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The Boston Consulting Group (BCG) is a global management consulting firm and the world’s
leading advisor on business strategy. We partner with clients from the private, public, and not-for-
profit sectors in all regions to identify their highest-value opportunities, address their most critical
challenges, and transform their enterprises. Our customized approach combines deep insight into
the dynamics of companies and markets with close collaboration at all levels of the client
organization. This ensures that our clients achieve sustainable competitive advantage, build more
capable organizations, and secure lasting results. Founded in 1963, BCG is a private company with
81 offices in 45 countries. For more information, please visit bcg.com.

Based in Washington, D.C., the Grocery Manufacturers Association is the voice of more than 300
leading food, beverage and consumer product companies that sustain and enhance the quality of
life for hundreds of millions of people in the United States and around the globe. Founded in
1908, GMA is an active, vocal advocate for its member companies and a trusted source of
information about the industry and the products consumers rely on and enjoy every day. The
association and its member companies are committed to meeting the needs of consumers
through product innovation, responsible business practices and effective public policy solutions
developed through a genuine partnership with policymakers and other stakeholders. In keeping
with its founding principles, GMA helps its members produce safe products through a strong and
ongoing commitment to scientific research, testing and evaluation and to providing consumers
with the products, tools and information they need to achieve a healthy diet and an active
lifestyle. The food, beverage and consumer packaged goods industry in the United States
generates sales of $2.1 trillion annually, employs 14 million workers and contributes $1 trillion in
added value to the economy every year. www.gmaonline.org

Google is a global technology leader focused on improving the ways people connect with
information. Google’s innovations in web search and advertising have made its website a top
Internet property and its brand one of the most recognized in the world.

IRI is a leader in delivering powerful market and shopper information, predictive analysis, and
the foresight that leads to action. We go beyond the data to ignite extraordinary growth for our
clients in the CPG, retail, and over-the-counter healthcare industries by pinpointing what matters
and illuminating how it can impact their businesses across sales and marketing.
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EXECUTIVE SUMMARY

IGITAL TECHNOLOGIES ARE RESHAPING both consumer de-
mand and competitive dynamics in the U.S. consumer
packaged goods (CPG) marketplace.

e Digitally driven innovations are restructuring how consumers shop
for and buy CPG products.

e Pioneering companies are creating value by meeting changing
consumer expectations with new business models, products, and
services.

e Both trends are putting retailers and manufacturers under acute
pressure to adapt.

The CPG industry is fast approaching a tipping point; companies
need to plan for a “1-5-10” market in the U.S. over the next five
years. The experience of other sectors demonstrates that early
movers often establish tough-to-trump positions and advantages.

e Digital’s current 1 percent penetration of the U.S. CPG market will
likely expand to 5 percent by 2018 and could accelerate to as much
as 10 percent soon thereafter. This is both a formidable challenge
and an enormous opportunity for CPG manufacturers.

e Digital penetration of 5 percent represents nearly one-half of total
CPG growth over the next five years, meaning that companies
without an effective digital capability risk stagnation, loss of share,
and even shrinking sales. Early movers, on the other hand, have
the opportunity to establish positions that will be difficult to
dislodge.

e Penetration rates will vary in different locations and categories.

Some categories could see digital penetration of 30 percent or
more by 2018.
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The consumer purchasing pathway is more fragmented than ever
before.

e Digital’s impact is greatest in the early stages of the purchasing
pathway, when consumers are discovering brands and searching
for product options.

e Consumers regularly switch back and forth between digital and
physical channels, and they interact digitally both in and outside
of stores.

e Continuing disruption along the purchasing pathway is not only
possible but likely.

Traditional retailers face a massive wave of new competitors and
competitive models.

e Large technology companies with deep pockets are building
disruptive digital grocery businesses to serve this category and
support broader strategic goals.

e Start-ups are using value-added services to take share and build
defensible niche positions, often by combining new product
offerings with digital channels.

e CPG manufacturers will need to participate in multiple retail
models; the winning models have yet to be established, and it is
likely that numerous models will prevail.

The cost of inaction for incumbent manufacturers is losing con-
trol of their margins, share, and brand equity in the fast-growing
digital channel.

e Companies that do not play in the digital game are likely looking
at flat or shrinking sales.

e Brand equity is at risk as the purchasing pathway shifts online and
consumers more often search for and discover brands digitally.

e There is a risk for many manufacturers that their organizations
and skills, optimized for the brick-and-mortar marketplace, will be
too slow to adapt.

CPG manufacturers need to reevaluate everything from individu-
al company business models to the industry’s position in the
broader consumer marketplace.

e Individually, companies need to address digital from the top,
building new capabilities and making difficult choices and invest-
ment trade-offs to defend margins, share, and brand equity.

e All companies can make a series of low-risk, “no regret” moves

that will better prepare them for a 1-5-10 world. These steps
include developing an integrated strategy for how far the company
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needs to go and how to get there, shifting investments to establish
a digital brand presence, building the necessary capabilities and
organization for a fast-moving digital world, and shaping the
evolution to digital with channel partners.

Manufacturers also need to recast their existing capabilities,

including product placement, marketing content development,
and supply chain management, for the digital world.
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INTRODUCTION

(14 THE BEST WAY TO predict the future is to create it,” Peter
Drucker observed. The digital revolution puts the ability to do
just that within the reach of almost any company.

Consumers are already there. Aided by digital innovators ranging
from behemoth Amazon to start-ups such as Blue Apron and Dollar
Shave Club, consumers are rapidly changing—and, in their eyes, im-
proving—the way that they live. They are embracing technologies, de-
vices, and services that make everyday tasks such as shopping, cook-
ing, and even commuting quicker, easier, more fun, and more
efficient. They order online, they get suggestions and reminders on
their smartphones, and they marry disparate services such as menu
planning, ordering, and delivery in ways that even the service provid-
ers had not anticipated.

Consumers relish digital innovation for the simple reason that it
makes their lives better, which is why digital technologies have dis-
rupted industry after industry—media, travel, and retail, to name a
few. Digital technologies empower change driven by consumer de-
mand. Consumer packaged goods (CPG) stand directly in their path.

Countless companies are rushing to meet these changing demands.
Amazon is the biggest, and it continues to launch new services and
models, such as Prime Pantry and Subscribe & Save. The online pio-
neer has also blazed a trail for hundreds, if not thousands, of other in-
novative models and services. Some traditional players, too, are heed-
ing Drucker’s admonition. Walmart’s CEO says his company is focused
on “winning at the intersection of digital and physical.”

Plenty of other incumbents, however, have yet to adapt—beyond set-
ting up a simple website or commissioning a mobile app. In an indus-
try that is fast reaching a digital tipping point, where much of the
growth will come from digital channels while brick-and-mortar sales
crawl along at the pace of the broader economy, these companies run
the risk of being left behind to slug it out in a slow-growth offline
world.

To help CPG companies determine where their best opportunities to
“create the future” lie, the Grocery Manufacturers Association (GMA)
asked a consortium of leaders in digital innovation—The Boston Con-
sulting Group, Google, and Information Resources Inc. (IRI)—to pool
their expertise and undertake an analysis, including an April 2014 sur-
vey of consumers’ purchasing-pathway behaviors for online and in-
store purchases, of how e-commerce (including m-commerce), omni-
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channel retailing, digital marketing, and other technology trends are
changing the future for its members. This report presents the results
of this analysis. It has three parts:

1. Our assessment of how the principal global and industry trends
will reshape the sector over the next five years, especially in the
U.S., into a new game for all players.

2. The implications of these trends for CPG companies.

3. A game plan for how manufacturers individually, and the industry
collectively, should respond, including low-risk moves for compa-
nies to position themselves to better address emerging threats,
assess digital and e-commerce investments, and organize their
operations for maximum digital-commerce effectiveness.

No company is immune to the changes under way. The experience of
other sectors, from media to travel to retailing, repeatedly demon-
strates that early movers often establish tough-to-trump positions and
advantages. Experience also shows that many companies that are
slow to adapt do not get a second chance.
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IGITAL TECHNOLOGIES ARE RESHAPING

both consumer demand and competitive
dynamics in the CPG marketplace, irrevoca-
bly altering how people shop and how they
decide what to buy. Digital innovation has
created entirely new patterns of expectation.
Consumers, who are enjoying the conve-
nience and value of digital services in other
aspects of their lives, expect these benefits in
grocery as well. Pioneering companies, some
of them old but most of them new, are
creating enormous value by meeting
fast-changing needs and expectations in the
largest, and least penetrated, consumer
category. In the process, they are putting
retailers and suppliers alike under acute
pressure to adapt. CPG companies need to
understand and, to the extent possible, shape
the shifting retail landscape, because ulti-
mately they will need to participate in new
distribution models.

