
from—future disruptions. We know from experience
that customers, employees, and value-chain
partners have all increased their use of technology,
which has made the barriers to digital disruption
even lower than before the crisis and paved the way
for more rapid, technology-driven changes going
forward. In our survey, respondents in every sector
say their companies have significant vulnerabilities,
especially to their profit structures, ability to bundle
products, and operations (Exhibit 3).

Exhibit 3

We also looked at the areas of their business where
industries have been investing and, for the most
part, those investments don’t align with the areas
that are most prone to disruption (or that offer the
highest returns). For example, many healthcare and
pharma companies are investing in tailoring their
offerings, enabling on-demand access to products
and services, and improving overall customer
experience. Yet, according to the survey, these
businesses face greater risks of disruption in their
value chains, the structure of their operating costs,
and the types of products they offer.

In all sectors, respondents report several areas of their businesses that are very

vulnerable to digital disruption.

Level of business area’s potential vulnerability to disruption, by industry, % net agree

Professional High tech/ Financial
services telecom services

Manual value
chain/operations

Operating-cost
structure

Bundling
Customer
subsidies

Customer-to-
customer access

Connected
products

Fulfillment lag

Demand
predictability

Market dynamics

Access

Customer
experience

'Consumer packaged goods.

McKinsey Global Surveys, 2021: Ayearin review

|
Low High
Public and Healthcare Auto and CPG'
social sectors and pharma assembly and retail




To meet new demands, companies technology capabilities during the pandemic,

are making digital and technology even as they cut resources from other parts of
investments across the business model the business. According to the survey results, the
One marker of technology’s increasing importance funding of digital and technology initiatives increased,
to both strategy and operations is that companies as did the numbers of full-time equivalents in digital
devoted more resources to their digital and and technology roles (Exhibit 4).

Exhibit 4
Spending on digital and technology increased during the pandemic, despite
belt-tightening elsewhere in the business.

Changes in business metrics, past year, % of respondents'

Funding of digital/
tech initiatives

Number of
FTEs?in digital/
tech roles

Increase Variable Total
costs Fixed number
costs of FTEs
Physical
footprint
No change

Decrease

.

43

43

'Respondents who answered “don’t know/not applicable” are not shown; n = 1,140.
2Full-time equivalents.
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Consistent with last year’s findings that executives  say their companies are looking to technology as a
have started to take a more strategic view of way to strategically differentiate themselves from
technology,® thinking of it as more than a mere cost  competitors (Exhibit 5).

driver, more than half of this year’s respondents

3 “How COVID-19 has pushed companies over the technology tipping point—and transformed business forever,” October 5, 2020,
McKinsey.com.

Exhibit 5

After the acceleration of digital adoption during the pandemic, a majority of
companies view technology capabilities as a strategic differentiator.

Level of ambition for organizations’ planned investments in digital and technology, % of respondents'

To become To differentiate
atech ourselves from
company? competitors
s IEEER
To keep To maintain
up with our current infrastructure
industry and capabilities

'Respondents who answered “don’t know/not applicable” are not shown; n = 1,140.
?That is, the organization’s core value proposition is based on the technology and data it produces.
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The highest-performing

companies made bolder investments
in technology and possess stronger
overall capabilities

We know from past research that bolder, at-scale
investments in technology are significantly more
likely to support a successful transformation
than those that are smaller in scope. To achieve
their ambitions, it’s critical that organizations
understand what it really means to differentiate
from others on their technology—especially
since “technology” and “digital” are such broad
terms and mean different things at different
organizations. So we asked respondents about

specific elements of technology that, based on our

experience and prior research, underpin successful
digital transformations and make up a company’s
technology endowment.* The results suggest a

clear link between the technology endowment and
economic outperformance (Exhibit 6). When looking
at the technology endowment’s individual capabilities
(the survey asked about 13 in total), the top-decile
economic performers are already significantly ahead
of their peers on nearly every one.? For example,
these respondents are nearly twice as likely as others
to say they fill key technology roles with high-quality
talentin atimely manner. At the same time, the results
confirm that even the top performers have room to
improve and strengthen their tech endowments.

4 For more on McKinsey’s thinking on strategic endowments, see “How to make the bold strategy moves that matter,” December 6, 2019,

McKinsey.com.

® Respondents who report increases of at least 15 percent in their companies’ revenue and in earnings before interest and taxes (EBIT) over the

past three years.

Exhibit 6

Top performers are already significantly ahead of their peers on almost all
elements of their technology endowment, making catching up a challenge.

Share of respondents who strongly agree with each statement, %

@ Top-decile economic performers’ @ All other respondents Top-decile
advantage,
% points
We have made well-informed decisions about cloud adoption and infrastructure, both public and private solutions +91
@ @ —
We have a common source of data that serves as the single source of truth across the organization +20
o— 0 —
We have moved key elements of our technology to a modern architecture +99
o @ —
We have sufficient cybersecurity to mitigate current risks and threats +6
o—0O —_
Tech resources are allocated via a clearly defined process that prioritizes the most strategically important efforts +16
® O —
We fill key technology roles with high-quality individuals in a timely manner +15
o—0 —
There is organization-wide clarity on the types of technology talent and leadership roles that are needed +0
@ — O —_
We have limited our tech debt? +13
o—0 —
0 25 50 75 100

'Respondents who report increases of at least 15% in their companies’ revenue and in earnings before interest and taxes (EBIT) over the past 3 years; n = 118.
°That is, the number of digital and technology projects, products, or services that were underengineered due to tight deadlines.
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Talent poses a perennial challenge to companies skill gaps (Exhibit 7). Top economic performers
that are transforming their business through digital  report a greater reliance in hiring new employees.

and technology—as many of our respondents At other companies, respondents report an equal
say their companies aim to do. As organizations focus on hiring and retraining their current people,
make their plans for filling critical talent gaps in and the two groups rely equally on partnering
technology, from the board to the front line, the or contracting.

results suggest that there is no silver bullet to filling

Exhibit 7

Top performers are more likely than their peers to fill talent gaps
through hiring.

How organizations are planning to fill talent gaps, % of respondents'

Hiring new talent

Training existing talent

Acquiring other companies
to recruit their talent

Partnering or contracting 19 19

Outsourcing 10

Top-decile Bottom-decile
economic performers  economic performers

'Respondents who answered “don’t know/not applicable” are not included in the analysis. For top-decile economic performers, n = 115; for bottom-decile
economic performers, n = 165.
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Catching up with the leaders (much less

that these organizations are more likely to invest

surpassing them) will be increasingly difficult, in talent, create new partnerships (including with
for the top economic performers have already competitors), and increase their R&D spending
taken more actions than peers to achieve their (Exhibit 8).

technology objectives. Their responses show

Exhibit 8

Compared with their peers, the top economic performers have been more likely

to invest in new partnerships, talent, and R&D.

How organizations have increased their digital and technology capabilities, past year, % of respondents

@ Top-decile economic performers @ All other respondents

Increased investment in technology and/or data foundations
o—0

Increased investment in talent (ie, acquisition, training)

Created new partnerships
® O

Implemented other organizational changes (eg, creation of agile teams, new roles )

Increased investment in change management
Reallocated best people toward digital and technology initiatives
Increased R&D spending

o—0

Created a dedicated innovation group
o—©@

Acquired new intellectual property
® O

Acquired new digital business(es)
«©
0 25 50 75

The new digital edge: Rethinking strategy for the postpandemic era

100

Top-decile
advantage,
% points

-

+12

+7

+7

+
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Top-decile performers have also taken a bolder larger share of their sales from products or
approach to innovation and now obtain a much services that didn’t exist one year ago (Exhibit 9).

Exhibit 9

Top economic performers have been more innovative than their peers during
the COVID-19 crisis.

Share of sales from products or services
that did not exist one year ago, %

~1.8x

M Top-decile economic performers'
H All other respondents?

n=91
°n =636.

What’s more, the top-decile performers are making  with technology, with some preparing to reinvent
more aggressive plans to differentiate themselves their value proposition altogether (Exhibit 10).

Exhibit 10

Looking ahead, top economic performers are planning to double down
on tech as a differentiator.

Level of ambition for organizations’ planned investments in digital and technology, % of respondents'

To become To differentiate Tokeepup To maintain
atech ourselves from with our current infrastructure
company* competitors industry and capabilities

Top-decile

o I KA
performers?

All other

'Respondents who answered “don’t know/not applicable” are not shown.

2n=118.

5n =1,022.

“That is, the organization’s core value proposition is based on the technology and data it produces.
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Tech-savvy leadership helped set top
performers apart—and will be even
more valuable in the future

Given technology’s growing importance to
business success, it's perhaps not surprising that

Exhibit 11

top performers are nearly twice as likely to have
technology leaders who actively shape overall
strategy (Exhibit 11). They’re also more likely

to give tech leaders a major role in innovation and
product development.

Effective digital- and technology-driven strategies require deep involvement

from technology leaders.

