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BRILLIANT
PERFORMANCE

Brilliant business strategies
fail without the right
operational strategy.

A winning operational strategy
translates smart planning into
operational reality.

What is your operational
strategy doing for your
company? Is it simply making
you a better competitor?

Or is it positioning you for
commanding market
leadership?

PRTM’s management
consultants are passionate
about finding new ways for
you to operate to achieve
market dominance.

www.prtm.com

PRTM

Where Innovation Operates..

CASE IN POINT

We help our clients
drive growth, boost profits,
and set new standards for market
leadership. We enable them to
alter the way they compete,
creating enduring sources of
business value and
competitive advantage.
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TAKE THE MYSTERY OUT OF

PROFITABLE INNOVATION

Profitable innovation doesn’t
just happen. It must be managed,
measured, and executed on,
and few companies do that well.
Making Innovation Work offers a
start-to-finish process for
driving growth from innovation.

Wharton School Publishing

HOW TO MANAGE IT,
MEASURE IT,

AND PROFIT FROM IT

EPSTIEIN | SIRlEHION

Making Innovation Work is an
important resource for leaders who are
trying to improve innovation in their
organizations. It's crammed with
examples and practical ideas, which can
trigger improvements in innovation,
starting tomorrow!

— LEw PLATT, Chairman of Boeing
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Executive View
Is Best in Class a Bad Investment?

eoffrey Moore, author of Crossing the Chasm, wrote in his blog that

investing to move from adequate to best in class is essentially a low-

return strategy. He asserts that differentiation is the source of superior
returns and “requires you to be unique in class or ‘beyond the class.” Our lead
article this quarter looks at what over 300 C-level executives worldwide think
of this notion. We've quantified what many of you have known in your gut for
some time: that someone, somewhere, is going beyond best-in-class per-
formance and redefining how the game is played in your industry.

This is a new era for leadership in the corporate world. The survey con-
firmed what our clients have been telling us of late: The war for talent is
more critical than ever; the CEO position and the definition of strategy are
becoming more operational; misalignments in the C-suite are more paralyz-
ing than ever; and innovation—in particular, operational innovation—is the
lifeblood of competitiveness.

I suspect for some of you the articles in this issue will provide depth;
for others they may change your frame of reference. I hope you find them
insightful regardless.

GORDON STEWART, PRTM Managing Director, gstewart@prtm.com, +1 781.434.1200
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This survey of over 300 C-level executives reveals that operational strategy
today is critical to profitability and growth. Nearly 25% of respondents said
they're aiming for no less than breakthrough performance. An effective
operational strategy requires a coordinated approach across the many dif-
ferent components of the business, and can be a powerful source of
innovation. The CEO needs to drive operational strategy, but a tradition-
al view of operations and misalignments in the C-suite can pose major
barriers to execution.
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performance. It is now one of the top three strategic weapons senior exec-

utives will deploy to improve profitability and revenue growth—even
more important than financial restructuring and business-model transforma-
tion (Figure 1). Over 300 C-level executives' from North America, Europe, and
Asia expressed these views in a comprehensive survey jointly conducted by
PRTM and Business Week (see sidebar for survey methodology).

.

T he C-suite recognizes today that operational strategy is critical to business
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Figure 1: Strategic Weapons for Performance®

Areas that respondents said they would change significantly to
drive business performance during the next three years
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Over 80% of the executives who took part in our survey are expecting oper-
ational strategy to drive business performance in their company. Their level
of ambition varies: Some are seeking functional improvements, while others
hope to attain operational excellence through best practices. But 30% of the
executives focusing on operational strategy—that is, nearly 25% of the total
survey population—aim for no less than game-changing results in their
industry (Figure 2). Given the fact that this survey covered all key industries
in leading and emerging markets worldwide, this finding should be of con-
cern to the companies not aiming as high.

Figure 2: Goals for Operational Strategy
Nearly 25% of respondents said they are looking for game-changing results

81%
Expect Operational
24% Strategy to Help
Expect Operational Deliver Business
Strategy to Deliver Performance

Game-Changing Results

Why is operational strategy moving into the C-suite as a competitive
weapon? s it because companies like Toyota, Tesco, and Southwest Airlines
have demonstrated its potential? That’s clearly a factor, but it’s only part of the
story. Our survey respondents say increasingly demanding customers, glob-
alization, ever-increasing market velocity, and pressure for new sources of
innovation are their chief reasons for turning to operational strategy. This rep-
resents a substantive shift in top management’s focus in the face of dramatic
changes in global competition, economics, and demographics underpinning
today’s business environment. Operational strategy is becoming a key way to
turn global challenges into competitive differentiation.
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A Broader View of Operations

Operational strategy, defined as finding new ways to structure business
operations and business economics for competitive advantage, is no longer
confined to traditional operations (e.g., manufacturing and distribution for
product companies or provisioning and billing for services companies). C-suite
executives see operational strategy as a coordinated approach across the cus-
tomer, product, delivery, technology, regulatory, and financial components of
the business. Two key insights emerged from the study: (1) all components of
what a business does are viewed in an operational context, and (2) these
components must be coordinated to achieve breakthrough performance. In
fact, the more aggressive the respondents’ market goals, the more components
of the business they expect to change and coordinate to achieve their opera-
tional strategy objective.

Regardless of industry, geogra- ]
phy, or competitive strategy, our Top Operatlonal Strategy

respondents overwhelmingly indi-
cated that customer acquisition
and retention is the number one
operational strategy component.
The components in the number
two and three positions depend
on the industry. For product busi-
nesses, the number two and three
spots are held by product devel-

Components”®

The three components respondents
said are most important to their
company’s operational strategy:

= Customer acquisition and
retention — 70% of respondents

= Product development — 58%
= Supply chain — 40%

*Respondents could select up to three options,

opment and supply chain, while so the percentage numbers total over 100.
for services businesses, they’re
held by service development and regulatory compliance. Other notable dif-
ferences emerged from the survey as well. Alliance management, for example,
is frequently cited as an important component of operational strategy in
electronics and communications/media companies. These findings imply that
industry dynamics will dictate which operational strategy levers are available
to the C-suite.

