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			Book Abstract

			MAIN IDEA

			How can you generate a better return on any and all of your investments in innovation?

			Rather than being a hit-and-miss affair, innovation can actually generate consistent and healthy returns if you:

			
					Set clear and unambiguous goals for what you want to achieve with each innovation effort.

					Operate your innovation projects in a disciplined and structured way.

					Select and use the optimal business model for each innovation project from the three choices available.

					Align your organization around innovation as the best way to grow.

					Utilize leadership practices which encourage, motivate and enable innovation to happen.

			

			About the Author

			JAMES ANDREW is a senior vice president and director of The Boston Consulting Group. He heads up the firm’s Global Innovation Practice and works closely with companies in a wide variety of industries helping them develop innovation strategies, align their organizations and create breakthroughs. Mr. Andrew is a graduate of Harvard University Graduate School of Business and the University of Illinois.

			HAROLD SIRKIN is also a senior vice president and director of The Boston Consulting Group. He heads up the firm’s Global Operations Practice. Mr. Sirkin works with leading companies worldwide to help them improve their returns on innovation, enhance their operating efficiency, upgrade their global competitiveness and make better use of information technology. In addition to writing a quarterly column for Business Week on-line, Mr. Sirkin has written a number of articles for business publications including several in the Harvard Business Review. He is a graduate of the University of Chicago and the Wharton School.

			Important Note About This Ebook

			This is a summary and not a critique or a review of the book. It does not offer judgment or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.

			Summary of Payback (James Andrew and Harold Sirkin)

			1. The four factors which affect payback

			When it comes to successful innovation, cash is king. There are four factors which will ultimately influence just how much cash is generated by your innovations and which should be tracked:

			
					Start-up costs – your prelaunch investment

					Speed – your time to market

					Scale – time needed to achieve volume production

					Support costs – your post launch investments

			

			In addition to these cash returns, there will also be four indirect benefits which can be derived from innovation, and which may have the potential to lead to cash in the future:

			
					Knowledge acquisition – new intellectual property

					Brand enhancement – being seen as innovative

					Ecosystem – stronger relationships with other parties

					Organizational vitality – attracting good people

			

			In order to manage the innovation process adroitly, it’s necessary to have a structured way to make good decisions. The most effective way to do this is to develop a “cash curve” which tracks overall cumulative cash flow over the length of the innovation project.

			This cash curve is a good way to track the four factors which will affect the cash payback on any innovation:

			
					Start-up costs – the amount of money which must be invested up-front before a marketable offering can be made available. This capital is used in developing the assets and capabilities which will be required by the innovation. The larger the start-up investment, the greater the risk and the more marketplace success is needed.

					Speed – or time to market. This is the time and investment needed to go from a working prototype to a product which can be mass produced and sold. Increasing speed will increase the cash payback of the innovation and decrease risk because it enables the company to capture a larger market share at a higher average price. Increases in speed, however, often increase start-up costs and impact on quality.

					Scale – or time to volume. This is the time required from launch to where the new product or service achieves its planned volume. The faster an innovation reaches full production volume matched to market demand, the quicker it can begin generating cash profits.

					Support costs – the cost of marketing and promotion, special pricing offers, product enhancements and even the cannibalization of other products. The lower the ongoing support costs, the greater the cash profits that can be harvested by the company.

			

			The cash curve is a management tool which brings together all of the assumptions which have been made about how the innovation will perform in the marketplace. It also centralizes in one place the different perspectives which individual managers may have about what the company’s plan of attack should be. It provides a common point of reference so everyone can get on the same page. The cash curve is a reality test which is helpful because for new ideas, optimism tends to run rampant.

			The cash curve also helps companies assess risk more accurately. For an innovation project, three types of risks are generally present:

			
					Executional risks – whether the company can actually develop, make and sell the new product as scheduled.

					Technical risks – whether or not the product or service will do what it’s supposed to do.