CPG is fast approaching a tipping point. Com-
panies need to plan for a “1-5-10” market in
the U.S. over the next five years, in which dig-
ital’s current 1 percent penetration most like-
ly expands to 5 percent but could quickly ac-
celerate to as much as 10 percent with
breakthrough innovation in delivery models.
The 5 percent penetration rate represents
nearly one-half of total CPG-sector growth,
meaning that companies without an effective
digital capability risk stagnation, share loss,
or even shrinking sales. The rate and extent
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IRREVERSIBLE SHIFTS IN
THE CPG LANDSCAPE

of expansion will vary in different locations
and categories, sometimes substantially. Digi-
tal has already grabbed more than a 10 per-
cent share in diapers, for instance. Shelf-
stable categories such as health and beauty,
in which consumers can “set and forget” their
shopping lists by using online subscription
services, could see digital penetration of 30
percent or more over the next five years, es-
pecially in dense urban markets such as New
York City. Penetration rates will also differ de-
pending on the nature of the category: prod-
ucts often purchased on impulse—chocolate,
for example—will play out differently than
those whose purchase involves a high degree
of consumer engagement.

Digitally Driven Demand

Some consumers can remember the days, a
half-century ago or more, when milk, eggs,
and butter were delivered daily to the door. A
few might even recall horse-drawn, ice-cooled
carts on those old milk runs. What goes
around, comes around—horses and ice are no
longer involved, but millions of people today,
in cities from Austin to Boston and from San
Francisco to New York, live an updated ver-
sion of home delivery from such e-commerce
services as AmazonFresh, FreshDirect, and
Google Shopping Express, as well as start-ups
such as Instacart. Millions more receive regu-
lar deliveries of household staples through
online subscription services such as Ama-



zon’s Subscribe & Save. Technological ad-
vancements in retail and other sectors have
raised consumers’ expectations by demon-
strating new ways that companies can deliver
convenience, choice, and value.

Not so long ago, mom (or sometimes dad)
prepared a menu of dinners for the week,
checked recipes in a cookbook, wrote out a
list, and went shopping. Today, more and
more people receive menu suggestions daily
on their computers, tablets, or phones, order
the ingredients online, and have them deliv-
ered or pick them up, already packed, on
their way home from work. Some seek per-
sonalized menu suggestions from companies
such as GoJee and Blue Apron, which use
their food expertise and big-data analytics to
shape taste preferences. Companies such as
Greenling, in Austin, Texas, are reshaping the
value chain by delivering fresh, locally pro-
duced meats, dairy products, vegetables, and
other items directly from farms to consumers.
The result is delicious and healthy meals, all
with fresh ingredients, and everything pur-
chased without anyone having to set foot in a
store.

From now on, technology-enabled
innovations will drive much of the growth in
CPG. Online consumers are already using
countless platforms, websites, and mobile
apps to improve their lives. These include
search engines, social-media sites, and mobile
“gatekeepers,” as well as “curated
commerce,” “daily deal,” and “superutility”
sites and apps. Online consumers are also
heavy users of supplier- and retailer-
sponsored websites, and they increasingly
expect manufacturers to have great content
online. New services can catch fire overnight
as enthusiastic consumers share their
experiences and opinions (along with photos
and videos)—an inclination that the new-
model providers facilitate. Amazon has gone
so far as to introduce its own smartphone, in
part to facilitate shopping at its site. On the
horizon, but clearly visible, are new device-
interaction models, augmented reality, and
cognitive-computing-based applications.

As consumers embrace new experiences,
their habits shift. Evolving purchasing behav-
iors in one category can soon transfer to oth-

ers, driving those segments toward their own
tipping points. Not so long ago, personally
checking the freshness and arrangement of
cut flowers was a central part of the flower-
buying experience. Telephone ordering en-
abled long-distance delivery, but the consum-
er’s inability to see the actual arrangement
was a serious constraint. In the early days of
Web-based commerce, 1-800-Flowers lever-
aged its lead in flowers ordered by phone,
recognizing that the digital option offered a
better experience for customers. The compa-
ny invested heavily in digital content, bring-
ing flower shopping to life and helping to
drive the cut-flowers market to its digital tip-
ping point. The category now has an online
penetration of 15 percent and is growing.

From now on, technology-
enabled 1nnovations will drnive
much of the growth 1n CPG.

Other categories have experienced similar
changes in buying habits as consumer de-
mand and technological innovation combined
to overcome constraints. Consider footwear
(an “experiential” category—in which the
consumer tends to be highly engaged in the
purchase decision—with online penetration
of 10 percent), sporting goods (a “bulky” cate-
gory, with online penetration of 12 percent),
auto parts (a highly heterogeneous category,
with 9 percent online penetration), and small
appliances (a commoditized and price-driven
category, with 18 percent online penetration).
In each of these segments, digital sales rose
to a tipping point, then took off once the in-
dustry got the digital offering right. (See Ex-
hibit 1.) As technology and innovation drive
digital interaction more deeply into U.S. con-
sumers’ daily lives, CPG categories are ap-
proaching a similar juncture.

Digital consumers today live in every kind of
community and pursue all manner of life-
styles. The pace of digital adoption will con-
tinue to vary by demographic segment, how-
ever. Our research shows that younger, more
affluent, better-educated urban families, who
have been conditioned by online pioneers to
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EXHIBIT 1 | When Consumer Categories Reach the Digital Tipping Point, Growth Accelerates

Sectors that experienced rapid growth after reaching their tipping point

E-commerce penetration (%)

18

15

12

—— Footwear

— Toys

9% to 18%

0% to 3%

2000

2002 2004

2006

Sporting goods Small appliances

Flowers —— Office products

2008 2010

—— Auto parts
m) Tipping point

Sources: Forrester Research Online Retail Forecast, 2013 to 2018 (U.S); press search; BCG analysis.

expect the benefits that digital commerce can
deliver in all aspects of their lives, want more
online CPG options now. Many retirees are
also digitally engaged (if not quite to the
same extent) in their pursuit of convenience
and value. And many consumers conduct at
least some shopping activities online even
when they buy at a physical store. (See Exhib-
it 2.) In our research, almost a quarter of in-
store shoppers reported online activity as one
of the three most influential factors on their
purchasing pathway. Digital channels current-
ly have the greatest influence on purchases of
home care and general food products but are
likely to expand in importance over the next
five years as the market moves to a 1-5-10
world.

The experience of other large developed mar-
kets—the UK, France, and South Korea key
among them—shows what can happen.
When online penetration in the U.S. grocery
industry stood at nearly 1 percent, it was al-
ready roughly 5 percent in the UK, 4 percent
in South Korea, and 3 percent in France.
While digital change may disrupt the U.S.
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market at different rates across the country,
the history of the market economy teaches
that consumers almost always prevail—soon-
er or later. We expect rising penetration rates
in the U.S. CPG market to follow those of
these early leaders.

A Fragmented Purchasing
Pathway

It’s illogical to think that consumers will con-
tinue to shop for the same goods in the same
ways as they always have, visiting the grocery
store, drugstore, or mass-market retailer multi-
ple times each week. Other sectors tell cau-
tionary tales: ten years ago, people still
bought CDs in record stores, rented videos
and DVDs in video stores, read print newspa-
pers and magazines, and purchased airline
tickets and hotel rooms from travel agents.
When the music, video, print media, and trav-
el industries reached their digital tipping
points, they changed fast. Record and video
stores ceased to exist. Print advertising evapo-
rated. Airlines and hotels have been forced to
build their e-commerce capabilities to adapt



EXHIBIT 2 | Many In-Store Shoppers Also Shop Online

Respondents ranked the influence on their purchasing decision of online and offline activities

Shop online/ Shop online while Offline at store/
purchase online at store/purchase in store purchase in store
(n=1,132) (n=1,193) (n=4,236)
Online activity
(desktop,
smartphone,
laptop, tablet)
Activities
that
drove the
purchase
Offline activity
(newspaper/TV ads, 48%
coupons)
L ]
\/

Purchasing channel

3 : Respondents in each category who ranked online or offline activities
|:| S ESITETES |:| T Q as one of the three biggest influences on their purchase decision

Source: GMA/IRI online grocery survey, April 2014.

24% of in-store
shoppers ranked
online activity as

one of three
most influential
activities

Note: Online shoppers are defined as people who shopped online at least once in the last 12 months. Respondents were asked about their most
recent purchase. Because some respondents engaged in neither online nor offline activities before making their last purchase, not all percentages

add up to 100.

to a new world of online travel agencies,
search engines, and metamediary services.

Digital shopping has evolved very quickly
into a highly complex ecosystem that has fun-
damentally reshaped—and continues to rede-
fine—the way consumers engage with brands
and purchase products. The digital experi-
ence has already upended every stage of the
traditional purchasing pathway: discover,
search, locate, buy, and postpurchase. The
new pathway is much more fragmented and
dynamic, thanks to the ability of consumers
to share their experiences and knowledge. At
every stage, they can switch back and forth
between digital and physical shopping chan-
nels, interact digitally in and outside of stores,
and make use of numerous channels over
which the retailer has no control. (See Exhibit
3.) These varied shopping channels open up
thousands of potential new purchasing path-
ways, more than five times the number avail-
able in the brick-and-mortar world.

Today, the impact of digital is felt most acute-
ly at the early stages of the purchasing path-

way. In our research, almost 40 percent of off-
line shoppers and more than 30 percent of
online shoppers reported that technology’s
impact is greatest during the discovery phase.
More than a quarter of both offline and on-
line shoppers said that its biggest impact is in
the search phase.