Share of respondents who strongly agree with each statement, %

Organization’s highest-
level tech leader plays a
central role in shaping
overall business strategy

-

- -

Despite the importance of involving technology
leadersin business decisions, it isn’t sufficient

for companies to have a single technology leader
responsible for driving a top-performing and digitally
enabled business strategy (Exhibit 12). We asked how
boards of directors, C-suite leaders, and business-
unit heads are engaging in technology. Respondents
at the top economic performers are nearly 2.5 times

Exhibit 12

M Top-decile economic performers

Technology leaders play a
central role in the company’s
innovations, whether they
are tech-related or not

M All other respondents

Product-management function
works closely with engineering/
technology leaders to define
our tech-enabled offerings

M-

100

likelier than bottom-decile companies to say seven

or more of these roles are leading the technology-
related thinking for their organizations. There are
even bigger differences at organizations with a top-
decile technology endowment: those respondents
are more than 7.0 times likelier than the bottom decile
toreport at least seven tech-savvy leaders.

Organizations with tech-savvy leadership teams significantly outperformed
their peers in their ability to build top-performing tech endowments.

Number of tech-savvy company leaders,' % of respondents

Top-decile
tech-endowed companies?

Oto2 3to4 5to 6 7t09
members

Note: Figures may not sum to 100%, because of rounding.

Bottom-decile
tech-endowed companies?®

Oto?2
members

H =

3to4 5to6 7109

"That is, company leaders who are industry leaders in finding ways to apply new technologies or who consistently identify how new technologies could change or

transform the business and lead the implementation of these technologies.

2Companies with a top-decile technology endowment are those where respondents strongly agreed with at least 7 statements (out of 13 total) about the role of
technology in their organizations’ strategies and the overall role of technology in their organizations; n = 157.

3Companies with a bottom-decile technology endowment are those where respondents did not strongly agree with any statements (out of 13 total) about the role
of technology in their organizations’ strategies and the overall role of technology in their organizations; n = 377.
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The importance of digital poses a challenge

for company leaders: few are used to engaging
with technology, even as it is transforming the
requirements of nearly every role and becoming
part of everyone’s job (Exhibit 13). Boards are being
asked to communicate to the market about their
organization’s investments in digital technologies
and how that will enable them to keep pace with
competitors. Chief human-resources officers need
to not only hire new types of talent but also address
questions about artificial intelligence’s role in
changing the types and numbers of people their

business requires.® CFOs need to

make larger and faster decisions on investments
in digital technologies and, in many cases,
spearhead the acquisition of digital companies.
Yet according to the survey, the majority of
current leaders lack the knowledge or experience
to pioneer ways to apply new technologies or
consistently identify how new technologies can
transform their business. They need to become
technology “leaders”—rather than “enablers”” or
“obstructors”®—at their respective organizations.

8 For more information, see “The future of work after COVID-19,” McKinsey Global Institute, February 18, 2021, on McKinsey.com.
" That is, company leaders who respond in a well-informed manner when others raise decisions related to technology.
8 That is, company leaders who respond sporadically and not always in a well-informed manner in technology-related discussions or who are not

engaged at all in technology-related discussions.

Exhibit 13

Across the leadership team, the call to become more tech savvy is urgent—even
for roles that have typically engaged very little with technology.

Level of engagement by role, % of respondents'

CIO CEO Head of  Business- COO0 Chief CFO Board of Chief
or CTO® strategy unit digital directors  human-
leaders officer resources
officer
Leader? ——
(ie, leads and
shapes thinking
on technology) I
Enabler®
(ie, participates
helpfully on
technology) —— | 19 8h 23 37 31 15 40 8h Sl
Obstructor* — n
(ie, participates 13
unhelpfully on
technology) 17 01

"Respondents who answered “don’t know” are not shown; n = 1,140.

14
8 33 36

°That is, company leaders who are industry leaders in finding ways to apply new technologies or consistently identify how new technologies could change or

transform the business and lead the implementation of these technologies.

SThat is, company leaders who respond in a well-informed manner when others raise technology-related decisions.
“That is, company leaders who respond sporadically and not always in a well-informed manner in technology-related discussions or are not engaged at all in

technology-related discussions.
°Chief information officer or chief technology officer.
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The time is now for companies to
make bold investments in technology
and capabilities that will equip their
businesses to outperform others.

Looking ahead their technology endowments. Our survey

The corporate recovery from the COVID-19 results confirm not only that a strong technology
crisis will involve permanent changes to many foundation is critical but also that leading
dimensions of an organization: the pace at which companies are far ahead of competitors in building
it conducts its business, the very nature of that theirs. For everyone else, the time is now to make
business’s value proposition, and the talent, bold investments in technology and capabilities
capabilities, and leadership that are necessary that will equip their businesses to outperform

for success. With digital and technology-driven others in a rapidly evolving landscape.®

disruptions creating a winner-takes-all dynamic
in more and more industries, only a small subset
of organizations is likely to thrive—and even these
companies have much more room to strengthen

9 Chris Bradley, Martin Hirt, and Sven Smit, “Strategy to beat the odds,” McKinsey Quarterly, February 13,2018, McKinsey.com.

The contributors to the development and analysis of this survey include Jeff Galvin, a senior partner in McKinsey’s Tokyo office;
Laura LaBerge, a director of capabilities for digital strategy in the Stamford office; and Evan Williams, an associate partnerin
the Sydney office.

Copyright © 2021 McKinsey & Company. All rights reserved.
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Strategy for a digital world

A winning digital strategy requires new twists on familiar moves.

by Simon Blackburn, Jeff Galvin, Laura LaBerge, and Evan Williams
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By accelerating digital adoption, the COVID-19
pandemic has widened the gap between the top
and bottom companies on the power curve of
economic profit,'amplifying winner-takes-most
dynamics and further separating digital leaders
from also-rans. Competitive differentiation, now
more than ever, emerges from superior digital
capabilities and technology endowment, more
agile delivery, and a progressively more tech-
savvy C-suite.

Digital’s ascendancy is visible not only in the
dominance of hyperscale tech companies but in
the success of non-digital-native companies such
as John Deere, Goldman Sachs, BHP, Disney, and
Bosch, among others. These companies have
invested heavily in new digitally enabled strategies
and business models. Not only did they enter the

pandemic with bigger technology endowments?
than their peers—they continued to outspend them
on digital technology as the pandemic went along.

Legacy companies looking to make comparable
performance improvements should start by
revisiting the classic strategy moves that,
individually and in combination, have been proven
to jump companies up the power curve of economic
profit.> By adapting these classic strategies in
sometimes counterintuitive ways, companies

can build a winning strategy in an era of digital
disruption (Exhibit 1). This article sets out a road
map for doing so.

" Economic profit—the total profit after the cost of capital is subtracted—measures the success of a company in beating the market. Plotting
each company’s average economic profit reveals a power curve showing that while most companies effectively earn their cost of capital, only a
few companies, all of them in the top quintile of the distribution, generate significant economic value.

2 Technology endowment refers to the sum of a company’s overall digital technology capabilities, talent, leadership, and resources.

8 Using empirical research, our colleagues described five “big moves” that enabled companies to outperform on the power curve of economic

profit; see Chris Bradley, Martin Hirt, and Sven Smit, Strategy Beyond the Hockey Stick: People, Probabilities, and Big Moves to Beat the Odds,
Hoboken, NJ: John Wiley & Sons, 2018. Further research since then suggests the shape and magnitude of these moves may be changing in
response to a more digital and tech-enabled world.

Exhibit 1

Digital strategy is changing the big moves that drive companies to outperform
their competitors.

Big moves

Differentiation
improvement

Productivity
improvement

Capital
expenditure

Resource
reallocation

Mergers,
acquisitions, and
divestments

What worked in the past 10 years

A company’s average gross margin
must exceed its industry’s by 30%
over 10 years

SG&A! activity relative to industry in
top 20% of companies; labor relative
to industry in top 30% of companies

Maintaining a ratio of capital expenses
to sales in excess of 1.7 times the
industry median for at least 10 years

Shifting >50% of capital spending
across different business units
over 10 years

Series of smaller deals amounting

to >30% of market capitalization

over 10 years; no deal >30% of market
capitalization

'Selling, general, and administrative.

How technology and digital are changing the game

Most companies must differentiate by delivering new
digital products, services, and experiences faster than
competitors and capturing winner-takes-most dynamics

The bar for cost performance is lean greenfield
attackers instead of the most efficient incumbent peer

Companies are either investing big in differentiating
tech assets or going “capital light”

Because digital is shifting value pools more rapidly,
companies must reallocate resources at a faster pace
to ensure they are aligned with tailwinds and growth

Companies are anchoring on a single large digital
acquisition to leapfrog their digital capabilities and
culture before embarking on programmatic M&A

Source: Corporate Performance Analytics by McKinsey; McKinsey analysis
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Drive differentiation with technology
and digital

The first of these classic moves describes the
business-model innovations and pricing advantages
that improve a company’s gross margin. To jump into
the top quintile of performance on the power curve
of economic profit, your gross margin needs to reach
the top 30 percent in your industry over a ten-year
period. As digital technology becomes ever more
important, the sources of these innovations and
advantages are now shifting from traditional sweet
spotsinto less familiar terrain, such as using digital
technology to innovate products, services, and
business models.