					Market acceptance risks – whether customers will actually buy in the numbers required.

			

			The cash curve makes any of the trade-offs which are happening become obvious as well. There’s often an option to do things faster if you’re prepared to spend more money. The cash curve allows the company’s executives to discuss these choices and make them deliberately. Use of the cash curve will also identify innovation projects which end up being cash traps -development projects that end up absorbing more cash than they ever generate over their lifetimes. Sometimes most of the cash a new product develops has to be reinvested just to maintain a competitive position. Cash traps can destabilize companies so they need to be identified early on.

			[image: ]

			[image: ]

			In addition to cash, there are also four intangible benefits which can be derived from innovation. These intangibles may not generate an immediate payback but at some point down the road they may lead to more cash for the innovation developer.

			The four main intangible benefits are:

			
					Knowledge acquisition – learning new things which may be able to be applied in improving current products or services or in developing other new products or services in the future. There are actually four different types of knowledge to be gleaned from innovation which might ultimately end up leading to future paybacks:	Product-specific knowledge – where you can take what you’ve learned developing the current product or service and use it to shorten the development cycle for another product or service in the future.

	Product-applicable knowledge – where you have more information and understanding of the marketplace which may be useful in the future, either as you improve your current offerings or as you embark on fresh innovations.

	Greenfield knowledge – know-how you acquire which ends up opening entirely new opportunities, lines of business or product categories for your organization in the future.

	Knowledge as a product – where you might end up selling or licensing what you have found out to others who are also active in that field.




					Brand enhancement – which simply means innovative brands are generally considered to be more valuable. An innovation enhanced brand may ultimately deliver a cash payback in at least one of three different ways:	It may become possible for you to charge premium prices – because your customers will feel confident they are obtaining cutting edge products or services.

	You may be able to achieve higher volumes more rapidly – because customers recognize you are highly innovative and therefore are predisposed to buy anything new you bring to market. This can reduce the amount of time it takes you to achieve scale for your new offerings.

	You may enjoy greater customer acceptance – which often happens when an innovative brand moves into a new niche which was previously served by companies viewed as being very conventional. Customers may welcome the fact you’ll be trying to do new things with long established products or services. In the long run, this will reduce your support costs because less persuasion and education will be required.




					Ecosystem strength – being known as innovative may positively influence your relationships with outsiders. Every company operates in a network of suppliers, outsourcers, distributors and more. Innovation can be used to strengthen your business ecosystem in three specific ways:	Preference – your ecosystem partners may give you preferential access to what they contribute because you are more focused on innovation than your competitors. They may believe you’ll be worth more in the future because you’re prepared to try different things.

	Exclusive access – perhaps to distribution channels, customer groups or more attractive terms than are offered to others. Again your partners may do this in anticipation that you will bring more industry-leading products to market in the future.

	Standards – you may be able to gain the support of others for an industry standard which favors your own products more than those developed by competitors. You may then gain cash payback by selling more of your own products or by licensing your knowledge to others.




					Organizational vitality – success in bringing an innovation to market will be a huge boost to an organization. If that innovation generates a sizable payback, there will be a renewed buzz the length and breadth of the organization. Two main organizational benefits can be derived from successful innovation:	Confidence – the people will begin to believe they have a “golden touch” and in some ways this can become self-fulfilling. When the organization has generated some sizable cash by bringing something newto market, people will feel energized to take more risks in the future. Over a period of time, more experience will build confidence and allow people to extend their own professional capabilities. This usually means the organization will be able to innovate faster and more consistently in the future.

	Attractiveness – people with innovative ideas and a desire to work on great products will see your organization as a great place to work. Many crave the opportunity to be part of a development team which is bringing something noteworthy to market. They will also see this as an opportunity to be doing something which impacts positively on society.


