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• A dictionary would define efficiency as achieving
maximum productivity with minimum wasted effort
or expense. Business owners tend to understand this
concept on a more instinctive, intuitive level.

• On a probability- or risk-weighted basis, it is
increasingly prudent for entrepreneurs to reevaluate
their company’s approach to efficiency.

• We identify four different channels through which
business efficiency is changing. We examine what
these changes mean for entrepreneurs and how they
can respond.
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What is efficiency?
A dictionary would define efficiency as achieving maximum
productivity with minimum wasted effort or expense.
Business owners tend to understand this concept on a
more instinctive, intuitive level. Efficiency boils down to
generating the most stuff out (in quality-adjusted terms)
for the least stuff in, and it could be fairly described as
foundational to business success.

transportation, in- and outbound air freight rates, and
purchasing managers' index surveys from the New York
Federal Reserve’s economist blog (Fig. 1).

Figure 1: Global supply chains remain under
stress, prompting business owners to rethink
their efficiency

Efficiency will remain pivotal to running a business. But the
parameters of efficiency are changing.
World events and business owners’ responses to them
are driving this change. In the past, businesses ascribed
extremely low likelihoods to events that had high potential
for disruption and inefficiency. These events included
pandemics and wars.
The COVID-19 crisis and subsequent public health measures
forcibly shut down production in various parts of the
world economy. Global supply chain pressures remain many
degrees higher than they were in the pre-pandemic world,
according to a composite indicator of cross-border sea

Source: Federal Reserve Bank of New York, Bureau of Labor Statistics;
Harper Petersen Holding GmbH; Baltic Exchange; IHS Markit; Institute for
Supply Management; Haver Analytics; Bloomberg L.P. Index scaled by its
standard deviation.
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The pandemic has prompted many entrepreneurs and
executives to ascribe higher probabilities to adverse events
with the potential to have a big impact on their efficiency.
And the war in Ukraine is highly likely to lead business
owners to challenge more broadly their assumptions of
geopolitical risks and security across the markets in which
they operate (or aspire to operate). Many are thinking less
in linear business plan terms and more in complex, scenariobased terms.
On a probability- or risk-weighted basis, it is increasingly
prudent for entrepreneurs to reevaluate their company’s
approach to efficiency. Continuity—being able to produce
goods and services in any circumstances—is changing
efficiency—how goods and services are produced—through
four different channels.
What are these efficiency channels? What do they mean
for entrepreneurs? And how can business owners and
executives respond?

1. The efficiency of working
capital
Just-in-time and lean production processes aim to raise
the efficiency of working capital. Businesses constantly
attempt to strike a balance between having stock to sell and
money to spend. Technological advancements have helped
to raise the efficiency of working capital. Examples include
automated inventory tracking tools, smart manufacturing
processes, and growing means to analyze the proliferation
of supply chain data.
Recent challenges to the efficiency of working capital
include:

• Sudden shifts in consumer demand (e.g., falls in outof-home leisure and rises in video subscription services
during the pandemic)

• Limited visibility on future consumer demand
• Pandemic-induced shocks to production planning
Going forward, entrepreneurs may consider building in
greater levels of buffer stock or excess inventory. Doing
so could help them to satisfy unseasonal or unanticipated
demand at greater speed. It may involve maintaining
underutilized manufacturing capabilities or engaging with
contract manufacturers so that there is a process in place to
meet a surge in demand.
This change in the efficiency of working capital has a
number of implications. It may require business owners
to reevaluate their cashflow management and borrow if
holding higher stock reduces liquidity. Business owners may
consider upgrading their order management, production

plans, and business feedback loops in order to minimize
financial and environmental wastage from excess stock. And
in a world of increased sustainability scrutiny, entrepreneurs
and executives may benefit from considering how to put
what waste they do generate to good use. Applying circular
economy principles or converting waste foods into biofuels
are just two examples.

2. The efficiency of supervisory
capital
Supervisory capital is a grand term for business oversight.
Knowing your firm includes knowing your supply chain.
Many small and medium-sized business owners may believe
they lack the internal talent, funds, or time to gain full
transparency of increasingly complex, global, and long
supply chains. A 2021 survey of 70 global supply chain
leaders from McKinsey found that just 2% had visibility
beyond their second-tier suppliers,and 11% reported no
visibility across any tiers. However, business owners who
previously thought that expending resources to gain fuller
supply chain visibility was inefficient may need to reconsider.
First, the rise in the importance of sustainability—including
commitments to a net-zero economy from many large
companies—may require small and medium-sized firms to
grapple with the environmental impact of their full supply
chain. Please see our paper "Six ways business owners can
start their net-zero supply chain transition" for more details.
Second, the risks of incomplete supply chain visibility
are rising. Structurally, we operate in a world of greater
connectivity, where customers and stakeholders can use
tools like social media to express their pleasure or displeasure
with a company’s choices. In the near term, government
and private sector sanctions both will have a major impact
on customers’ appetite to do business with countries and
companies. Reputation increasingly affects company brand
value. In our research paper "The commercial case for
diversity and inclusion," we highlighted specific examples of
how social media and a more digital world can facilitate and
prolong boycotts if businesses behave or interact with other
businesses in ways that stakeholders dislike.
Third, numerous technological developments are bringing
down the financial cost of supply chain visibility, though
they have not yet necessarily increased the ease of its
implementation in small and medium-sized firms. In a prior
report "Business owners: Three reasons to look beyond
big tech," we noted how foundational technologies like
artificial intelligence, big data, and cybersecurity could
help entrepreneurs better identify supply chain risks and
opportunities. However, business owners continue to face
hurdles to implementation, particularly finding and retaining
the talent to maintain such systems. Entrepreneurs and
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executives may therefore want to weigh the costs of seeking
external help to monitor supply chains against the risks of
building in-house capabilities.