For all that has been written about how
online marketplaces such as Amazon have
transformed retail shopping, manufacturers’
brands still matter to buyers, and brand
websites can have a significant impact,
especially for in-store shoppers early on the
purchasing pathway. While Amazon leads in
consumer engagement for e-commerce
shoppers during the discovery, search, and
locate phases, its advantage drops away for
online consumers making in-store purchases
(and, of course, for offline shoppers, too). The
playing field for consumer primacy is still
wide open; consumers have not locked in a
dominant or even a prevailing source of
information and influence. This is especially
true for CPG companies. Manufacturers and
retailers alike have an opportunity to
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ExHIBIT 3 | Digital Has Transformed the Purchasing Pathway into a Complex Web of Online and
In-Store Interactions

Discovery

Search

Locate

Buy Postpurchase

Store aisle

Store ad

I Traditional media
I Retailer website

I Online recipe

I Friend in-person

I Store employee

I E-mail
I Amazon

I Brand website

. Online ad

M Friend online
== Other offline

I Review sites

I Mobile app
I Social media
mm Other online

I Offline activity

Product packaging

Examined product

Store employee

I Store employee

Retailer website

== Other online

I Brand website

Amazon

I Amazon

. Mobile app
I Review sites

M Social media
m Other offline

I Online activity

Source: GMA/IRI online grocery survey, April 2014.
Note: Respondents were asked to select the activities they engaged in when making their last purchase (N=6,895). The exhibit shows the
movement from one stage to the next based on selected responses.

substantially enhance their influence and
impact by providing great content online and
building direct relationships with customers.
At a minimum, manufacturers must take
basic steps to keep their digital presence
relevant to consumers by, for example,
providing an “add to cart” purchase option on
their brand websites that connects to their
preferred retail partners.

As more users find more ways to employ ad-
vancing technologies, new disruptions on the
purchasing pathway are not only possible but
likely. (See Exhibit 4.) The technology already
exists, for example, that would enable con-
sumers to do away with the regular (say,
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I Other online

I Retailer website

[ called store

I Brand website

[ searched on mobile

m Other offline

Grocery store I

In-store return Bl
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In-store membership B
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Online membership ==

Online community ==
u Home-delivery
retailer website

Ciiter @niiine __ Click-and-collect

retailer website
Amazon

= Home-delivery

rani i
Curated site — Sandebiie

weekly) shopping basket in favor of a contin-
uous stream of purchases transacted in real
time. Amazon Dash, for example, a combina-
tion digital recorder and barcode scanner,
connects to a home Wi-Fi network and works
directly with the customer’s AmazonFresh ac-
count. The user speaks or scans items into
the device, then uses his or her PC or mobile
device to make the purchase and schedule
delivery. Amazon has embedded quick-shop-
ping capabilities in its Fire smartphone as
well. In time, the active participation of the
individual consumer may no longer be neces-
sary. Marketplaces or delivery services, such
as Google Shopping Express, could receive in-
formation from “smart” storage devices or re-



EXHIBIT 4 | The Consumer Experience Will Continue to Evolve

Today

Path to purchase: a web of
interactions

Planned shopping at regular
times (e.g., weekly stock-up)

Research by means of specific
channels (websites, mobile)

Basket assembled by adding
products at the shelf

Shopper decides what to buy
and when

Source: BCG analysis.

frigerators that provide recommendations
and make decisions, replacing the shopper’s
own decisions about what to buy and when.
The one thing that’s certain is that the con-
sumer experience will continue to evolve as
more users find more ways to use advancing
technologies to improve their daily lives.

The Supply Side: New
Technologies and Services
Challenge Incumbents

Digital innovation creates a host of challeng-
es for traditional retailers and manufacturers.
New service models have simplified people’s
lives in other sectors, and consumers see no
reason why CPG companies cannot follow
suit. Another challenge is the economics of
unlimited shelf space. Online marketplaces
offer direct and inexpensive access to con-
sumers, which brings low-cost, niche products
from new competitors from all over the world
into the U.S. market. Promotional models—
long rooted in print media, weekly flyers, and
couponing programs—are being stood on

Potential future disruptions

An even more complex web
of interactions

Shopping blended into everyday
routine — anytime, anywhere

Subtle influences exerted through
the consumer’s engagement
across many channels

Stream of purchases in real
time — the basket ceases to exist

Shopping service provides
recommendations and makes
decisions for the consumer

their head, straining partnerships between
manufacturers and traditional retailers.
These companies must find new ways to
work together to drive traffic to stores, where
most grocery shopping still takes place—and
will continue to take place.

The industry has thus far responded slowly.
Retailers, especially large-format retailers,
may feel caught in the classic prisoners’ di-
lemma: they benefit collectively from main-
taining the offline status quo, but individually
they cannot afford to hold back for fear that a
more aggressive competitor will grab an
early-mover advantage. In reality, traditional
retailers are already facing a stampede. Pure-
play online retailers, innovative brick-and-
mortar retailers, technology companies, and
start-ups are all placing significant bets on
e-commerce models that serve different shop-
ping occasions. Collectively, they are driving
the sector toward a tipping point from the
supply side, and it is clear that manufacturers
will need to participate in multiple models.
The good news is that the battle is only just
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being joined; the winning business models
have yet to be established and there are like-
ly to be many. We can count on Amazon to
make sure that warehouse delivery models
exist, on Google Shopping Express to expand
store delivery, and on Walmart to offer click-
and-collect in more markets. The cautionary
tale is that the recent past is littered with
bankrupt retailers in other categories that
failed to adapt when online penetration in
their markets was still low—Circuit City in
electronics, for example, and Loehmann’s
and Filene’s Basement in apparel.

Winning business models
have yet to be established
and are likely to be many.

CPG companies’ brick-and-mortar retail part-
ners are finally joining the party because if
they don’t, the inevitable consequence is con-
solidation and shakeout offline as sales slow
or even shrink. Retailers are scared, with good
reason, over the prospect of losing their best
customers. Shopping volume is up, but trips to
traditional stores are declining. Moreover, the
online shopper spends more money than his
or her in-store counterpart. Retailers cannot
afford to forgo the volume: losing just a sin-
gle-digit percentage of revenue from a profit-
able long tail of SKUs puts a store into the red
in the low-margin retail-grocery business.

Deep-pocketed players—Walmart, for exam-
ple—are moving aggressively to integrate dig-
ital capabilities. While e-commerce accounts
for less than 3 percent of Walmart’s total
sales, the company witnessed 27 percent
growth in its online revenues in the first quar-
ter of 2014. Doug McMillon, Walmart’s CEO,
told the Code technology conference in May
that he is focused on the impact of mobile on
the shopping experience (both digital and in-
store) and on providing click-and-collect and
home delivery services. Walmart is “geo-fenc-
ing” and “lighting up” its U.S. stores so “cus-
tomers can have an interactive experience.”
The company already offers a pay-with-cash
facility, allowing customers to order online
from a wide range of merchandise and pay
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with cash at stores, so those who do not have
a credit or debit card can still buy online. It is
also exploring crowdsourcing delivery, with
in-store shoppers making deliveries for online
customers in return for discounts.

None of this is easy. The economics of digital
commerce are defined at the SKU level by a
simple cost-to-value ratio, that is, the cost of
picking and shipping a product relative to the
margin dollars that a company receives for
that product. For consumer packaged goods,
home delivery for individual SKUs starts to be
feasible at a price point of $20 to $30, depend-
ing on weight and turnover rate. This is much
higher than the average price point for most
CPG products, which is precisely why wide-
spread proliferation of digital commerce has
yet to occur. (It is also the reason why many of
the business’s early pioneers, such as Webvan,
went bust.) Times are changing, however. In
addition to basket economics becoming more
favorable for delivery, large technology compa-
nies with deep pockets, such as Amazon and
Google, are applying new economic tools, such
as membership and delivery fees, and some-
times subsidizing the business to support
broader strategic goals. (See Exhibit 5.) Their
investments are enormous, and these compa-
nies are hungry for scale. They will continue to
be highly aggressive in courting consumers
with attractive offers.

Since 2010, for example, Amazon has invested
$14 billion in 50 new facilities. It is believed to
be targeting widespread same-day reach: by
locating fulfillment centers nearer to the top
20 markets, the company could provide 50
percent of the U.S. population with same-day
delivery. Amazon has confirmed plans to ex-
pand its AmazonFresh grocery service from
Seattle, Los Angeles, and San Francisco to oth-
er cities; according to some reports, the com-
pany is targeting up to 20 new markets.

Amazon will continue to gain share from brick-
and-mortar retailers. In the near term, we ex-
pect club, general-grocery, and mass-market
stores to come under the biggest threat as on-
line retailers target weekly replenishment and
monthly stock-up shopping. These are the easi-
est orders for companies to pack and deliver,
since the demand is known in advance and
they tend to involve heavier, more expensive



EXHIBIT 5 | Deep-Pocketed Players May Ignore the Economics of SKUs

Categories that moved online early
did so because of favorable weight-
to-value ratios at the SKU level...