HP’s turnaround over the past couple of years exemplifies how an effec-
tive operational strategy can create game-changing performance. For more than
a decade, HP’s competitive position in most of its product categories was under-
mined by more focused competitors: Dell (PCs and laptops), Cisco and EMC
(servers and storage), and Nokia (PDAs and mobile solutions). In 2003,
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these markets contributed approximately 50% of HP’s revenue and -1% of prof-
it. Notably, HP treated operational domains like product development, supply
chain, alliances, and marketing as centers of process excellence during this
performance period.

The printer and imaging division was the exception, contributing 31% of
revenues and 72% of profit. HP’s market leadership and innovation in this
product category is well known. Not coincidentally, the printer division
deployed an operational strategy that was quite different from the rest of the
business and several years ahead of HP’s competitors. This strategy includ-
ed a number of coordinated components: designing printers to minimize
supply chain costs and complexity; global high-quality sourcing for key com-
ponents; a global distribution footprint that allows HP to postpone printer
assembly while minimizing inventories; and a multi-channel retail strategy
that succeeded where others had failed.

Enter Mark Hurd. Upon tak-

The Importance of ing the helm in 2005, he applied

Operational Innovation the printer division’s winning oper-
(Total = 100 percent) ational strategy to the rest of the

= Forty percent of respondents company. PCs and digital cameras
said operational innovation will are now designed with capital, dis-
be “absolutely essential” over tribution, and retail needs in mind.

the next two to three years

Server and storage solutions and IT
services have been reorganized to
connect design, sales, and delivery. And mobile solutions integrate alliance part-
ners into the solution-development process. Overall, HP’s business groups have
become more integrated, innovative, efficient, and accountable. The result?
HP’s non-printer product categories now comprise 53% of revenue and 35%
of profit.

Many of the executives we surveyed likely feel as Mark Hurd must have
felt on his first day at HP. Nearly 70% of respondents think their opera-
tional strategy is less than very effective and nearly the same percentage
report significant gaps in execution against their business strategy. Like
Hurd, they see opportunity in a more effective operational strategy.
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A Powerful Source of Innovation

Notably, 40% of C-suite executives believe an essential form of innovation
over the next two to three years will be operational innovation, the restructur-
ing of the operational model to achieve breakthroughs that redefine the basis
of competition in a particular industry. In fact, these executives think opera-
tional innovation is as important for supporting revenue growth and
profitability as more traditional forms of product, service, and technology
innovation.

The one-quarter of the respon- - -
dents who expect their operational Apple’s leading position in
strategy to deliver game-changing per- digital music is due to its unique
formance are 50% more likely than  Opér ational strategy
the rest of the survey population to
use multiple sources of innovation to achieve that performance. Technology
is no longer the only focus of innovation efforts. Clearly, the executives who
demand the most out of their operational strategy are expecting innovation
along multiple dimensions to drive future performance.

So what precisely does it mean to innovate operationally across multiple
dimensions? Take the example of Apple Computer.

From its earliest days, Apple has brought simplicity to complex, com-
puter-based devices. Its commanding lead in portable digital music players and
the resurgence in popularity of its computing hardware products are well
documented. All of its product and service innovations, from electronic store-
fronts to software, are designed to achieve one objective: sales of more
hardware, iPods in particular, because Apple’s economics are built on profitable
hardware sales.

Apple’s leading position in digital music is due to its unique operational
strategy. For starters, Apple manufactures its products in low-cost countries and
has strategic sourcing agreements that provide not only cost-competitive com-
ponents but also first-mover advantage for new technologies. Just as strategically,
Apple kept its key application development in-house—in particular, the pro-
prietary methods and libraries that make its software so easy to use.

But to ensure broad market appeal, Apple also had to broadly disseminate
content while securing copyright protection of digital media. The solution
was to develop a proprietary digital format (AAC) and digital rights manage-
ment system (Fairplay). To promote and defend its position, Apple gives away
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the AAC codec but refuses to license Fairplay. The end result is that any
music player can play a song encoded in AAC, but any song bought from
Apple with the Fairplay DRM system can only be played on an iPod.

Apple also needed to enter a new business, services—something product
companies generally find difficult to do well. Cleverly enough, Apple extend-
ed its core capability in software to the web, building an online music store
that seamlessly integrates with its iPods—not coincidentally, the only devices
that can play music from this site. Apple makes little if any profit from this
online store. The profit is in the iPods, which are the only way to access the
richest commercial music library available today.

Apple’s operational strategy bore real fruit. The company was first to go
to market with the a small hard drive player, first to contract with major
labels to sell music online, and first to develop a comprehensive music encod-
ing and delivery system that, at least to competitors, isn’t really fair play.

What did Apple achieve? Competitive differentiation and high customer
loyalty—not surprisingly, the top two benefits of operational innovation,
according to our respondents.

CEO Responsibilities and Challenges

Operational strategy is the

The Leaders of responsibility of the CEO.

Operational Strategy” Regardless of industry, geography,
The people respondents said are the or competitive strategy, C-suite
top three drivers of operational respondents—including CEOs
strategy at their company: themselves—said that leadership of

= CEO — 78% of respondents operational strategy comes from
= Board of Directors — 43% the top. This is a profound recog-
= COO — 29% nition of the strategic opportunities

*Respondents could select up to three options, and Organizaﬂonal challenges that

so the percentage numbers total over 100. successful operational strategy
presents. Our survey showed that
operational strategy is clearly on the CEO agenda, that the CEOs themselves
recognize its importance and their leadership role, and that they are not con-
fused between “operational strategy” and “managing operations better.”
Simply put, the CEO needs to be operational, but this does not mean that the
CEO needs to be managing operations.
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C-suite executives overwhelmingly indicated that talent, culture, and
leadership are critical to successful execution of operational strategy—far
more critical than management systems, business process models, and enter-
prise technology systems. CEOs were much more likely to identify with the
primacy of “talent, culture, and leadership” than were non-CEOs. Clearly,
finding, developing, and retaining the right talent in the C-suite and in oper-
ational leadership roles are a critical priority for the CEO.

