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CHAIRMAN’S STATEMENT

BUILDING A
SUSTAINABLY
COMPETITIVE
COMPANY

In writing these statements each
year, I have always tried to make them
interesting and informative. Hopefully,
I will be successful in continuing that
trend in my letter this year.
I think that many of you know my
readiness to become the Chairman
of Smiths was because I wanted to
perform an experiment of sorts.
That experiment was to see whether
we could use the same approach
to revitalising growth in a UK
engineering company that had proved
so successful in the United States.
We believe that achieving above
market organic growth is the best
way to build a sustainably competitive
company. This is clearly our longterm goal.
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We all know that if a company participates
in a 2% growth market, except with
vigorous intervention to alter the outcome,
that company will also grow at 2%,
or perhaps even a little less as new
competitive entrants nibble away at its
market share.
As I have set out in previous Chairman’s
letters, there are only five general ways to
achieve above-market growth and three
of these require innovation. So, becoming
better at innovation was always going
to be a key piece to solving this growth
puzzle. Although Smiths had innovated
here-and-there in a couple of its reporting
divisions, for many years we did not
innovate very much in Smiths Medical,
Flex-Tek and John Crane. Innovation had
not been a Company-wide focus for many
years. The faster moving electronics
markets that our Smiths Interconnect
business competes in, naturally required
a greater level of innovation than in some
other parts of the Company and the same
was true in Smiths Detection, where
global security threats have continued
to present more challenges every year.
But even there, the rate of innovation was
still not fast enough to secure consistent
above-market growth because the core
market was eroding faster than we were
replacing it.

In any company, establishing a pathway
to deliver sustainable organic growth
requires a substantial culture change.
If that company has not innovated
for many years, putting in place the
necessary cultural and technological
building blocks can be a longer road
than most people realise. The natural
sequence of new market familiarisation,
technology awareness, ideation, invention,
innovation, and then product release is
almost always a several year process,
depending on how technologically
advanced the ultimate new product
business process is. I’m happy to report
that the cultural change necessary for
innovation to thrive appears to have taken
root in the Company. I see innovation
happening now in almost every corner
of Smiths.

I SEE INNOVATION HAPPENING
NOW IN ALMOST EVERY
CORNER OF SMITHS.”
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Operational excellence was another
abiding need to be able to remake
Smiths into the company we dreamed of.
Every company has a set of underlying
KPIs which, although not necessarily
reported GAAP measures, are still strong
leading indicators of the underlying
health of a company. The important
underlying KPIs in Smiths case are the
new product Vitality Index (VI), the cost
of poor quality (COPQ), on time in full
delivery (OTIF), working capital as a
percent of sales (WC%) and, finally, the
operating leverage ratio (OLR), which
is the ratio of earnings growth to sales
growth. Consistent execution along these
KPI vectors had been challenging for the
Company going back many years.
We are now publicly reporting VI, WC%,
COPQ and OTIF, all of which are showing
improvements. We have more work to
do on improving the OLR and on WC%,
but this is quite normal when companies
are trying to restart innovation and
are making the necessary upfront
investments which understandably
reduces operating leverage.

AFTER MORE THAN FOUR
YEARS OF EFFORT ON THIS
REINVENTION TASK, THE
COMPANY IS REPORTING
ORGANIC GROWTH THIS YEAR
IN LINE WITH ITS COMBINED
MARKETS AT ABOUT 3%.”
After more than four years of effort on this
reinvention task, the Company is reporting
organic growth this year in line with its
combined markets at about 3%. We see
this as an achievement but not as success;
rather purely a stepping stone along
the road to reporting consistent above
market growth in every line of business.
That absolutely is our overall longerterm objective.
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Many consultants and bankers who
advise companies on which ideas to
invest in, often believe there is a linear
relationship between money invested
in R&D and the resultant new product
vitality index and time. Nothing could
be further from the truth. I have seen
this mistake made many times in my
career, with occasionally near tragic
results for a company, and sometimes
its customers. A company has to have the
innate creativity and imagination to even
begin the innovation process.

In these circumstances, a company
can’t pick winners and losers in the
innovation game, if for no other reason
than the arithmetic doesn’t work.
For really innovative products there
is, anyway, no data on the future.
When people say to me that invention
and innovation is risky, so why do it, my
response to them is always that the
alternative of not doing it is much worse.
That approach just leads to average
products, lower than average market
growth and eventual stagnation.