“For almost every company, the greatest challenge of innovation is not a lack of ideas but rather, successfully managing innovation so that it delivers the required return on the company’s investment of money, time, and people. Most attempts at innovation fail to deliver this return – they do not generate enough payback. To achieve payback, companies must manage the innovation process holistically and with discipline. They must make careful choices about how much and where to invest. They need to be smart about which innovation business model they choose to execute with. And they must deliberately align and lead their organizations toward payback.”
– James Andrew and Harold Sirkin
“For managers, the fundamental challenge of innovation is to achieve the required cash payback, by managing the overall innovation process with the understanding that payback can come quite directly and quickly, but also that it may take longer, be much less certain, or come to the company only indirectly, via other products and services.”
– James Andrew and Harold Sirkin


			

			2. Choosing the optimal business model for each innovation project
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			There are in fact three distinct business models which can be used to commercialize innovations: integration, orchestration and licensing. Choosing the most appropriate business model for each innovation can make a significant difference in your company’s ability to achieve payback. None of these business models will be right all the time and most large companies will use all three business models at the same time for different innovation projects. The decision as to which model to use should be explicitly made, reviewed regularly and changed when a different business model offers a better payback.

			1. Integrator

			Integrators choose to do everything in-house in order to retain maximum control over every aspect of the new innovation. Accordingly, integrators expect to keep the lion’s share of the payback generated because they have taken all the risks and provided all of the investment required.

			Companies tend to choose to act as an integrator:

			
					When they believe they are at the forefront of technological advances and nobody else is realistically able to contribute.

					When they don’t want to take the risk of working with another party – having to slow down, having their ideas stolen, etc.

					When they feel having control over elements such as costs and timing are critical.

					When they feel the risks involved are reasonably obvious and manageable.

					Where there is a world-class track record of success and the company simply can make this choice.

					When nobody else believes the new innovation will end up being a viable commercial offering.

			

			Although integration is expensive and complex, small companies as well as large corporations can choose to act as integrators. To achieve success as an integrator, several capabilities are required:

			
					Integrators need to have the ability to change – so the company can react to changes in the competitive environment. When a company has made a big investment in something, it becomes more difficult for it to work on some breakthrough product which obsoletes existing infrastructure or operational assets. Integrators need to have the mental capacity to work on next-generation products which will cannibalize existing products before a competitor can do the same. That flexibility and eagerness to face the true facts of the situation aren’t always found in great abundance in companies with well-established product lines.

					Integrators need to be able to coordinate multiple activities – which can be a challenge. In addition to doing research and development, the manufacturing part of the company needs to sync with the marketers and the support people. The administrative burden in getting everyone on the same page at the same time can be quite intense and not every company is equipped to achieve that.

					Integrators also need to be highly skilled in managing relationships with others – because most often an integrator is not tapping into its suppliers’ full capabilities and competencies. Typically, integrators want suppliers to deliver to specification rather than being involved in innovation in any meaningful way.

			

			When companies are in the process of developing highly innovative products, they sometimes have no choice but to act as integrators. This is what happened to Sony when it developed its Camcorder video recorders.

			“Sony cofounder and chief adviser, the late Masaru Ibuka, was crazy about cameras and 8mm movies, but it took one or two weeks to develop the film. So he wondered if we could make electronic-based movies that would play back instantly. The challenge was that some of the basic building blocks required to do this had not yet been created. To make electronically-based movies, we needed an electronic eye – a sensing device. We also needed a high-density recording mechanism. Then, of course, we realized that high-density tape wasn’t available either. So we developed the metal tape, the recording mechanism, and the sensor by ourselves.”

			– Teruaki Aoki, Sony

			In the end, Sony spent more than $200 million over a fifteen-year period to bring its Camcorder line to the market in 1982. By the end of 2001, more than 150 million Camcorder units had been sold with Sony having the largest share of the market. This quite nicely illustrates the fact that while the start-up costs to be an integrator may be staggering, the payback can be equally impressive because the integrator doesn’t have the share the revenue derived with others.