An important implication is

that talent, culture, and leadership Subtle misalignments in the

now are at the epicenter in the oper-
ational realm of business. All three
are needed to innovate operational-

C-suite may translate into
ineffectual execution of
operational strategy

ly in individual functional domains

and coordinate with colleagues across those domains. Top talent today must
be 100% aligned on the financial and operational goals of the business, and
must earn the right to be engaged in the deepest strategic decisions CEOs
must make.

Barriers: Traditional, Complacent, and Misaligned Perspectives

Our respondents indicated that they experience a number of barriers to
effectively devising, innovating, and executing game-changing operational
strategy. “A traditional view of operations” was overwhelmingly cited as a major
barrier, followed closely by “complacency with the status quo.” This sug-
gests organizations are not effectively leveraging their talent to drive operational
innovation.

A barrier which was communicated more subtly—but which is neverthe-
less important—is a lack of alignment in the C-suite. When asked to prioritize
performance metrics, priorities, enablers, and barriers, CEOs expressed
greater interest in changing their operational models than did non-CEOs. In
addition, compared with other C-level executives, a significant percentage
of the CFO respondents see their company’s operational strategy as less
than effective. The importance of alignment on strategic priorities, manage-
rial effectiveness, and financial results cannot be understated. CEOs should
beware the enemy within: subtle but meaningful misalignments in the C-suite
may translate into ineffectual execution of operational strategy.

CONTINUED ON P. 14
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Regional Comparisons

The key findings of this study—the focus on game-changing operational
models, the emerging broader view of operations, the imperative for oper-
ational innovation, and misalignments in the C-suite—apply across industries
and geographies. But there are some important differences worth noting.

EUROPE:
» Focus on Products and Services

Most of our European C-level
respondents hailed from industrial
and manufacturing industries; the
percentage of financial services
respondents was smaller than that of
our North American contingent. The
top European performance goal is
profitability.

European C-level executives
believe globalization is the key factor
driving operational strategy. Product
development is a consistent focus: A
majority of European respondents
describe product leadership as their
basis for competition, product/serv-
ice offerings as their number one
performance lever, and product
development as the most important
element of operational strategy.

Our European respondents see
alliance management as one of their
weak spots. Our experience suggests
that European companies are well

acquainted with the complexities of
global alliances—how, for example,
a sales alliance in the U.S. could be
quite different from an R&D alliance
in India. The importance of global-
ization, product leadership, and
alliances highlights how European
companies plan to use operational
strategy to drive profitability.

NORTH AMERICA:
» Focus on Customers
Our North American respondents
came from a wide range of indus-
tries, with a significantly higher
proportion of financial services and
a lower percentage of automotive
and industrial respondents than
Europe. North American respon-
dents focus on both revenue growth
and profitability as top performance
goals.
The greatest driver for operational
strategy for the C-suite in North

America is increasingly demanding
customers, followed by globaliza-
tion and market velocity. The
customer is consistently the central
focus: North American respondents
regard customer experience as their
key basis for competition, customer
service as the most important area
of innovation, and customer loyal-
ty as the greatest benefit operational
strategy has to offer.

The survey revealed some other
interesting differences between Euro-
pean and North American C-level
executives. Proportionately more
North American CEOs emphasized
the need for hands-on operational
management by their senior execu-
tives. They also think there’s a greater
need for operational strategy and
operational innovation. European
and Asian respondents seem to be
more concerned with the lack of tal-
ent in their companies.

ASIA:
» Focus on Global Capabilities
Our Asian sample was small, rep-
resenting less than 10% of the total.
Asian respondents came mostly
from low-cost countries, and from
industrial, communications, and
software companies. Like the Euro-

THE GAME CHANGERS

peans, Asian respondents see prof-
itability as their top goal.

Despite the small Asian sample,
three key themes emerged. First,
Asian C-level executives are seeking
to achieve either product leadership
or customer excellence. Consistent
with this emphasis, their operational
strategy is largely driven by increas-
ingly demanding customers and
market velocity.

Second, the Asian respondents
are very concerned about their glob-
al capabilities. They believe their
companies’ supply chain, value
chain, and product offerings are the
most important performance levers,
and that these need to be enhanced
significantly. Interestingly, they place
a much higher importance on finan-
cial strategies as a performance lever
than either our North American or
European respondents, possibly
reflecting the high cost of capital in
much of Asia.

Third, our Asian respondents
acknowledged that their operational
strategy and execution capabilities
could be strengthened through oper-
ational improvements. They are not
placing as much emphasis on oper-
ational innovations and operational
strategies as European and North
American companies.

12
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CONTINUED FROM P. 11

If not addressed, these internal challenges—the inability to fully tap the
organization for operational innovation, and subtle but fundamental mis-
alignments in the C-suite—could undermine the power of operational strategy
as a key competitive weapon.

The CEO’s Choice
The survey findings make two points patently clear:

1. Operational strategy is one of the top-three strategic weapons deployed
by the C-suite, whether in North America, Europe, or Asia.

2.0ne in four of executives surveyed are looking to operational strategy
to achieve game-changing competitive performance.

In addition, the survey provides guidance on the definition, scope, and chal-
lenges of a successful operational strategy, as well as insight into the competitive
reasons CEOs should be devoting time and energy to it now. However, these
points are in themselves insufficient reason to take immediate action.

Action, by definition, is an allocation of scarce intellectual and financial
resources to a course. Determining where operational strategy fits into a
company’s competitive strategy is an executive decision equal in importance
to market and acquisition strategies.