...but in CPG, big players (such as Amazon) are layering on other components
to build the business case for e-commerce fulfillment

Cross-selling —

Service pricing —

SKU economics —

Companies with deep
pockets may opt to
subsidize delivery as
a strategic investment
to benefit other parts
of their business

Pass on some of the cost
of delivery to the consumer
through membership and
delivery fees

L While it is not economical
o to ship most CPG items
individually, selling a full
basket can justify the cost
of delivery

E-commerce is feasible for
lightweight, slow-turnover,

high-priced SKUs; breakeven for
lightweight CPG SKUs at ~$20

Sources: Online research; expert interviews; BCG analysis.

products and package sizes. There is plenty of
pent-up demand. Our research shows that
more than 20 percent of Amazon Prime mem-
bers who have purchased CPG products online
expect to purchase more in the future, while
only 7 percent say they will buy less. An addi-
tional 12 percent of Prime members who have
not purchased CPG products online expect to
do so in the future. Millennials (aged 18 to 34),
who outnumber baby boomers, make up an
outsized portion of these consumers.

Statistics such as these are telling—and it
should be noted that they represent only a
“base case,” or least disruptive, scenario. Ex-
perience shows that as digital disruption
takes hold in a market, consumers don’t
know how to react right away, and growth fol-
lows a nonlinear trajectory. People take their
time figuring out what they want, but once
they decide that they enjoy a particular expe-
rience, they want a lot more of it. Consider
the explosive growth of innovative services
offered by such companies as Uber in trans-
portation and Airbnb in lodging.

Some retailers are responding by working in
partnership with delivery platforms such as
Google Shopping Express. Google, which re-

cently expanded its delivery service to New
York City and Los Angeles from San Francis-
co, provides retailers with a quick and simple
way to compete with Amazon without having
to make their own massive investments in de-
livery systems. It also gives consumers the
convenience of constructing a basket across
multiple local retailers, and not just those
that sell CPG products. An analysis of Google
search trends between May 2012 and May
2014 shows increasing interest in online gro-
cery, including a steady rise in purchases of
fresh foods, and dramatic early interest in
Google Shopping Express.

As the purchasing pathway fragments, new
competitors emerge. Start-ups such as Blue
Apron, NatureBox, and Dollar Shave Club are
using value-added services to take share and
build defensible niche positions. As barriers
to entry fall, small companies like these can
take advantage of low start-up costs, innova-
tive business models, inexpensive digital mar-
keting campaigns, and consumer interest in
new marketing approaches to build momen-
tum and chip away at established brands.

All of which pushes the CPG sector closer to
the tipping point. CPG companies are seeing
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a growing need to simultaneously work with
existing retail partners to serve customers
through digital channels and establish profit-
able partnerships with new players.

Sizing the U.S. Digital Grocery
Market

We are recommending that CPG companies
prepare for a 1-5-10 hybrid scenario in which
digital penetration accelerates at its own pace
in different markets, segments, and catego-
ries. The most likely sectorwide scenario is
for e-commerce in the U.S. to average 5 per-
cent of the mix by 2018, or more than $35 bil-
lion in annual sales. (See Exhibit 6.) We ex-
amined current growth rates across categories
and locations, as well as the experiences of
analogous industries and markets, in develop-
ing this assessment.

An average share of 5 percent may not sound
like much, but it implies huge change. For one
thing, at 5 percent, e-commerce will make up
nearly one-half of the total growth in the sec-
tor for the next five years. For another, if
low-margin brick-and-mortar retailers do not
participate in e-commerce growth, there inevi-
tably will be consolidation and shakeout off-

EXHIBIT 6 | Digital Sales Will Drive CPG Market Growth

Annual U.S. CPG sales ($billions)

line as sales plateau or decline and margins
collapse. And—perhaps most telling for the
longer term—a 5 percent share mix is very
close to the tipping point where growth in oth-
er categories has accelerated, often jumping
from 5 percent to 20 percent or more in just a
few years as digital models are perfected. Man-
ufacturers and retailers alike need to maintain
their offline capabilities but also jump into dig-
ital and be ready for rapid change.

The two dominant models of online grocery
thus far are warehouse picking for home
delivery and click-and-collect, with consumers
placing orders online and picking up their
purchases at a store or dedicated facility. The
economics of the online business are driven
substantially by order density (the number of
orders per hour or per square mile), which
has an enormous impact on picking and
packing and distribution costs. In general,
delivery costs behave like variable costs and
vary with order density, while picking costs in
a nonautomated setup behave more like fixed
costs.

Data from the UK, where online grocery is

most advanced, show that these costs can
together eat up a third of sales under the home

Contribution to growth
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Sources: IRI; Wells Fargo; BCG analysis.
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delivery model and a quarter of sales under
click-and-collect. But as order density rises,
costs fall quickly and can be more than halved
for high-density operations. (See Exhibit 7.)

In order to make these economics work, re-
tailers must make a series of trade-offs be-
tween pursuing near-term profitability and
gaining market share. Do they focus on loca-
tions with high-density populations and high
Internet and mobile penetration, or do they
try to serve broader geographic areas? Do
they focus narrowly on younger, wealthier
consumers or pursue a mass-market strategy?
Do they offer a narrow assortment of catego-
ries and products—the most profitable ap-
proach—or a broad assortment that increases
sales volume more quickly? Complicating
such calculations considerably are the big in-
vestments being made by deep-pocketed
technology companies that are pursuing
broader strategic goals.

Retailers choosing near-term profitability
over market share growth will target large,
densely populated cities with good demo-
graphics for e-commerce—New York, Chica-
go, and San Francisco, for example—in a first
wave of online penetration, as many are al-

ready doing with pilot programs. A second
wave would target medium-size markets, such
as Denver, San Diego, and Portland, Oregon,
all of which have similar characteristics. (See
Exhibit 8.) Manufacturers with products in
high-penetration categories, such as health
and beauty, or those targeting consumers in
big cities will need to be ready to move quick-
ly and work with retailers to gain advantage
in these new online businesses.

People shop in different ways to satisfy
different requirements (for example,
replenishing staples as opposed to filling an
immediate need), and e-commerce affects
shopping patterns and shopping occasions in
varying ways. This adds another dimension to
the uneven growth of the online market. So
far, the highest online penetration is among
goods that need to be regularly replenished,
which puts club stores, mass-market retailers,
general-grocery stores, and some specialty
retailers squarely in the digital crosshairs. But
various players are experimenting with all
manner of models. Just a few of these include
the following;:

e Amazon Prime Pantry targets replenish-
ment purchases by allowing Prime mem-

EXHIBIT 7 | Retailers Face Trade-Offs in the Quest for Online Profitability

Online grocery economics driven by order density

Retailers will make choices along three

dimensions to drive economics

UK London ) i )
(drop rate (drop rate High-density Low-density
Distribution and picking = = areas with high areas or low
cost per order (% sales) 2.5/hour) 3.5/hour) Geography &commerce e-commerce
0 i ! penetration penetration
’ | |
1 1
1 1
i i
30 1 1 Young, Mass
i i Typical Consumer  high-income market
1 1
---------------------------- femssssessasesd=]  [EEHl s segment
j ! margin: 25%
20 E E
; i Narrow
i . assortment, Broad
- i i Category  most profitable assortment
i i
1 1
i i
i i Emphasis on gaining share
0 H i

Order density (orders per square mile)

—— Warehouse picking for home delivery
—— Store picking with click-and-collect

Source: BCG online grocery model.
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EXHIBIT 8 | The Attractiveness of Different Markets Is a Function of Population Density and
E-Commerce Uptake

E-commerce index!
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Source: IRI.
*E-commerce index = e-commerce sales as a share of all outlet sales.

bers to order a 45-pound box of goods for e Walmart To Go focuses on value-oriented

a flat $5.99 shipping fee.

Amazon Subscribe & Save targets low-
involvement, set-and-forget-type purchas-
es, such as paper towels, bath tissue, and
cleaning supplies. Food products also lend
themselves well to the set-and-forget

shopping. Its Denver pilot allows custom-
ers to place grocery orders online (with
prices identical to those in the store) and
collect their purchases at a Walmart store
at no charge. Loaders bring orders to the
customer’s car, or the customer can pick
them up at the drive-through pharmacy

model, since the average U.S. household window.

uses only five or six primary recipes and

purchases less than 1 percent of the SKUs  Experimentation is running strong. Consum-
carried by the typical grocery store. ers have plenty of models to choose from. We
expect a combination of home delivery and
click-and-collect to prevail, given the great va-
riety of consumer preferences and local mar-
ket conditions within the U.S.

e Instacart provides staple replenishment
and meets customers’ immediate needs
with two-hour delivery windows for a
$3.99 fee and prices set by the company.
Personal shoppers buy products from
local, approved stores and deliver them
directly to the customer.
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NEW RULES FOR

1-5-10 WORLD PRESENTS CPG companies

with an increasingly fragmented, hybrid
marketplace, in which digital growth will
accelerate at different rates across segments,
and the overall rate is hard to predict. In our
judgment, 5 percent growth is the minimum
in five years, while 10 percent shortly thereaf-
ter is a distinct possibility. This rate and level
of expansion represents an opportunity for
incumbent CPG players that they cannot
ignore. The growth rate of total CPG dollar
sales in the U.S. was only 1.5 percent in 2013,
and large CPG companies lost more than 2
points of share to midsize and smaller players
from 2009 to 2013.