That in itself is a difficult cultural
change and the resulting new products
and business models that bring better
financial output, always take time to
deliver. Within a reasonable degree of
accuracy, once invented, it is possible to
mathematically model the way in which
new products penetrate and diffuse into a
market. The results are often surprising
to the unfamiliar, and they are absolutely
not linear. The rate of growth is a double
or even a triple exponential or a modified
Fibonacci series.

Innovation, no matter how powerful
its effect, is only one of the
competitive weapons a company uses.
For industrial companies there are
six or seven competitive platforms the
company needs to be good at to be
sustainably competitive.

In a company whose sales are spread
across many relatively low-volume
product groupings, the company is
required to invest in innovation everywhere
because no one or two product categories
are large enough to arithmetically alter
the growth outcome. In some senses, that
fact makes the innovation choices easier,
while it simultaneously makes the broader
innovation effort harder and more complex
because there’s just more of it to do.
If a company has a few key products, say
like Apple does with its iPhone, as long as
it innovates, it can rely on them to deliver
above-market organic growth for the
entire company. If not, the company must
inevitably encourage innovation across its
entire portfolio. That’s what Smiths has
been doing these past few years.

INNOVATION, NO MATTER
HOW POWERFUL ITS
EFFECT, IS ONLY ONE OF
THE COMPETITIVE WEAPONS
A COMPANY USES.”
These are cost, technology, people,
distribution, customer service, brands
and marketing and lastly, industrial
design. If you are going to design
new products, they may as well look
beautiful. Even great products with
a large amount of innovation in them
still need to pay proper attention
to manufactured cost. Ironically,
sometimes products with the highest
level of technology, can also have the
lowest cost. No matter how good a
product is, however, without effective
distribution and good customer
service, it will fail. The entire figurative
orchestra of competitive platforms all
have to play in tune. For example, a new
car cannot be shipped from the factory
if it’s missing something as simple as a
single windscreen wiper blade.
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Nevertheless, even with innovative
products, low cost is always the ultimate
competitive weapon a company has at its
disposal. In my former life before Smiths,
on one product where we already had the
world’s leading position, we challenged
ourselves to invent a simpler but effective
form of that product and reduce the
manufactured cost by 95%. We were
successful and we shared the bounty with
our customers, but it also enabled us to
compete better.
Innovation is not always about what
features or technology you add, but
in how you make a product and what
unnecessary things you might take
away. In some of our divisions there
are big opportunities to be taken with
this philosophy.
We have been focusing a lot more this
year on the subsurface KPIs and, in
particular, a division’s OLR. As innovation
and growth begins to gather momentum
and pay for itself, OLRs should rise, and
then operating margins become easier to
maintain or improve.

To make sure we do not fall behind on
operational excellence, the Company has
also placed significant emphasis this year
on Lean and Six Sigma training, primarily
for use in operations. Five years ago, there
were few if any Black Belt or Master Black
Belt qualified Six Sigma employees in our
operations departments. Companies that
are good at Lean and Six Sigma are
ultimately better managed companies with
lower costs and higher-quality products.
These investments in operating efficiency
and quality will undoubtedly produce cost
reductions and quality improvements
going forward. Several hundred of our
colleagues have attended Green or Black
Belt programmes this year with hundreds
more queueing.

WITH YOUR SUPPORT, WE
WILL CONTINUE TO INVEST
IN THE FUTURE OF THIS FINE
COMPANY VIA INNOVATION,
OPERATIONS EXCELLENCE
AND THE COMPANY’S PEOPLE.”
The big news of the year was the
decision to separate Smiths Medical
from the Company. After such a long
association, this was a hard decision
to have to take, but it will facilitate our
emphasis on industrial technology
and create two stronger, standalone
companies. Smiths Medical is a
leader in infusion technologies and
the innovation we have driven into that
business will ensure its future success.
We have also continued our programme
of portfolio streamlining to bring a
more cohesive core to the Group’s
businesses. The largest of these
activities, the acquisition of United
Flexible, brings real scale to a number
of different areas of technology in
Flex-Tek and we are very encouraged
by its progress.
Nobody in the Company believes that
finally getting the Company back onto a
growth footing in any way indicates that
we have crossed the finish line. Not at
all. What we do believe, however, is that
it indicates we have crossed the start
line and, with your support, we will
continue to invest in the future of this
fine Company via innovation, operations
excellence and the Company’s people.
In closing, I again want to thank all our
investors for your continued support
and we shall do our level best not to let
you down.
Respectfully submitted,
Sir George Buckley
CHAIRMAN
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