Companies like Southwest, Tesco, and Toyota have demonstrated that first-
mover advantage applies to operational strategy. Followers too can be successful,
but the results are mixed. For every HP there is a Song, Delta’s unsuccessful
response to Southwest. Since game-changing operational strategy often
requires fundamentally restructuring relations with suppliers, partners, cus-
tomers, and employees, it stands to reason that first movers have greater
flexibility and more options than followers.

What are the signs to alert CEOs that their operational strategy may
need another look? We see three in particular:

" Industry Triggers. Broadly speaking, these are leading indicators to act.
For instance, has your industry (or perhaps your company) experi-
enced a series of mergers, carve-outs, or consolidations? Is the leadership
in your industry changing (e.g., many of your competitors are now
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led by executives from outside your industry)? Are sources of supply and
customer expectations changing in a way and at a pace different from
the past?

® Global Levers. These are untapped opportunities to turn competitive
threats into competitive advantage. Low-cost country competitors can
become partners or source companies that give your company an
unbeatable cost structure or service capability. Shifting markets can bring
either an erosion of your current markets or an opportunity to grow into
vast new ones. For every global threat, there’s an operational strategy
response.

® nternal Drivers. These are lagging indicators to act. For example, are
there fundamental changes to the economics of your business that
suggest profitability is structurally unsustainable? Do you find yourself
wondering if the nature of your revenues and profits will be the same
next year? It may not be too late to react to these drivers, but there may
not be a lot of time to do so.

These are the questions to ask. The answers, ultimately, are the respon-
sibility of the CEO.

FOR MORE INFORMATION, PLEASE CONTACT:

Tom GobwARD, PRTM Director, tgodward@prtm.com, + 1 847.430.9000
ANIL KHURANA, PRTM Director, akhurana@prtm.com, + 1 781.434.1200
RoGeRr WERY, PRTM Director, rwery@prtm.com, +1 650.967.2900

RESEARCH METHODOLOGY

In May 2006, Business\Week Research Services and PRTM conducted a study to explore
operational strategy among CXOs at large companies. A total of 323 qualified respondents
participated. All qualified respondents are “CXOs” (CEO, President, Managing Director/COO,
CFO, CIO, Owner/Partner, Chairman of the Board, Board Member). We focused only on large
companies: 25% of the companies had more than 50,000 employees; 20% had 10,000 to
50,000; all companies had at least 1,000 employees.

Two-thirds of the respondents hold positions in the United States, nearly 20% in Europe,
7% in low-cost economies, and the remaining 5% in the Far East and South America. The
respondents represented a broad industry mix—58% product based and 42% services with
26% industrial/automotive, 12% electronics/computing, 14% consumer goods, 19% finan-
cial services, 12% communications and media, and 12% software/energy/government.
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Aligning the Stars

Using alliance capability to build a
constellation of partnerships that deliver

By Mark Deck, Gene Slowinski, and Matthew Sagal

PRTM Insight Fourth Quarter 2006

For global companies that rely on innovation for profitability and growth,
alliance capability is key. This involves more than striking one-off deals.
Building alliance capability that will provide sustainable access to sources
of innovation requires a long-term approach. In particular, it's important
to use an operational strategy to guide alliance choices, build alignment
and skills within the organization, and take the steps needed to become a
pariner of choice.

and for good reason. As the race to bring innovative medicines to

patients accelerates, this department at Roche has cultivated a con-
stellation of partnerships. Roche forms alliances with biotech, pharma, and
medical equipment companies around the world to introduce innovation
across the entire value chain (Figure 1). Its R&D partnerships—with compa-
nies ranging from early-stage biotech firms like Maxygen to mammoth
companies like GE Healthcare—provide first-mover access to new technolo-
gies and can accelerate technology commercialization. Roche also forges
alliances with suppliers, third-party manufacturers, and licensees. And part-
nerships expand the company’s presence in important markets: The alliance
with Japanese biotech Chugai makes Roche the largest foreign player in the
world’s second largest pharmaceutical market.

R oche Pharma Partnering’ is known worldwide as a master of alliances,

Figure 1: Roche’s Many Alliances

50+ ALLIANCES 3 CONTINENTS 15 COUNTRIES
U.S.: 24 Belgium: 1 Finland:1 Iceland: 1 Sweden: 2
Canada: 3 China: France: 2 Italy: 1 Switzerland: 6
UK.:6 Denmark: /1 Germany: .2 India: 2 Japan: 6

T All discussion of Roche in this article is based on references found in the public domain.
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Roche’s alliances numbered more than 50 at last count. The results
speak for themselves. Since 2001, when Roche launched its dedicated alliance
function, no partnership has failed due to relationship concerns.

Key to Roche’s success is alliance capability—a competency at creating,
managing, and growing alliances to realize strategic goals. Alliance capabil-
ity provides access to new sources of innovation across a company’s entire value
chain to deliver breakthrough results.

What does it take to develop alliance capability? Three C-suite actions are
essential: ensuring an operational strategy is in place to guide alliance choic-
es; building the internal alignment and skills needed to create and manage
those alliances; and positioning the organization as a partner of choice.

Using Operational Strategy to Guide Alliance Choices

Since alliances can add enormous strategic value, some argue that com-
panies should develop alliance strategies. But this approach confuses strategy
with tactics. In reality, alliances are a tool to carry out strategy, not a strategy
in themselves. Successful companies start with a clear understanding of
their underlying strategic objectives and ask, “What is our operational strat-
egy—that is, how do we structure our business operations and business
economics for competitive advantage—and where do alliances figure in that
strategy?” Beginning with operational strategy is crucial for getting the full value
from partnerships—seeing how they can help change your operational busi-
ness model and lead to new sources of competitive advantage.