There is a big cost to inaction, too. CPG com-
panies will not only abdicate to retailers the
opportunity to shape the evolution of e-com-
merce in the sector but also risk losing con-
trol of their own margins, share, and brand
equity in the fast-growing digital channel.
Companies that do not play in the digital
game are likely looking at flat or shrinking
sales. The combination of dynamic pricing
and consumers’ ability to receive real-time
price comparisons and notifications will
squeeze margins. Niche brands can take
share online through better search rankings.
High rankings beget high rankings, which has
dire implications for late-moving CPG brands.
Brand equity is at risk as the purchasing path-
way continues to fragment and start-ups
build defensible positions. Manufacturing,

A NEW GAME

too, will see increased competitive intensity
as start-ups source private-label products. The
big risk for many CPG players is that their or-
ganizations and skills, which have been opti-
mized over many years in the brick-and-mor-
tar marketplace, will be slow to adapt.

An Unfamiliar Environment

CPG companies face a competitive environ-
ment that is unfamiliar and potentially hos-
tile to their market share and profitability, as
well as misaligned with their organizations
and skills. Pricing power, for example, has
shifted substantially to the consumer. The In-
ternet brought fresh transparency to this is-
sue, and continuing technology advances,
pushed by Amazon and others, have enabled
online sellers to dynamically manage prices
while consumers follow every move in real
time with price-tracking sites and apps such
as camelcamelcamel and Price!pinx. The
price of a four-pack breakfast cereal on Ama-
zon, for example, recently increased three-
fold—from $6.68 to $20.14—in a single week.
Dynamic pricing has brought increased vola-
tility to the marketplace, while transparency
squeezes margins for the retailer and, ulti-
mately, manufacturers as well.

E-commerce also levels the playing field for
niche brands looking to gain share through
better sales-based search rankings, the digital
equivalent of premium shelf space. The clout
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that large trade-promotion budgets gives CPG
companies with brick-and-mortar retailers
doesn’t count online—best-selling search re-
sults are determined by algorithms based on
consumer response. Consumer interest, rath-
er than trade spending, drives shelf position.
The list of top-selling breakfast foods on Am-
azon on a random day in May 2014 showed
eight of the top ten places occupied by a
niche product, Kind breakfast bars. “Main-
stream” cereal products from major CPG
companies held only 5 of the top 20 places.
High rankings tend to produce more high
rankings and give early movers, and especial-
ly early leaders, a big advantage. CPG compa-
nies will find it difficult to dislodge en-
trenched front-runner products down the
road.

Competitive intensity also increases as barri-
ers to entry fall and industry lines blur. New
entrants are coming to the market with prod-
ucts or entire multiproduct marketing con-
cepts—such as branded subscription ser-
vices—that gain traction and popularity
through clever digital marketing. They bleed
sales from long-standing CPG mainstays. New
private-label players, whose marketing, sales,
and distribution are entirely digital, have al-
ready established strong and growing posi-
tions in categories with relatively high online
penetration, such as personal care, snacks,
and beauty products. Dollar Shave Club has
racked up more than 700,000 subscribers
since launching in April 2012. Another online
shaving-products service, Harry’s, built a big
enough base of business—and raised suffi-
cient venture capital—in less than a year to
buy a 90-year-old razor-blade factory and se-
cure control over its source of supply.

Wrong Time, Wrong Place, Wrong
Capabilities

Unfortunately for CPG companies, hard-won
mastery over brick-and-mortar sales does not
easily translate online. Merchandising, pric-
ing, and branding are all new ballgames de-
manding different approaches, skills, and
tools. Most CPG companies are ill prepared,
owing in part to lack of investment in new ca-
pabilities, and they have already ceded signif-
icant ground to fast-moving (and, in many
cases, new-to-market) competitors.
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Take the health category. The top five CPG
companies have a 30 percent share of brick-
and-mortar sales but only a 19 percent share
of online sales. The difference between the
brick-and-mortar and online shares in vita-
mins is 18 percentage points; in toothpaste,
30 percentage points; and in toothbrushes
and dental accessories, 26 percentage points.
Making matters much worse, growth in many
such categories has essentially tracked GDP—
what growth there is comes from online sales,
where traditional players are missing out.

New entrants bleed sales
from long-standing CPG
mainstays.

In addition to the internal-management, or-
ganizational, and cultural challenges that
CPG companies must grapple with in setting
up digital operations, they may also face pain-
ful pushback from major retail partners. Ac-
cording to a February 2014 report in the Wall
Street Journal, when big Procter & Gamble al-
lowed Amazon to set up picking-and-shipping
operations inside P&G’s warehouses, it quick-
ly came under attack from Target, which de-
moted the in-store presence of P&G’s prod-
ucts and gave favored shelf space, position,
and visibility to the products of competitors.
CPG companies cannot turn away from their
traditional retail partners, of course, and they
will have to determine how best to allocate
financial and human resources (sales and
marketing budgets and account teams, for ex-
ample) across traditional and emerging digi-
tal channels.

New Success Factors

There are still high barriers to online pur-
chasing, especially in certain categories.
Among the highest are the inability of con-
sumers to check for quality, freshness, and
product damage and the reluctance of some
to pay (extra) for delivery. These are tough
hurdles, but new models keep evolving, and
consumers are quick to embrace innovations,
such as those that take advantage of crowd-
sourcing and the “sharing economy.”



Many experts have ascribed the advantages
enjoyed by online retailers such as Amazon
to their ability to offer endless assortment
and low prices. This was likely the case in the
past (remembering that “past” in the online
world can mean last year), but as digital’s in-
fluence evolves, low prices have become table
stakes. Now the big differentiators for both
online and traditional retailers are conve-
nience and trust, followed by value and prod-
uct assortment. (See Exhibit 9.) Trust means
trust in both the brand and the retailer. Con-
venience includes ease of doing business—a
critical consideration for any company look-
ing to enter the e-commerce or, even more
significant, the m-commerce game. Value
means value for money, not just low price. All
players still need to provide the basics—good
product quality, assortment, and availability.
For online companies especially, speed of de-
livery could become a differentiating factor,
but consumers have yet to decide how key a
factor it is.

All this means that traditional retail success
factors, such as inspiring out-of-store advertis-
ing, catchy in-store promotions, friendly staff,
efficient checkout, and valuable loyalty re-
wards, have given way to a new lineup. To-

day’s omnichannel success factors are more
likely to involve in-depth insights and im-
proved targeting made possible by big data,
the powerful economics of cloud computing,
automatic-replenishment options, single-click
purchasing, integration across devices (includ-
ing those used by shoppers inside the store
and elsewhere), and integration with the
broader consumer-information ecosystem.

As the purchasing pathway evolves, key driv-
ers of online commerce will increase in influ-
ence and some of the more resistant con-
straints to online purchasing will start to
crumble. CPG companies that innovate in rel-
atively low-risk ways now have multiple op-
portunities to broaden and deepen their cus-
tomer relationships, prepare for these tipping
points, and establish the basis for lasting ad-
vantage in the medium to long term.

Planning a Response

Digital is an all-encompassing force, not sim-
ply another emerging channel. CPG compa-
nies need to reevaluate everything from indi-
vidual company business models to the
industry’s position in the broader consumer
marketplace. The changes are broad, and

EXHIBIT 9 | Convenience and Trust Are Primary Drivers of E-Commerce, Followed by Value and

Product Assortment
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companies need to respond both individually
and collectively as an industry.

Individually, companies need to address digi-
tal from the top, building new capabilities
and making difficult choices in order to de-
fend margins, share, and brand equity. Specif-
ic tactics will vary, of course, according to the
category and current position (offline and on-
line) of each brand and product, but most
CPG players will find that they need to devel-
op new skills and capabilities in their organi-
zations and rethink how and where they in-
vest their marketing, brand-building, and
trade budgets. Companies with niche prod-
ucts can take advantage of the level online
playing field to make targeted online
brand-building investments to gain share. In-
cumbents need to develop great online con-
tent and leverage brand equity in order to
lock in consumers through, for example, com-
pelling subscription offers.

Even the largest CPG company is limited in
what it can do individually, however. The dig-
ital shift is too big and too far-reaching. CPG
players should investigate forming cross-
industry, noncompetitive alliances that focus
on solving common problems or addressing
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shared challenges to gain greater leverage in
an increasingly online world. Working togeth-
er to develop an industry standard to effi-
ciently create, store, and distribute product
information (both images and data) online is
one possibility. Manufacturers and retailers
collaborating to determine the most consum-
er-centric and cost-efficient supply-chain
solutions, which may well involve shared use
of physical assets, is another.

