





The top seat goes to businesses that
build a culture of innovation—

and promote enterprise growth

By Ravin Jesuthasan | Towers Perrin

Innovation is a critical driver of growth.

As products and services become commoditized at a rapid rate, an organi-
zation’s ability to innovate becomes an increasingly critical competitive dif-
ferentiator. Some enterprises recognize that rapid innovation and
increased success depend on having a clear picture of a new product’s or
service’s potential effect on profitability—before they invest time and
money in development. Yet, for many organizations, innovation is a
process fraught with unknowns and severely dependant on faith—that
efforts to innovate will actually yield an economic return.

By implementing value driver analysis, a tool normally used to quan-
tify the drivers of profitability or shareholder value in an organization,
executives can determine how innovation will affect the company’s
business results—before investing time, money, and people. While value
driver analysis can’t guarantee the success of any given innovation—
nothing can—it can give a strong quantitative indication of the likeli-
hood of success. And knowledge of the likelihood of success is probably

enough to set an organization apart from competitors. >>
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Why Innovate?

As former U.S. Secretary of Labor Robert Reich
noted in his book The Future of Success, a combina-
tion of technology and large-scale production gives
today’s consumers and businesses access to better
deals—whether based on price, quality, or availabil-
ity. This plethora of choices forces businesses either
to innovate or to be the low-cost option. As Reich
says, “In order to survive and prosper, sellers must
continuously cut costs and add value, faster than
their rivals.”

Consider, for example, the options open to
someone planning a vacation. If personal service is
paramount or the trip’s logistics are complex, the
traveler might choose to book the trip through a
travel agent. If price is important, a reverse auction
site such as Priceline might fit the bill. If speed of
booking and brand reputation are important, going
directly to an airline’s online site might be the best
option, and so on. The company that can innovate

within its market—by combining a reverse auction
with greater choice of travel times, for example—
wins the day, atleast until its competitors further
cut costs or develop an innovation more prized by
the marketplace.

Business has always been faced with the choice
between cost management and innovation or cus-
tomer service, but our consulting experience and
research suggest a greatly heightened focus on
innovation as a key strategy. In 2003, Towers Perrin
asked executives at 1,500 organizations in Asia,
Europe, North America, and Latin America to tell
us what their dominant business strategy was at the
time and what it would be in the next three years.
Nearly 40 percent of respondents said that “opera-
tional excellence” was their dominant strategy—in
other words, a focus on managing costs, streamlin-
ing processes, and similar, often internal, activities.
By contrast, 35 percent of respondents said that
customer service would be the dominant strategy in
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three years. What’s more, “innovation leadership”
rose from 19 percent as a 2003 strategy to 22 per-
cent as a future strategy, while “operational excel-
lence” dropped from 39 percent to 30 percent. In
short, survey respondents recognized that innova-
tion and customer service would soon be the keys
to competitive success.

Approaching Innovation Rationally

Many organizations recognize the competitive
importance of innovation and implicitly under-
stand that, unlike many cost-based strategies that
can often be executed by leadership, the rank and file
is the raw material for new ideas. But for innovation
to be a truly successful growth strategy, it must be
approached like any other business initiative: ration-
ally, deliberately, and with a focus on success. So,
before embarking on a full-blown innovation strat-
egy, senior management must define innovation
within the context of its business goals.

Product
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3.5% x .205

Value Driver Analysis

For example:

M [s the primary purpose of innovation to create
new products, new markets, or better ways of doing
the same thing? What are the economic gains to be
realized from such innovation?

M Given the purpose, which employee groups are
most critical to executing on an innovation-based
strategy? For example, if creation of new markets is
the goal, sales, marketing, and market research spe-
cialists would be critical to success.

M [s the innovation expected to be revolutionary
or incremental, and what does this mean for how
people will work and calibrate their decisions?

Putting aside questions of timing, budgeting,
whether people will be taken offline to do this work,
and other tactical questions, let’s focus on another
crucial aspect of innovation: corporate culture.
Corporate culture that doesn’t fundamentally sus-
tain work processes and behaviors that drive inno-
vation will ensure that any such strategy is >>
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Value driver analysis is a relatively straightforward analytical technique or tool that enables organiza-
tions to quantify and link inputs and outputs. Leveraging concepts like multiple regression and sensitiv-
ity analysis, it creates quantitative links between decisions and behaviors and financial outcomes. In
effect, it levels the playing field by allowing decision makers to evaluate choices about what have tradi-
tionally been non-quantitative variables (e.g., investing in improved employee training) alongside more
guantitative choices (e.g., buying a new piece of equipment).

This figure illustrates the potential impact of a 10 percent and 15 percent increase in employee assis-
tance to customers for a retail store chain. Through market research, the company was able to under-
stand the drivers of customer loyalty and their relative importance. Using value driver analysis, man-
agement quantified the impact on customer loyalty and sales that would occur if the performance of one
of those drivers (namely, the assistance employees provide to customers who are looking for products
or have guestions about product attributes). The analysis considered the incremental cost associated
with higher sales (i.e., cost of goods sold and product loss) in order to arrive at the incremental profit
margin resulting from increased employee assistance to customers. Value driver analysis allows organ-
izations to validate beliefs and intuitions with real data, thus placing “soft" investments like innovation
on an equal footing with their “harder” counterparts like cost reduction or investments in fixed capital
(e.g., equipment).
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bound to fail. In fact, recent research by Booz Allen
Hamilton shows that the return on innovation isn’t
a function of financial investment in innovation
(i.e., the R&D budget), but instead depends on the
quality of the organization’s innovation process—
that is, what it invests in and how it pursues that
investment.