Roche knows the value of this firsthand. To further its core competency
in innovation, the company developed an operational strategy that combines
strong internal R&D, majority stakes in Chugai and leading biotech Genentech,
and a broad range of alliances with universities and biotech companies. As a
way of supporting this innovation model, Roche made a conscious decision
to change its philosophy around alliances. Instead of executing one-product
deals on an opportunistic basis, Roche began developing long-term, collabo-
rative partnerships to uncover new sources of advantage in its R&D, supply
chain, and marketing functions.
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Alliance capability is not limited to the pharmaceuticals sector. Consider
global consumer products leader Procter and Gamble, which uses a network
of alliances to gain quick access to a wide range of technology and supplier
alternatives, then applies its own R&D, manufacturing, marketing, and pur-
chasing capabilities to produce better products faster. In just two years, P&G
has developed 100 new products with the help of alliances, while reducing R&D
spending as a percentage of sales by nearly 30%.

Leading alliance makers under- ) -
stand that strategically valuable Leading alliance makers
alliances are possible on every link of understand that strategically
a company’s operational value chain. valuable alliances are possible
It's on those less-used links, in fact, on every link of a company’s
where some of the greatest potential ~operational value chain
lies. P&G Pharmaceuticals developed
Actonel® to treat osteoporosis but didn’t have the specialized marketing and
sales capability needed to penetrate the market. So P&G formed an alliance
with Hoechst Marion Roussel (known today, after various mergers and acqui-
sitions, as Sanofi-Aventis), and Actonel soon became a billion-dollar blockbuster.
This is not an isolated case. Today, many of the most profitable alliances
occur in the marketing and sales arena.

Building Organizational Alignment and Skills

Determining the role alliances play in operational strategy is only part of
the equation. To translate that role into revenues, the C-suite must give prop-
er attention to the organizational dimension. That means embedding alignment
and the requisite expertise deep in the organization so the firm can respond
to the best alliance opportunities when they arise and manage them to success.

Three alliances in one. Building alignment in alliances is a complex affair.
Every alliance actually consists of three different alliances, the central alliance
formed by the two firms and the two intra-firm alliances (Figure 2). While the
central alliance usually gets the most attention, the intra-firm alliances are just
as critical to success.
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Figure 2: How Alliances Work

- Intra-firm Central Intra-firm -

Alliance Alliance Alliance

Manufacturing‘ 'Manufacturing

Company A Company B

Adapted from Gene Slowinski, Reinventing Corporate Growth (Alliance Management Group, Inc.,
2005).

To ensure these intra-firm alliances function optimally, each must be
in complete alignment with the corresponding central alliance. That means
that inside each firm, the different business units or functional groups (e.g.,
engineering, marketing, and sales) that are to provide resources to the central
alliance must be in agreement on how the alliance supports their strategic pri-
orities, and what their specific responsibilities are to achieve alliance success.

There also needs to be alignment on a broader organizational level—in
the firm’s culture, rewards, and operating practices. C-suite executives must
encourage employees to develop an external innovation mindset by encour-
aging people to access external resources. We've often found this to be a
problem. At one client firm, the reward system encouraged internal innova-
tion. R&D managers instinctively responded with “not invented here,”
rejecting alliance opportunities whenever they came up. At another client, a
manager who did not appreciate the value of alliances told his overloaded sub-
ordinate to handle her alliance responsibilities as her “Sunday job.” Then there
was the general counsel who, when reviewing a prospective alliance agreement,
maintained his company needed to own all intellectual property that was
jointly developed—even though the firm only needed rights to use the tech-
nology.

To change attitudes like these, top management should develop organi-
zational structures and processes dedicated to making alliances work. One
technique we've found especially effective is to make the business unit lead-
ership that’s most closely associated with a particular alliance accountable for
the success of that alliance.

It’s also effective to establish a cross-disciplinary group whose mission
is to oversee every partnership from formation to marketplace success.
Roche’s Pharma Partnering group includes physicians, pharmacologists,
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chemists, biologists, lawyers, and financial analysts. This global 8o-person
group has the clear support of senior management, and the global head of
Roche Pharma Partnering has a seat on both the Pharma Executive Committee
and the Enlarged Corporate Executive Committee for Roche (J.R. Minkel, “A
Drug for Discovery,” Drug Discovery and Development, 2004).

Tools too are critical. Proven methods such as the Alliance Framework®
provide guidance for planning, structuring, and negotiating alliances, while
companies with multiple partnerships, like Roche, P&G, and Eli Lilly, devel-
op their own sets of tools from their previous alliance experience (Gene
Slowinski and Matthew W. Sagal, Strongest Link: Forging a Profitable and
Enduring Corporate Alliance, 2003).

Alliance competencies. While alignment is important, your organization
must also develop specific alliance competencies. Your business develop-
ment function must be proficient in communicating with alliance partners and
crafting alliance terms that accommodate both partners’ strategies. At the
same time, your financial group must be adept at creating financial structures
that control the risks and benefits. And your legal department must be skilled
in drafting intellectual property provisions that meet the marketplace needs
of both partners.

Where do these skills come from? The answer is often experience. But
without an intentional effort to grow these skills, they can dissipate with
each new alliance and set of players. Training, both formal and informal,
makes all the difference. There are many options to choose from. HP, for exam-
ple, holds a two-day course on alliance management, while at Eli Lilly alliance
managers meet weekly to share their experiences.

Becoming the Partner of Choice

Knowing when and how to employ alliances is important, but how will
you ensure access to the right alliances, the ones that will provide first-mover
advantage? In this global business environment, the company that waits on
the sideline can be shut out of the action. Key to winning the game is becom-
ing what's known as a partner of choice—the reputation as the best company
in your industry to partner with. Then external firms will approach your
company first with their new technologies, business models, and market
opportunities.
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Table 1: The Four Stages of the Alliance Lifecycle

Activities | Determine Identify and Structure and Work closely

to help what resources | locate negotiate with partner

you find are needed companies contracts with to reach

and keep | from other with the right partners milestones

right companies resources

partners

Activities | Ensure your Demonstrate Move quickly Take into

to help company has your company | on decisions account

right the resources treats its partner’s

partners | other partners well needs as well

find you companies and gets as your own
need results needs

Companies that have landed the “partner of choice” designation focus on
acquiring the right partners and, equally important, making themselves
attractive to potential partners. To this end, they pursue certain activities
during the four different stages of the alliance lifecycle: Want, Find, Get, and
Manage (Table 1).