Regardless of whether digital penetration
stands at 5 percent, 10 percent, or some-
where in between, companies must redefine
their approaches with much deeper digital in-
vestments; this includes making major shifts
in investments and capital allocation, testing
big bets with large capital outlays (new pack-
aging, for example, or acquisitions), and
building the next wave of needed capabilities
in such areas as pricing. We explore these
steps in more detail in the next chapter.



PLAYING THE NEW

PG COMPANIES MUST LEARN to play a

new game, but “going digital” can involve
some daunting decisions. While many
companies have established a digital pres-
ence—a website, some digital advertising, a
presence in social media—most have yet to
fully integrate digital into their operating
model, build a big-data analytical capability,
pursue a multichannel (or omnichannel)
strategy, or tailor their product offerings to
the digital or e-commerce marketplace.

Any company can make a
senes of low-nsk, “no regret”
moves 1n the near term.

Fortunately, there are a series of low-risk, “no
regret” moves any company can make in the
near term that will better prepare it for a 1-5-
10 world—and put it in a strong position to
accelerate initiatives in important areas if
e-commerce develops more quickly toward 10
percent penetration. These steps address is-
sues related to online strategy and brand eq-
uity; category management across channels;
partnerships with retailers; supply chain con-
figuration; the willingness to experiment; and
organizational capabilities and effectiveness.
As companies gain comfort with the digital
world, some may decide to place selective

GAMLE TO WIN

bets on game-changing investments such as
microconsumer segmentation, partnerships
with the technology community, personal and
dynamic pricing, and collaborative product
development.

Develop an Integrated Strategy

A clear and integrated strategy requires a
comprehensive assessment of the role of digi-
tal and e-commerce for the company. This
means determining how large a digital pres-
ence to build for each brand based on the cir-
cumstances of its category and market. The
strategy must be driven from the top of the
organization and requires an objective assess-
ment of the starting point. It should define a
sustainable position for each brand or prod-
uct (profitable margins, steady share) and the
capabilities required to get there.

An integrated strategy lays out a company’s
digital ambition and level of investment com-
mitment. The key question is how far does a
company want to try to go—and how fast. Is
it a player in the new game, a fast follower, or
does it have aspirations to be a leader? What
does it see as its own digital endgame—a
competitive capability or a unique, fully inte-
grated omnichannel offering? Part of the an-
swer may lie in the amount the company is
willing (or able) to invest to support its ambi-
tion and desired pace of growth. Investments
need to be calculated by category, brand, and
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market. The strategy will determine how far
and how fast the company moves through the
phases of digital maturity. (See Exhibit 10.)

The importance of strategy, commitment
from the top, and building the right
capabilities can be seen in the example of a
leading international fashion company.
Almost a decade ago, the company was in a
bind: its brand was outdated and it was losing
relevancy with consumers. The company
determined that its most attractive future
rested in establishing a strong digital
relationship with its customers, especially
younger customers who had grown up online;
to do that, it needed to become a digital
leader. The CEO oversaw development of a

multiyear digital strategy, including a series
of no-regret moves and a few capital-heavy
bets, that has led its organization and
investment decisions ever since. The choices
weren’t easy, requiring top management to
have the courage of its conviction and make
hard trade-offs, such as pulling budget dollars
from traditional print advertising to fund
digital investments.

The strategy unified the company around the
goal of becoming the first fully digital brand
in its industry. The company made early, low-
risk investments in online brand building and
social media. It used Facebook to connect
with customers and created its own photo-
sharing site featuring its fashions, with

EXHIBIT 10 | CPG Companies Need an Integrated Strategy That Lays Out Their Ambition and

Investment Level
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content provided by users. As it progressed, it
updated its organizational structure and
talent, including appointment of a chief
creative officer to run digital. (It’s often
necessary to have someone highly placed in
the organization who “owns” the digital
agenda in order to sustain momentum.) The
company has invested 60 percent of its
marketing budget in digital channels, three
times the industry average, underscoring its
commitment.

Having determined that its principal sales
channels would be its own online and brick-
and-mortar stores, with other retail outlets
playing a supplementary role, the company
rethought its product distribution and made
the heavy capital investments necessary to
build a best-in-class e-commerce operation
and digitize its real-world stores to create a
seamless online-offline experience for con-
sumers. Today the company is one of the
most successful in its industry and is looked
to as a model for tailoring online content to
enhance brand awareness and drive sales.

Build Brand Equity Online

It’s a simple fact that brand awareness is not
going to be as high or brand perception as
easy to control online as in the offline world.
There are too many influences at work. Digi-
tal commerce requires marketers to rethink
how they build awareness and shape percep-
tion. It’s also a fact that companies following
traditional budgeting processes are likely to
underinvest in digital. The priorities need to
be set from the top in order for a company to
make the right trade-offs.

Consumers get information, advice, data,
opinions, and recommendations from myriad
sources today. This fragmentation means that
a brand’s direct communications, while still
important, have less impact. In a world where
offline media channels—TV, print, radio—
were the loudest voices in the room, compa-
nies could push carefully crafted messages
out to consumers. In the digital world, con-
sumers are creators and consumers of infor-
mation, making brand building at least a two-
way dialogue. Messages can no longer be
controlled to the same degree; shaping brand
perceptions is a much more complex task.

Fortunately, consumers have not locked in a
prevailing source of influence. They respect
brand-sponsored information, so companies
need to play in this arena more strongly than
ever.

Brand perception 1s not going
to be as easy to control on-
ine as 1n the offline world.

Companies need to manage perception and
awareness through investments that are tied
to the purchasing pathway for each brand.
For example, maintaining brand awareness
probably requires shifting marketing invest-
ments to digital vehicles upstream along the
pathway. Organizations need a disciplined
way to develop a cohesive view of some key
questions. These include the role each brand
plays in the portfolio, how the category influ-
ences consumer engagement along the pur-
chasing pathway, and where along the path-
way the brand can differentiate itself.

In answering these questions, companies will
define the role of their branded websites as
well as other digital brand-building vehicles,
such as social media, the digital and offline
media mix, and their direct-to-consumer
relationships. Successful players will adapt to
the new online-offline media world faster
than their competitors. Brands must make
their way onto shopping lists (offline, online,
and mobile) or, better still, lock in customers
through subscriptions in order to retain share
as the purchasing pathway continues to
fragment.

Many leading brands use their websites as
publishing venues to drive awareness with
rich and varied content that grabs consumers’
attention and directs them to “buy here”
links to retailer websites. They invest in digi-
tal and bring innovation—such as new func-
tionalities for their websites and mobile
apps—to market earlier. One leading snack-
food brand, for example, created an online
marketing campaign around a virtual world
populated with characters that appeal to its
young-male customer base.
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Successful brands will also shift investments
from traditional marketing channels to digital
media. Many marketers fear that moving dol-
lars from television or print will decrease the
efficacy of those channels. But companies in
other industries that have made the move
have found that allocating more resources to
digital augments other channels and im-
proves impact across all channels. L'Oréal has
created an online brand of cosmetics, EM Mi-
chelle Phan, which it markets in partnership
with the YouTube beauty blogger, whose vid-
eos have achieved some 1 billion views.

Revisit Category Management
Across Channels

CPG companies need to have a clear view of
the role that different channels play for each
brand in their portfolios, and the investments
they make along the purchasing pathway must
be tied to their channel priorities—particular-
ly whether brand websites are an active sales
channel or whether sales are driven exclusive-
ly through (offline and online) retail channels.

For each channel, companies need to develop
a coherent way to handle assortment, pricing,
trade rules, content, and support. They also
need to prepare for channel conflict. Working
with leading digital players such as Amazon
is most likely necessary, regardless of how
brick-and-mortar retailers may respond.
There are multiple tactics for managing chan-
nel conflict. Companies can choose some
combination of the following;:

e Differentiate the product assortment
across channels on the basis of the role
that each plays in the portfolio. Nespresso,
for example, sells its coffee makers in
several brick-and-mortar and online
channels, including traditional retailers
and its own website. But it reserves the
largest assortment of accessories for its
website, and it sells its coffee capsules only
through its own retail and online outlets.

e Make prices on brand websites distinct
from those in brick-and-mortar channels.

e Differentiate pack sizes in different
channels to minimize conflict and make
price comparisons more difficult. For
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example, Keurig offers a 24-pack of
K-Cups on its website while selling larger
pack sizes on Amazon. The company
offers its broadest product assortment
online and uses the digital channel as a
learning lab for all channels.

Successful brands will shift
nvestments from traditional
marketing to digital media.

e Develop a product that is available
exclusively online. Mars created its
customizable My M&M’s as a premium
offering available only on the brand
website.

e Develop an exclusive online brand, as
L’Oréal did with EM Michelle Phan
cosmetics.

Partner with Retailers

CPG companies already work effectively with
retailers in multiple ways to boost sales. They
need to transfer that cooperation to online
category management. The consumer data
that both parties generate, for example, can
be combined with syndicated data to gener-
ate actionable insights into consumer behav-
ior. These insights become all the more valu-
able as the purchasing pathway fragments.