John Deere, for example, now differentiates
through an Internet of Things (IoT) ecosystem that
provides digital services to customers, enhancing
the value delivered to customers by its machinery.
Carmakers were previously differentiated, in part,
by the quality of their combustion engines. But

as cars continue morphing into “computers on
wheels,” automakers are looking to differentiate
through software, which has traditionally been
outside their core competence. No wonder they
are looking to quadruple hiring for automotive-
software developers.

These new sources of differentiation are not lost
on executives, most of whom realize that digital

Exhibit 2

technology is a strategically vital competitive
differentiator, not just for business-model innovation
but for productivity, cost excellence, and other
objectives (Exhibit 2).

In some cases, differentiation will mean getting
software into the core of your business model and
go-to-market approach. Other times, it will require
building new digital platforms inside the confines
of traditional legacy corporations, as financial-
services giant Allianz succeeded in doing with
Allianz Direct—a direct-to-consumer auto-and-
home-insurance business served on a single digital
platform across multiple European markets.

In still other cases, differentiation may require looking
beyond the boundaries of the organization to digitally
enabled ecosystems with interconnected services
that fulfill a variety of users’ cross-sectoral needs

in one integrated experience. For instance, new
entrants in the housing market—such as the United
Kingdom’s ZPG or Zillow in the United States—are
looking to create end-to-end ecosystems spanning
search, property comparisons, mortgage shopping,
household moving, phone and cable company
reconnections, and access to home-improvement
professionals. Kakao and WeChat are looking to do
the same, in South Korea and China, respectively. We
see evidence of both incumbents and tech companies
looking to develop ecosystem plays across traditional
industry boundaries in a broad range of sectors.

Top performers plan to double down on tech

Level of ambition for organizations’ planned investments in digital and technology,

% of respondents'

To become To differentiate Tokeepup To maintain current
atech ourselves from with our infrastructure
company* competitors industry and capabilities

Top-decile ‘ ‘ ‘ ‘
o

performers?

All other

Note: Figures may not sum to 100%, because of rounding.

'Respondents who answered “don’t know/not applicable” are not shown.

°N =118,
SN =1,022.

“That is, the organization’s core value proposition is based on the technology and data it produces.
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Drive digital productivity from both
inputs and outputs

The second classic move relates to productivity.

Our 2018 research showed that jumping into the top
quintile of performance, or staying there, required a
productivity improvement rate in selling, general, and
administrative (SG&A) activity in the top 20 percent of
the companies in your industry over a ten-year period,
and an overall labor productivity improvement rate in
the top 30 percent.

Digital disruption—for example, the ability of
smaller players to leverage the public cloud and
access large-scale data sets—is now changing the
math on productivity in many industries. Consider
how the data-driven automation of insurance-claim
filing has, in some instances, reduced costs by as
much as 70 percent in that industry. Across the
board, executive teams should now assume the
productivity bar has shifted from the leanest of
theirincumbent peers to that of greenfield,
digital-native attackers boasting a high degree

of digitization, straight-through processing, and
largely variable cost bases.

As they look to meet this new bar, legacy
companies may find that remote working and the
mass migration to digital channels has helped
them discover unexpected savings from cheaper
customer interactions and—in some cases—the
ability to let go of real estate as they shift toward
hybrid working. Companies have also accelerated
their tech enablement by moving toward agile
operating models across the organization; by
automating the cloud-based provisioning of
infrastructure and delivery of applications; and
by using Al to optimize retail footprints and sales
forces, among other examples.

Automation, for example, is becoming increasingly
prevalent, with rapid advances since the early

days of industrial applications and robotic process
automation. For instance, several US grocery stores
took advantage of the pandemic-driven surge

in sales and the need to decrease the number of
people in store at a given time to invest in robots
that helped clean floors and shelve inventory—
investments that could provide these grocers
longer-term cost savings. We see this happeningin
B2B as well, for example, with Schneider Electric’s
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acquisition of industrial-automation provider
ProLeiT, and Microsoft’s acquisition of a software
robotic-automation platform.

Of course, productivity gains aren’t all about
cutting costs. Productivity improvements from
technology investments also arise through
innovation. High average productivity, after

all, comes about through some combination of
producing the same or more output for less input,
or higher output from the same or fewer inputs.
Digital winners typically rely on hyperscalable
software-based business models that can rapidly
scale up the number of users and revenue with only
minimal changes to the underlying cost structure.

Invest smart in the tech that

sets you apart

Effective capital spending is another of the classic
strategies companies have used to jump up (or
remain at the top of) the power curve of economic
profit. Top-quintile companies on that curve have
boasted aratio of capital expenses to sales in
excess of 1.7 times the industry median for at least
ten years. But strong capital programs make sense
only when companies have the foundations for
profitable growth in place, and in the presence

of underlying demand for the additional capacity
capital programs generate. Absent these,
companies risk accelerating projects that destroy
value rather than create it.

As technology and digital become increasingly
important enablers for business-model innovation
and productivity improvement, companies that
outperform their peers are focusing more of their
capital investment on technology and digital
assets. This proved even more true during the
pandemic, as further clarity about where and how
best to invest in technology also emerged. Top
economic performers entered the crisis ahead

of their peers on technology spending, and out-
invested them during the course of the pandemic—
particularly with regard to talent, building new
partnerships, and investing in R&D.

The pandemic has made clear that, while you

may still need to out-invest peers to win, where
you direct that investment and who you consider
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“peers” when evaluating that level of investment
may vary according to how you are seeking to
differentiate. For example, one of the biggest
differentiators in tech has been the emergence

of hyperscale platforms with winner-takes-most
economics. It is not surprising, therefore, that the
biggest winners during the pandemic (in terms

of stock market performance), including both
established hyperscale-technology players as well
as fast-growing players such as Zoom and Square,
have invested in these technology platforms.

For most companies, though, aspiring to own a
global-scale technology platform may prove a
less-than-viable pathway. So while the increasing
emphasis of your capital investment should be on
digital and technology assets, be sure to focus it on
investments that provide not only a clear source of
differentiation but also a winnable one. In the world
of payments, for example, even large regional
banks—which have traditionally enjoyed the
resources to out-invest their local peers—are now
seeing their investment in payments products and
technology dwarfed by global payments platforms
like PayPal.

It can still be possible for local or regional
incumbents to own critical elements of a future
software-enabled business model or technology-
platform landscape, but they’ll need to be all the
more selective about where to play, focusing on
those elements for which local factors are crucial,
and which are more difficult for global technology
players to replicate. For example, Walmart
operates the third largest online marketplace

in the United States but still trails more global
players (and digital natives), such as Amazon

and eBay, by some distance. As it seeks to close
the gap, Walmart can leverage its huge physical
store network to attract vendors wanting to

offer customers in-store pickup and returns and
shorter delivery windows. Other local incumbents
have shown that partnerships across industry
players can enable them to shape key technology
platforms to compete with global tech companies.
Nordic banks, for example, have partnered to
create instant-payment platforms that have helped
them defend their share of consumer payments in
the face of global tech entrants.
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At the same time, the emergence of global-scale
technology platforms makes it easier for
subscale or local players to compete. A growing
number of companies are leveraging these
platforms to build and deliver new software-
enabled business models of their own by
accessing world-class technology solutions via
standardized, cloud-based, third-party solutions.
For example, cloud computing relieves smaller
companies of the need to invest in the fixed costs
of data centers. Now, even the smallest start-up
can access the computing power and storage of
Google, Microsoft, or Amazon. In so doing, they
reduce capital investment in less-differentiating
areas and invest instead in the technology
assets and capabilities that provide an edge over
competitors—and through which they have the
ability (and sufficient scale) to be distinctive.

One bank began spending smarter during the
pandemic by deploying agile teams to stand

up minimum viable solutions to challenges in
digitization and technology infrastructure. Rather
than shelling out hundreds of millions of dollars
to replace core technology systems (such as

the systems of record that track loans and other
transactions), the bank wrote a bit of code into its
new cloud stack to digitize (and automate) data
capture around credit risk factors, and combined
that minimally viable product with an agile team
connecting bankers with risk and compliance
specialists. The approach yielded faster, better
decisions at a fraction of the cost and time—all
while transforming the customer experience.
Working smarter avoided (or at least deferred)
amassive spend on underlying core systems,
enabling the bank to redirect these funds into
more productive investments, such as an Al-based
credit-decisioning algorithm that lowers credit risk
while improving customer experiences.