			One of the key commercial dangers for integrators is they can become overconfident and make some unwise “bet the ranch” size investments. Of necessity, integrators are cut off from the outside world and march to the beat of their own drum. They can, therefore, become blind-sided by new technologies or by entirely new competitors who emerge and use different business models. Integrators also rely almost exclusively on internal talent so they are unlikely to take full advantage of any skills and ideas which exist beyond their walls.

			Many of the biggest product breakthroughs in history have come about through the efforts of integrators. It is likely these companies will continue to develop solutions to the most pressing concerns of the future. Integrators have the wherewithal and the financial muscle to make substantial investments in making new things work.

			“Integrators are not necessarily big companies, nor do they necessarily have big R&D capabilities. The ability to conduct research and development, especially into greenfield areas, is not the defining characteristic of an integrator. Consider, for instance Citibank and HSBC: their ideas and innovations spring primarily from their experiences in a wide range of markets not from blue-sky research centers.”

			– James Andrew and Harold Sirkin

			2. Orchestrator

			Orchestrators decide they can best innovate by collaborating with

			
			
			
					When your company is missing some critical capability – and it would take too much time or be too expensive to develop the assets required on your own.

					When you’re entering unfamiliar territory – and there are other companies who have extensive experience in dealing with the customers you’re after. By partnering up with a well-known brand, your own start-up costs and support costs may end up being much lower.

					When you don’t want to invest in building capabilities yourself – allowing you to use your own funds in other areas which may generate a better payback in the future. For example, you may choose to invest in marketing rather than manufacturing facilities so you can achieve scale before competitors enter the marketplace.

					When you have a well established partnership with someone you trust – so by collaborating with them they in effect become stakeholders in your mutual success.

					When you want to share risk – so your start-up and development costs will be spread over a number of companies rather than being borne solely by you. Sharing the risk in this way also enables your entire supply chain and business ecosystem to be strengthened. Orchestration reduces operational risk because you can take advantage of the operating capabilities of your partners. Similarly, it lowers technical risk because you can tap into the skills, know-how and knowledge of your partners. Orchestration also lessens market risk because you’ll be working with companies which have experience and success with the customer niches, distribution channels or different markets you’re targeting with the new innovation.

			

			
			
			
					Orchestration reduces operational risks because the superior operating capabilities of partners can be accessed. You can take advantage of their economies of scale.

					Orchestration minimizes technical risks by the fact the technical skills, know-how and knowledge of partners can be tapped into. You don’t have to go through a learning curve.

					Orchestration also lowers market risks when partners have experience in a market niche or geographic market you’re going to target. Often they will also have established distribution channels in place.

			

			
			
			
					Orchestrators often acquire knowledge because they typically work with partners who have competencies in different fields. This is good but it also has its own risks because it is not uncommon for a former partner to start competing directly themselves.

					As a company moves into new categories or markets with its partners, the company’s brand can be strengthened. The offsetting risk here is if partners do not perform well, the company’s brand can be harmed.

					Orchestration naturally leads to a strengthening of the company’s networks and linkages. There is a risk in that established suppliers who are not invited to collaborate may end up offering less favorable terms in the future.

					The orchestration business model naturally energizes an organization because it enables it to pursue ideas it previously could not. The downside risk of this is key people may leave the organization because they perceive there is a dilution of focus on their specialties.

			

			
			
			
			3. Licensor

			
			
			
			
					If the technology developer does not have the capabilities to commercialize the innovation and doesn’t want to commit the resources which would be required to acquire those capabilities.

					If its important to create critical mass for a new technology standard and the only way this will happen is if multiple companies are making the product or providing the service.

					If competition can be transformed from a threat into a royalty stream before they embark on their own research and development programs.

					When a company has an extensive patent portfolio which far exceeds its own ability to commercialize everything it has developed.