One step that most CPG companies will want
to take is to build joint e-commerce account
plans with their top brick-and-mortar retail-
ers—as well as with Amazon—in order to
gain exposure to the e-commerce ecosystem
and access to a laboratory for experimenta-
tion. Online retailers are particularly adept at
running controlled experiments to identify,
for example, those variables most likely to in-
fluence consumer behavior, a capability that
CPG companies can leverage. Manufacturers
will need to recast their account teams to
make sure that digital teams receive ade-
quate resources, even if this means reducing
the size of their brick-and-mortar teams. They
may have to source talent for their digital
teams from elsewhere in the company or



from outside. It’s unlikely that an account
manager for a brick-and-mortar retailer will
have the requisite skills to suddenly switch
roles and manage an account team for Ama-
zon or another online retailer.

CPG companies also need to recast their ex-
isting capabilities for the digital world. Take
optimizing shelf placement, for example, an
area in which CPG companies and retailers
have collaborated for decades. The online
game is played on a different board with new
rules, necessitating a revised approach. The
new approach, in turn, calls for the develop-
ment or acquisition of new skills in areas
such as the following;:

o Shelf Placement. In the real world, this is
about optimizing the positioning of
products given limited real estate. Online
real estate is unlimited and search
rankings are often based on consumer
preferences.

e Navigation. In the store, this is about
banners and placement next to related
categories. Online, the priority is making
sure products get listed in the right
departments with the right tags and that
product reviews are highlighted.

e Touch and Feel. Making consumers develop
an emotional connection with a product
on the shelf is a very different kind of
challenge than creating a rich, virtual
consumer experience, especially on a
seven-inch smartphone screen.

e Information. In a similar vein, printed
posters, flyers, catalogues, and brochures
are very different mediums of communica-
tion than digital devices.

CPG companies need new capabilities in mul-
tiple areas. These include content develop-
ment, which requires both developing in-
house skills and building new external
partnerships; talent (most brick-and-mortar
category-management experts don’t have a
strong working knowledge of e-commerce
models); consumer insight, which means
building an understanding of what excites
the consumer online; and organizational
alignment—companies need to align market-

ing and sales around online category-manage-
ment strategies that are likely foreign to exist-
ing marketing and sales staff.

CPG companies will need to
participate 1n and serve
multiple distnbution models.

Rethink Supply
Chain Configuration

CPG companies will need to participate in
and serve multiple distribution models. They
can start now to strengthen the core capabili-
ties that will be needed, while refraining
from placing large capital bets in the near
term, since the models will continue to
evolve. Manufacturers can collaborate with
retailer partners to address key issues such as
the following:

e Demand Forecasting. Manufacturers and
retailers need to learn to read demand
signals more accurately and closer to the
point of demand. Traditionally, demand
forecasting has been done using point-of-
sale data, which looks backward. Digital
commerce generates forward-looking
demand signals before the sale, such as
products added to wish lists on users’
mobile phones. We are already seeing
such signals of the intention to purchase
in other categories, such as those in which
gift and baby registries are used.

e Response Time. Companies will need to
build in flexibility to meet changing
service-level expectations, such as quick
replenishment to meet delivery guarantees.

e Transparency. Manufacturers and retailers
need to develop the means and standards
to share data across the supply chain.

As e-commerce volume grows, the implica-
tions for packaging will emerge for fast-mov-
ing SKUs, while inventory-holding questions
will arise for slow-moving products. Manufac-
turers and retailers can anticipate these is-
sues and prepare their responses now.
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Fast-moving SKUs are going to require
“e-friendly” packaging that is economical,
logistically advantaged (lightweight, leak
proof, damage proof, and shaped to fit a
rectangular shipping box), as well as
consumer friendly. Slow-moving SKUs raise a
different set of issues: how might the line of
inventory ownership between retailer and
CPG companies shift, for example, and how
should manufacturers respond (offering more
limited assortments, for example, or
outsourcing fulfillment)? In the long run,
manufacturers and retailers will need to work
together to determine the most consumer-
centric and cost-efficient supply-chain
solutions, which one day may require sharing
of physical assets.

Test, Learn, Scale

Digital technology and the surrounding eco-
system of commercial activity are both evolv-
ing much too quickly for companies to follow
a traditional three-to-five-year approach to
planning. Consumer expectations are being
set every day by technology companies,
which have deep pockets and thrive in an en-
vironment of constant, fast-paced change.
CPG companies need to rethink their invest-
ment allocation, moving money upstream on
the purchasing pathway to reach consumers
where they are being influenced about prod-
ucts and purchases today. They also need to
develop an adaptive strategy to investment,
experimenting with different approaches,
quickly measuring results, and then terminat-
ing initiatives that do not work and putting
more resources behind those that do.

An adaptive strategy is a big change for many
companies. There needs to be a commitment
across the entire organization that is driven
from the top. One approach is to articulate
bold ambitions that underscore the priority
being placed on the effort. For example, 3M
sets the goal of earning 30 percent of its reve-
nue from products introduced in the last five
years, and the company aligns its culture and
incentives accordingly. 3M has long allowed
its employees to spend up to 15 percent of
their time on projects of their own choosing.

The adaptive approach affects all depart-
ments and organizational levels; it will have
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an impact on dealings with external partners
as well. The finance function, for instance,
needs to take a holistic approach, managing
different tranches of investments, some of
which will have learning—rather than strict
financial returns—as a primary objective;
making trade-offs across departmental bud-
gets; and functioning according to the adap-
tive needs of the business rather than accord-
ing to slow and rigid annual budget cycles.

Companies will need to build
1n flexibility to meet changing
service-level expectations.

An adaptive approach requires adherence to
strong metrics, set in advance, that will be the
primary criteria for determining success. Fi-
nancial and activity metrics should be devel-
oped for each brand, along with the data,
tools, and processes that will be used to mea-
sure and track progress.

CPG companies face a frightening series of
choices. There can be 70 or more marketing
initiatives competing for investment resourc-
es—a dozen or more along each step of the
purchasing pathway. (See Exhibit 11.) Compa-
nies need a systematic approach—employing
smart prioritization and frequent iteration—
that rigorously assesses investment pockets
and determines which bets to place and how
and when to take lessons from each bet. They
also need to diversify their bets by taking cal-
culated risks across the overall portfolio and
“de-averaging” their investments. Each cate-
gory, channel, and market will serve a specif-
ic purpose and operate in a different environ-
ment. Complicating matters is the need for
digital priorities to reflect the requirements
of multiple objectives and stakeholders. Pa-
tience can be a virtue. In our experience,
most companies need time and practice to
become comfortable with, and effective at, an
adaptive approach to investment decisions.

Build an Adaptive Organization

Organizationally, CPG companies need to in-
vest in new configurations, processes, and ca-



EXHIBIT 11 | There Is Intense and Complex Competition for Investment Funds

Discover > > Search > > Locate > > Buy > > Postpurchase >
Visibility on Internet Overall user : i
e Product assortment Shopping basket Order confirmation

Corporate websites

Social networks

Viral networking

Blogs/pinboards

Photo/video platforms

Social-media games

Display advertising

Online interactive ads

Mobile advertising

Sponsorship

Out of home

Print

TV

Radio

Direct mail

Demonstrations/
tastings

Circular coupon

Contest and
sweepstakes

Search performance
compared with that
of competitors

Functional website-
navigation tools

Product information

Site accessibility
across languages
and devices

Site look and feel

Quick shop
entrance/navigation

Easy-to-use shop
interface

Online-search
marketing

Informational
website

Company forum
(including advocacy)

Community forum
(Wiki)

Affiliate marketing

structure on site

Price/delivery
details noted

Functional elements
for product
selection process

Clear selection flows

Online coupons

Widgets/apps

Location-based
services

Telesales

Shelf placement

Feature displays

Display coupon

Simple checkout
process

Easy registration
form

Smooth checkout
flow

Smooth checkout
process

Delivery details
explained

Smooth payment
flow

Policies and
services noted

Point-of-sale
QR codes

Smart appliances

Temporary price
reductions

Bonus pack
promotions

Impulse point-of-sale
displays

Customer relationship management

Delivery tracking

Delivery packaging

Delivery occurs

Returns managed

Prompt repurchasing

Solicit customer
feedback

Solicit reviews
of products

Customer service

Customer profile
management

Online
reviews/ratings

Newsletter

E-mail marketing

Rebates

Premiums

Digital-content creation

E-commerce functionality Digital marketing Traditional marketing

Trade spending Platform investments

Sources: Online research; BCG experience.
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pabilities—including digital marketing, on-
line account management, packaging, and
content development—if they are to fully in-
tegrate digital with all the other elements of
their businesses. The key decision is whether
to “incubate” digital capabilities by centraliz-
ing them within a single function or unit—a
digital center of excellence (COE)—or to “in-
filtrate” these capabilities across the entire
organization.

As with so many other decisions about digi-
tal, there is no one right answer. Each orga-
nization’s strategic goals, existing structure,
culture, and access to talent will determine
the approach. Our experience shows that
companies use four basic models (see Exhi-
bit 12):

e C(Centralized—a centralized strategy and
execution with brands and business units
providing input but not exercising control.

e Hybrid—a centralized strategy and process
while digital content remains localized
within brand organizations.

e Built-in—digital capabilities are pushed out
and integrated into brand organizations.

e Standalone—development and execution
of digital strategies are delegated to
business units, along with clear revenue
and profit objectives. The business units
are responsible for securing their own
dedicated digital resources.