Building a new digital business or fully revolutionizing
an existing one is hard, and the pitfalls are many: it
can be easy to waste money in digital and technology
if leaders are not sufficiently informed regarding their
business’s value drivers. A thorough assessment

can help companies examine their own technology
spending relative to peers, the better to understand
where they might need to modernize IT operations to
support accelerated digital strategy. A case in point



Tech-enabled leadership

Outperforming through digital requires

a high level of tech savvy, not just from
technology leaders within the organization
but from the entire leadership team.
Responsibility cannot fall solely on chief
information officers (ClOs) and chief data
officers (CDOs). Business-unit leaders

and COOs are increasingly being asked to
make tough trade-offs between technology
and other types of investments. Executive

Exhibit

boards, for their part, now need a broader

technology fluency across all board-level

decisions, rather than simply a single, siloed
“tech expert” board member.

Yet, as of today, too few company leaders
have engaged deeply with technology, even
as it transforms the requirements of nearly
every role and becomes part of everyone’s
job (exhibit). Without a deeper understaning

of the critical intersection points between
their business and the promise of new
technologies, executives and board
members may struggle.

Across the leadership team, the call to become more tech savvy is urgent—even for roles that
have typically engaged very little with technology.

Level of engagement, by role, % of respondents'

CIO CEO Head of Business- COO Chief
or CTO® strategy unit digital
leaders officer
Leader? 59 45 38
(ie, leads and 45 40
shapes thinking 46
on technology)
Enabler®
(ie, participates
helpfully on
technology) 19 85 23 37 31 15
Obstructor*

(ie, participates
unhelpfully on
technology)

'Respondents who answered “don’t know” are not shown; n = 1,140.
That is, company leaders who are industry leaders in finding ways to apply new technologies or consistently identify how new
technologies could change or transform the business and lead the implementation of these technologies.

That is, company leaders who respond in a well-informed manner when others raise technology-related decisions.

“That is, company leaders who respond sporadically and not always in a well-informed manner in technology-related discussions
or are not engaged at all in technology-related discussions.
5Chief information officer or chief technology officer.
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CFO

40

25

Board of Chief
directors human-
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officer
22
17
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is the cloud. McKinsey analysis shows that almost
allindustries across the Fortune 500 show potential
for an average rise in earnings before interest, taxes,
depreciation, and amortization (EBITDA) of more
than 20 percent from the cloud, but an overly narrow
view of the value the cloud can generate often keeps
companies from making decisions that deliver the
benefits that are possible. For example, blindly
migrating workloads to the cloud in the anticipation
of cost savings instead of thoughtfully deploying

the cloud to enable innovation and differentiation at
pace has contributed to 30 percent of companies
reporting that much of their cloud spending currently
goes to waste. Paradoxes like this further highlight
the importance of achieving technology fluency
throughout the top team (see sidebar “Tech-enabled
leadership”).

Lastly, given the rapid pace of change, a nimble
approach to investmentis also important. Agile,
stage-gated investment practices help ensure
spending gets committed on a performance basis
and quickly reallocated if initial hypotheses don’t
bear outin the market.

Reallocate resources at digital speed
The link between active resource reallocation

and value creation is well established: McKinsey
research has shown that companies shifting
more than 50 percent of their capital spending
across their businesses over ten years created 50
percent more value than counterparts that moved
resources at a slower pace. Dynamic resource
allocation shifts money, talent, and management
attention to where they will deliver the most value
to your company.

But now companies need to reallocate resources
at an even faster pace. What was considered
best-in-class speed for most business practices

in 2018 is now slower than average—thanks to the
massive technology acceleration that has occurred
since early 2020. Companies with the strongest
technology endowments are moving at an even
faster pace.

This effect was visible during the COVID-19 crisis

as companies stood up working solutions for big
changes, such as remote working, migration to the
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cloud, or last-mile delivery, all of which required
rapid, dynamic resourcing to support innovative
changes carried out in a matter of days or weeks
rather than the one to two years most companies
had previously thought necessary (Exhibit 3). As
aptly stated by Microsoft CEO Satya Nadellain

a 2020 quarterly earnings call, “We've seen two
years’ worth of digital transformation in

two months.”

At many companies, an effective response to the
pandemic required reallocating capital and talent
toward digital, even when other parts of the business
were seeing broader cost reductions. These trends
might not continue at the frenetic pace of the
pandemic, but they are unlikely to return to precrisis
norms, especially as barriers to improvisation and
experimentation fall, along with the associated
stigma of “failing fast.” Fortunately, you don’t need to
predict the future when shifting resources. You just
need to read the present moment better than your
competitors and respond dynamically.

Get digital M&A right

Differentiating through digital technology
requires having the right capabilities, culture,

and infrastructure. But companies can struggle

to build these organically at sufficient scale and
speed. That’s one reason many companies instead
look to acquire digital assets, skills, and talent
through digital M&A (defined as the acquisition of
a company with predominantly digital capabilities
and revenue streams). Companies need broader
exposure to the tailwinds of digital technology, and
digital is thus often a predominant focus of their
M&A activity.

But what is the right approach to digital
acquisition? Across most M&A strategies, evidence
shows that a programmatic approach (the steady
acquisition of multiple smaller targets in a focused
fashion over an extended time horizon) is the most
effective one for companies hoping to jump up the
power curve of economic profit. But programmatic
M&A may not always be the best bet for digital
leapfrogging—initially, at least. Our research indicates
that the early acquisition of a “digital unicorn” (defined
as asingle deal worth at least $1billion) has been a
significant differentiator for total shareholder returns



Exhibit 3

The pandemic showed what organizations can achieve when the leadership and

full organization commit to act.

Time required to respond to or implement changes, pre-COVID-19 estimate vs actual,

number of days

Increase in remote working
and/or collaboration

Pre-COVID-19 estimate  Actual

(TSR) for big incumbent companies in the past ten
years (Exhibit 4), even though this runs counter to
what traditional programmatic M&A approaches
would suggest.

Why make a big acquisition in the digital space
when this strategy has typically been less effective
for nondigital acquisitions? Because integrating
many smaller tech companies, as would be
required by the programmatic approach to M&A,
can be much harder than integrating smaller,
nondigital companies. The difficulties have to do
with culture, talent, and infrastructure. Emulating
the culture of a digital native (whether Amazon’s
famous “customer obsession,” Netflix’s “no rules
rules,” or the rapid product-development cycles
typical in a native software company) can be
challenging for large incumbent organizations
that have strong existing cultures, as well as more
structural-process and decision-making barriers
to operating like a digital native.

Culture is a sticking point in any postmerger
integration, of course, but even more so when
incumbents buy technology companies with the
hope of shifting their own culture toward that

of a digital native with new talent and ways of
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Increasing migration
of assets to the cloud

Pre-COVID-19 estimate

Increasing use of advanced
technologies in operations

Actual Pre-COVID-19 estimate Actual

working. Typically, there is a mismatch between the
incoming talent and the cultural behaviors of the
acquirer. This makes the traditional programmatic
M&A approach, with its series of smaller deals,
more difficult to pull off. If each deal is below
critical mass for shifting the culture and ways of
working of the combined organization, the smaller
acquisitions can have a tendency to die on the vine
once they are bought by corporate behemoths.
Critical talent can be lost when individuals
accustomed to more freewheeling cultures find
themselves in more traditional organizations.

And when talent walks, the culture the incumbent
had hoped might be a transformative catalyst
leaves with it.

Furthermore, when it comes to organizational culture,
every tech company is different. Incumbents that
start off buying many small tech companies often end
up with a piecemeal approach to integrating multiple
unfamiliar cultures—cultures that may clash with not
only the incumbent company culture but also that of
the incumbents’ other acquisitions.

These pitfalls seem less prevalent when

incumbents acquire a large enough source of
tech-friendly talent and culture up front. The
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Exhibit 4

Companies that acquired a
digital unicorn outperformed those
that did not.

Median excess total shareholder returns
(TSR), by number of digital deals,’ 2009-18, %

Bought Did digital Did not
digital unicorn M&A; did do digital
(deal value not buy M&A

>$1 billion) digital unicorn
n=>50 n=472 n=1,083

'The difference between a company’s TSR compared with the
median TSR of companies in the same industry (based on
Global Industry Classification Standard industry level 2).
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sheer number of people that arrive with a big
acquisition have an easier time protecting their
culture and influencing their new parent company’s
established culture and operating model without
being suffocated in the process (see sidebar
“Making big-bang acquisitions work”).

There’s still another reason it may make sense

for legacy companies to consider buying a digital
unicorn: the need for well-integrated and coherent
technology road maps and fit-for-purpose
infrastructure to help transform entire business
domains within their companies, not merely deliver
individual use cases. To get there quickly, it often
makes sense to acquire the needed infrastructure
all in one go, rather than trying to integrate

smaller acquisitions, each with varying technology
platforms that can be made interoperable only
after the fact.

Of course, a big acquisition isn’t always the right
answer, and a large digital acquisition doesn’t
magically modernize your technology function
or the tech stack it relies on. The best tech
transformations occur in organizations that tackle
multiple interdependent elements spanning the
technology function’s role, delivery model, and
core systems—all with a properly sequenced
migration path. In this modernization process, a
new acquisition, which might often bring a more
cloud-enabled technology stack, sometimes
provides a lifeboat, so to speak, that helps
companies transition from outdated tech stacks
toward the more nimble cloud-enabled stacks
they need.