Want. In the first stage of the alliance lifecycle, the partner of choice
determines what external resources it needs from other companies. At the same
time, it ensures it has the capabilities that other top companies are looking for.
In this sense, it’s like product development, where the goal is to create offer-
ings with features that will draw the right customers.

Roche, for example, has cross-functional disease-area strategy teams for
each of the company’s therapeutic areas—oncology, virology, and so on.
Roche also emphasizes that it has what other companies are looking for.
Beyond its expertise in development, manufacturing, and commercializa-
tion, Roche is willing to share its knowledge, has an open mind to other
ways of doing things, and can customize partnerships to meet the needs of
its partners.

Find. During the second stage of the alliance lifecycle, the partner of
choice locates the resources it needs from other companies. Roche’s disease-
area strategy teams rely on “finders,” well-trained individuals who have a
deep knowledge of disease areas, high internal credibility, and who are close-
ly connected with the company’s research organization. These “finders”
identify opportunities for new treatments—more than 1500 each year. A
larger cross-functional team then analyzes each opportunity to see if it is

22 |

ALIGNING THE STARS

scientifically and commercially viable and aligned with the company’s over-
all strategy.

While partners of choice expend great effort to find the right compa-
nies, they also want to be “found” by others. How? By demonstrating that they
have the right kinds of expertise, treat their partners well, and are effective at
getting results. Word gets around—it’s that simple.

Get. After locating that external -
resource, how do companies land the Companies that have landed the

alliance that will give them access toit>  Partner of choice” designation
In the third stage of the alliance lifecy- focus on acquiring the right

cle, when contractual agreements are ~ partners and, equally important,
planned, structured, and negotiated, ~making themselves attractive to
the partner of choice is distinguished  potential partners

Dy its ability to move quickly on deci-

sions. Roche is known for its speed, with the ability to strike a deal in six
months and sometimes as little as six weeks—significantly better than the
industry average of 12 to 18 months.

Manage. During the fourth stage of the alliance lifecycle, the collaborat-
ing firms “manage” their alliance relationship to ensure that as the business
environment changes, the alliance continues to support their operational
strategies. Partners of choice continuously work with their alliance partners
as the relationship progresses to successfully reach pre-determined mile-
stones. As part of the evaluation process, P&G asks its alliances’ managers to
complete a scorecard on each alliance, while Eli Lilly distributes a survey to
everyone who participated in the alliance, not only from Lilly but also from the
partner company. For Roche, alliance management is key to the evolution of
the partnership and takes into account environmental factors. These factors
include the partners’ corporate needs and strategies alongside the needs of the
compound or product in question. This often includes the expansion of an exist-
ing relationship, as it did recently with GlaxoSmithKline, when the companies
agreed to co-promote Xenical®, a weight-loss drug. The underscoring aim
through all of Roche’s partnerships is to develop innovative medicines that
make a difference in patient’s lives, and Roche has recognized that alliance
management is one of the determining factors for success.

The partner of choice chair is empty in most industries, but that situation
is temporary. Firms realize that this designation is key to competitive differ-
entiation and are taking positive steps to achieve partner of choice status.
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How do you know if you have alliance capability? Ask a simple set of ques-
tions: What key alliances do we have today; who owns them; why are we in
them; and are we getting the results we expected? How are alliances chang-
ing our operating model? Does the organization embrace alliances or avoid
them? What do our partners think of us? Who is accountable for alliance suc-
cess, and who is accountable for building alliance management skills? This
basic audit is a good way to understand not only whether you have capable
alliances, but also whether you have alliance capability.

When the time comes to write the next history of business, an important
chapter will describe the advantage that comes from treating the world as a
resource base and creating collaborative innovation from the best players
available. The C-suite has the ability to tap this source of advantage and
change the way the industry competes. As is the case with developing any core
capability, building alliance capability is not easy. But the rewards—stronger
revenues, profits, and market share—are well worth the effort.

FOR MORE INFORMATION, PLEASE CONTACT:

MaRrk DEck, PRTM Director, mdeck@ prtm.com, +1 781.434.1200
GENE SLowINsKkl, Ph.D., Director, Strategic Alliance Research,
Graduate School of Management, Rutgers University,
gene@strategicalliance.com, +1 908.234.2344
MATTHEW W. SAGAL, Ph.D., Senior Partner,

Alliance Management Group, mwsagal@comcast.net, +1 781.842.0231

Gene Slowinski and Matthew Sagal are executive affiliates of PRTM.
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As the pressure to reduce costs intensifies, sourcing commodities in China
and other low-cost countries has become essential for automotive suppli-
ers. But a recent benchmarking study by the Original Equipment Suppliers
Association and PRTM reveals that many auto-parts companies have failed
to realize the benefits of such procurement efforts. Top-performing automo-
tive suppliers companies treat China sourcing as a piece of a larger, global
commodity management strategy. In addition to setting up a local oper-
ation in China, they are careful to select the right commodities to source
and engage the right partners.

automotive supplier executive—and reflect one of the major chal-

lenges globalization has created for the sector as a whole. The
proliferation of competitors in low-cost countries like China has become a seri-
ous threat, intensifying the pressure many suppliers are already feeling from
customers like Ford and General Motors to keep prices low. That pressure shows
no sign of letting up anytime soon. According to Bo Anderson, General
Motors’ vice president of global purchasing and supply chain, GM has increased
the share of parts it sources in low-cost countries from 20% in 2003 to 30%
in 2005 and expects that number to grow even more going forward.