4. The efficiency of human
capital

3. The efficiency of physical
capital

One major lever of efficiency introduced in the Second
Industrial Revolution was the shift in where human capital
worked. The move from home production to factory (and
later office) production has been tested by the lockdowns
of the pandemic. Many business owners and entrepreneurs
are now considering whether trends like flexible working
or telecommuting will endure after the pandemic and the
potential impacts of new ways of working on efficiency.

Recent events have challenged efficiency orthodoxy about
where to build physical capital like factories. The longstanding trend to build parts of the production process
in countries with lower labor costs far away from final
assembly points or end-markets faces rising challenges.
These include:

• The riskiness of depending on single manufacturing
sources in the event of a natural disaster (e.g., the twin
tsunami and nuclear disasters in Fukushima in 2011)

• Rising unit labor costs in countries like China that have
eroded the labor cost differential with the US and
Western Europe

• Geopolitical turbulence that has demonstrated the
danger of overreliance on a single source of
raw materials, intermediate inputs, or component
production
Entrepreneurs are increasingly considering where to build
physical capital using more holistic definitions of cost
and efficiency. Strategies such as multi-shoring involve
diversifying across multiple suppliers in different jurisdictions
or political economies, or working with a single supplier
that undertakes its own production diversification. Such an
approach may not necessarily deliver the lowest absolute
cost of production, but it may deliver greater efficiency
across different market and political scenarios.
In some industries, business owners are also considering
nearshoring at least part of the production process. This
may be of particular interest for business-to-consumer firms
if shorter logistics chains enable companies to cater to
increasingly personalized consumer tastes at greater speed.
Entrepreneurs operating in sectors with a perceived national
interest may also find more incentives to bring production
onshore in order to secure a greater “homemade” supply
of strategic goods and services.
We believe two ingredients are likely to improve
the efficiency of multishoring and nearshoring. First,
foundational technologies could play an important role in
helping manage the higher costs and greater complexity
of overseeing new supply chains and processes. Second,
connections and collaboration with fellow business owners
may be necessary—alongside potential government and
private-sector investment—to build the ecosystems needed
for efficient production and distribution closer to home.

Attitudes to flexible work must themselves be flexible. At
first glance it may seem that certain industries with onsite production—and certain service sectors whose value
lies in face-to-face interaction—may not adopt flexible
working or telecommuting as a permanent arrangement.
But entrepreneurs may consider flexible working from a
roles perspective. Can a barista work from home? Unlikely.
Can a coffee chain’s purchasing manager, digital marketing
specialist, or head of human resources work from home?
Certainly. Even for roles seemingly unsuited to flexible
working, aspects of flexible working may be available to
help firms compete in a world where having the right
person, in the right job, at the right time becomes more
important. As noted in our research paper "The commercial
case for diversity and inclusion," examples like asynchronous
learning and development opportunities that can be taken
at any time may support companies in building a more
diverse, equitable, and inclusive workforce.
Hybrid and flexible working arrangements have also
demonstrated that business efficiency extends to
stakeholder efficiency. Entrepreneurs are increasingly aware
that allowing employees to work from home can help
workers raise their productivity and lower their costs.
Similarly, flexible working may help businesses be more
efficient with their use of scarce natural resources. Offering
employees the flexibility to work from home or to commute
when traffic is below its peak can save on commuting
emissions and alleviate cost-of-living squeezes from higher
energy prices. Business owners looking to relocate premises
could increasingly consider where to build in order to
minimize commute time for the labor force, reducing
the environmental impact from worker transportation and
contributing to lower Scope 3 emissions. Please see our
paper "Entrepreneurs: How to turn high oil prices into
sustainable opportunities" for more details.
Business owners, executives, and entrepreneurs would
do well to expand their analysis of efficiency across
national borders and take into account a wider group of
stakeholders. Today’s world is particularly complex. But the
simple aim of efficiency is set to endure.
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