That said, once an incumbent company has acquired
and successfully assimilated a digital unicorn—and
made the necessary shifts in culture, ways of working,
and technology architecture—the advantages of
taking a more programmatic approach to smaller
acquisitions resurface. The organization is now ina
fit state to pursue a more traditional M&A approach.
In sum, companies looking for a better foothold in
digital should consider whether it is best to make a
larger acquisition up front to achieve a step change in
culture, talent, and technology infrastructure before
moving to a more programmatic approach thereafter.



Making big-bang acquisitions work

What about the risks that come with
big-bang acquisitions like buying a digital
unicorn? Here are some steps to make
these large bets less daunting.

1. Clarify your intent

Clearly defining your strategic rationale

in the context of a specific acquisition
target helps ensure your big purchase will
prove as relevant to your existing busi-
ness as possible. Is your acquisition aimed
at plugging a capability gap? Expanding
your reach and relevance? Changing your
company’s DNA, including how and where
you compete? Any of these objectives, or
some mix of them, might be the primary
rationale for a big acquisition.

Many companies, stunned by how quickly digital
technology moved center stage during the
pandemic, have scrambled toward rapid digital
transformations. We'd be the last to discourage

2. Perform your technology

due diligence

Some companies, in our experience,
perform less technology diligence on
acquisitions costing hundreds of millions
of dollars than they do on internal pilot
programs that cost a fraction of that.
Performing deeper and broader technology
diligence will help you understand how the
acquisition target’s different technology
capabilities, systems, and platforms might
interact (or not) with one another and those
of your own company.

3. Integrate thoughtfully and quickly
Not only will you want a detailed integration
plan with a specific eye toward technical
talent retention and existing customer
relations, you'll want to execute against it
quickly and thoughtfully. Speed matters
with any acquisition but all the more so with
digital ones, since their products often sit
adjacent to other products in an acquirer’s

this urgency. But companies should also step
back to reassess their strategies thoroughly
and carefully in the light of digital disruption and

portfolio. Any significant delay carries
increased risk to the synergies built into
the purchase price. Furthermore, acquirers
that take too long to integrate their
purchase sometimes miss the opportunity
to transform their organizational culture in
time to prevent newly acquired talent from
walking out the door. Slow movers

also risk migrating too gradually to their
new tech stack. Instead, they end up with
two parallel stacks operating side by side
at great cost—and with considerable
confusion to users.

4. Create a digital M&A playbook

For both a big initial acquisition and more
programmatic ones thereafter, you'll want
an operating model for digital M&A. Your
goals are to establish strong governance
and accountability; design clear roles and
assign them to the right people, along with
the right tools; build your capabilities and
reputation as an acquirer; and create a
compelling narrative for investors.

digital opportunities. The fundamental strategic
principles still apply—as do the bold moves proven
to boost corporate performance—provided you
keep a close eye on how digital is reshaping them.

Simon Blackburn is a senior partner in McKinsey’s Sydney office, where Evan Williams is an associate partner; Jeff Galvinis a
senior partner in the Tokyo office; and Laura LaBerge is director of capabilities, McKinsey Digital, in the Stamford office.
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How boards have risen to
the COVID-19 challenge,
and what’s next

According to a new survey, the COVID-19 crisis has accelerated operational
changes and stronger collaboration between directors
and management that are key to a board’s success.

McKinsey Global Surveys, 2021: Ayearin review



For more than ayear, the COVID-19 pandemic has
disrupted and challenged organizations, lives, and
livelihoods across the globe. The results from a
recent McKinsey Global Survey of more than 800
board directors and executives confirm that while
overall corporate performance has suffered during
this time, boards were quick to rise to the challenge
of navigating a global public-health and economic
crisis.! That is especially true with regard to how
boards operate; after many years of reports of only
minimal improvements in how they work and their
overall effectiveness,? the latest results suggest that
the pandemic has triggered new and improved ways
of working that may outlast the pandemic.

One such improvement is the collaboration

between the board and management, which in

many organizations has increased significantly
during the crisis. Boards have also implemented

new structures and processes, become more
flexible in their agenda setting, doubled down on
strategy, focused on corporate resilience, and, at the
director level, committed more time to board-related
work. Whether these changes—in particular, a more
seamless relationship between the board and the
management team—will remain after the pandemic
is not fully clear. But when we look at the responses
from boards that were most adaptable and effective
in helping their organizations navigate the crisis, a
few lessons emerge for what boards should do to
maintain the positive momentum.

Boards before the pandemic

Our survey results from just before the COVID-19
crisis suggest the extent to which the pandemic
caught organizations—and their boards—off guard.
A few months before the initial outbreak in China,
less than half of all respondents in our 2019 survey
said that corporate resilience (for example, the
ability to manage a downturn) was on their current
board agenda.®

And in 2019, only one-fifth believed that a lack of
corporate resilience was a significant challenge for
their organizations. Among respondents who said
resilience was a challenge, nearly half said their
boards were unprepared to manage it (Exhibit 1).

Our latest survey asked about the most significant
operational challenges facing boards when the
crisis began, and directors tend to say that their
own boards had few established processes in place
to guide them during the pandemic’s early days
(Exhibit 2). After the lack of in-person interactions
and difficulty with remote-working tools, the most
common challenges—a lack of crisis-management
processes, the blurring of roles between the board
and management team, and a lack of relevant
capabilities within the board—suggest there were
some early challenges to adapting the board’s
operations in a crisis environment.

At the same time, this environment created a unique
opportunity for board directors to step up their
game and provide critically needed guidance to
their organizations by adapting decision-making
processes and lending their crisis-management
experience while in some cases also battling for the
company’s survival.* And the survey results suggest
they have done just that.

Boards responded to the crisis—

and quickly

According to the survey, boards have largely
answered the call to help their organizations govern
through crisis. To start, directors increased their
overall time commitment. Between 2019 to 2020,
respondents report a nearly 20 percent increase in
the average number of days spent on board work,
and they expect to increase their time spent even
further between 2020 and 2021. Among directors
who say their boards have been very effective at
helping the organization respond to the crisis, they

" The online survey was in the field from September 16—25, 2020, and garnered responses from 846 participants representing the full range
of regions, industries, company sizes, and board roles; of them, 417 were board directors and 429 were C-level executives. To adjust for
differencesin response rates, we weighted the data by the contribution of each respondent’s nation to global GDP.

2 “Governance since the economic crisis,” July 1, 2011, McKinsey.com; “Improving board governance,” August 1, 2013, McKinsey.com; “Toward a
value-creating board,” February 1,2016, McKinsey.com; “A time for boards to act,” March 26, 2018, McKinsey.com.

3 The 2019 online survey was in the field from August 1-16, 2019, and garnered responses from 1,304 participants; of them, 1,041 were board

directors and 263 were C-level executives.

#Martin Hirt, Celia Huber, Frithjof Lund, and Nina Spielmann, “Boards in the time of coronavirus,” April 16, 2020, McKinsey.com.
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Exhibit 1

In 2019, corporate resilience ranked low on the board agenda—and for boards
that saw it as a challenge, few were prepared to manage it.

Topics on the board’s 2019 agenda,' % of respondents

77
61 59
57 54 54
46 44
| | | | | | | |
Innovation  Technological Organization’s  Workforce-  Organization’s Changing Disruptive Corporate
and growth trends culture capability purpose customer business resilience
needs behavior models
How prepared boards were in 2019 to manage a lack of corporate resilience within their
organizations,? % of respondents
Very Very
unprepared Somewhat unprepared Neutral Somewhat prepared prepared
8 /1 12 35 B

'Out of 15 agenda topics that were offered as answer choices.

2Question was asked only of respondents who identified “lack of corporate resilience” as a significant challenge that their organizations were facing; it was cited
by 22%. Respondents who answered “don’t know/not applicable” are not shown, so figures do not sum to 100%.

Exhibit 2

At the start of the pandemic, boards had few established processes in place to

guide them.

Most significant operational challenges for boards when the COVID-19 crisis began,! % of respondents

Lack of in-person Difficulty with
interactions and/or remote-working
discussion among tools and

board members technologies
56 32

Lack of
crisis-management
processes
within the board
24

Blurring of
roles between the
board and senior-
management team

23

'Out of 11 challenges that were offered as answer choices. Question was asked only of board members, n = 417.
°For example, digital expertise, transformation experience, crisis-management skills.
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Lack of
relevant
capabilities?
within the board
21



already spent significantly more time than others
precrisis—and now report much greater increases in
their time spent on board work (Exhibit 3).

Implementing new structures and processes
Besides the increased time investment, the results
suggest that nearly all boards made at least one
change to their operating models to better manage
the crisis (Exhibit 4). The most common change has
been structural: investing in technology and tools to
enable more digital collaboration and establishing
ad hoc crisis committees. After that, directors

most often cite changes to the ways that boards
and management teams work together and the
flexibility of their agendas. Among the least common
changes so far have been to board composition—
though perhaps not surprisingly, since adjusting the
diversity of skills, demographics, or geographies

Exhibit 3

represented on a board is a more complex change
to make than others and also requires shareholder
approval (see sidebar, “How to diversify your board
of directors”).