			

			
			
			
					Licensing can be used to keep competitors at bay – perhaps by licensing some part of the technology but keeping some elements of the entire system proprietary. Schindler, a Swiss elevator manufacturer has done this well. Schindler developed an elevator control technology which is very precise. It licensed part of the technology to competitors but not the sensor unit which licensees are required to buy from Schindler. That allows the core technology to be used in a wide variety of applications in other industries but if anyone wants to compete in the elevator business, they have to buy the Schindler senor units. By licensing the core technology, Schindler has been able to recoup its basic technology development costs but has still retained a head start in being able to sell its own elevators.

					Licensing can be used to strengthen the brand – by creating the perception the company is innovative. In 1990, IBM started licensing its unused patents. Less than ten years later, the company was earning more than $1 billion annually from these royalties, but even more importantly IBM gained a reputation for being innovative and a technological powerhouse. That has positive flow-on benefits for the sale of other IBM products and services.

					Licensing can be used to bulk up the ecosystem – and to thereby preempt competitors. When Microsoft decided to expand its Windows franchise into mobile telephony in 1998, Nokia, Motorola, Sony Ericsson and others put together a consortium called Symbian to keep Windows out. Although Microsoft has made some inroads into the industry, the majority of the established companies use the Symbian provided interface instead.

					Licensing can be used to energize an organization – it can motivate people because they see their ideas being put to use and generating a payback. Motorola Labs is doing this with a new flat-screen technology it has developed which embeds carbon nanotubes directly onto the glass creating flat-panel displays which are brighter and have wider viewing angles than conventional technology. The company has developed prototypes which outperform the best models offered by the large players in this industry, affirming the company can build products which are technically impressive.

			

			
			
			
			
			
			
			
					Individual responsibility – Unless innovation is someone’s main operational responsibility, nothing much will happen. Someone needs to arrive at work every day focused on getting the organization to be more innovative. This person needs to be held accountable and measured on their ability to achieve payback. This person may act as a facilitator or be the chief innovator themselves but someone needs to feel responsible for making innovation happen.

					Unit responsibility – The company has to establish a group who will seek out, evaluate and them promote those innovations which will add value. This group may be an incubator, a “skunk works” team or a small standalone operation charged with trying new ideas. Most of the operational units of your company will be busy meeting their current targets so you need to have a business unit who can try new ideas without the pressures of meeting immediate profit targets and so forth.

					Companywide responsibility – While you may have a designated innovation unit, everyone needs to know they are encouraged to put forward their ideas and suggestions for improvements. You want every employee to consider innovation is an integral part of their job description. Front-line employees and those who interact face-to-face with customers will be coming up with new ideas all the time and you want them to feel comfortable about putting those ideas forward so they make a contribution.

					Conducive conditions – To enable people to be more effective at generating new ideas, ensure they have:	Time to think about ideas beyond their responsibilities.

	Enough space to explore and experiment a little.

	The opportunity to accumulate deep domain knowledge.

	The mental stimulation of being exposed to new ideas.

	An environment where ideas are valued and developed.

	The personal motivation to do something great.




					Openness – Look at what your partners, suppliers and academia can provide to supplement and build on what is happening internally. You want to scan what’s available on the broader horizon and integrate all these ideas into your organization’s own innovations. This means you either act as a scout (go outside and look for new ideas) or as a beacon (sifting through the ideas that people bring to you because of your company’s reputation).

					Measures and metrics – Simply put if you can’t track your organization’s innovation performance, it will be impossible to tell whetheror not more innovation is happening. The three most popular metrics currently in use are to track:	The percentage of sales generated by new products.

	The number of patents filed.

	Overall revenue growth.


	The inputs to the innovation process – the resources you are committing. Most management teams track the number of projects they are running, how many people are working on each project and the capital expenditure made to date on each project.

	The performance of your innovation teams – how long it takes for ideas to move from concepts to actual products or services. Here you would track cycle time, resources expended and performance to specifications.