In addition, the study found that to succeed,
innovation efforts must be aligned with the organi-
zation’s business strategy and its organizational
systems and structure. This makes intuitive sense.
Innovation can’t succeed if it’s attempted in a vac-
uum. It must become an integral part of the organi-
zation’s overall business strategy and structure, and it
must be integral to how the company operates (i.e.,
making a core product of the business better).

For example, when Apple’s iPod was developed,
MP3 players were in infancy. Apple recognized a
fairly open market, and it went into
development leveraging its usual core
competencies of attention to design
excellence, innovative technology, and
thoughtful marketing. Although iPods
are more expensive than most other MP3
players, Apple’s alignment of product
innovation with its overall business strat-
egy and core competencies has made
iPod the top-selling MP3 player.

So how does a company institutionalize innova-
tion and make it part of the corporate culture?

One valuable tool is value driver analysis, which
allows a company to quantify the benefits of inno-
vation—so the workforce can appreciate the eco-
nomic value of such a strategy—and assess
innovation-based activities against competing
priorities. Value driver analysis also allows the
organization to create a platform for aligning deci-
sion making and employee behavior on an ongoing
basis, thus helping employees draw a line of sight
between their day-to-day jobs and innovation.
Value driver analysis can help management see
how, why, and where innovation really matters and
support the efforts to build a culture of innovation.

Once a company understands how innovation
drives financial performance, it can begin to
explore who within the organization will drive
innovation and how behaviors and decisions can be
most appropriately aligned.

Creating a Culture of Innovation
Based on the findings of the value driver analysis,
there are a number of levers companies can pull to

drive innovation. These levers can be generally
grouped into the following categories:

Technology—What changes in product or
enabling technology will result in addressing a new
or unmet customer need?

Process—What activities need to change to
increase the efficiency of the creation of the product
or its effectiveness?

Structure—What needs to change organiza-
tionally to increase innovation in how our products
are created or delivered?

People—How do we align the decisions and
behaviors of “innovation-critical talent” and other
employees to create a culture of innovation?

Every organization has multiple people levers or
programs it can utilize to drive innovation-focused
decision making and behavior. Yet, interestingly,
these levers are rarely exploited to their fullest
potential as management tools. Following are some
specific examples of how levers—performance
management, incentives, career progression, busi-
ness literacy, and leadership actions—might be
used to drive innovation.

Performance Management

Focus specific lines of business on achieving
growth targets that are a significant stretch, while
placing a secondary consideration on profit. This
will force business unit management to aggressively
pursue innovation in order to realize these growth
targets, as incremental performance will be insuffi-
cient. For example, as part of its budgeting process,
one organization conducts annual meetings with
the leaders of each business unit, challenging them
to identify additional opportunities to grow
through innovation.

Annual Incentives

Companies can build an “innovation multiplier”
into incentive programs to reward results achieved
through true innovation, as opposed to sales effi-
ciency or improved marketing. In addition, discre-
tionary bonuses offer a flexible way to acknowledge
innovation. If organizations can identify roles where
an increase in innovation would have a dispropor-
tionately significant impact on business results, they
can then design tailored incentives for those roles.
Clearly, roles in areas such as product development
would fall into this category. Such incentives send
clear messages about the types of decisions that will
drive innovations and the specific measures used to
assess innovation and reward it. >>
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If organizations can identify
roles where an increase in
innovation would have a
disproportionately significant
impact on business results,
they can then design tailored

incentives for those roles.
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Roles/Career Progression

By identifying roles that could serve as “innova-
tion champions,” organizations could capitalize on
the sharing of best practices and avoid duplicative
efforts. For example, employees in particular
departments could be designated as such champi-
ons and explicitly tasked with both leveraging best
practices from other parts of the organization to
improve the performance of the department, while
ensuring that best practices from within the depart-
ments are appropriately disseminated.

Business Literacy

By educating employees and managers on how
innovation drives business performance, they can
better appreciate the economic impact of such
innovation, understand how employees in different
roles can drive innovation, and learn how they can
contribute individually and collectively.

Leadership Actions

By publicly recognizing particular examples
of innovation (using a Chairman’s Award, for
example), organizations can foster innovation, sig-
nal its importance, and create “buzz” around the
concept. Leadership that walks the talk is often far
more influential than any of the other levers. One
company introduced an innovation hotline to
encourage employees to submit new ideas. The

person generating the idea with the greatest profit
potential was invited to lunch with the CEO and
named employee of the month.

The use of all these levers is predicated on a value
driver framework that forms the basis for quantify-
ing, educating, aligning, and motivating employee
decisions that drive innovation and profitability.