Strengthening collaboration with management
According to the results, the pandemic appears to
have triggered changes that, in past surveys, board
directors cited as the best ways to improve their
collaboration with senior management as well as

the effectiveness of board meetings. In our 2019
survey, more than half of all respondents said that
more constructive boardroom discussions between
the board and senior-management team would most
effectively improve their collaboration.

Indeed, better discussions and collaboration
between the board and management team are

Directors have increased their overall time spent on board work, especially
those reporting a ‘very effective’ response to the crisis.

Days per year board 40
directors have spent
on board work,’
number of days
30

./.—.

20

2019

2020

Respondents who rate their boards as
“very effective” at helping the organization
respond to COVID-19, n =134

All other respondents, n = 539

2021
(Expected)

"Including board and committee meetings, preparation, training, and informal contact with the organization.
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Exhibit 4

Nearly all boards made at least one change to their operating models to
manage the crisis.

Changes made by the board since the COVID-19 crisis began,' % of respondents

Structural changes

Invested in technology and/or tools to enable
more digital collaboration

IS
a

Established an ad hoc crisis-management
committee

Implemented new crisis-management
processes

N

Significantly increased the responsibilities
of its standing board committees

>

Created new board
committee(s)?

Process changes

Increased the frequency of interaction between
the board and management between meetings
Increased flexibility in the board’s

agenda

Included strategy as a topic on every board
meeting’s agenda

Implemented changes to existing board
processes

w
~

Strengthening collaboration

Strengthened collaboration between the board
and senior-management team

w

Strengthened collaboration between the board
chair and CEO

Realigned the board and management team around
a shared vision for the company’s future

N
w

Realigned responsibilities between the board and
senior-management team

—

Improved team dynamics among members of
the board

(e¢]

Adjusting board composition

Increased the diversity of the board’s skills
and/or capabilities

! ;N
-
©
N
) = o
N
& w W
2 | S

Increased the board’s demographic and/or
geographic diversity

'Question was asked only of board directors, n = 417; respondents who answered “none of the above” (8%) or “don’t know” (1%) are not shown.
?That is, other than the ad hoc crisis-management committee.

Directors have largely stepped up
during the pandemic, improving
collaboration, implementing new
processes, focusing on resilience, and
spending more time on board work.
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How to diversify your board of directors

At least in the near to mid term, we
expect that most boards will continue

to maintain a hybrid approach to their
meetings, which loosens the requirement
for directors to travel on-site for each
meeting. The newly gained comfort with
remote meetings—and evidence that they
can be run well virtually—opens up a much
larger pool of talented potential directors
with relevant experience and insights
that are in line with the strategic needs of

a corporation (for example, geographic
diversity) even if they are far removed
from a company’s geographic headquar-
ters. These changing norms for meetings
also give many boards the opportunity to
diversify in several ways beyond geogra-
phy—including social criteria and indus-
try or topic-area expertise. We would
strongly urge boards to start reviewing
their diversity with respect to these issues:
for example, seeking new members with

experience operating in crisis mode who
can effectively contribute to a broader
scope of activities beyond traditional
board responsibilities, such as workforce
capabilities and sustainability. And beyond
the composition of the board itself, boards
should also explore ways to tap external
advisers for their advice on rapidly evolv-
ing situations in a more systematic way
than they may have done before

the pandemic.

among the most common changes made during

the crisis. What’s more, 79 percent of respondents—
including directors and C-level executives—say

the collaboration between these groups has been
effective or very effective during the pandemic, up
from two-thirds who said so in 2019. And better
collaboration correlates with a more effective
COVID-19 response, according to the results:

more than 90 percent of respondents reporting

an effective collaboration between the board and
management also say their board’s response to the
crisis was effective—compared with only 60 percent
of all other respondents (Exhibit 5).

Creating a more flexible agenda

Over the past ten years, our research suggests that
ata high level, boards have consistently focused

on strategy over other items on their agendas,

even throughout the crisis. Yet in a situation

as extraordinary as the COVID-19 pandemic,
respondents do report changes to more detailed
topics on their agendas, and that an annual process
for setting strategy—which was a long-standing
norm for many boards in the past—is no longer
sufficient. In the survey prior to the pandemic, only
half of all board respondents said their boards were
effective at either assessing whether their strategy

How boards have risen to the COVID-19 challenge, and what’s next

accounts for new or emerging risks or adjusting the
strategy continuously, based on changing conditions.

Here, too, boards have adapted in response to the
crisis. Two of the top five changes respondents say
their boards have made relate to the flexibility of
their agendas: to discuss topics as they arise and
to include strategy on the agenda of every board
meeting—of which there were nine on average
during 2020.

Increasing the focus on resilience

Compared with the results from the previous survey,
respondents report a clear shift in the specific
topics on their agendas (Exhibit 6). In 2019, boards
were most focused on innovation and growth as

well as technological trends. Innovation and growth
remains the most common agendaitemin the

latest survey—though corporate resilience has

risen in the ranks and become an almost equally
important topic. And while boards seem to have
shifted away from several people- and organization-
focused topics (for example, the organization’s
culture, purpose, societal trends and changes,

and workforce capabilities) in the past year to focus
on their crisis responses, slightly larger shares of
directors say such topics will be on the 2021 agenda.
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Exhibit 5

Better collaboration between boards and management teams seems to have
supported a more effective COVID-19 response.

Effectiveness of boards in helping the organization respond to the COVID-19 crisis,! % of respondents

28 W Very effectively
Effectively
Neutral
M Ineffectively
56 W Very ineffectively

47
33
1 7 5
o — -—Q
Respondents whose board All other
collaborated very effectively respondents,
with senior management n =527

during COVID-19, n = 319

'Figures may not sum to 100%, because of rounding.

Exhibit 6

Compared with 2019, respondents report a clear shift in the topics on their
boards’ agendas.

Topics on the board’s current agenda,' % of respondents

Corporate  Organization’s Major societal Organization’s  Diversity of Workforce- Innovation Cyber-
resilience purpose trends and/or culture organization’s capability and growth security
changes leadership needs
77

70
59 57 .\.

60
27 '\2.8
+16 -15 -13 -10 -9 -9 -7 -6

2019 2020

'Out of 15 topics that were offered as answer choices. 2019, n = 1,041; 2020, n = 846.
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Learning from the most

adaptable boards

To get an even better understanding of the

changes under way, and which of them might
outlast the crisis, we took a closer look at responses
from the most adaptable boards and the changes
they made across structural, process-related, and
interpersonal dimensions (Exhibit 7).5

On average, respondents on the most adaptable
boards are twice as likely as others to report any

of the operational changes we asked about once
the crisis had started. The biggest differences
between the most adaptable boards and all others
relate to collaboration between the board and senior
management, as well as collaboration within the
board. And compared with all other respondents, a

5 We define “adaptable boards” as boards whose respondents report at least one structural change, one process change, and one change
to collaboration on their boards since the COVID-19 crisis began and boards that have been effective at helping the organization respond
to COVID-19 (n =143). This analysis included only board directors and not respondents who identified as C-level executives and answered on

behalf of their own company’s board.

Exhibit 7

The most adaptable boards were much likelier than others to implement a
range of structural, process, and interpersonal changes.

Changes made by the board since the COVID-19 crisis began,’ by type of board, % of respondents

[l Respondents at most adaptable boards (n = 143)

H All other respondents (n = 268)

Structural changes

Invested in technology and/or tools to enable
more digital collaboration

Established an ad hoc crisis-management
committee

Implemented new crisis-management
processes

Significantly increased the responsibilities
of its standing board committees

Created new board

committee(s)?

-

w

i

i

Process changes

Increased the frequency of interaction between
the board and management between meetings
Increased flexibility in the board’s

agenda

Included strategy as a topic on every board
meeting’s agenda

Implemented changes to existing board
processes

N
()

w
N

N
g

Strengthening collaboration

Strengthened collaboration between the board
and senior-management team

Strengthened collaboration between the board
chair and CEO

Realigned the board and management team around
a shared vision for the company’s future

Realigned responsibilities between the board and
senior-management team

Improved team dynamics among members of
the board

(&)

=

—

e
jury

Adjusting board composition

Increased the diversity of the board’s skills
and/or capabilities

Increased the board’s demographic and/or
geographic diversity

!_;
o o
[¢] (0]
© ©
N
N
(e3]
|

'Question was asked only of board directors; respondents who answered “none of the above” or “don’t know” are not shown.

2That is, other than the ad hoc crisis-management committee.
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Innovation and growth remains the
most common topic on the board
agenda—though corporate resilience
rose in the ranks and became an
almost equally important topic.

significantly larger share of directors at the most
adaptable boards say their boards’ decisions and
activities have a high or very high impact on the
organization’s value creation during the crisis.