	The actual cash payback generated by innovations – which generally means preparing a cash curve for each innovation tracking the cumulative cash flow position of each innovation. People need to be held accountable for running innovation projects that are cash flow positive for the company within the desired time frame.

	The indirect benefits of innovation – which will be hard to measure quantitatively but are still worth evaluating. You want to know whether your company is steadily gaining knowledge, building its brand strength, strengthening its overall business ecosystem or creating any other desirable organizational impacts.




			

			
			
			
			
			
			
					Leaders convince their organizations that innovation matters – and that it will generate some very worthwhile benefits and competitive advantages. Leaders need to help people see innovation as a way forward rather than just another program like cost cutting or quality improvement. They do this by making innovation a part of their own daily activities.

					Leaders allocate resources for innovation – they reduce investments in established parts of the business and deploy resources in the development of new products and new services, even when that involves some risk. Good leaders have a long-term perspective when it comes to innovation.

					Leaders proactively choose the best business model for each innovation – because they know these decisions will have a profound impact on the probability of any innovation generating a payback and the timing of that success. Instead of simply staying with the same business model all the time, astute leaders consider all the options and use whichever model offers the greatest advantages for each respective innovation.

					Leaders focus on the right things – they spend time analyzing which innovation projects should proceed and which should be abandoned and how these decisions get made. In practice, effective leaders make certain the right innovations get commercialized while those projects which will not generate payback are discontinued.

					Leaders reshape internal dynasties when necessary – they decide when a company needs to break with its past and move in new directions. If this is not done when appropriate, the organization may allocate all its resources to projects which generate diminishing returns. Strong leaders cannibalize their own products and services before the marketplace forces them to do so.

					Leaders put the right people in the right places – because ultimately innovation fails or succeeds because of the people involved. The best people will have unique talents, know-how and interests and the very good leaders run this internal orchestration of talent with finesse. They will populate the best innovation projects with people who:	Have a high tolerance for ambiguity.

	Are comfortable with and know how to assess risk.

	Can balance their own passion with objectivity.

	Have an innate ability to change.




					Leaders positively encourage risk taking – as most departures from the status quo will involve some risk. When leaders encourage experimentation and the need to learn from intelligent failures rather than punishing failure, then that encourages more innovation to occur. Innovation always involves risk and it is the leader’s job to help everyone feel comfortable about that. They should live by the creed the greatest risk any company can ever take is to try and take no risks at all.

			

			
			
					Start drawing cash curves – for every current and upcoming innovation project your company runs or is considering. Force yourself to think about how payback will be derived right from day one. Drawing a cash curve forces you to confront all the various trade-offs and assumptions you’re making.

					Get a better understanding for what is already in your innovation portfolio – catalog what is being developed, what resources have been committed and what results you’re expecting. Include both your official projects and all the unofficial projects which people have buried in their budgets. You’ll probably find one-third are worth pursuing further, one-third are a waste of resources and you won’t be sure about the other one-third. Reallocating the resources being wasted on the losers and using that on the winners will immediately enhance your payback.

					Appoint an innovation leader for your organization – or assume that role yourself. Make certain the innovation leader has power, influence, credibility and authority to act. To truly understand how important innovation is, your people will need to see a leader in action.

					Rethink the innovation business model you have traditionally used – and see whether you might not make some real progress if you use a different business model for a change. Try to use a mix of the three business models to develop some real world experience with each.

					Hunt down your organization’s cash traps – existing products which are not generating cash or projects currently underway which are not likely to produce payback. Shut these traps down and use the cash you free up to fund more innovation.

					Rethink your perspective and outlook on risk – from the point of view doing nothing at all is actually far more riskier than trying new things and suffering a few setbacks. Send the signal it’s acceptable to go through some short-term failures in order to get genuinely innovative new ideas working. Reward those who take intelligent risks, even if the results are disappointing. Get everyone focused on the possibilities of the future rather than worst case scenarios.
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