‘ ‘ The China price.” These words strike fear in the heart of many an

The strategic imperative is inescapable. Automotive suppliers must estab-
lish new sources in China for the commodities they need to manufacture their
products. “We've realized that China sourcing is not just a good idea to cap-
ture some cost savings,” one purchasing officer acknowledged. “It’s going to
be critical to our very survival.”

It's also critical for the Chinese suppliers providing the commodities. Keen
to capture fast-growing markets in China and overseas, these companies do
not simply want to be a low-cost source for commodities in China. They
want to become a trusted partner sought out by global customers for long-term
relationships.

Yet many auto-parts companies have realized only a fraction of the ben-
efits of sourcing from China, according to “Lessons Learned in China
Sourcing,” a benchmarking study conducted in 2006 by the Original
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Equipment Suppliers Association (OESA) and PRTM (see sidebar). Over
half of the companies surveyed achieved less than 40% of their cost-saving
targets. Top-performing companies, by contrast, are capable of realizing cost
savings of at least 20%, and as high as 50% (Figure 1). But it has taken them
anywhere from six to 10 years to achieve sustainable cost savings across mul-
tiple commodities.

Figure 1: Savings from Sourcing in China, 2002-2005

Results achieved

Percentage of respondents

China sourcing approach

20-50% savings

k2

Global integrated
commodity management

10-20% savings

| 36%

Global commodity
strategy locally executed

<10% savings

Remote sourcing

| | 42%
I

0% 10% 20% 30% 40% 50%
Source: “Lessons Learned in China Sourcing,” OESA/PRTM, 2006.

What does it take to make sourcing in China a winning proposition?
Our findings indicate that leading companies employ a global commodity man-
agement strategy that relies on local Chinese purchasing representatives
with responsibilities spanning the entire sourcing process. Less-successful com-
panies, by contrast, often regard China sourcing as a quick route to short-term
cost reductions. They tend to conduct operations from their home office and
struggle to find the resources needed to manage the sourcing process. These
companies are also most likely to abandon the effort as the coordination
costs and hours begin to mount.

Laying the Groundwork

Companies that have been successful at procurement know that the
decision to source in China, or any other low-cost country, is not one to be taken
lightly. A winning sourcing initiative requires commitment in the form of
strong executive support and a local operation in China.

Executive commitment. Because setting up a successful sourcing opera-
tion in China can be a long and arduous process, often the home organization
believes it isn’t really feasible, and is reluctant to lend its support. An execu-
tive mandate is essential for overcoming this mindset. Nearly 80% of the
top-performing companies in the OESA/PRTM study ranked China sourcing
a top CEO priority, as compared with only 30% of low performers. Executives
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at these successful companies were directly involved in the sourcing effort,
investing adequate resources, insisting on results, and closely monitoring those
results.

- - Local offices. Top-performing
Top-performing automotive automotive suppliers also build and

suppliers build and empower empower their own procurement
their own procurement offices offices in China. To make this invest-
in China ment pay off, they spend at least $10

million on commodity purchases and
generate 15% in savings. They also hire local Chinese employees and trust them
to make the right decisions. One leading supplier learned this lesson the
hard way. “We started with the traditional approach of sending a team of ex-
pats to China,” he noted. “We soon realized we had simply exported poor
practices to an unfamiliar place. Only when we finally trusted our locally
hired staff to undertake higher-value purchasing activities did we begin to real-
ize the importance of local insight and customs.”

Making Smart Decisions

Once this foundation is in place, it's important to be smart about the deci-
sions that have the greatest impact on success. According to our survey,
leading companies are careful to select the right set of commodities and
engage the right partners. They also keep their eyes open to the total costs and
value proposition.

The right commodities. Given the long distances involved and the appre-
ciable differences in engineering and manufacturing capabilities, it's advisable
to source parts that are low on the complexity scale. High-complexity parts are
more likely to require frequent engineering changes or sensitive manufactur-
ing processes and consume substantial engineering resources.

Similarly, it's a good idea to source parts that can be transported easily.
Relatively longer shelf lives and lower inventory costs are also a plus. Even when
Chinese vendors agree to maintain inventory in North America, the buyer ulti-
mately absorbs the true supply chain costs.

Labor costs. China is well known for its labor cost advantage. As a gener-
al rule, any part with a labor cost content greater than 10% of the total cost is
worth considering. Many parts offer a cumulative cost-savings advantage:
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Sub-components, raw materials, and related processes such as machining can
frequently be acquired at lower costs through the Chinese suppliers’ suppliers.

The right partners. It's also important to choose the right partners, though
this involves a lot of up-front research. There are more than 5,000 regis-
tered and 15,000 non-registered automotive supplier enterprises geographi-
cally dispersed across China. But only a small number of Chinese suppliers
have the global management capa-
bilities and experience needed for
dealing directly with global car
makers and Tier 1 suppliers. And

Traits to Look for in
Chinese Partners

there’s a lot of competition for their * Management integrity/
products. One-third supplies two- MELET ALY
thirds of the auto-parts market. * Robust quality system

= Communication ability
To ensure success, be sure to

conduct due diligence of many = Product development capability

facets of your potential partners’ 7 sl s
operations. This means thorough- customer’s time zone
ly investigating the quality, * Logistics ability

ownership structure, and financial
standing of potential partners to foresee difficulties in managing the business.
It's also important to make sure that mass production can maintain the
same quality as the sample. And assess the specific site where the component
is going to be produced by talking to managers, verifying the quality of work-
ers, and reviewing supply chain logistics.

Failure to take these precautions can have dire results. “Just as soon as we
finished patting ourselves on the back for securing low-cost components
with high quality and a commitment to establish a local warehouse for inven-
tory buffers we realized that the supplier did not know how to control the local
warehouse,” noted one automotive supplier executive. “We practically lost all
our benefits due to service disruptions and increased management costs on
our end.”