In theory, innovation is the perfect antidote for
companies struggling for growth. Bringing theory
to life, however, is much more complex. How do
companies innovate? Companies that can put inno-
vation on the same economic footing as other
strategies through a value driver framework will
have greater success systematizing and institution-
alizing the concept and realizing its full potential:

B Innovation that leverages the organization’s
core strengths

B Innovation explicitly geared to addressing
specific customer needs

B More rapid innovation

B Focused efforts that bring together the right
teams with the right resources and the right
amount of time to tackle specific issues and
problems

B Fundamental and sustainable shifts in behavior
and decision making

B Innovation that creates real, measurable
shareholder value

While many organizations recognize the value
of innovation, it often strikes management as a
good—but difficult—concept to put into practice,
especially when other strategies (i.e., cutting costs)
can be accomplished fairly easily. But value driver
analysis offers a concrete way for companies to ana-
lyze how alternative decisions, including developing
new products or more efficient manufacturing
methods, can affect profitability. Value driver
analysis doesn’t eliminate the risks associated with
innovation, but by analyzing and quantifying the
levers that will have the greatest effect on
innovation, it gives companies a greater measure
of control over these risks and puts innovation on
a par with other business strategies. |s|
About the Author: Ravin Jesuthasan, CFA,is a
managing principal of Towers Perrin.
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cASE sTuDpy: Auto Parts Manufacturer

CAR Corp., an auto parts manufacturer, recognized it
was selling to a highly challenged industry. Its cus-
tomers were focused on taking as much cost out of their
production as possible in order to remain competitive
and deliver a competitive product.

Company executives knew that they had two ways to
keep and build market share: deliver the same products
at a lower cost, or develop new products to claim a
premium price that could, in turn, allow their auto
manufacturer customers to differentiate their products
and realize higher margins.

CAR Corp.'s executives resisted the option to cut
costs because they believed their competitors would
do the same, either negating CAR Corp.'s efforts or
kicking the industry into a downward spiral of price
reductions and lower margins. However, while it had
some faith in the value of investing in innovation, man-
agement wasn't entirely sure about the economic
value such innovation might bring, and how long it
would take to realize that value.

One of the company's products was a component
to heat car seats. Based on sales staff interviews with
customers, the company was considering development
of a device that would also ventilate car seats. CAR
Corp. believed this enhancement would appeal to
female buyers of luxury cars (a growing market) and
would allow its customers to increase the market per-
ception of their cars and charge a premium that would
help restore their margins.

The company ran a value driver analysis to assess the
value of this innovation against the possibility of cost
reduction over both the short and long term. The goal of
the analysis was to determine the impact product
enhancement would have on CAR Corp.'s ability to grow
revenues and improve profitability.

In short, CAR Corp.'s executives wanted some quanti-
tative indication that their strategy was the right one.
The value driver analysis showed that developing a ven-
tilator for the car seat heater would likely result in a sig-
nificant incremental profit over the long term, compared
to a cost-reduction strategy.

Although CAR Corp.'s executives decided to move
ahead with the car heater enhancement, they also rec-
ognized that the window of competitive differentiation
was small. Within six months to two years, competitors
would be able to offer a similar, cheaper option. Execu-
tives believed the key to growth was continued innova-
tion, so it implemented several steps to encourage and
even institutionalize the process of developing new

products and enhancing existing ones:

Establishing a business literacy program for all
employees. By teaching employees how innovation fit
into CAR Corp.'s business strategy and the needs of its
customers, employees could begin to focus on innova-
tion as part of their own day-to-day roles.

Listening to the voice of the customers. Understand-
ing what first-line customers (auto manufacturers) and
ultimate customers (car buyers) wanted and needed was
the starting point for CAR Corp.'s innovation. Much of this
information came from salespeople, who were trained to
ask the right questions and understand and interpret
responses. But other employees in the company were
end-buyers, and encouraging them to think about
improvements to their own driving experience was also
helpful. The company was able to analyze how, by training
employees to understand how products were used by end
customers, it could increase the number of product
enhancements. This, in turn, would lead to greater differ-
entiation of CAR Corp.'s products, greater market share,
and increased sales and profitability.

Establishing dialogue across the organization. A
good idea was only an idea until CAR Corp. developed
product designs, manufacturing techniques,
purchasing programs, and all the other factors that go
into creating a new product. And an idea that seemed
simple to a salesperson may have been complex in
design and production. By establishing cross-disciplinary
teams to brainstorm ideas and develop solutions, CAR
Corp. was able to focus on workable innovations and
move ahead quickly to develop them.

Offering incentives for every ground-breaking idea.
CAR Corp. offered both team-based and individual
awards based on the incremental profitability new prod-
ucts brought to the company. In addition, cross-discipli-
nary teams were rewarded for bringing ideas to fruition.

Incorporating innovation into career progression
programs. CAR Corp. identified “innovation champions"
tasked with looking for opportunities for innovation
within their own work groups. The company also
deployed job rotations—having a salesperson spend a
week on the factory floor, for example, so he or she could
gain a broader understanding of manufacturing
processes—as a way to promote innovation.
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