When looking closely at this group’s responses,
we see that they report significantly better
performance on a number of other dimensions:

— Time commitment. At the most adaptable
boards, directors reported the same average
number of meetings in 2020 as did their peers
on other boards. Yet their overall time spent on
board work is much greater: these directors
report a 50 percent higher number of days spent
on board work in 2020, compared with all others. —
And while this group expects to spend one less
day in 2021than they did last year, that number
(37 days) is still much higher than the days
expected by all others (27 days).

— The board’s agenda. According to respondents,
their boards allocate a similar amount of their
meeting time to specific topics (such as strategy,
risk management, and finance®) as they did
in 2019; but risk management has moved up
in the overall ranking of topics, and boards
now spend as much of their time on it as they
do on organizational issues, such as talent
management, organizational structure, and
culture. Yet respondents at the most adaptable
boards report slightly different priorities: for
example, they spent significantly less of their
time on performance management than others.

When looking at specific topics, the most
adaptable boards appear to be faster at
changing their agendas to meet the moment.
According to directors on adaptable boards,
they are much more focused on corporate
resilience than their peers (69 percent say it’s
on the agenda, versus 54 percent), and they
are almost twice as likely as others to cite
disruptive business models. Fast forward one
year, and the most adaptable boards expect
the biggestincreases in their focus on the
organization’s purpose; political, geopolitical,
and macroeconomic risks; and the effects of
climate change.

A new way forward. Finally, the more adaptable
boards are more likely to stick with the newer
ways of working in the long term (Exhibit 8). Of
15 changes to the ways boards work, much
larger shares of the adaptable directors say
their boards will continue with eight of them;
most notably, they will continue with changes
that signal increased value-enhancing board
involvement, rather than merely rubber-
stamping decisions—for example, including
strategy as a topic on every meeting agenda,
strengthening collaboration, and increasing
interactions between boards and management
teams in between meetings. Indeed, almost

90 percent of respondents at the most
adaptable boards say their collaboration with
senior management was effective or very
effective during the crisis.

8 The survey asked about the following topics and how respondents’ boards allocate their time to each one during their meetings: strategy;
performance management; finance and accounting; risk management; organizational structure, culture, and talent; investments and M&A; core

governance and compliance; and shareholder and stakeholder management.
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Exhibit 8

Over the long term, adaptable boards are more likely to stick with many newer

ways of working.

Changes to a board’s ways of working that are most likely to remain over the next 3 to 5 years,’

by type of board, % of respondents

B Respondents at most adaptable boards (n =143)

Running at least some board meetings remotely

Increased use of technology and/or digital-
collaboration tools

More frequent interactions between the board
and senior-management team between meetings
Strengthened collaboration between the board
and senior-management team

Improved board processes?

Including strategy as a topic on every board
meeting’s agenda

Increased flexibility in the board’s agenda

Strengthened collaboration between the
board chair and CEO

Increased overall time commitment to board work

Improved team dynamics among members
of the board

I
=i

Hl All other respondents (n = 268)

N

w
o1 N
()

w

- -
-
o0}
o W
w
w
N
;|
D
~

"Out of 16 changes that were offered as answer choices. Question was asked only of board directors; respondents who answered “none of the above”

or “don’t know” are not shown.
2For example, more frequent updates on company insights, shorter reports.

In other ways, the adaptable boards and others

are aligned on how boards will continue to evolve.
Both groups of respondents agree on the most

likely changes: their boards will continue running

at least some meetings remotely (62 percent of all
respondents say so), and their use of technology and
digital tools to collaborate will increase (50 percent).

While it's not clear yet which of the substantial
changes that boards made during the COVID-19
crisis will continue to gain momentum, there is
ageneral consensus that the ways boards work
in the future will look quite different. Based on
our experience, boards can keep the momentum
going and serve as catalysts for change by doing

the following: taking a more flexible and agile
approach to agenda setting, which will help boards
account for timely or emerging topics (for example,
corporate purpose and environmental, social, and
governance issues), new risks to the business, or
strategic alternatives as the need arises; dedicating
their additional time spent on board work to value-
enhancing activities outside of formal meetings

(for instance, prereading of materials; attending
training and development sessions; or participating
in one-on-one meetings with other board directors,
key executives, or other company stakeholders);
and interacting more often with the executive

team through formal and informal one-on-one
interactions. For instance, having the chair of the
audit committee coach the company’s CFO.

The survey content and analysis were developed by Celia Huber, a senior partner in McKinsey’s Silicon Valley office;
Frithjof Lund, a senior partnerin the Oslo office; and Nina Spielmann, a senior expert in the Zurich office.

The authors wish to thank Minna Schmidt for her contributions to this article.
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The role of boards in
fostering resilience

The lessons learned from the current crisis can help corporate boards
strengthen the organizations they serve.
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Boards of directors play a critical role in ensuring
that management is well prepared for a wide

range of potential shocks. In the fourth episode of
our series on board perspectives around the most
important issues facing organizations, the Inside the
Strategy Room podcast looks at the role that
boards play in building resilient companies. Frithjof
Lund, who heads our board services work, leads a
discussion with Gordon Orr, a nonexecutive member
of several companies’ boards and a McKinsey
senior partner emeritus, and Martin Hirt, the global
co-leader of McKinsey’s Strategy & Corporate
Finance Practice. This is an edited transcript of the
discussion. For more conversations on the strategy
issues that matter, you can listen to the episode and
subscribe to the series on Apple Podcasts, Spotify,
or Google Podcasts.

Frithjof Lund: If there has ever been a year when
corporate resilience was tested, it was 2020.
Martin, you have led a lot of our research on resilient
companies. What does resilience mean in

this context?

Martin Hirt: Broadly speaking, resilience refers to
acompany’s ability to weather a crisis well. That
means being prepared to deal with an unforeseen
event such as an accident or, more commonly now,
amajor global health or economic crisis.

Gordon Orr: | don’t think resilience is only about
unforeseen events. As boards, we would not criticize
ourselves for failing to anticipate a pandemicin
2020, but for not having included in our portfolio of
potential risks something that would have the

kind of business impact that COVID-19 has had and
developed the key actions to take.

Martin Hirt: | would concur: resilience is about
preparing for both unforeseen and predictable crises.
Companies aware of how various types of events
would affect their economics are generally better
prepared. That is what drove our research. We
looked at how organizations fared during previous
economic crises and defined resilient companies

as those in the top 10 percent of shareholder return
outperformance through and after the crisis. We

The role of boards in fostering resilience

tried to understand at a very granular level what
these companies did that differed from others and
how those actions played out over time.

Gordon Orr: The share price metric is clearly critical,
but assessing how well a board or management
perform during a crisis has to encompass
externalities, not only preparedness and actions
taken midcrisis. During this crisis, share price
changes of the companies on whose boards |

sit have ranged from a 50 percent decline to an
increase of 200 percent, and the biggest difference
has been the nature of demand. An airline flying

out of Hong Kong is now more than a year into
demand at 1 percent of historic levels, whereas a
manufacturer of PCs has seen the highest

demand for its products in years. The resilience
challenge at the computer manufacturer

has been about ensuring the supply chain works,
whereas for the airline it was more about
balance-sheet resilience.

Martin Hirt: So it makes sense to differentiate
between the actions companies take before a crisis
strikes to prepare themselves where the timing

is uncertain, and the actions they take once these
externalities hit.

Gordon Orr: | agree. Shareholders tend to see

the board’s annual enterprise risk assessments

as tick-the-box exercises to meet stock exchange
requirements. But if they are done well, they are
foundational elements of being prepared, because
you discuss the range of risks the organization
faces and how those risks play into the financials.
The overarching takeaway from that process is
often, “Do we have enough capacity in the balance
sheet to deal with the shock?” At crisis time,

itis too late to start paying attention to the balance
sheet. You have to have been thinking about

that in advance.

Martin Hirt: There is an additional layer of how the
board engages with management so the needed
actions are taken. In about 2006, we worked with
alarge Australian real-estate company whose
board had asked us to help them think through how
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their economics, balance sheet, P&L [profit and
loss], and cash flow could be affected by certain
events. After the financial crisis, in about 2010,
they told us they only implemented half of the
recommendations. They said, “In hindsight, we wish
we had done everything because what we did do
saved us.”

Gordon Orr: Well, the development of the risk map
and planis not done in isolation of management.

In fact, management and the risk team do the heavy
lifting and we, as the board, stress-test. A particular
challenge we had this year is that it wasn't just

the COVID-19 crisis—we also had a geopolitical and
social stability crisis. Over the past four or five
years, companies have been facing increasing levels
of geopolitical risk, particularly in the technology
space, and some of those issues have intersected
with COVID-19 around market access and security
of supply. Multiple dimensions are amplifying

the effects of the pandemic and each other, and
increasing the chance of something that might have

been incremental turning into a major discontinuity.

Frithjof Lund: At what point and how should
aboard intervene to ensure the company is
developing resilience?