Total costs approach. Surprisingly, although cost savings are usually
what lead automotive suppliers to source in China, only a handful of compa-
nies use an integrated total-cost model. More typically, the various
functions—purchasing, engineering, logistics, and quality—conduct their
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cost calculations independently based on worst-case expectations. This approach
can end up concealing some important costs (Figure 2). Without a clear valu-
ation of the opportunity, the executive suite is prone to delay decisions or
make the wrong one. The situation is further complicated by the fact that
Chinese vendors often lack the tools to provide accurate cost-breakdown data.

Figure 2: Choosing the Right Partners

Visible

Agent fees, freight, duties, warehousing, pipeline inventory

Supply chain risk
= Premium freight to fix late shipments, cost of inventory, time slip
= |nsurance

Quality risk

= Technical requirements are not adequately calculated
m | ocal tweaking of quality issues, changes “on the water,”
obsolescence

Budget for local support
= Cost for home resources for engineering and management support
= Cost of communication and travel
= Significant training: culture, language, technical skills, management
skills, corporate integration

Budget for IP protection

To avoid this problem, it's essential to ensure that the various functions
involved are aligned on an integrated total-cost model and that Chinese sup-
pliers are provided with specific instructions on each component they are to
design. Technical requirements must also be carefully validated so they are fully
accounted for in the quoted price. It's even worth pointing out the critical issues
in the technical specifications—this helps avoid surprises later on.

Managing Risks Proactively

The challenges of sourcing in China do not end with the signing of the
contract. A successful outcome requires continuous involvement and support
of vendors throughout the relationship. “Not long after we achieved steady vol-
ume delivery we started to see a gradual degradation in quality and less
competitive pricing as we moved other products over to the same vendor,”
noted one automotive supplier. “Shame on us for assuming traditional on-going
supplier development processes would suffice.” Clearly, managing even the
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top suppliers in China requires a high degree of dedication. Top-performing
companies employ a comprehensive risk management strategy to deal with
the different problems that can arise.

Quality. This is repeatedly cited as the number one concern, often because
drawings and technical specifications are not clear or accurate. To allay this
problem while ramping up operations in China, leading companies provide
significant on-site support. They then conduct three or four quality audits per
year, hold monthly online performance reviews, and even help their suppli-
ers implement continual improvement programs. The increased complexity
of the supply chain demands this type of commitment. “Lead time can be fixed
with inventory buffers, but there is no easy quality fix,” one supplier remarked.
“You can quickly find yourself with a frozen pipeline over a 7,000 mile dis-
tance.”

Transport. The transport of goods from Chinese suppliers is also fraught
with risk. The inland transport infrastructure in China isn’t well developed,
and transport by ship can take up to 10 weeks. To make matters worse, the U.S.
port and port-to-rail infrastructure is close to capacity. As a result, products
sourced in China entail twice the inventory, three times the number of late
deliveries, and five times the air freight costs as do products sourced in North
America. Top-performing companies, however, have cut these added costs by
as much as 50% more than their peers by testing the inbound logistics
process, building buffer inventories in North America, and conducting frequent
direct reviews of production plans with suppliers.

Intellectual property. As the number of IP lawsuits across all industries
grows by some 40% every year, IP protection has become essential. It would
be hard to exaggerate the importance of certain basic measures: Avoid IP-sen-
sitive commodities, protect IP associated with product integration by sourcing
components and phases of assembly across multiple suppliers, and prosecute
offenders relentlessly.

As auto manufacturers expand production and sales in China and other
low-cost countries, the number of local suppliers will likely continue to grow,
reshaping the global automotive supply footprint over the next decade. A
low-cost country procurement operation is now a core competitive capabili-
ty for this industry. But sourcing in China should not be mistaken as a way to
meet short-term cost-reduction targets. It is an essential piece in a global
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supply chain strategy, requiring a significant investment of planning, capital,
and time. By treating sourcing there as a serious long-term commitment, auto-
motive suppliers can secure the low-cost supply relationships they need to make
their global sourcing capabilities a success.

FOR MORE INFORMATION, PLEASE CONTACT:

ANDREAS MAI, PRTM Principal, amai@prtm.com, +1 248.327.2500
STEVE PILLSBURY, PRTM Director, spillsbury@prtm.com, +1 847.430.9000
CRAIG KERR, PRTM Director, ckerr@prtm.com, +86 21.2890.9662.

SURVEY METHODOLOGY

The OESA/PRTM joint study examined the performance of automotive suppliers that
procured commodity goods from China. Conducted from October 2005 through March
2006, it consisted of a survey and in-depth interviews with purchasing and supply chain exec-
utives from more than 50 international auto-parts suppliers with locations in North America.
These companies ranged from small, focused Tier 2 and Tier 3 suppliers to multi-billion dol-
lar, multi-national Tier 1’s.

Respondents fell into three categories. Leading companies, constituting the top 22% of
respondents, repeatedly realized over 20% cost savings from China sourcing operations. These
companies treat China sourcing as a piece of a larger, integrated global commodity manage-
ment strategy. The second category, 36% of respondents, typically achieve 10% to 20%
cost savings from China sourcing. The companies in this category tend to rely on local
Chinese purchasing offices for tactical support while managing the overall sourcing process
from North America. The third category, the lowest group of performers, comprising 42%
of survey participants, realized less than 10% savings from China procurement. They con-
duct nearly all of their sourcing activities from their home office, without establishing a
presence in China.
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The world is changing very fast. Big will
not beat small anymore. It will be the
fast beating the slow.

RuPERT MuRrDOCH, Chairman and Managing
Director, News Corporation

Beware of the tyranny of making small
changes to small things. Rather, make
big changes to big things.

ROGER ENRICO, former chairman, Pepsico Successful

innovation
sustains and
propels the
growth of
companies faced
with intense
competition.
ALEX GORSKY,

Chief Operating
Officer, Novartis