Each of these models may involve a COE,
whether in a consultative (expert advisor)
role, a service center (back office) role, or an
operational (key decision maker) role.

Each approach has strengths and risks to be
managed. A centralized structure facilitates
achieving benefits of scale, with respect to
both talent and activities, and furthers coor-
dination and best-practice sharing within and
across functions. It is potentially less respon-
sive to the needs of business units, however.
A hybrid approach balances the need for
scale with the ability to embed capabilities
within the organization. It can be more easily
tailored to different strategic objectives. How-
ever, problems can arise if issues are not
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clearly laid out, with proper linkages and
alignment with business units well defined.
Governance can also be more difficult.

A built-in structure maximizes integration of
digital and e-commerce functionality and can
heighten the digital and e-commerce capabili-
ties of the entire organization. It increases the
ability to deliver a seamless experience to
consumers across channels. To function prop-
erly, it requires clear ownership of decisions
and a process for identifying and disseminat-
ing internal and external best practices. Com-
panies also need to maintain a strong empha-
sis on skills development, constantly sourcing,
evaluating, and developing talent.

Fach organization’s goals,
structure, culture, and talent
will determine the approach.

A standalone structure can leverage
components of the traditional business
(warehouses, for example) but is not bound
by their existing ways of operating. This
approach has particular advantages in a
market that is moving quickly to e-commerce,
as there is less concern about making tough
decisions with traditional brick-and-mortar
retailers. Developing a standalone business
provides some protection against retailer
backlash, since the goal is to compete rather
than compromise. It can lead to duplication of
resources that raise the cost of operations,
and there’s the risk that a business operating
in its own silo will make decisions that are not
consistent with broader corporate objectives.

Manage Internal Tensions

Omnichannel operations are complex. Re-
gardless of a company’s organizational struc-
ture, multiple tension points are likely to
arise that must be addressed:

e Inventory needs to be managed, present-
ed, and delivered in a channel-agnostic
manner despite varying offline and online
strategies for different brands and product
lines.



EXHIBIT 12 | Four Organizational Models Are Emerging

Structure Characteristics

Centralize strategy and execution,
with brands/sales providing indirect
influence

« Digital/e-commerce functions
centralized to leverage scale

e Brands provide indirect
influence/guidance

Centralized

Centralize strategy/process while
keeping content localized within

brands/sales
Ml » Digital/e-commerce responsibilities
y distributed across the organization
» Org structure tailored to different
objectives (e.g., best practices
centralized, but brands manage the
customer relationship

Capabilities are pushed out and
integrated into brand and sales

organizations
Built-in - « Digital/e-commerce capabilities
integrated into existing functions

Treated as a separate business unit
with dedicated resources and
economic objectives

o Clear revenue/profit objectives

o Operates under a separate P&L

o Mission typically differs from that of
the traditional business

« Typically staffed with e-savvy,
high-energy talent

Standalone

[ Digital/e-commerce activities [ Nondigital/e-commerce activities

Source: BCG experience.
Note: Organizational structures depicted are only intended to convey the logic behind the model.
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Ideally, online and in-store operations will
have their own respective approaches to
pricing, given differences in the cost to
serve each channel, but near-total price
transparency means that consumers will
be quick to pick up on pricing disparities.

Budgeting processes have traditionally
divided funds by channel (trade, market-
ing, e-commerce) based on prior-year
numbers, but as the purchasing pathway
fragments, the distinctions between
channels blur and become harder to
define and measure.

Accounting lines between brand-market-
ing and trade-spending dollars are fuzzy
and create conflicts when working with
online retailers such as Amazon. New
buckets need to be defined for both
budgeting and managerial profit-and-loss
purposes.

Incentives and metrics often push busi-
ness owners to optimize single-channel
results to the detriment of overall busi-
ness goals.

New disciplines are emerging (online
category management and Amazon
account management, for example) that
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cause conflict as companies seek to either
integrate them with traditional counter-
parts or incubate them separately.

e In-store and online promotions, if not
coordinated, confuse consumers and lead
to suboptimal economics.

e Assortment decisions need to be made
across channels, but cross-channel
considerations slow decision making.

e IT systems and processes are often unable
to provide a single collective view of
merchandise, inventory, and consumers
across channels.

e Brand messaging and content need to be
consistent across channels to minimize
consumer confusion.

These are difficult and complex issues. They
have no right answers, but each requires a
consensus solution—or a dictate from the
top—to keep pain levels in check. Collective-
ly, they may lead to collaboration becoming
an ascendant cultural value in CPG compa-
nies as they adapt to the digital world.



NO TURNING BACK

WHILE PETER DRUCKER TALKS of creat-
ing the future, Franz Kafka reminds us
that “from a certain point onward there is no
longer any turning back.” The CPG industry
has reached the point of no return. The only
questions left are how deep and disruptive
the digital revolution will be, and how quickly
(or slowly) CPG companies, both individually
and collectively, will turn the disruptive
energies to their own ends.

This report has provided an overall game
plan for the 1-5-10 world. The history of other
sectors demonstrates time and again that
those that are quick off the starting blocks es-
tablish a big advantage in the race. CPG com-
panies that want to win will start developing
their own digital game plans now.

THE BOSTON CONSULTING GROUP ¢ GMA ¢ GOOGLE e« [RI ‘ 33



NOTE TO THE READER

About the Authors

Patrick Hadlock is a partner and
managing director, Shankar Raja is
a principal, and Bob Black is a
senior advisor in the Dallas office of
The Boston Consulting Group. Jeff
Gell is a senior partner and
managing director in the firm‘s
Chicago office and head of the
consumer products sector in North
America. Paul Gormley is director
of commerce partnerships and Ben
Sprecher is business development
lead at Google. Krishnakumar
(KK) S. Davey is president and
Jamil Satchu is a partner at IRl
Global Analytics & Consulting.

Acknowledgments

The authors are grateful to the
members of the digital
subcommittee of the GMA for their
participation in shaping this report.
They acknowledge especially the
assistance of Karin Croft and Elise
Fennig for their help in facilitating
collaboration with the digital
subcommittee and the broader
GMA membership. The authors are
also grateful to Meghan Perez for
her guidance and to Swetha
Subramanian, Laura Kirchhofer,
Michael Greenway, and Pranay
Mathur for their analytical support.

Finally, the authors thank Kim
Plough (BCG) and John Mclndoe
(IR1) for helping coordinate
preparation and distribution of the
report, David Duffy for his help in
writing the report, and Katherine
Andrews, Gary Callahan, Kim
Friedman, Abigail Garland, Gina
Goldstein, and Sara Strassenreiter
for their assistance with its design,
editing, and production.

34 |THE DIGITAL FUTURE

For Further Contact
For further information, please
contact one of the following:

Patrick Hadlock

Partner and Managing Director
BCG Dallas

+1 214 849 1500
hadlock.patrick@bcg.com

Shankar Raja
Principal

BCG Dallas

+1 214 849 1500
raja.shankar@bcg.com

Bob Black

Senior Advisor

BCG Dallas

+1 214 849 1500
extblack.bob@bcg.com

Jeff Gell

Senior Partner and Managing Director

BCG Chicago
+1 312 993 3300
gell.jeff@bcg.com

Paul Gormley

Director of Commerce Partnerships

Google
+1 415 806 3428
pdgormley@google.com

Ben Sprecher

Business Development Lead
Google

+1 617 875 2470
sprecher@google.com

Krishnakumar (KK) S. Davey
President

IRI Global Analytics & Consulting

+1312 726 1221

krishnakumar.davey@iriworldwide.

com

Jamil Satchu

Partner

IRI Global Analytics & Consulting
+1 312 726 1221
jamil.satchu@iriworldwide.com

Karin Croft

Associate, Industry Affairs

and Collaboration

Grocery Manufacturers Association
+1 202 295 3927
kcroft@gmaonline.org

Elise Fennig

Vice President, Industry Affairs
Grocery Manufacturers Association
+1 202 295 3947
efennig@gmaonline.org



THE BOSTON CONSULTING GROUP ¢ GMA ¢ GOOGLE e« [RI ‘ 35



36 |THE DIGITAL FUTURE



© The Boston Consulting Group, Inc., Google, Inc. , Information Resources, Inc. 2014. All Rights Reserved.

For information or permission to reprint, please contact BCG at:
E-mail: bcg-info@bcg.com
Fax: +1 617 850 3901, attention BCG/Permissions
Mail: BCG/Permissions
The Boston Consulting Group, Inc.
One Beacon Street
Boston, MA 02108
(URYAN

To find the latest BCG content and register to receive e-alerts on this topic or others, please visit bcgperspectives.com.
Follow bcg.perspectives on Facebook and Twitter.

8/14 Rev.9/14



BCG o Google %) IRi

It “ o Growth delivered.

Tae Boston CoNsuLTING GROUP