Gordon Orr: That generally is first debated in depth
in the audit and risk committee, working with

the finance team and the strategy team. That is
then synthesized and elevated to the full board

for discussion to stress-test and challenge. In
crises, the dynamic between the chair and the

CEO becomes incredibly important because they
talk several times a week and then inform the
board, shareholders, and potentially get the board
together to make decisions. Do we reach out to the
governments for support? Do we need to commu-
nicate with investors? Do we need to resize a
business significantly? As a board member, this is
the moment when you show up. This is what a high-

‘Shareholders tend to see the board’s an-

nual enterprise risk assessments as tick-
the-box exercises to meet stock exchange
requirements. But if they are done well,
they are foundational elements of being

prepared.’

—Gordon Orr
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quality board member prepares for because these
are difficult decisions you have to make quickly.

Martin Hirt: One important resilience factor we
have seen, especially in this pandemic, is how
quickly companies shifted their operating model

at the top—how they collaborate, how they make
decisions and at what pace, and how they support
those processes with war rooms or teams providing
a synthesized version of external information,
structured into scenarios so decisions can be taken
confidently. In your experience, what role does

the board play in triggering those operating-model
changes, Gordon?

Gordon Orr: The judgment between acting too fast
or hanging on in the hope that things turn around

is tough. The board’s role, at afirst level, isto be a
counterweight to what management proposes: Why
are you saying “A” when the opposite of “A” is equally
valid? Secondly, the board has to stand back and
take a strategic perspective because management
is likely doing firefighting at this point. The board
should ask, “Will things ever get back to the way
they were before? What does the post-COVID world
look like? Will the business model we used ever
come back?”

Martin Hirt: One of the big insights we had from
working with hundreds of corporations during

this crisis is that, especially when uncertainty is
extremely high, not just focusing on firefighting
(although firefighting is important) and not just
focusing on the long term but focusing on key deci-
sions along the entire timeline is crucial. | found,

for example, that many teams struggled to decide
whether to accept stimulus, because many
companies that had been quick to accept govern-
ment support during the financial crisis started
regretting it within months because it came with big
strings attached and getting out of it was not easy.
That is one example of a decision that has to be
taken in two or four weeks’ time but has potentially
multiyear implications.

Other critical decisions, of course, are related to

employee health and safety. Then come the decisions
about resource reallocation. One interesting insight

The role of boards in fostering resilience

from our research was that before

and at the start of the last crisis, resilient companies
divested 50 percent faster than their peers. They
were willing to accept lower asset prices in order

to create liquidity or make new acquisitions that
repositioned them ahead of trends in order to come
out of the crisis in a better position.

Frithjof Lund: You have talked about what boards
should do, but what are the big pitfalls boards
should avoid? Some boards, for example, made fairly
high demands for information updates in the early
stages of this crisis.

Gordon Orr: It has been very helpful for boards to
get more information. The board and management
need to have a common understanding of the

most important information and at the right level of
detail. For me, that means a dozen key performance
metrics that tell you the input volumes and demand
and how the company is addressing externalities,
and getting that information weekly. It is already
going to management so just add a few more people
to the distribution list. And yes, recognize that

when we get back to normal, returning to the monthly
rhythm of information sharing will be fine.

Martin Hirt: The information sharing is an interesting
one. It builds on the points we discussed earlier
about the way boards and management teams look
at key decisions during a crisis and the timeframes
they consider. One of the differentiators we see is
how well management teams use scenarios. It starts
with the number of scenarios. If you have three or
five, | would say you are operating in one scenario.
You need to have an even number [so you do

not naturally gravitate to the middle scenario],

and structure the information in such a way that
management and board directors don’t have to start
every conversation with a lot of context setting

but are operating in the same frame. Updating those
scenarios with the latest information, on the basis

of a set of assumptions understood by everybody, is
foundational. Once boards and management

teams are on the same page, decisions can be taken
very swiftly.
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“The question is, will the insights that the
board and management gained about
the operating model during a crisis be
institutionally preserved, or will they
have to be relearned?’

—Martin Hirt

If there is information asymmetry—which scenario
are we operating in and what does it mean?—

it causes misunderstandings. In a crisis, there is

a huge premium on decision speed and accuracy.

In the military, the team that prepares the
information and feeds it in a consistent way is called
a plan-ahead team. It is different from the crisis
management team, which is taking actions, executing
decisions, reacting tactically in the field. The plan-
ahead team sits next to the decision maker and its
only function is to take information from all sources of
intelligence and work it into these scenarios.

We have learned a lot about how these teams work
best. For example, you should structure them
around issues so when a decision comes at you—Do
we take government stimulus? Do we ramp down
our process-intensive operations that will require a
long ramp-up time later?—it flows to that team

and around these decisions the scenarios are applied.

You have a structure that feeds decision-ready
information to the board and the management team.

Gordon Orr: On the teams point, effective boards
now are working as teams, and it helps if the large
majority of board members have been together for
a while, with an understanding of the business,

the industry, management, the level of trust in each
other that the synthesis coming up to the full

board is of high quality. The orchestration by

the chairman as the team leader becomes very

McKinsey Global Surveys, 2021: Ayear in review

important, particularly as you shift to virtual
meetings. Members who joined the board recently
and lack the experience of going through multiple
balance-sheet cycles with management become a
challenge for that team dynamic.

Martin Hirt: In order to be an effective team, people
have to be trained. How does the board’s operating
model change during a crisis, Gordon? What type
of capability building and preparation have you seen
be effective?

Gordon Orr: Skill building and training is another
one of those things investors think boards do to
tick the box. But boards do it because they want to
get better. When you look at digital, for example,
the board needs to be smart enough to challenge
management. There are various ways of addressing
that, such as an expert talking to the board. It
could shape the decision on where we hold board
meetings. If we want to understand the Indian
market better, the board can spend time there as
agroup. It would be ared flag to investors if
boards were not conducting a regular program

of skill development.

Frithjof Lund: In terms of the chair’s role and the
new dynamic between management and the
board, how much of that do you think will persist
beyond the crisis?



Gordon Orr: The role of the chairman has become
much more time consuming and that may stay in the
form of outreach to investors, governments, and
other stakeholder groups. Many countries are piling
more and more responsibilities on the board, which
is becoming a challenge. Environmental, social, and
corporate governance [ESG] is an enormous new

topicin terms of board time. Cybersecurity is another.

Being a board member is not a full-time job but it is
getting closer to that, particularly in Europe. You are
asking people to show up for 12 board meetings a
year, plus committees, and to do this for a fraction of
the compensation they received before.

Martin Hirt: | would add an individual component.
Now that boards and management teams have
worked together through the crisis, there is a level
of bonding and understanding each other.

But management teams and boards change. The
questionis, will the insights that the board

and management gained about the operating model
during a crisis and how to shift to it quickly

be institutionally preserved or will they have to

be relearned?

Frithjof Lund: If we look ahead, what are the top
things boards should ensure are in place to handle
future crises?

Gordon Orr: If there is one thing to remember from
our conversation, it is the importance of preparation
across a broad set of potential risks. Second is

to lean in to decision making. Taking them sooner is
generally better. And because of geopolitical risk,
avoid the small and risky investments: initiatives that
could create value but are potentially highly risky,
where you could get a disproportionate negative
impact on the business in return for relatively

small gains.

Martin Hirt: As we think about future crises, we
should not forget that we are still in this one. There
is still a lot of uncertainty. We have seen in China

that when the virus is domestically under control,
economic activity jumps back, uncertainty drops,
and economic growth returns to previous levels, if
not higher. Itis also relatively clear that the recovery
will happen sometime in late 2021 or first quarter of
2022 for most countries that have been ahead of the
game in ordering vaccines. Where the uncertainty
remains high is how long the stimulus will continue.
After the financial crisis, some governments cut

off the stimulus too quickly, which stifled their
economies. If that happens now, we could see a
wave of bankruptcies and financial difficulties
coming toward us.

But what | would stress from a board perspective
is that the trends that have been accelerated
through this crisis are almost certain to stay. The
questioniis, are you acting on the writing on the
wall? Traditionally, one of the most difficult things
for corporations is reallocating capital and
resources toward new initiatives. Helping the
management team accelerate that process

is absolutely critical right now.

Frithjof Lund: Aside from the stimulus ending too
quickly, what sources of potential future crises
should boards have on their radar?

Gordon Orr: Geopolitics is not going away. ESG and
the potential inability of businesses to keep up
with the expectations of society and investors
could cause major discontinuities. And third are the
massively greater levels of government intervention
in business and potentially the return of active
industrial policies by governments in many sectors.

Martin Hirt: There is a longer-term issue we all have
to reckon with, which is that stimulus has been

given out at astonishing rates. Some may say, “When
it comes to central bank accounting, you can just
cancel the whole thing out.” That may not be realistic
for some governments. So how we deal with the bill
from this crisis is a potential future crisis.

Martin Hirt is a senior partner based in McKinsey’s Greater China office. Frithjof Lund is a senior partner based in Oslo. Gordon
Orris anonexecutive member of several boards and a McKinsey senior partner emeritus based in Hong Kong.
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